
 
                                                                                                                   

 

 

One of the ways of measuring the efficacy of repo rate cut of the RBI is to 
ascertain how the system has reacted to the change. Whenever the rate is 
lowered it is expected that the banks would lower the lending rate which 
will help borrowers and enhance further lending and hence assist growth. 
This is the chain that has been analyzed often.  
 
There is an argument that the transmission is not as swift as it should be. 
However, the lending rate which is defined by the MCLR or base rate or 
more recently the accepted benchmark, is also linked to the deposit rate 
which has to be altered first as it goes into the cost of funds. As loans get 
repriced immediately while only new and renewed deposits go at the new 
rate, the impact on average cost of deposits would come with a lag. 
Therefore, there is a theoretical reason for the transmission to be slow 
which can take a period of over six months provided banks lower the 
deposit rates – which may not happen across the board depending on the 
funds situation of various banks.  
 
The period from April 2019 onwards is examined in the foregoing analysis. 
The repo rate was lowered in the April 2019 policy to 6%. From then on 
there were three cuts till March 2020 when the lockdown was announced. 
This was of the order of 85 bps in tranches - one 35 bps and 2 of 25 bps each 
- to 5.15%. On announcement of the lockdown the RBI lowered the repo 
rate on March 27th by 75 bps bringing the total reduction in FY20 to 160 bps 
with the year ending with a repo rate of 4.4%, though the last cut would 
have an impact in FY21 rather than FY20. Subsequently two months later 
on May 22nd the RBI further lowered the rate by 40 bps bringing down the 
repo rate to 4%. Again, the impact would be felt from June onwards. 
 
Transmission in market 
 
The market is probably the best judge of the state of liquidity and the 
government bond probably is the best indicator to use which is risk free. 
Here the 10-years GSec yield was 7.24% as of last week of March 2019. It 
came down by around 60 bps by March 27th 2020. The response rate 
(change in interest variable to change in repo rate expressed as %) was 
hence 70%. Subsequently till May 22nd the response was more than 
expected at close to 140% as the yield came down by 100 bps to 5.75% in 
response to the 75 bps cut in repo rate. However, in the third stage of 40 
bps cut in the repo rate on May 22nd, the yield has remained more or less 
unchanged in the same range.  
 
Response of interest rate on deposits  
 
RBI presents data on the weighted average monthly term deposit rate on 
outstanding deposits which gives an idea of how banks repriced their 
deposits following the repo cuts. The monthly rates for April 2019, March 
2020 and April 2020 are presented below to give an idea of how responsive 
have deposit rates been across different categories. 
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Table 1: Weighted average term deposit rate on Outstanding deposits (%) 
 

 March 19 March 20 Change bps May 20 Change over 
March 20bps 

Total change 
bps  

PSB 6.77 6.38 - 39 6.17 - 21 - 60 

Private 7.23 6.54 - 69 6.24 - 30 - 99 

Foreign 6.44 5.05 -139 4.41 -64 - 203 

All 6.89 6.38 - 51 6.12 - 26 -77 

 
The table shows that in the first stage of FY20 when the repo rate was lowered by 85 bps the weighted average term deposit 
rate for all banks came down by around 50 bps with foreign banks and private banks being more aggressive in lowering these 
rates. These rates are computed on outstanding deposits for the month. The response rate has been around 60%. 
 
Subsequent reduction in repo rate by 75 bps led to a decline of 26 bps for the system in May (response rate of around 35%) 
bringing a total of 77 bps decline in deposit rates against 160 bps cut in repo rate during this 14-month period. There has 
hence been a transmission rate of just about 50% in average deposit rates.  
 
In fact, post May 22, the average deposit rate on 1-year deposits of the banking system based on five large banks came down 
from a mid-value of 5.7% to 5.375%, a reduction of 32.5 bps. With the repo rate being lowered by 40 bps the response was 
close to 80% reduction in the 1-year deposit rate. 
 
Transmission on lending side 
 
On the lending side the transmission has been even swifter. Table 2 below gives the monthly weighted average lending rate 
on fresh loans for the same time period. 
 

Table 2 WALR on fresh loans (%) 
 

 March 19 March 20 Change bps May 20 Change over 
March 20 bps 

Total change 
bps 

PSB 9.36 8.64 - 72 8.18 - 46 - 118 

Private 10.37 9.29 - 108 9.21 -8 -116 

Foreign 9.30 8.28 - 102 7.19 -109 - 211 

All 9.76 8.82 - 94 8.54 - 28 - 122 

 
Interestingly in the first period of one year up to March 2020, the WALR on fresh loans came down by 94 bps which is more 
than the 85-bps decline in repo rate. This has been observed across all bank categories with PSBs responding by around 85% 
and private and foreign banks more than 120%. 
 
Subsequently the 75-bps decline led to 28 bps fall for all banks. Foreign banks had a response rate of over 100%, while private 
banks did not witness a significant change in WALR. The response of PSBs was around 60%. 
 
Hence 160 bps cut for 14 months had WALR coming down by 122 bps which is quite significant with the response of WALR 
on fresh loans being above 75%. 
 
Another way of looking at bank response is the MCLR on which data is available till June. However, as will be seen below the 
concept of using a median MCLR for any bank group has the limitation of being an average of a rather varied minimum and 
maximum rates. Table 3 below gives the median MCLR for one year across different bank groups with the data being available 
up to June 2020. 
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Table 3: Group median MCLR for one year (%) 
 

 March 19 March 20 Change bps June 20 Change over 
March 20 bps 

Total change 
bps  

PSB 8.65 8.20 - 45 7.63 - 57 - 102 

Private 9.38 9.10 - 28 8.95 - 15 - 43 

Foreign 8.62 7.50 - 112 6.82 - 68 - 180 

All 8.74 8.20 - 54 7.70 - 50 - 104 

 
The response of the median MCLR was less significant with the 85-bps cut being associated with just 54 bps which is less than 
65%. However, the median of 8.20% in March was associated with a minimum of 5.44 % and maximum of 10.55%.  
 
This response was even smaller post March as 115 bps cut in repo led to just 50 bps in median MCLR till June with the 
response rate being a little over 40%. However, as stated earlier median may not be an effective measure of comparison 
relative to the WALR which is the actual average that considers the size of loans too. For the entire period the MCLR for one 
year was down by 104 points in response to the 200-bps cut in repo rate. 
 
Conclusions 
 

1. The transmission of repo rate cut has been effective to different degrees. 
2. The GSec market showed a varied response of 70% in FY20 and a much higher rate of 140% between March 27 and 

May end 2020. However, the last cut has not really had a discernible impact. This was despite the surge in liquidity 
in the system. The prospects of higher government borrowing and more paper being issued was responsible for 
intransigence in yield movement. 

3. On the lending side banks have responded with a good deal of alacrity as seen in the decline in the WALR on fresh 
loans. Deposit rates too have moved down though not to the same extent.  

4. Monetary policy action hence can be said to have been quite effective in terms of transmission and depending on 
the evolving situation can be expected to be play an important part in guiding the direction of interest rate 
movementss.  
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