
 

 
Ecowrap 

Cou t ies a e taki g u p e ede ted easu es to o at the sp ead of Co id- , hile a elio ati g its pe i ious effe t o  the e o o . O e of su h easu es is a   
agg essi e a o odati e o eta  poli . Ho e e , the p o le  is e e  afte  ea s of ua titati e easi g QE , ad a ed e o o ies ha e o ti ued to u de shoot e e  
the i i u  i flatio  ta gets. This oti ates us to ask the oade  uestio : hat is the effe ti e lo e  ou d of poli  ate? Gi e  that su ze o ates a e te h i all   
feasi le, i  a  NBER pape  the autho s e pi i all  esta lish that effe ti e lo e  ou d is gi e   the e e sal i te est ate , the ate at hi h a o odati e  

o eta  poli  e e ses its effe t a d e o es o t a tio a  fo  output. If the e t al a k edu es the poli  ate elo  su h e e sal i te est ate , the o eta   
poli  ate dep esses athe  tha  sti ulates the e o o . I po ta tl , su h e e sal i te est ate is ot e essa il  ze o. We use this  pape  to e te d the o ept of 
e e sal i te est ate i  the I dia  o te t  ith suita le odifi atio s.  

Ba k p ofita ilit  is a fu tio  of  o po e ts. Net I te est I o e / NII a d Capital Gai s /CG. Let us e plai  ea h o e of the . A ut i  the poli  ate e efits a ks ith 
lo g-te  lega  assets ith fi ed i te est pa e ts. As the e t al a k lo e s the poli  ate, a ks a  efi a e thei  lo g-te  assets at a heape  ate e e tl , a ks 
ha e aised additio al tie   o ds at the lo est ate si e . This i eases the alue of thei  e uit ; the  a e ette  apitalized, hi h ela es thei  egulato  o st ai t 
a d ould lea l  esult i  highe  p ofita ilit . We all this the Capital Gai s i pa t o  Ba k P ofita ilit   that o ks i  i e se di e tio  ith ha ges i  poli  ate.  
Ho e e , a lo e  poli  ate also egati el  i pa ts a ks' p ofits o  e  usi ess,  lo e i g a ks' et i te est a gi s. If e assu e that the fi a ial a ket o ks 

ithout a  f i tio s a d is pe fe tl  o petiti e, a  o eta  poli  ate ut should e o e  ti e passed th ough e ui ale tl  to loa  ate a d deposit ate. We all this 
the Net I te est Ma gi  i pa t o  a k p ofita ilit  that o ks i  sa e di e tio  ith ha ges i  poli  ate. He e, the et i pa t o  Ba k P ofita ilit  a  o k i  a  
di e tio , a d he ei  o es the o ept of e e sal i te est ate . I  p i iple, e e sal i te est ate is defi ed as that ate he e isk-taki g a ilit  of the a ki g se to  
th ough highe  le di g  lo e  ates is just ade uate to o e  the a k et o th. A  fu the  ate uts la ge  tha  e e sal i te est ate esults i  a ks utti g a k o  
thei  edit e te sio  a d fo ed i ease i  thei  safe asset holdi gs th ough the feed a k loop.  
Ou  esti ated esults log-li e  odel  fo  I dia ased o   ea  data i di ate that a e e sal epo ate elo  . % ill e det i e tal fo  le di g i  a  e o o  ith 
the u e t apital o st ai t. I te esti gl , the esti ated . % e e sal epo ate also t a slates i to the  ea  deposit ot ei g lo e   o e tha   asis poi ts 
f o  the u e t le els. We elie e the e e sal epo ate is a u h ette  a d a al ti all  po e ful tool tha  Ta lo  Rule that e ui es the spe ifi atio  of oth * 

eut al o  e uili iu  eal ate of i te est  a d the GDP output gap, oth of hi h a e u o se a le. Both e ui e judg e t o  the pa t of a o e appl i g the ule.   
I te esti gl , e fi d lea  e ide e of e e sal epo ate eepi g up o e  ti e, a d i  that se se a ks ill al a s p efe  to hold assets of lo ge  du atio . Fo  e a ple, 
if a k assets a e of sho te  du atio , the  a lo ge  i te est ate ut ight lead to la ge  NII p ofit losses tha  fi ed i o e apital gai s. A  e eedi gl  lo g pe iod of lo  
ates a  e d up lo e  le di g f o  toda  o a ds, a id feed a k effe ts o  the a ks' aluatio s. 

Agai st this a kg ou d, e elie e a  fu the  ate uts ill ha e the u i te ded i pa t o  the e o o . I stead, e st o gl  e o e d fo  I dia a  a ti ist fis al poli . 
The e is a pletho a of esea h to sho  that fis al ultiplie s a e al a s la ge  he  o eta  poli  is at the lo e  ou d as i esto s a ti ipate a p olo ged pe iod of lo  
i te est ates thus a o odati g the fis al espo se ithout a  egati e i pa t o  a o a ia les. We o l  e pe t the go e e t to ake a edi le o it e t to 
egai  fis al spa e o e the e o o  e o e s f o  isis. But fo  o , fis al e pa sio  is a ust.  

Issue No. , FY  

Date:  Septe e   

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 Ba k of Choi e fo  a T a sfo i g I dia  

MONETARY POLICY RESPONSES TO COVID-  

 Cou t ies a e taki g u p e ede ted easu es to o at the sp ead of Co id- , hile  
a elio ati g its pe i ious effe t o  the e o o . O e of su h easu es is a  agg essi e  
a o odati e o eta  poli . Al ost all ajo  e o o ies edu ed thei  poli  ates du i g 
Co id-  i  the a ge of -  ps , ith I dia edu i g its poli  ate   ps to . %. The 
i te est ates i  so e of the ou t ies ha e ea hed e  lo  le els of . - . %.  

 Ho e e , the p o le  is e e  afte  ea s of ua titati e easi g QE  a d ult a-lo  i te est ates, 
ad a ed e o o ies – pa ti ula l  the Eu ozo e – ha e o ti ued to u de shoot e e  the  

i i u  i flatio  ta gets. This oti ates the oade  uestio : hat is the effe ti e lo e  ou d 
o  o eta  poli  i  the ulti ate a al sis that ould sti ulate the e o o ?  

 Gi e  that su ze o ates a e te h i all  feasi le, i  a  NBER pape   Ma kus K. B u e ei-
e  a d Ya  Ko  titled, The Re e sal I te est Rate , the autho s e pi i all  esta lish that effe -
ti e lo e  ou d is gi e   the e e sal i te est ate", the ate at hi h a o odati e o e-
ta  poli  e e ses" its effe t a d e o es o t a tio a  fo  output. If the e t al a k edu es 
the poli  ate elo  su h e e sal i te est ate", the o eta  poli  ate dep esses athe  tha  
sti ulates the e o o . I po ta tl , the e e sal i te est ate is ot e essa il  ze o. 

 We use this  pape  to esti ate a d e te d the o ept of e e sal i te est ate i  the I dia  
o te t a d p opose ou  o  e pi i al odel to esti ate the said ate fo  I dia. 

THE THEORY OF REVERSAL INTEREST RATE  
 The a k p ofita ilit  is a fu tio  of  o po e ts. Net I te est I o e / NII a d Capital Gai s /

CG. Let us e plai  ea h o e of the  i  tu .  
 A ut i  the poli  ate e efits a ks ith lo g-te  lega  assets ith fi ed i te est pa e ts. 

As the e t al a k lo e s the poli  ate, a ks a  efi a e thei  lo g-te  assets at a heape  
ate e e tl , a ks ha e aised additio al tie   o ds at the lo est ate si e . This  

i eases the alue of thei  e uit ; the  a e ette  apitalized, hi h ela es thei  egulato  o   
e o o i  o st ai t a d ould lea l  esult i  highe  p ofita ilit . Vie ed diffe e tl , a ks fi ed 
i te est holdi g e pe ie e apital gai s, p o ided the e is o i di g o st ai t o  li uidit . We 
all this the Capital Gai s i pa t o  Ba k P ofita ilit  that o ks i  i e se di e tio  ith 
ha ges i  poli  ate. 

Mo e e t of NII a d Capital Gai s  Rs C o e  ith Repo Rate 
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SBI  ECOWRAP 

 Ho e e , a lo e  poli  ate also egati el  i pa ts a ks' p ofits o  e  usi-
ess,  lo e i g a ks' et i te est a gi s. If e assu e that the  

fi a ial a ket o ks ithout a  f i tio s a d is pe fe tl  o petiti e, a  o -
eta  poli  ate ut should e o e  ti e passed th ough e ui ale tl  to loa  ate 
a d deposit ate. We all this the Net I te est Ma gi  i pa t o  a k p ofita ilit  
that o ks i  sa e di e tio  ith ha ges i  poli  ate.  

 He e, the et i pa t o  Ba k P ofita ilit  a  o k i  a  di e tio , a d he ei  
o es the o ept of e e sal i te est ate . I  p i iple, a  ha ge i  p ofits 

i du ed lo e  poli  ates a  feed a k i to le di g if the isk-taki g a ilit  of the 
a ki g se to  is ot o st ai ed  its et o th. If the et o th of a ks is suffi-
ie tl  st o g a d he e apital gai s a e st o g e ough to fu the  i ease the et 
o th, the  o l  a  i te est ut ge e ates the oo  i  le di g that the e t al 
a k seeks to i du e. Ho e e , if apital gai s a e too lo  to o pe sate the loss 

i  et i te est i o e, the  li it a ks' a ilit  to take o  isk. This is the e e sal 
i te est ate, a d a  fu the  i te est uts f o  su h le el ill ge e ate a de li e i  
le di g though the et- o th loop. Ba ks ill su se ue tl  ut a k o  thei  edit 
i  e t pe iod a d a e fo ed to i ease thei  safe asset holdi gs that gi es lo  
etu s a d a ks' p ofits de li e e e  o e, fo i g a ks to su stitutio  of loa s 
ith safe assets i  e t pe iod a d e a e i  a pe petual loop.  

 Ho  does the a k a oid getti g i to su h a pe petual t ap? Fi st, a ks ight e 
u illi g to ut deposit ates e o d a poi t a d the a k ight offe  a  att a ti e 
i te est ate to e su e that the usto e  does ot o e o to a i al a k. We ha e 
see  this eha io  i  I dia, as a ks ou h fo  etail deposits i  a o ded a ket.  

 The se o d optio  ould e a ks p efe i g to hold assets of lo ge  du atio . Fo  
e a ple, if a k assets a e of sho te  du atio , the  a lo ge  i te est ate ut 

ight lead to la ge  NII p ofit losses tha  fi ed i o e apital gai s. I  that se se, 
the e e sal i te est ate eeps up o e  ti e: a  e eedi gl  lo g pe iod of lo  
ates a  e d up lo e  le di g f o  toda  o a ds, a id feed a k effe ts o  the 
a ks' aluatio s. 

ESTIMATED MODEL IN INDIA  
 We esti ated a si ple ut po e ful odel ased o  a o e theo  to al ulate the 

e e sal i te est ate. With the ut i  i te est ate, NII de li es ut apital gai s 
i eases. We i pose the ou da  o ditio  that e e sal ate is ea hed if NII 
de li e >= E uit  P ofit EP . The e pi i al odel is gi e  alo gside, hi h is self 
e pla ato . Based o  the Repo ate, NII i te est o  ad a es i us i te est o  
deposits  a d E uit  p ofit Net p ofit/loss o  sale of i est e ts  data fo  ASCBs  
fo  the pe iod of - , e esti ate e e sal i te est ate i  te s of RBI 
poli  ate.  

 Ou  esti ated esults log-li e  odel  ased o   ea  data i di ate that a e e -
sal epo ate elo  . %  ill  e det i e tal fo  le di g i  a  e o o  ith a 
tighte  apital o st ai t.  

WHY REVERSAL RATE IS A BETTER TOOL THAN TAYLOR S RULE 

 RBI has edu ed the poli  epo ate f o  % i  Ja ’  to % o  a d  du i g the 
sa e ti e the MPC ta geted CPI i flatio  has follo ed se e al les; it o ti ued 
to de li e f o  . % i  Ju e’  to . % i  Ju e’ , the  i eased to . % Ju e’  
a d de li ed to . % i  Ja ’ . The e afte  it ose to . % i  Ja ’  a d the  de-
li ed to . % i  Jul’ . Si e De ’ , i flatio  has ho e e  ossed RBI’s uppe  
ou d ta get of % fo  - o ths e ept i  Ma h’ , at . %. Also, e elie e the 

Aug’  i flatio  a  o e a o e %. 
 I te esti gl , Ta lo ’s ule is a p oposed guideli e fo  ho  e t al a ks, su h as 

the US Fed, should alte  i te est ates i  espo se to ha ges i  e o o i  o di-
tio s. Ho e e , e elie e that Ta lo  ule is ot the ideal poli  ule that e e gi g 
e o o ies should follo , o  e e  de eloped e o o ies i  the u e t f agile glo al 
e i o e t.  

 I  p i iple, the Ta lo  Rule, e ui es the spe ifi atio  of oth * eut al o  e uili -
iu  eal ate of i te est  a d the GDP output gap, oth of hi h a e u o se a le, 

Both e ui e judg e t o  the pa t of a o e appl i g the ule.  Thus, e e  if the 
ule e e i  so e a st a t se se ight,  a d fa to s othe  tha  u e t i flatio , 

the output gap, a d * e e ot sig ifi a t e ough to u de ut the utilit  of the 
ule, ate ial isspe ifi atio s of those a ia les ould still lead to su opti al 

poli . 

Cal ulatio  of Re e sal Rate of I te est / iRR 

The Theo eti al Model: 
Ba k P ofit = Net I te est I o e/ NII + Capital Gai s /CG, 

su h that if the e a e o apital gai s, that is CG = , the  the ha ge 
i  p ofits follo i g a ut i  poli  ate is st i tl  egati e, ith o 
li uidit  o st ai ts. Thus,  

NII = α  + β  (Repo  

CG = α —β  (Repo  

Re e sal Rate / iRR is ea hed if a d o l  if NII—CG >   

iRR   is the ate su h that a de li e i  the epo ate, i, sti ulates  
le di g if a d o l  if the u e t poli  ate is a o e the e e sal 
i te est ate iRR. 
 

Esti ated  E pi i al Model fo  I dia  
Usi g data f o  - : 

NII = .  + .  Repo  

CG = .  - .  Repo  

Sol i g the a o e t o e uatio s   i posi g the ou da   
o ditio  p o ide us   

 

iRR = . %, ith lea  e ide e of eepi g up i  a ulti pe iod 
odel 

HOW THE REVERSAL RATE IMPACTS THE LOWER BOUND OF DEPOSIT RATE 

 With the fall i  epo ate, oth the deposits a d le di g ate of a ks 
ha e o ti ued to fall till the e d of De ’  ut the e afte  the  i -

eased a gi all  ith the ise i  deposits ate to eet the sho t-te  
li uidit  u h. Ho e e , f o  Ja ’ , oth the ates a e de li i g 

ith RBI’s ut i  epo ate   asis poi ts. Ba ks ha e ut ates o  
f esh loa s   asis poi ts. SBI has ut  a  e ui ale t  asis 
poi ts o  its Repo li ked p odu t.  

 As pe  the latest a aila le data, the WADTDR, a d  MCLR ha e 
ea hed the lo est le el of . %, . % a d . % i  Jul  . 

 To k o  the i pa t of epo ate ut o  a k s deposits ate, e esti-
ated that % ha ge i  epo ate edu es deposits ate eighted 

a g. deposits ate    ps. Ho e e , due to the igidit  i  deposits 
st u tu e of the I dia  a ki g s ste , a ks a e ot a le to ut e ual 
a ou t i  oth the deposits a d le di g ates. As pe  the esti ated 

odel fo  e e sal ate, RBI has a a i u  spa e to ut poli  ate  
up to  ps that t a slates i to a ks lo e i g deposits ate  upto 

 asis poi ts fo   ea  te u e.  

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 –  Mo ths 7.80 6.95 -85

SBI MCLR –  Yea 7.85 7.00 -85

Transmission of Policy Rate

Source: RBI, SBI Research



 

 

SBI  ECOWRAP 

NEW POLICY TOOLKIT POST COVID-  MUST ENCOMPASS FISCAL  
 Si e the glo al fi a ial isis, the e ha e ee  se ious dou ts a out the theo  

that the e o o  fu tio s est ith i isi le ha d  a d it should ot e  
jeopa dized th ough go e e t i te e tio . I  pa ti ula , the dis ipli e ead 
e o o i s  has so eho  eje ted the patte  of si ple poli  p es iptio s - 

hi h a  sta da d e o o i s te t ook i i es. The sp ead of Co id-  is o  
o pelli g e o o ists to de ise i o ati e easu es i  e o o i  thi ki g.  

 Let us also o side  the e a ple of o eta  poli . E e  afte  ea s of  
ua titati e easi g QE  a d ult a-lo  i te est ates, ad a ed e o o ies – pa ti -

ula l  the Eu ozo e – ha e o ti ued to u de shoot e e  the i i u  i flatio  
ta gets. Thus the lo g-sta di g assu ptio s a out do a d o i al age igidi-
t  of - s he  o ga ized la ou  e e u h st o ge  is lea l  ot i  ogue 

o .  E plo ees a e illi g to o k e e  at a lo e  ate e plai i g u h of the 
slo e  g o th i  la ou  p odu ti it  a d a eakdo  of Philips Cu e. We a e 

it essi g si ila  situatio  i  I dia ight o  ith i i u  age g o th a d 
de li i g p odu ti it .  

 O  the othe  ha d, is the issue of loated Go e e t de t. It is ofte  a gued that 
a  e pa sio a  fis al poli   o ds out p i ate se to  o o i gs. As e o o ists, 

e ha e ee  o  follo i g this de ate fo  ages that o i ed sa i gs of the 
Go e e t is o di g out p i ate se to  i est e t i  I dia. At the sa e ti e, 

e a e also it essi g to the egati e g o th i  FY  e ause of de a d  
dest u tio . Si ple e o o i s suggests these t o a ot si pl  o-e ist togethe . 
If g o th is de a d o st ai ed, i ease i  p i ate i est e t ill o l  lead to 
highe  output. A d, a pa t of the highe  output ill e sa ed a d, i  etu , ill e 
suffi ie t to suppo t p i ate i est e t. Fa t is, o l  he  g o th is apa it  
o st ai ed, hi h appa e tl  is ot the ase ight o  i  I dia, a  idea of  
o di g out a  e a gued as ele a t.  

 Si ila l , the e is a pletho a of esea h to sho  that fis al ultiplie s a e al a s 
la ge  he  o eta  poli  is at the lo e  ou d as i esto s a ti ipate a  
p olo ged pe iod of lo  i te est ates thus a o odati g the fis al espo se 

ithout a  egati e i pa t o  a o a ia les i ludi g i flatio .  
 We thus elie e that p o idi g fis al sti ulus is the ost effe ti e solutio  i  the 

u e t pa de i  a d it should e i ediate as othe  ou t ies did. Cou t ies a e 
p o idi g siza le fis al suppo t th ough udgeta  easu es, as ell as off- udget 
li uidit  a d the easu es take   Go e e ts i  US a d Eu ope  to p ote t 
ul e a le fi s a d e plo ees du i g the lo kdo  ha e la gel  et thei  goals. 

As the e it phase egi s, poli  should pi ot to a d suppo ti g the e o e . O  
the de a d side, this a  e ui e fu the  fis al suppo t lea l  fo  I dia. O  the 
suppl  side, this i plies putti g g aduall  o e e phasis o  a ki g up p odu ti e 
jo s a d ia le o pa ies hile egi i g to phase out s he es that do ot se e 
a  pu pose.   

Su a  of Fis al Measu es i  Respo se to the COVID-  Pa de i   
% of GDP  
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Disclaimer:  
The Ecowrap is not a priced publication of the Bank. The  
opinion expressed is of Research Team and not necessarily  
reflect those of the Bank or its subsidiaries. The contents can be 
reproduced with proper acknowledgement. The write-up on Eco-
nomic & Financial Developments is based on information & data 
procured from various sources and no responsibility is accepted 
for the accuracy of facts and figures. The Bank or the Research 
Team assumes no liability if any person or entity relies on views, 
opinion or facts & figures finding in Ecowrap.  
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