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mobile top up & e-commerce through SIB website “southindianbank.com”

CONDITIONS e All the free facilities will be available exclusively in the Mahila Savings Bank account only; ¢ In case minimum
balance of Rs.1000 is not maintained in the SB account, normal service charges will be collected. General T & C attached to SIB’s SB
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The phenomenon of credit creation by the banks is a great driving force of
economic development. Bank credit catalyses economic development by
providing finance for starting enterprises that generate goods and services,
provide employment and create income and al the more importantly results
in surplus for further investment and growth. A healthy balanced growth of
credit isan indicator of the stage of the economic development. Thus, credit
should be availablein adequate volumefor the growth of the economy. Along
with the availability of credit, the cost of credit should be affordable, i.e.
interest rates play a critical role in facilitating off-take of credit from the
banking system. Bank credit should be available to various sections and
segments of the economy in an equitable manner to ensure socialy balanced
economic growth. The quantum of credit and cost of credit should thusreflect
alocative efficiency in the economy. Further, the lending rates of banksina
devel oping economy should reflect the movements in the policy rates of the
regulating authority —the RBI in India. The monetary policy iseffectivetothe
extent of monetary transmission taking place by way of synchronous changes
in the policy rates and the lending rates of the commercia banks.

What is the significance of interest ratesin the economy?

A lower interest rate leads to expansion of bank credit and thus acts as a
propelling force of economic growth. In the aftermath of the global economic
recession, al economies followed a concerted policy action of monetary
easing to gear up both consumption and investment expenditure in the
economy. Thus liquidity wasinjected and interest rates were reduced. There
isawide spectrum of interest rates in the economy, representing interest rate
asareward for savingsand asacost of credit from the banks. In adeflationary
gituation, lower interest rates, devoidof inflation, areideal andinaninflationary
condition, interest rates should account for inflation factor also, and are thus
likely to be higher. What really matters most to the borrowers and from the
economy’s point of view isthe red interest rates. The nominal interest rates



movewithinflation. Thereal interest rate can be computed asnominal interest
rate minus inflation rate.

From business cycle perspective, the relationship between real interest rate
and credit growth can be examined. The movements in lending rates are
related to cyclicality of economic activity. Itisfound out that high real interest
ratescoincidewith low credit growth and low interest rates coincidewith high
credit growth. Studies aso indicate that real sector economic activity,
approximated by theindex of industrial production (11P), picks up with lower
interest rates. Thus industrial growth cycles are also inversely related to the
real interest ratecycles. Also, theeffectivelending ratesshould not betoo high
or too low, this being a pre-condition for financia stability. Now let us
examinetherel ationship between real GDPgrowthand real lending rates. The
real GDP growth is ameasure of average real rate of return in the economy.
Idedlly, thereal lending ratesshould bein alignment with thereal GDP growth
rate. In India, the real lending rates were higher than GDP growth rate during
1997-98 — 2003-03. Since 2003-04, average red lending rate has remained
below the real GDP growth rate. The average lending rates of commercial
banksin Indiahave gradually declined from arange of 16-17 percentin 1990s
to about 11.50 percent by 2008-09.

What is meant by monetary transmission in the economy?

The RBI, as the autonomous monetary authority, will make appropriate
changesin the reserveratios such as Cash Reserve Ratio (CRR) and Statutory
Liquidity Ratio (SLR) to control the volume of money supply inthe economy.
The funds available with the commercial banks for lending to the public will
be accordingly increased or decreased. This ratio also indicates statutory
investment activity of the banks. Thefunds earmarked for thispurposewill be
termed as investment — deposit ratio. Thus changes in statutory ratios affect
the volume or quantity of credit that is made available in the economy. The
reserve ratio mechanismisamost automatically transmitted in the economy.
The funds are immediately made available with the banks. The cost of credit
issignaled viachangesin the policy interest rates such as bank rate, repo rate
and reverse repo rate. By effecting changes in the policy interest rates, it is
expected that lending rates can be correspondingly moved. But this is not
automatically transmitted. The banks find it difficult to revise the rates
downward due the stickiness of the term deposit rates. Thus monetary
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transmission is not found to be effective to the extent desired as regards the
prices, i.e. interest rates.

The policy rates give signals as to movement of the actual interest ratesin the
economy. Though in apure market —driven economy, interest ratesare allowed
to be determined by supply and demand factors, regulations and interventions
in guiding the actual interest rates are required dependent on the economic
scenarios. Monetary policy instrumentssuch asreserveratiosand policy interest
rates are moved upward or downward to give direction to the economic growth
trajectory or general price movements. Thisisto be used in abalanced manner
sothat the overall objectivesof economic growth and price stability arerealized
with theleast adverse consequences. Whilethereserveratiosimpact liquidity in
the system, the policy ratesimpact the prices, .i.e. cost of credit or interest rates.
Though economic growth with price stability istheideal objective, in practice,
when high economic growth is targeted, price increase or inflation may occur,
thus dragging the positive impact of economic growth.

When it is required to hike economic growth, reserve ratios are reduced to
improve liquidity and policy interest rates are decreased to reduce cost of
credit. If in the process, supply bottlenecks emerge i.e. supply of goods and
services become limited, and inflationary trends arise, then reserve ratios and
policy ratesmay beincreased to containdemand-pull inflation. Thus, monetary
policy instrumentsareto be adjusted in abalanced manner to effectively guide
the economy.

Briefly trace the evolution of the lending rates of the commercial banks
in India:-

Till 1ate 1980s, the interest rate structure on loans and advances extended by
commercial bankswaslargely administered by the RBI. Thisistermed asthe
regulated interest rate regime. This was a mechanica transmission of the
interest rates and over a time does not take into account the competitive
features of the economy, when the rates are decided by the market factors of
supply, demand and risk characteristics. Thiswasdoneto ensureflow of credit
at affordable cost to the productive sectors of the economy. With the
introduction of financial sector reformsin 1990s, the RBI initiated steps to
simplify and rationalize the complex interest rate structure and to bring in
transparency in the loan pricing system. This resulted in aimost a complete
deregulation of lending rates in 1994. The system of Prime Lending Rate
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(PLR) was introduced. The interest rates for loans above Rs. 2 lakh were
deregulated. The banks could fix interest rates based on commercia wisdom
and risk-reward perception.

ThePLRwasdetermined on thebasisof cost of funds, transaction cost etc. and
it acted asthefloor rate for credit above Rs.2 lakh. Later, bankswere directed
to announce the maximum spread that woul d be charged over thefloor ratefor
loans above Rs. 2 lakh.

In 1997, anew rate called Prime Term Lending Rate (PTLR) wasintroduced.
PTLR was made applicable for |oans having tenure of 3 years and above and
banks were free to fix PTLR. PLR was applicable for working capital loans
and short-term loans. PLR was aso prescribed as the maximum ceiling rate
for loans to small borrowers with exposure to Rs. 2 lakh.

The banks wanted the PLR to be made a reference rate and not the minimum
lending rate. The banks were permitted to offer loans at sub-PLR rates to
exporters and other creditworthy borrowers even for loans above Rs. 2 lakh.
Instead of convergence of rates, there was widespread variance in the PLRs
| spread across the banks.

What isBPLR and how did it function?

Hence, thesystemof BPL R (Benchmark PrimeL ending Rates) wasintroduced
in the year 2003. In the monetary policy 2003, the RBI advised banks to
announce a Benchmark PLR (BPLR). The aim was to bring transparency in
pricing loan products. The system of tenor-linked PLR was discontinued.

The BPLR was seen as areference rate and it was to be computed taking into
consideration factors such as cost of funds, operational expenses, aminimum
margin to cover regulatory requirements of provisioning, capital charge and
profit margin. More flexibility in pricing floating rate loans and advances
using market benchmarks was envisaged and time varying spread was to be
done in an objective and transparent manner. The pricing strategies should
account for risk of default which requires different load factors for capital
charges. The banks sought more flexibility in loan pricing based on credit
risks and market risks and also ‘structuring’ of products. The transactions
costs are different for different sectors like consumer loans and corporate
business accounts. The BPLR regime did not work well and had various
shortcomings.



Evolution of Lending Rates of Commercial Banks

in India
Year

Key Changes

Till late
1980s

Interest rate structure was administered by the RBI.
Banks had no freedom to fix interest rates on loans and
advances.

Sep 1990

The structure of lending rates was rationalized into six
size-wise slabs. The slabs were reduced to four, in the
year 1992, and further reduced to three in the year
1993. Of these, banks were free to set interest rates on
loans of over Rs. 2 lakh with minimum lending rates
prescribed by the RBI.

Oct 1994

Lending rates for loans with credit limits of over Rs. 2
lakh deregulated. Banks were required to declare their
Prime Lending Rates (PLRs).

Feb 1997

Banks were allowed to prescribe separate PLRs and
spread over PLRs, both for loan and cash credit
components

Oct 1997

For term loans of 3 years and above, separate Prime
Term Lending Rates (PTLRs) were required to be
announced.

April 1998

PLR converted as a ceiling rate on loans up to Rs. 2 lakh

April 1999

Tenor-linked Prime Lending Rates (TPLRs) were
introduced

Oct 1999

Banks were given flexibility to charge interest rates
without reference to the PLR with respect to certain
categories of loans / credit.

April 2000

Banks allowed charging of fixed / floating rates on their
lending for credit limits of over Rs. 2 lakh

April 2001

The PLR ceased to be the floor rate for loans above Rs.
2 lakh and banks were allowed to lend at sub-PLR rates
for loans above Rs. 2 lakh.

April 2002

Dissemination of range of interest rates through the RBI
website was introduced

April 2003

Benchmark Prime Lending Rate (BPLR) system was
introduced and tenor-linked PLRs were discontinued

July 2010

Base Rate system replaces BPLR system

Your comments and feedback on this publication may be sent to Saff Training College,
The South Indian Bank Ltd., Thrissur 680 001 or by E.mail: ho2099@sib.co.in
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