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General Studies-3; Topic: Indian Economy and issues relating to planning, mobilization of 
resources, growth, development and employment. 

India’s Monetary Policy Transmission 

1) Introduction 

• Since February, the Reserve Bank of India (RBI) has aggressively cut the repo rate. 

• By cutting the repo rate, the RBI has been sending a signal to the rest of the banking system that 
the lending rates should come down. 

• This process of repo rate cuts leading to interest rate cuts across the banking system is called 
“monetary policy transmission”. 

2) Present Status in India 

• In India, the process of monetary policy transmission is inefficient. 

• For example, between February and August, the RBI cut repo rate from 6.5% to 5.4%. 

• But, the interest rate charged by banks on fresh loans fell just 27% of the amount by which the repo 
rate came down. 

• Further, RBI has urged banks to link their lending rates to the repo rate. 

3) Reasons behind Weak Transmissions 

• Rigidity in saving deposit interest rates. 

• Competition from other financial saving instruments such as public provident fund, Sukanya 
Samriddhi Yojana etc. 

• Deterioration in the health of the banking sector. 

4) Why does RBI want lower interest rates? 

• Since February, India’s economic growth momentum has rapidly decelerated. 

• Projections of GDP growth rate have come down. 

• A lower interest rate regime is expected to help 

• The main issue is that people are not consuming at a high enough rate. 

• At lower interest rates, people are expected to borrow and spend more, the more the money 
circulates in the economy, the greater would be the economic activity. 

• If banks reduce their lending rates, they would also have to reduce their deposit rates. 

• This, in turn, will incentivise people to save less and spend more. 

• If banks reduce the interest rates on loans, more businesses are likely to be enthused to borrow 
new loans for investment. 

5) Why aren’t interest rates coming down? 

• Reducing lending rates just because the repo has been cut is not feasible for banks. 

• Deposits make up almost 80% of all banks’ funds from which they then lend to borrowers. 

• Banks borrow a minuscule fraction under the repo. 

• Unless banks reduce their deposit rates, they will not be able to reduce their lending rates. 

• In the past only half the rate cuts by RBI were passed through by the banking system. 

• Deterioration in banks’ asset quality and the losses incurred by public sector banks have hampered 
effective monetary transmission. 
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6) What hasn’t linking the lending rate to the repo rate worked? 

• The banks cannot link their lending to the repo rate because repo doesn’t determine their cost of 
funds. 

• For a repo-linked regime to work, along with banks’ lending rates, their deposit rates too must go 
up and down with the repo. 

• If such a regime were in place, depositors would have earned 1.10 percentage points less interest 
rate on their savings account. 

7) Practice in Developed Countries 

• The financial system is far more developed and diversified. 

• The banking system doesn’t have to bear the burden of providing loans to everyone in the economy 
- from a small personal loan to large business loan. 

• Most demands for big loans are directed towards the corporate bond market 

• Depositors are not in the habit of getting a fixed interest rate on their savings while expecting a 
variable interest rate on their loans. 

• Overall borrowing by the public sector is not so high so as to drive up the interest rates in the 
economy. 

8) Way Forward 

• Enabling effective monetary transmission would not only increase the credibility of the Central 
Bank but also help in strengthening the financial structure. 

• Impounding of bank money by RBI is too high with 4% cash reserve ratio carrying no return 
whatsoever. 

• To make transmission work, the least the RBI can do is to reduce CRR. 

• Timely transmission of policy rates could be considerably improved if the banking sector’s non-
performing assets (NPAs) are resolved more quickly and efficiently. 

• If the government wants to reduce lending rates, it could focus on bringing down its own fiscal 
deficit and public sector borrowing. 
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