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Abstract

Conventional economic analysis assumes the existence of 'tne interest rate" - a guiding rate that is
representative of the interest rate structure and appropriate for use in interest rate modelling. In developing
countries like India it is difficult to identify this rate because the market for funds is highly fragmented and
collectively generates a plethora of unconnected interest rates. This paper attempts to identify such a rate by
examining some important short-term and medium term interest rates in the Indian economy. In genera" as
the financial sector of an economy is liberalised, free flow of funds between different market segments ensure
greater co-movement between different rates, so that any market rate can be considered as a representative
rate for the economy. Evidence shows that financial sector liberalisation has had some impact on Indian
interest rates in this direction. An examination of the correlations between different rates in the period
1993-91 reveals that linkages between different rates improved substantially in the second half of this period,
after reforms picked up pace.
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INTRODUCTION

I Conventional macro-economic analysis often assumes the existence of "the interest
rate" - a single interest rate at which both borrowing and lending activities take place. In
reality, since borrowing and lending are not done at a uniform rate, it becomes necessary
to choose among the available rates in the economy to identify the rate that is the most
representative of the interest rate structure. This problem is somewhat simplified in
advanced economies where the different segments of the market for loanable funds are
highly interlinked through one guiding interest rate, generally the central bank rate. This
guiding rate may be safely assumed to be "the interest rate" for the purpose of carrying
out a modelling exercise. In developing economies like India the market for funds is
highly fragmented and there are barriers to the free flow of funds between different
segments of the market. Consequently, even in the organized sector, there exist a plethora
of rates that differ vastly from each other. The choice of an appropriate interest rate has to
be made from this variety of rates.

From 1994, India has been moving from an administered interest rate system to a
relatively flexible regime. In general, as the financial sector of an economy is liberalised
the barriers to flows between different market segments are removed and market players
can carry out interest rate arbitrage. The arbitrage mechanism automatically ensures that
different market rates start moving together, so that any market rate can be considered to
be a representative interest rate. Evidence shows that financial sector liberalisation in
India has had the expected impact. An examination of interest rate trends in the 1990s
reveals that the opening up of the financial sector has resulted in greater linkages and co-
movement among the hitherto disparate rates quoted in the economy.

}

This paper was written as a part of a project to build a financial sector into a macro
model of the Indian economy. The starting point of our study was an attempt to identify a
representative interest rate for the Indian financial sector. In dew of the existence of an
overwhelming variety of interest rates, we examined some of the more important rates in
the short and medium term market for funds in India. The aim of this study is to
understand the significance of each rate and its relevance to the other rates in the market.
We also examine the market segment cleared by the rate, its level of deregulation. extent
of transparency in its determination and causality and linkages with other interest rates in

the economy.



Table 1: Deposit Rates (Uy Category (If account)

9-0ct-91Interest rates(%j 4-Jul-91 ?4-Apr-92 9-0ct-92 I-JuI-93 2-Sep-93 IO-Feb-95 I-Oct-95

1. Savings deposit

2. Term deposits

46 days-I year
I -2 years
2-3 years
> 3 years

5'7r

(),k 11';-('
I()'}
11';i I 12';;'
11'/(: I}ill'

I-Mar-93 I-Nov-94 18-Apr-95

5% 6'Yr 6% 4.50%

} Not exceeding 12%

Rates for deposits
> 2 yrs freed

5% 5%6%

}
} }
INot exceeding Not exceeding Not exceeding Not exceeding Not exceeding Not exceeding Not exceeding Not exceeding]
I 13% 12";;' Ilo/l' 11% 10% lOCk 11% 12%]
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Table 1: Deposit rates by category of account (continued)

Interest rates(%) 2-Jul-96 21-0ct-96 16-Apr-97 26-Jun-97 22-0ct-97

1. Savings deposit 4.50% 4.50% 4.50% 4.50% 4.50%

2. Term deposits
30 days - 1 year Not Not Not exceeding Not exceeding Interest rates

exceeding exceeding
11% 10% bank rate bank rate on all

minus mInUS domestic
two percent two percent term deposits

[ 9%] [8% ] of 30 days
and

> 1 year Free Free Free Free over free

Use of the deposit rate for modelling interest rates:

The deposit rate seems to have been extensively used for modelling interest rates in
the Indian economy. The macro-economic model of the Indian Economy for short and
medium term forecasting presented by the Institute of Economic Growth uses the deposit
rate for 1-3 year deposits I. A study conducted by the RBI2 which sought to estimate the
equilibrium interest rate based on the Edwards and Khan methodology used a time series
composed of the 3 year deposit rate. The series appears to have been constructed by using
the prescribed interest rates on 3-year deposits during the period when deposit rates were
administered and the ceiling rate in the subsequent years.

The chief drawback in using the deposit rate stems from the plethora of deposit rates
available across different maturities and from different banks. Since banks have been free

1 • Macro-economic model of the Indian economy for short and medium term forecasting and policy
simulation': Research by the Institute of economic growth and the Netherlands bureau for economic pol icy
analysis• 1 Analytical foundations of financial programming and growth oriented adjustment, by M.l.Manohar Ran
and Balwant Singh, Study 10, Department of Economic Analysis and Policy, Reserve Bank of India.
Mumbai.
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to set the maturities and rates (subject to a ceiling till October 1997) from April 1992,

theoretically, there may be no common maturity period for which deposits are accepted
by the entire or a bulk of the banking system. Even if such a period did exist (most banks.
for instance, offer one year deposits), the deposit rate would vary substantially across
banks, depending on each bank's perception of expected interest rates. Ideally the
modelling exercise should use a time series of deposit rates offered by a single
representative bank (for instance, the State Bank of India) or an average rate offered by a
few leading banks. Such a series, however, is not available from any of the RBI
publications or the SBr journal. The RBI monthly bulletin provided monthly data on the
ceiling deposit rate till October 1997. Subsequent to the total deregulation of deposit
rates. the RBI had stopped providing estimates of the prevailing rate.

Trends in deposit rate:

Since different deposit rates are quoted across different maturities, ranging from the
very short term (46 days) to the medium term (3 years). it is difficult to construct a time
series of one consistent deposit rate. For the period April 1992 to September 1995. we
could use the ceiling rate on deposits up to 3 years maturity to examine the nature and
trend of deposit rates. In the subsequent months, rates on deposits over 2 years were
freed, so that the ceiling rate is with reference to deposits up to 2 years maturity.
Similarly. from July \996, this rate refers to deposits of maturity between 30 days to I
year. In spite of such inconsistencies, we can consider the prescribed maximum rate as
being representative of deposit rates in general. This would be based on the assumption
that deposit rates for periods greater than that for which the maximum deposit rate is
prescribed are not very divergent from the maximum rate.

A study of the movement of the ceiling deposit rate over April 92-September 97
(Fig.I) reveals that -the rate is essentially a step function. It is obvious that the rate
exhibits a declining trend in this period'.

5



1.2 The prime lending rate

• A free PLR originated in October 1994 when banks were permitted to fix their
own interest rates on all advances above Rs.2 lakh.

• The PLR can be considered as a benchmark lending rate as all corporate loans
are priced at a spread over the PLR. .

• PLRs across banks are generally aligned and changes are led by a few
banks.

I
major I.. I

!
1

• PLR levels have declined Il1 1993-97, and the monthly PLR graph IS a step I

function. I

• The prime lending rate (PLR) is the minimum lending rate charged to the best
corporate customers U1 'prime borrowers'.

Deregulation:

Bank lending rates have been deregulated gradually in 1992-97. The lending rate
structure, which priced credit in accordance with the amount of loan, was simplified from
6 different rates in October 1991 to 4 in April 1992 and 3 in April 1993. In October 1994

•
banks were permitted to fix their own lending rates on all advances above Rs 2 lakh.
Advances below Rs 2 lakh continued to be regulated by the central bank.

The pnme lending rate (PLR) 1S the nunimum lending rate charged to the best
corporate customers or the 'prime' borrowers. Although very few corporates actually
access bank credit at the prime rate, since loans are typically priced at a spread over the
PLR, it can be considered as a benchmark for actual lending rates. Generally, PLRs
across banks are aligned, with a few major banks providing the signals for changes in the
prime rate. In India, a free, market determined prime rate originated in October 1994
when banks W~!'~ allowed to fix their own lending rates on some categories of loans.

- Movements in PLR:

- The RBI 'publishes monthly PLRs based on the rates offered by five leading public
sector hanks. For the period before October 1994, the corresponding lending rate
prescribed for advances greater than Rs.2 lakh can he considered to be equivalent to the

6
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prime rate. A time series of the PLR can thus be constructed and studied. The PLR is also
a step function (Fig 2), and although it is a basic measure of the cost of funds, its time
series properties make it difficult to be used for financial sector modelling.

1.3 The bank rate

I
I changes.

I
I • J t1 April J 997 the bank rate was reactivated bv linkinz all interest rates on i

- - I
advances from the RBI to it and by providing a general refinance facility to banks at I

I this rate. I
I ,

I • The bank rate has now emerged as an important policy instrument with the RBI I
using it to signal changes in interest rates in the economy. I

• The rate is essentially a step function, and cannot be used to build a monthly I
time series for use in modelling interest rates. i~ !,

• The bank rate is the rate at which refinance is provided by the Central bank.
• The rate was largely dormant in 1990-97: except for occasional administered i

;

The bank rate has been defined in Section 49 of the RBI Act, 1934 as follows:
'The standard rate at which the bank is prepared to buy or rediscount bills of

exchange or other commercial papers eligible for purchase under this act.'

Movements in the bank rate:

In L975-96. the bank rate was revised only thrice. In 1997 the bank rate was re-
activated and some significant interest rates were linked to it. Effective from April L6.

1997, the maximum term deposit rate/up to 1 year) of scheduled commercial banks was
. set at 2'1£, below the bank rate and all interest rates on advances from the RBI ",,,,;erelinked

to the bank rate. The linking of the crucial deposit rate with the bank rate \\<1S reversed in
October 1997 with the complete deregulation of deposit rates. but the other rates

continued to be linked to it.

An examination of the bank rate for 1990-97 reveals that it has been largely dormant.

except for occasional administered changes (Fig.S).
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Significance:

The efficacy of the bank rate as a policy instrument depends essentially upon

1) the extent to which commercial banks depend on the RBI for funds and

2) the influence of the bank rate on other interest rates in the economy.

In India, limited funds are available at the bank rate so it has a low operational

significance. To increase the effectiveness of the bank rate, the RBI introduced a new

general refinance facility at the bank rate, in order to enable banks to tide over temporary

liquidity shortages.

From 1997 the RBI has been using the bank rate as a 'signalling' rate for banks and

other institutional lenders. With both deposit and lending rates being deregulated and

outside the purview of the central bank, the bank rate may emerge as an important policy

instrument in the future. However, in the pre-1997 period, this rate cannot be considered

to be a significant determinant of interest rates in the economy. Thus, for the purpose of

modelling interest rates, where we would require pre-1997 data also, the bank rate would

not be a suitable choice.

1.4 Certificate of deposits (CD)

I
• CDs are front-ended negotiable instruments issued at a discount with the face I

value payable on maturity.

• Banks can issue CDs for a period of 3 n\onths to a year. Six all-India financial

institutions are allowed to issue CDs for maturities of 1 to 3 years.

• The primary market for CDs has grown rapidly, but the secondary market has

remained dormant because the holders tend to retain the high yielding CDs to maturity.

• Available interest rates on CDs range from the rate on CDs of 3 months-I year

maturity issued by scheduled commercial banks. . ..1
. ,.. Se~ondary market rates, that are released by the Discount and Finance House or I

India, are frequently unavailable.

I
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Primary market: Deregulation

Certificates of deposits are front-ended negotiable instruments issued at a discount

with the face value payable on maturity. The scheme of CDs was introduced in June

1989, and initially only scheduled commercial banks were allowed to issue CDs for a

period of 3 months to a year. Further, the maximum amount that could be raised through

CDs was limited to 1% of the fortnightly average outstanding aggregate deposits in 1989-

90. Since CDs were subject to reserve requirements, banks priced them very high. In

April 1993, in order to enable banks to raise resources at competitive rates of interest.

SCBs were permitted to raise CDs without any interest rate ceiling. Effective October

1993. bank wise limits for issue of CDs was withdrawn.

In 1992-93, six all India financial institutions (IDB!. ICICr. IFCr. IRBI, SlDBI and

EXIM bank) were also permitted to issue CDs of one to three years maturity within

prescribed limits. By August 1997, instrument wise limits were abolished and an

umbrella limit was prescribed for mobilisation of resources by way of term money

borrowings, CDs, term deposits and ICDs for these institutions. The limit was set equal to

the net owned funds of the institution.

Secondary market

Being a negotiable instrument. a CD can be traded in the secondary money market.

Although the primary market for the issuance of CDs has grown rapidly. the secondary

market has remained dormant because holders in the primary market prefer to retain the

high-yielding CDs to maturity. In the credit policy for the second half of 1997-98, it was

decided to reduce the minimum size of issue to a single investor from the earlier existing

Rs.lO lakh to Rs.5 lakh and thereafter in multiples of Rs.1 lakh. In May 1998. the

minimum lock-in period for CDs was reduced from 30 days to 15 days. It is doubtful.

however, if these measures have substantially increased retail participation or trading

activity in the secondary market. CDs continue to be "relationship instruments" which are

issued by banks on a discretionary basis to high net worth clients. Two-way quotations on

CDs are offered by the Discount and Finance House of India (DFHl). but wry few trades

actually take place.

l)



Interest rates on CDs

Coupon rates on CDs issued by banks and financial institutions are provided by the

RBI on a fortnightly as well as monthly basis. Secondary market rates are reported by the

DFHI, though no rates are available for periods when no trading takes place. This is a

frequent occurrence, as very limited trading takes place in CDs.

Data Source Nature of rate Frequency

RBI monthly Middle/average rate of Monthlv rate

bulletin CDs issued by SCBs

RBI monthly Range of rates of CDs Fortnightly rates

bulletin/ issued by SCBs

Annual report

DFHI bulletin Discount/rediscount rate Weekly bid/offer

rates

A vailable interest rates on CDs range from the rate on CDs of 3 months-l year

maturity. The middle/average rate provided by the RBI monthly bulletin is computed as a

simple average of the lower and upper limits of the rates on CDs across all maturities in

the last fortnight of that month. Thus, this average rate is not representative of any

particular maturity period.

1.5 Commercial Paper (CP)

• A commercial paper is a promissory note issued by corporate customers for the

purpose of meeting short term funding requirements.
- .

• Any company which has a tangible net worth and fund-based working capital

limits of at least Rs.4 crore, a minimum specified credit rating from the prescribed

rating agencies and is classified as a "standard" borrowal account by the banking system

is eligible to issue commercial paper.

• CP interest rates provided by the RBI relate to borrowing" rangIng from one

month to one year, across a wide risk profile of companies.

10



A commercial paper is a promissory note issued for the purpose of meeting short
term funding requirements. At present, CPs can be issued by corporate customers and
primary dealers in government securities subject to the terms and conditions laid down in
the relevant acts. A CP is a negotiable instrument, and is therefore transferable by
endorsement and delivery. Commercial banks are the chief holders and traders in
commercial paper.

The primary market

Until October 1994, CPs were important instruments for working capital financing,
because they allowed prime corporates access to funds at rates lower than the official
PLR. This interest rate advantage was made possible because CP issues were backed by a
stand-by facility, which enabled the isshers of CPs to draw down on their cash credit
limits in case there was no roll over. Thus, the repayment of CPs was virtually guaranteed
by the existinz cash credit limits available with the bank. In October 1994 this stand-bv

; '-' ..,J

facility was removed and corporates were asked to access funds through commercial
paper on the strength of their own repayment abilities. This step imparted greater
independence to commercial paper as a money market instrument, and CP ratings started
reflecting the intrinsic strength of the issuer. But the withdrawal of the stand-by facility,
combined with tight money market conditions led to a crash in the primary market for
CPs in 1994-95. The value of CPs issued and outstanding fell from Rs 4232 crore in
September 1995 to Rs 644 crore in March 1995.

In April 1995, the primary market was further hurt when the maximum amount of
issue of CPs was restricted to 75% of the cash credit component of the maximum
permissible bank finance limits of the issuing company. The stipulation was relaxed a
year later when the maximum issue limits of CPs was raised to 100% of the cash credit
component for borrowers with maximum permissible bank finance limits of Rs.20 crore
and above. But the tight liquidity conditions in the money market following the removal
of the stand-by facility ensured that the CP market stayed depressed; by March 1996 .the
value of CPs outstanding had fallen to Rs 76 crnre. In October L996 CP issue limits were
freed from the cash credit component. That is, companies could now utilize their entire
banking limits for issuing CPs. In April 1997, the minimum issue period of CPs was
reduced from 90 days to a month. These measures, combined with the easy liquidity in
1996-97. resulted in a renewal of CP issues and by June 1997 the value of CPs issued and
outstanding stood at Rs.1515 crore.
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