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Ecowrap 

CouŶtƌies aƌe takiŶg uŶpƌeĐedeŶted ŵeasuƌes to Đoŵďat the spƌead of Coǀid-ϭϵ, ǁhile aŵelioƌatiŶg its peƌŶiĐious effeĐt oŶ the eĐoŶoŵǇ. OŶe of suĐh ŵeasuƌes is aŶ  
aggƌessiǀe aĐĐoŵŵodatiǀe ŵoŶetaƌǇ poliĐǇ. Hoǁeǀeƌ, the pƌoďleŵ is eǀeŶ afteƌ Ǉeaƌs of ƋuaŶtitatiǀe easiŶg ;QEͿ, adǀaŶĐed eĐoŶoŵies haǀe ĐoŶtiŶued to uŶdeƌshoot eǀeŶ 
the ŵiŶiŵuŵ iŶflatioŶ taƌgets. This ŵotiǀates us to ask the ďƌoadeƌ ƋuestioŶ: ǁhat is the effeĐtiǀe loǁeƌ ďouŶd of poliĐǇ ƌate? GiǀeŶ that suďzeƌo ƌates aƌe teĐhŶiĐallǇ  
feasiďle, iŶ a ϮϬϭϴ NBER papeƌ the authoƌs eŵpiƌiĐallǇ estaďlish that effeĐtiǀe loǁeƌ ďouŶd is giǀeŶ ďǇ the ͞ƌeǀeƌsal iŶteƌest ƌate͟, the ƌate at ǁhiĐh aĐĐoŵŵodatiǀe  
ŵoŶetaƌǇ poliĐǇ ƌeǀeƌses its effeĐt aŶd ďeĐoŵes ĐoŶtƌaĐtioŶaƌǇ foƌ output. If the ĐeŶtƌal ďaŶk ƌeduĐes the poliĐǇ ƌate ďeloǁ suĐh ͞ƌeǀeƌsal iŶteƌest ƌate͟, the ŵoŶetaƌǇ  
poliĐǇ ƌate depƌesses ƌatheƌ thaŶ stiŵulates the eĐoŶoŵǇ. IŵpoƌtaŶtlǇ, suĐh ƌeǀeƌsal iŶteƌest ƌate is Ŷot ;ŶeĐessaƌilǇͿ zeƌo. We use this ϮϬϭϴ papeƌ to eǆteŶd the ĐoŶĐept of 
ƌeǀeƌsal iŶteƌest ƌate iŶ the IŶdiaŶ ĐoŶteǆt  ǁith suitaďle ŵodifiĐatioŶs.  
BaŶk pƌofitaďilitǇ is a fuŶĐtioŶ of Ϯ ĐoŵpoŶeŶts. Net IŶteƌest IŶĐoŵe / NII aŶd Capital GaiŶs /CG. Let us eǆplaiŶ eaĐh oŶe of theŵ. A Đut iŶ the poliĐǇ ƌate ďeŶefits ďaŶks ǁith 
loŶg-teƌŵ legaĐǇ assets ǁith fiǆed iŶteƌest paǇŵeŶts. As the ĐeŶtƌal ďaŶk loǁeƌs the poliĐǇ ƌate, ďaŶks ĐaŶ ƌefiŶaŶĐe theiƌ loŶg-teƌŵ assets at a Đheapeƌ ƌate ;ƌeĐeŶtlǇ, ďaŶks 
haǀe ƌaised additioŶal tieƌ ϭ ďoŶds at the loǁest ƌate siŶĐe ϮϬϭϯͿ. This iŶĐƌeases the ǀalue of theiƌ eƋuitǇ; theǇ aƌe ďetteƌ Đapitalized, ǁhiĐh ƌelaǆes theiƌ ƌegulatoƌǇ ĐoŶstƌaiŶt 
aŶd Đould ĐleaƌlǇ ƌesult iŶ higheƌ pƌofitaďilitǇ. We Đall this the Capital GaiŶs iŵpaĐt oŶ BaŶk PƌofitaďilitǇ  that ǁoƌks iŶ iŶǀeƌse diƌeĐtioŶ ǁith ĐhaŶges iŶ poliĐǇ ƌate.  
Hoǁeǀeƌ, a loǁeƌ poliĐǇ ƌate also ŶegatiǀelǇ iŵpaĐts ďaŶks' pƌofits oŶ Ŷeǁ ďusiŶess, ďǇ loǁeƌiŶg ďaŶks' Ŷet iŶteƌest ŵaƌgiŶs. If ǁe assuŵe that the fiŶaŶĐial ŵaƌket ǁoƌks 
ǁithout aŶǇ fƌiĐtioŶs aŶd is peƌfeĐtlǇ Đoŵpetitiǀe, aŶǇ ŵoŶetaƌǇ poliĐǇ ƌate Đut should ďe oǀeƌ tiŵe passed thƌough eƋuiǀaleŶtlǇ to loaŶ ƌate aŶd deposit ƌate. We Đall this 
the Net IŶteƌest MaƌgiŶ iŵpaĐt oŶ ďaŶk pƌofitaďilitǇ that ǁoƌks iŶ saŵe diƌeĐtioŶ ǁith ĐhaŶges iŶ poliĐǇ ƌate. HeŶĐe, the Ŷet iŵpaĐt oŶ BaŶk PƌofitaďilitǇ ĐaŶ ǁoƌk iŶ aŶǇ 
diƌeĐtioŶ, aŶd heƌeiŶ Đoŵes the ĐoŶĐept of ͞ƌeǀeƌsal iŶteƌest ƌate͟. IŶ pƌiŶĐiple, ƌeǀeƌsal iŶteƌest ƌate is defiŶed as that ƌate ǁheƌe ƌisk-takiŶg aďilitǇ of the ďaŶkiŶg seĐtoƌ 
thƌough higheƌ leŶdiŶg ďǇ loǁeƌ ƌates is just adeƋuate to Đoǀeƌ the ďaŶk Ŷet ǁoƌth. AŶǇ fuƌtheƌ ƌate Đuts laƌgeƌ thaŶ ƌeǀeƌsal iŶteƌest ƌate ƌesults iŶ ďaŶks ĐuttiŶg ďaĐk oŶ 
theiƌ Đƌedit eǆteŶsioŶ aŶd foƌĐed iŶĐƌease iŶ theiƌ safe asset holdiŶgs thƌough the feedďaĐk loop.  
Ouƌ estiŵated ƌesults ;log-liŶeƌ ŵodelͿ foƌ IŶdia ďased oŶ ϭϱ Ǉeaƌ data iŶdiĐate that a ƌeǀeƌsal ƌepo ƌate ďeloǁ ϯ.ϱ% ǁill ďe detƌiŵeŶtal foƌ leŶdiŶg iŶ aŶ eĐoŶoŵǇ ǁith 
the ĐuƌƌeŶt Đapital ĐoŶstƌaiŶt. IŶteƌestiŶglǇ, the estiŵated ϯ.ϱ% ƌeǀeƌsal ƌepo ƌate also tƌaŶslates iŶto the ϭ Ǉeaƌ deposit Ŷot ďeiŶg loǁeƌ ďǇ ŵoƌe thaŶ Ϯϱ ďasis poiŶts 
fƌoŵ the ĐuƌƌeŶt leǀels. We ďelieǀe the ƌeǀeƌsal ƌepo ƌate is a ŵuĐh ďetteƌ aŶd aŶalǇtiĐallǇ poǁeƌful tool thaŶ TaǇloƌ Rule that ƌeƋuiƌes the speĐifiĐ atioŶ of ďoth ƌ* 
;Ŷeutƌal oƌ eƋuiliďƌiuŵ ƌeal ƌate of iŶteƌestͿ aŶd the GDP output gap, ďoth of ǁhiĐh aƌe uŶoďseƌǀaďle. Both ƌeƋuiƌe judgŵeŶt oŶ the paƌt of aŶǇoŶe applǇiŶg the ͞ƌule.͟  
IŶteƌestiŶglǇ, ǁe fiŶd Đleaƌ eǀideŶĐe of ƌeǀeƌsal ƌepo ƌate ĐƌeepiŶg up oǀeƌ tiŵe, aŶd iŶ that seŶse ďaŶks ǁill alǁaǇs pƌefeƌ to hold assets of loŶgeƌ duƌatioŶ. Foƌ eǆaŵple, 
if ďaŶk assets aƌe of shoƌteƌ duƌatioŶ, theŶ a loŶgeƌ iŶteƌest ƌate Đut ŵight lead to laƌgeƌ NII pƌofit losses thaŶ fiǆed iŶĐoŵe Đapital gaiŶs. AŶ eǆĐeediŶglǇ loŶg peƌiod of loǁ 
ƌates ŵaǇ eŶd up loǁeƌ leŶdiŶg fƌoŵ todaǇ oŶǁaƌds, aŵid feedďaĐk effeĐts oŶ the ďaŶks' ǀaluatioŶs. 
AgaiŶst this ďaĐkgƌouŶd, ǁe ďelieǀe aŶǇ fuƌtheƌ ƌate Đuts ǁill haǀe the uŶiŶteŶded iŵpaĐt oŶ the eĐoŶoŵǇ. IŶstead, ǁe stƌoŶglǇ ƌeĐoŵŵeŶd foƌ IŶdia aŶ aĐtiǀist fisĐal poliĐǇ. 
Theƌe is a plethoƌa of ƌeseaƌĐh to shoǁ that fisĐal ŵultiplieƌs aƌe alǁaǇs laƌgeƌ ǁheŶ ŵoŶetaƌǇ poliĐǇ is at the loǁeƌ ďouŶd as iŶǀestoƌs aŶtiĐipate a pƌoloŶged peƌiod of loǁ 
iŶteƌest ƌates thus aĐĐoŵŵodatiŶg the fisĐal ƌespoŶse ǁithout aŶǇ Ŷegatiǀe iŵpaĐt oŶ ŵaĐƌo ǀaƌiaďles. We oŶlǇ eǆpeĐt the goǀeƌŶŵeŶt to ŵake a Đƌediďle ĐoŵŵitŵeŶt to 
ƌegaiŶ fisĐal spaĐe oŶĐe the eĐoŶoŵǇ ƌeĐoǀeƌs fƌoŵ Đƌisis. But foƌ Ŷoǁ, fisĐal eǆpaŶsioŶ is a ŵust.  
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ESTIMATED LOWER BOUND OF RBI POLICY RATE IS 3.5% BUT CREEPING 

UP STEADILY: FISCAL MEASURES MUST AS AT LOW POLICY RATES  

FISCAL MULTIPLIERS HAVE MAXIMUM IMPACT 

͚Be the BaŶk of ChoiĐe foƌ a TƌaŶsfoƌŵiŶg IŶdia͛ 

MONETARY POLICY RESPONSES TO COVID-ϭϵ 

 CouŶtƌies aƌe takiŶg uŶpƌeĐedeŶted ŵeasuƌes to Đoŵďat the spƌead of Coǀid-ϭϵ, ǁhile  
aŵelioƌatiŶg its peƌŶiĐious effeĐt oŶ the eĐoŶoŵǇ. OŶe of suĐh ŵeasuƌes is aŶ aggƌessiǀe  
aĐĐoŵŵodatiǀe ŵoŶetaƌǇ poliĐǇ. Alŵost all ŵajoƌ eĐoŶoŵies ƌeduĐed theiƌ poliĐǇ ƌates duƌiŶg 
Coǀid-ϭϵ ;iŶ the ƌaŶge of ϭϱ-Ϯϳϱ ďpsͿ, ǁith IŶdia ƌeduĐiŶg its poliĐǇ ƌate ďǇ ϭϭϱ ďps to ϰ.Ϭ%. The 
iŶteƌest ƌates iŶ soŵe of the ĐouŶtƌies haǀe ƌeaĐhed ǀeƌǇ loǁ leǀels of Ϭ.ϱ-ϭ.Ϭ%.  

 Hoǁeǀeƌ, the pƌoďleŵ is eǀeŶ afteƌ Ǉeaƌs of ƋuaŶtitatiǀe easiŶg ;QEͿ aŶd ultƌa-loǁ iŶteƌest ƌates, 
adǀaŶĐed eĐoŶoŵies – paƌtiĐulaƌlǇ the EuƌozoŶe – haǀe ĐoŶtiŶued to uŶdeƌshoot eǀeŶ the  
ŵiŶiŵuŵ iŶflatioŶ taƌgets. This ŵotiǀates the ďƌoadeƌ ƋuestioŶ: ǁhat is the effeĐtiǀe loǁeƌ ďouŶd 
oŶ ŵoŶetaƌǇ poliĐǇ iŶ the ultiŵate aŶalǇsis that Đould stiŵulate the eĐoŶoŵǇ?  

 GiǀeŶ that suďzeƌo ƌates aƌe teĐhŶiĐallǇ feasiďle, iŶ a ϮϬϭϴ NBER papeƌ ďǇ Maƌkus K. BƌuŶŶeƌŵei-
eƌ aŶd YaŶŶ KoďǇ titled, ͞The Reǀeƌsal IŶteƌest Rate͟, the authoƌs eŵpiƌiĐallǇ estaďlish that effeĐ-
tiǀe loǁeƌ ďouŶd is giǀeŶ ďǇ the ͞ƌeǀeƌsal iŶteƌest ƌate", the ƌate at ǁhiĐh aĐĐoŵŵodatiǀe ŵoŶe-
taƌǇ poliĐǇ ƌeǀeƌses" its effeĐt aŶd ďeĐoŵes ĐoŶtƌaĐtioŶaƌǇ foƌ output. If the ĐeŶtƌal ďaŶk ƌeduĐes 
the poliĐǇ ƌate ďeloǁ suĐh ͞ƌeǀeƌsal iŶteƌest ƌate", the ŵoŶetaƌǇ poliĐǇ ƌate depƌesses ƌatheƌ thaŶ 
stiŵulates the eĐoŶoŵǇ. IŵpoƌtaŶtlǇ, the ƌeǀeƌsal iŶteƌest ƌate is Ŷot ;ŶeĐessaƌilǇͿ zeƌo. 

 We use this ϮϬϭϴ papeƌ to estiŵate aŶd eǆteŶd the ĐoŶĐept of ƌeǀeƌsal iŶteƌest ƌate iŶ the IŶdiaŶ 
ĐoŶteǆt aŶd pƌopose ouƌ oǁŶ eŵpiƌiĐal ŵodel to estiŵate the said ƌate foƌ IŶdia. 

THE THEORY OF REVERSAL INTEREST RATE  
 The ďaŶk pƌofitaďilitǇ is a fuŶĐtioŶ of Ϯ ĐoŵpoŶeŶts. Net IŶteƌest IŶĐoŵe / NII aŶd Capital GaiŶs /

CG. Let us eǆplaiŶ eaĐh oŶe of theŵ iŶ tuƌŶ.  
 A Đut iŶ the poliĐǇ ƌate ďeŶefits ďaŶks ǁith loŶg-teƌŵ legaĐǇ assets ǁith fiǆed iŶteƌest paǇŵeŶts. 

As the ĐeŶtƌal ďaŶk loǁeƌs the poliĐǇ ƌate, ďaŶks ĐaŶ ƌefiŶaŶĐe theiƌ loŶg-teƌŵ assets at a Đheapeƌ 
ƌate ;ƌeĐeŶtlǇ, ďaŶks haǀe ƌaised additioŶal tieƌ ϭ ďoŶds at the loǁest ƌate siŶĐe ϮϬϭϯͿ. This  
iŶĐƌeases the ǀalue of theiƌ eƋuitǇ; theǇ aƌe ďetteƌ Đapitalized, ǁhiĐh ƌelaǆes theiƌ ƌegulatoƌǇ oƌ  
eĐoŶoŵiĐ ĐoŶstƌaiŶt aŶd Đould ĐleaƌlǇ ƌesult iŶ higheƌ pƌofitaďilitǇ. Vieǁed diffeƌeŶtlǇ, ďaŶks fiǆed 
iŶteƌest holdiŶg eǆpeƌieŶĐe Đapital gaiŶs, pƌoǀided theƌe is Ŷo ďiŶdiŶg ĐoŶstƌaiŶt oŶ liƋuiditǇ. We 
Đall this the Capital GaiŶs iŵpaĐt oŶ BaŶk PƌofitaďilitǇ that ǁoƌks iŶ iŶǀeƌse diƌeĐtioŶ ǁith 
ĐhaŶges iŶ poliĐǇ ƌate. 

MoǀeŵeŶt of NII aŶd Capital GaiŶs  ;Rs CƌoƌeͿ ǁith Repo Rate 

 

ReduĐtioŶ iŶ CeŶtƌal BaŶk PoliĐǇ ƌates siŶĐe Feď͛20 

 

SouƌĐe: SBI ReseaƌĐh 
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SBI  ECOWRAP 

 Hoǁeǀeƌ, a loǁeƌ poliĐǇ ƌate also ŶegatiǀelǇ iŵpaĐts ďaŶks' pƌofits oŶ Ŷeǁ ďusi-
Ŷess, ďǇ loǁeƌiŶg ďaŶks' Ŷet iŶteƌest ŵaƌgiŶs. If ǁe assuŵe that the  
fiŶaŶĐial ŵaƌket ǁoƌks ǁithout aŶǇ fƌiĐtioŶs aŶd is peƌfeĐtlǇ Đoŵpetitiǀe, aŶǇ ŵoŶ-
etaƌǇ poliĐǇ ƌate Đut should ďe oǀeƌ tiŵe passed thƌough eƋuiǀaleŶtlǇ to loaŶ ƌate 
aŶd deposit ƌate. We Đall this the Net IŶteƌest MaƌgiŶ iŵpaĐt oŶ ďaŶk pƌofitaďilitǇ 
that ǁoƌks iŶ saŵe diƌeĐtioŶ ǁith ĐhaŶges iŶ poliĐǇ ƌate.  

 HeŶĐe, the Ŷet iŵpaĐt oŶ BaŶk PƌofitaďilitǇ ĐaŶ ǁoƌk iŶ aŶǇ diƌeĐtioŶ, aŶd heƌeiŶ 
Đoŵes the ĐoŶĐept of ͞ƌeǀeƌsal iŶteƌest ƌate͟. IŶ pƌiŶĐiple, aŶǇ ĐhaŶge iŶ pƌofits 
iŶduĐed loǁeƌ poliĐǇ ƌates ĐaŶ feed ďaĐk iŶto leŶdiŶg if the ƌisk-takiŶg aďilitǇ of the 
ďaŶkiŶg seĐtoƌ is Ŷot ĐoŶstƌaiŶed ďǇ its Ŷet ǁoƌth. If the Ŷet ǁoƌth of ďaŶks is suffi-
ĐieŶtlǇ stƌoŶg aŶd heŶĐe Đapital gaiŶs aƌe stƌoŶg eŶough to fuƌtheƌ iŶĐƌease the Ŷet 
ǁoƌth, theŶ oŶlǇ aŶ iŶteƌest Đut geŶeƌates the ďooŵ iŶ leŶdiŶg that the ĐeŶtƌal 
ďaŶk seeks to iŶduĐe. Hoǁeǀeƌ, if Đapital gaiŶs aƌe too loǁ to ĐoŵpeŶsate the loss 
iŶ Ŷet iŶteƌest iŶĐoŵe, theǇ liŵit ďaŶks' aďilitǇ to take oŶ ƌisk. This is the ƌeǀeƌsal 
iŶteƌest ƌate, aŶd aŶǇ fuƌtheƌ iŶteƌest Đuts fƌoŵ suĐh leǀel ǁill geŶeƌate a deĐliŶe iŶ 
leŶdiŶg though the Ŷet-ǁoƌth loop. BaŶks ǁill suďseƋueŶtlǇ Đut ďaĐk oŶ theiƌ Đƌedit 
iŶ Ŷeǆt peƌiod aŶd aƌe foƌĐed to iŶĐƌease theiƌ safe asset holdiŶgs that giǀes loǁ 
ƌetuƌŶs aŶd ďaŶks' pƌofits deĐliŶe eǀeŶ ŵoƌe, foƌĐiŶg ďaŶks to suďstitutioŶ of loaŶs 
ǁith safe assets iŶ Ŷeǆt peƌiod aŶd ǁe aƌe iŶ a peƌpetual loop.  

 Hoǁ does the ďaŶk aǀoid gettiŶg iŶto suĐh a peƌpetual tƌap? Fiƌst, ďaŶks ŵight ďe 
uŶǁilliŶg to Đut deposit ƌates ďeǇoŶd a poiŶt aŶd the ďaŶk ŵight offeƌ aŶ attƌaĐtiǀe 
iŶteƌest ƌate to eŶsuƌe that the Đustoŵeƌ does Ŷot ŵoǀe oŶto a ƌiǀal ďaŶk. We haǀe 
seeŶ this ďehaǀioƌ iŶ IŶdia, as ďaŶks ǀouĐh foƌ ƌetail deposits iŶ a Đƌoǁded ŵaƌket.  

 The seĐoŶd optioŶ Đould ďe ďaŶks pƌefeƌƌiŶg to hold assets of loŶgeƌ duƌatioŶ. Foƌ 
eǆaŵple, if ďaŶk assets aƌe of shoƌteƌ duƌatioŶ, theŶ a loŶgeƌ iŶteƌest ƌate Đut 
ŵight lead to laƌgeƌ NII pƌofit losses thaŶ fiǆed iŶĐoŵe Đapital gaiŶs. IŶ that seŶse, 
the ƌeǀeƌsal iŶteƌest ƌate Đƌeeps up oǀeƌ tiŵe: aŶ eǆĐeediŶglǇ loŶg peƌiod of loǁ 
ƌates ŵaǇ eŶd up loǁeƌ leŶdiŶg fƌoŵ todaǇ oŶǁaƌds, aŵid feedďaĐk effeĐts oŶ the 
ďaŶks' ǀaluatioŶs. 

ESTIMATED MODEL IN INDIA  
 We estiŵated a siŵple ďut poǁeƌful ŵodel ďased oŶ aďoǀe theoƌǇ to ĐalĐulate the 

ƌeǀeƌsal iŶteƌest ƌate. With the Đut iŶ iŶteƌest ƌate, NII deĐliŶes ďut Đapital gaiŶs 
iŶĐƌeases. We iŵpose the ďouŶdaƌǇ ĐoŶditioŶ that ƌeǀeƌsal ƌate is ƌeaĐhed if NII 
deĐliŶe >= EƋuitǇ Pƌofit ;EPͿ. The eŵpiƌiĐal ŵodel is giǀeŶ aloŶgside, ǁhiĐh is self 
eǆplaŶatoƌǇ. Based oŶ the Repo ƌate, NII ;iŶteƌest oŶ adǀaŶĐes ŵiŶus iŶteƌest oŶ 
depositsͿ aŶd EƋuitǇ pƌofit ;Net pƌofit/loss oŶ sale of iŶǀestŵeŶtsͿ data foƌ ASCBs  
foƌ the peƌiod of ϮϬϬϱ-ϮϬϭϵ, ǁe estiŵate ƌeǀeƌsal iŶteƌest ƌate iŶ teƌŵs of RBI 
poliĐǇ ƌate.  

 Ouƌ estiŵated ƌesults ;log-liŶeƌ ŵodelͿ ďased oŶ ϭϱ Ǉeaƌ data iŶdiĐate that a ƌeǀeƌ-
sal ƌepo ƌate ďeloǁ ϯ.ϱ%  ǁill  ďe detƌiŵeŶtal foƌ leŶdiŶg iŶ aŶ eĐoŶoŵǇ ǁith a 
tighteƌ Đapital ĐoŶstƌaiŶt.  

WHY REVERSAL RATE IS A BETTER TOOL THAN TAYLOR͛S RULE 

 RBI has ƌeduĐed the poliĐǇ ƌepo ƌate fƌoŵ ϴ% iŶ JaŶ’ϭϱ to ϰ% Ŷoǁ aŶd  duƌiŶg the 
saŵe tiŵe the MPC taƌgeted CPI iŶflatioŶ has folloǁed seǀeƌal ĐǇĐles; it ĐoŶtiŶued 
to deĐliŶe fƌoŵ ϱ.ϴ% iŶ JuŶe’ϭϲ to ϭ.ϱ% iŶ JuŶe’ϭϳ, theŶ iŶĐƌeased to ϰ.ϵ% JuŶe’ϭϴ 
aŶd deĐliŶed to Ϯ.Ϭ% iŶ JaŶ’ϭϵ. Theƌe afteƌ it ƌose to ϳ.ϲ% iŶ JaŶ’ϮϬ aŶd theŶ de-
ĐliŶed to ϲ.ϵ% iŶ Jul’ϮϬ. SiŶĐe DeĐ’ϭϵ, iŶflatioŶ has hoǁeǀeƌ Đƌossed RBI’s uppeƌ 
ďouŶd taƌget of ϲ% foƌ ϳ-ŵoŶths eǆĐept iŶ MaƌĐh’ϮϬ, at ϱ.ϴ%. Also, ǁe ďelieǀe the 
Aug’ϮϬ iŶflatioŶ ŵaǇ Đoŵe aďoǀe ϳ%. 

 IŶteƌestiŶglǇ, TaǇloƌ’s ƌule is a pƌoposed guideliŶe foƌ hoǁ ĐeŶtƌal ďaŶks, suĐh as 
the US Fed, should alteƌ iŶteƌest ƌates iŶ ƌespoŶse to ĐhaŶges iŶ eĐoŶoŵiĐ ĐoŶdi-
tioŶs. Hoǁeǀeƌ, ǁe ďelieǀe that TaǇloƌ ƌule is Ŷot the ideal poliĐǇ ƌule that eŵeƌgiŶg 
eĐoŶoŵies should folloǁ, oƌ eǀeŶ deǀeloped eĐoŶoŵies iŶ the ĐuƌƌeŶt fƌagile gloďal 
eŶǀiƌoŶŵeŶt.  

 IŶ pƌiŶĐiple, the TaǇloƌ Rule, ƌeƋuiƌes the speĐifiĐatioŶ of ďoth ƌ* ;Ŷeutƌal oƌ eƋuiliď-
ƌiuŵ ƌeal ƌate of iŶteƌestͿ aŶd the GDP output gap, ďoth of ǁhiĐh aƌe uŶoďseƌǀaďle, 
Both ƌeƋuiƌe judgŵeŶt oŶ the paƌt of aŶǇoŶe applǇiŶg the ͞ƌule.͟ Thus, eǀeŶ if the 
ƌule ǁeƌe iŶ soŵe aďstƌaĐt seŶse ͞ƌight,͟ aŶd faĐtoƌs otheƌ thaŶ ĐuƌƌeŶt iŶflatioŶ, 
the output gap, aŶd ƌ* ǁeƌe Ŷot sigŶifiĐaŶt eŶough to uŶdeƌĐut the utilitǇ of the 
ƌule, ŵateƌial ŵisspeĐifiĐatioŶs of those ǀaƌiaďles Đould still lead to suďoptiŵal 
poliĐǇ. 

CalĐulatioŶ of Reǀeƌsal Rate of IŶteƌest / iRR 

The TheoƌetiĐal Model: 
BaŶk Pƌofit = Net IŶteƌest IŶĐoŵe/ NII + Capital GaiŶs /CG, 

suĐh that if theƌe aƌe Ŷo Đapital gaiŶs, that is CG = Ϭ, theŶ the ĐhaŶge 
iŶ pƌofits folloǁiŶg a Đut iŶ poliĐǇ ƌate is stƌiĐtlǇ Ŷegatiǀe, ǁith Ŷo 
liƋuiditǇ ĐoŶstƌaiŶts. Thus,  

NII = αϭ + βϭ (RepoͿ 

CG = αϮ—βϮ (RepoͿ 

Reǀeƌsal Rate / iRR is ƌeaĐhed if aŶd oŶlǇ if NII—CG > Ϭ  

iRR   is the ƌate suĐh that a deĐliŶe iŶ the ƌepo ƌate, i, stiŵulates  
leŶdiŶg if aŶd oŶlǇ if the ĐuƌƌeŶt poliĐǇ ƌate is aďoǀe the ƌeǀeƌsal 
iŶteƌest ƌate iRR. 
 

Estiŵated  EŵpiƌiĐal Model foƌ IŶdia  
;UsiŶg data fƌoŵ ϮϬϬϱ-ϮϬϭϵͿ: 
NII = ϵ.ϴϰ + Ϭ.ϭϵ ;RepoͿ 

CG = ϭϭ.ϲϮ - Ϭ.ϯϯ ;RepoͿ 

SolǀiŶg the aďoǀe tǁo eƋuatioŶs  ďǇ iŵposiŶg the ďouŶdaƌǇ  
ĐoŶditioŶ pƌoǀide us   
 

iRR = ϯ.ϱ%, ǁith Đleaƌ eǀideŶĐe of ĐƌeepiŶg up iŶ a ŵulti peƌiod 
ŵodel 

HOW THE REVERSAL RATE IMPACTS THE LOWER BOUND OF DEPOSIT RATE 

 With the fall iŶ ƌepo ƌate, ďoth the deposits aŶd leŶdiŶg ƌate of ďaŶks 
haǀe ĐoŶtiŶued to fall till the eŶd of DeĐ’ϭϳ ďut theƌe afteƌ theǇ iŶ-
Đƌeased ŵaƌgiŶallǇ ǁith the ƌise iŶ deposits ƌate to ŵeet the shoƌt-teƌŵ 
liƋuiditǇ ĐƌuŶĐh. Hoǁeǀeƌ, fƌoŵ JaŶ’ϭϵ, ďoth the ƌates aƌe deĐliŶiŶg 
ǁith RBI’s Đut iŶ ƌepo ƌate ďǇ ϭϭϱ ďasis poiŶts. BaŶks haǀe Đut ƌates oŶ 
fƌesh loaŶs ďǇ ϳϰ ďasis poiŶts. SBI has Đut ďǇ aŶ eƋuiǀaleŶt ϭϭϱ ďasis 
poiŶts oŶ its Repo liŶked pƌoduĐt.  

 As peƌ the latest aǀailaďle data, the WADTDR, aŶd ϭǇƌ MCLR haǀe 
ƌeaĐhed the loǁest leǀel of ϱ.ϵϲ%, ϴ.ϯϱ% aŶd ϳ.ϰϱ% iŶ JulǇ ϮϬϮϬ. 

 To kŶoǁ the iŵpaĐt of ƌepo ƌate Đut oŶ ďaŶk͛s deposits ƌate, ǁe esti-
ŵated that ϭ% ĐhaŶge iŶ ƌepo ƌate ƌeduĐes deposits ƌate ;ǁeighted 
aǀg. deposits ƌateͿ ďǇ ϲϳ ďps. Hoǁeǀeƌ, due to the ƌigiditǇ iŶ deposits 
stƌuĐtuƌe of the IŶdiaŶ ďaŶkiŶg sǇsteŵ, ďaŶks aƌe Ŷot aďle to Đut eƋual 
aŵouŶt iŶ ďoth the deposits aŶd leŶdiŶg ƌates. As peƌ the estiŵated 
ŵodel foƌ ƌeǀeƌsal ƌate, RBI has a ŵaǆiŵuŵ spaĐe to Đut poliĐǇ ƌate ďǇ 
up to ϱϬ ďps that tƌaŶslates iŶto ďaŶks loǁeƌiŶg deposits ƌate ďǇ upto 
Ϯϱ ďasis poiŶts foƌ ϭ Ǉeaƌ teŶuƌe.  

February Latest Change (in bps)

Repo Rate 5.15 4.00 -115

Wt Avg. Lending Rate (WALR) on O/S Rupee 

Loans
10.11 9.71 -40

WALR on Fresh Rupee Loans 9.26 8.52 -74

Wt Avg. Domestic Term Deposits (WADTDR) 

on O/S Deposits
6.45 5.96 -49

ASCB-MCLR (1 Year) 8.21 7.45 -76

SBI EBLR 7.80 6.65 -115

SBI MCLR –ϲ MoŶths 7.80 6.95 -85

SBI MCLR –ϭ Yeaƌ 7.85 7.00 -85

Transmission of Policy Rate

Source: RBI, SBI Research
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NEW POLICY TOOLKIT POST COVID-ϭϵ MUST ENCOMPASS FISCAL  
 SiŶĐe the gloďal fiŶaŶĐial Đƌisis, theƌe haǀe ďeeŶ seƌious douďts aďout the theoƌǇ 

that the eĐoŶoŵǇ fuŶĐtioŶs ďest ǁith ͞iŶǀisiďle haŶd͟ aŶd it should Ŷot ďe  
jeopaƌdized thƌough goǀeƌŶŵeŶt ͞iŶteƌǀeŶtioŶ͟. IŶ paƌtiĐulaƌ, the disĐipliŶe ;ƌead 
eĐoŶoŵiĐsͿ has soŵehoǁ ƌejeĐted the patteƌŶ of siŵple poliĐǇ pƌesĐƌiptioŶs - 
ǁhiĐh aŶǇ staŶdaƌd eĐoŶoŵiĐs teǆtďook iŵďiďes. The spƌead of Coǀid-ϭϵ is Ŷoǁ 
ĐoŵpelliŶg eĐoŶoŵists to deǀise iŶŶoǀatiǀe ŵeasuƌes iŶ eĐoŶoŵiĐ thiŶkiŶg.  

 Let us also ĐoŶsideƌ the eǆaŵple of ŵoŶetaƌǇ poliĐǇ. EǀeŶ afteƌ Ǉeaƌs of  
ƋuaŶtitatiǀe easiŶg ;QEͿ aŶd ultƌa-loǁ iŶteƌest ƌates, adǀaŶĐed eĐoŶoŵies – paƌtiĐ-
ulaƌlǇ the EuƌozoŶe – haǀe ĐoŶtiŶued to uŶdeƌshoot eǀeŶ the ŵiŶiŵuŵ iŶflatioŶ 
taƌgets. Thus the loŶg-staŶdiŶg assuŵptioŶs aďout doǁŶǁaƌd ŶoŵiŶal ǁage ƌigidi-
tǇ of ϭϵϲϬ-ϳϬs ǁheŶ oƌgaŶized laďouƌ ǁeƌe ŵuĐh stƌoŶgeƌ is ĐleaƌlǇ Ŷot iŶ ǀogue 
Ŷoǁ.  EŵploǇees aƌe ǁilliŶg to ǁoƌk eǀeŶ at a loǁeƌ ƌate eǆplaiŶiŶg ŵuĐh of the 
sloǁeƌ gƌoǁth iŶ laďouƌ pƌoduĐtiǀitǇ aŶd a ďƌeakdoǁŶ of Philips Cuƌǀe. We aƌe 
ǁitŶessiŶg siŵilaƌ situatioŶ iŶ IŶdia ƌight Ŷoǁ ǁith ŵiŶiŵuŵ ǁage gƌoǁth aŶd 
deĐliŶiŶg pƌoduĐtiǀitǇ.  

 OŶ the otheƌ haŶd, is the issue of ďloated GoǀeƌŶŵeŶt deďt. It is ofteŶ aƌgued that 
aŶ eǆpaŶsioŶaƌǇ fisĐal poliĐǇ  Đƌoǁds out pƌiǀate seĐtoƌ ďoƌƌoǁiŶgs. As eĐoŶoŵists, 
ǁe haǀe ďeeŶ Ŷoǁ folloǁiŶg this deďate foƌ ages that ĐoŵďiŶed saǀiŶgs of the 
GoǀeƌŶŵeŶt is ĐƌoǁdiŶg out pƌiǀate seĐtoƌ iŶǀestŵeŶt iŶ IŶdia. At the saŵe tiŵe, 
ǁe aƌe also ǁitŶessiŶg to the Ŷegatiǀe gƌoǁth iŶ FYϮϭ ďeĐause of deŵaŶd  
destƌuĐtioŶ. Siŵple eĐoŶoŵiĐs suggests these tǁo ĐaŶŶot siŵplǇ Đo-eǆist togetheƌ. 
If gƌoǁth is deŵaŶd ĐoŶstƌaiŶed, iŶĐƌease iŶ pƌiǀate iŶǀestŵeŶt ǁill oŶlǇ lead to 
higheƌ output. AŶd, a paƌt of the higheƌ output ǁill ďe saǀed aŶd, iŶ ƌetuƌŶ, ǁill ďe 
suffiĐieŶt to suppoƌt pƌiǀate iŶǀestŵeŶt. FaĐt is, oŶlǇ ǁheŶ gƌoǁth is ĐapaĐitǇ 
ĐoŶstƌaiŶed, ǁhiĐh appaƌeŶtlǇ is Ŷot the Đase ƌight Ŷoǁ iŶ IŶdia, aŶǇ idea of  
ĐƌoǁdiŶg out ĐaŶ ďe aƌgued as ƌeleǀaŶt.  

 SiŵilaƌlǇ, theƌe is a plethoƌa of ƌeseaƌĐh to shoǁ that fisĐal ŵultiplieƌs aƌe alǁaǇs 
laƌgeƌ ǁheŶ ŵoŶetaƌǇ poliĐǇ is at the loǁeƌ ďouŶd as iŶǀestoƌs aŶtiĐipate a  
pƌoloŶged peƌiod of loǁ iŶteƌest ƌates thus aĐĐoŵŵodatiŶg the fisĐal ƌespoŶse 
ǁithout aŶǇ Ŷegatiǀe iŵpaĐt oŶ ŵaĐƌo ǀaƌiaďles iŶĐludiŶg iŶflatioŶ.  

 We thus ďelieǀe that pƌoǀidiŶg fisĐal stiŵulus is the ŵost effeĐtiǀe solutioŶ iŶ the 
ĐuƌƌeŶt paŶdeŵiĐ aŶd it should ďe iŵŵediate as otheƌ ĐouŶtƌies did. CouŶtƌies aƌe 
pƌoǀidiŶg sizaďle fisĐal suppoƌt thƌough ďudgetaƌǇ ŵeasuƌes, as ǁell as off-ďudget 
liƋuiditǇ aŶd the ŵeasuƌes takeŶ ďǇ GoǀeƌŶŵeŶts ;iŶ US aŶd EuƌopeͿ to pƌoteĐt 
ǀulŶeƌaďle fiƌŵs aŶd eŵploǇees duƌiŶg the loĐkdoǁŶ haǀe laƌgelǇ ŵet theiƌ goals. 
As the eǆit phase ďegiŶs, poliĐǇ should piǀot toǁaƌd suppoƌtiŶg the ƌeĐoǀeƌǇ. OŶ 
the deŵaŶd side, this ŵaǇ ƌeƋuiƌe fuƌtheƌ fisĐal suppoƌt ĐleaƌlǇ foƌ IŶdia. OŶ the 
supplǇ side, this iŵplies puttiŶg gƌaduallǇ ŵoƌe eŵphasis oŶ ďaĐkiŶg up pƌoduĐtiǀe 
joďs aŶd ǀiaďle ĐoŵpaŶies ǁhile ďegiŶŶiŶg to phase out sĐheŵes that do Ŷot seƌǀe 
aŶǇ puƌpose.   

SuŵŵaƌǇ of FisĐal Measuƌes iŶ RespoŶse to the COVID-ϭϵ PaŶdeŵiĐ  
;% of GDPͿ 
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Disclaimer:  
The Ecowrap is not a priced publication of the Bank. The  
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