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The monetary policy of the Reserve Bank of India announced
in July/Dctober 91 was intended to contain inflation and moderate
the groewth of high powered money (M3). At that time the economy
was still experiencing a two digit inflation in addition to
iimited progress in Expﬂrts’and & re;essién emerging on the
industrial horizon. Several recommendations were made were made
in favour of exploring, to start with as an experimentation, &
cheap = monay policy as a complimentary paraphernalia oF
devaluation, de-regulation and decontrols. The end purpose of the
said recommendations was to disenthrall the economy From the
grips of a juxtaposed recession and double digit inflation. it
was gratifying to note that that the RBI slack season oredit
policy, announced on Zlst April i992 had attempted to address
itseld to the buwning issue of stagnatimn/and inflation rather
than inflation in isolation. The policy measuregrinitiated then
represent a carefully thought out integrated package to tie up
the loose ends that otherwise wilt well intentioned policies. The

revised package of April 1992 measures included :

al a cap rate of 13 per cent on term deposits §
ke d rationalisation and simplification of the lending rates
structure — number of categories reduced from six  to

four though lending rates have not been reduced j

Cl a series of unconventional measures viz. dismantling
incremental CRR, relaration of issue conditions
governing commercial paper, launching of new money
market instrument — 364 days treasury bill  and other

relaations.
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Again as part of further dimprovisation and responses to the
nepds of the busy season the RBI have ventured into, this time, a

‘less  dear’ money policy. The salient features of the recent

policy measures of October 1992 include g

=Y a one per cent cut in the floor lending rate on advance
apbove Rs. 3 lacs g

bl a one per cent reduction in the maximum interest rates
ot term deposits above 45 days to three yvears' to 12
per cent per annum §

£ énpurt credit rates reduction by one per cent per
anhum 3 AMD

dil cther measures which include hike in the limits
pertaining to certificate of deposits fFom 7 to 10 per

cent and activating the Government Becurities market.

A analvsis of the impact of the above policy measures  on
the key parameters atfecting sconomic management is presented in

the following paragraphs.

INTEREST DN’TERH DEFPOSITS

Owver fhe viears multiple tier interest rate structure h©ad
evolved as shown in Table One. In Octobesr F1 when a change was
effected the interest payvabkle by banks on deposits of different
tenure ranged between 11 per cent {45 davs to | years) and 13 per
cent (I3 vears and abowve!. The October %l rates repressnted  an
improvisation of the rates revised in July 1591, f&s part of ‘the
rationalisation and simplification of the interest rate structure

and decentralisation of interest rate determination process, a
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single cap rate for a uni-tier - 446 days to three years was

prescribed in April '22. The RBI had suggested the evolving at

o

least 3 maturityv periods and an interest rate differential of .2
'percehtage between any two sucoessive maturity slabs. The

monetary policy thus provided the banking system an  opportunity

‘:'tn gxperience the impact of a market friendly or market oriented

entity. Banks were free to fix interest rates for chosen maturity
,perioda subiect to the cap rate of 12 per cent and suggested
interest rate differential o+t 0.25 per cent for twbp successive
m;turity periods. As a result there was a hetrageneous putbursts
limited only by the lecal ingenuity of the banks. Table Two
presents a very interesting piece of informtion on the interest

wWar fcompetitiond that prevailed betwsen banks in  the

it

riational ised and other sectors of the economy. & curious mixture
of multi—-tier logical and not so logical pattern of interest

rates emerged resulting in a new set of structural problems.

Inn Broup I we +ingd that most banks have preferred to offer a
highsre {(may be cap! rate to shorter term than short term. The
long term deposits uniformly enjoved the cap rate. Thus these
banks have chosen to offer the lowest rates. to the middle
category namely 1Bl days to less than a vear . The other banks
in Group 1 {(Bank of India, Bangue Indo Suez, Central Bank of
Iindia and Dena Bank) have adhered so far to the dictum that the
interest rates have to be a function of the tenure of the
deposit. Two banks (Bank of India and Vidjava Bank) had revised
their interest rate policy. While Bank of India started with the

- text-book ‘rule that longer the tenure highesr the interest rate,
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it altered its position with effect from 7.5.92 and offerred a
cCap rate to the shortest tenure too  {(enhancement of 0.25
percéntage pointy. The rates for the other tenure Viz.' 181 days -~
iesz than 1 Year’ and greater than one year continued to be at
12.75 and 13.00 per cent respectively. Again Vijava Bank had
maintained its position {with effect  From 224332} of
interceptiﬁg the middle brackest tenure with higher rate for a
shorter tenure and highest rate for the longest tenure. However
the arithmetic has changed iwith effect from 11-5-F2) with middle
braeket Paﬁe of 12.73 percent being flanked by the cap rate of 13

per cent for the shortest and\longest tenure.

In Group Il we find that the three tier has a longer tenure
tor the deposits within each specified category Yiz. 4bd-lyear,
iyear to Zvears and greater than 2 yvears. The interest rate
pattern presents, in 3 out of four cases, a parity bebween the
rate and the tenure— longesr tenure higher rate, shorter tenure
shorter rate. In  the other case is. Hongkong Bank the rate
structure is totally inverted that is to say that the interest
rate is an inverse funcition of the deposit tenure. The shortest
tenure enjoys a cap rate of 13 per cent and the longest tenure
gets the lowest namely 12.35. The middle range rate is 12.7% per
cent. It dis interesting to ohserve inIGrDup IT that Bank of
Baroda started with the logic of relating interest rates
positively to the deposit tenure but with effect from 1ith HMay
1292 the structurs is lopsided and inverted between the first two
tenures — 15 per cent for "46 days — Il¥ear’ and 12.75 per cent

for the wmiddie tenure "greater than 1 Year and less than 2 Years’



and cap rate of 13 per cent for the longest tenure ie. greater

than 2 vyears.

Group III which has three tiers - 46 days to PO0days, 9i days
to 1 Year and greater than or egual to 1 Year is characterised by
a mixed reaction of Banks to the logic of tenure-rate parity. In
3 caées the interest rates are positioned to obey the rule -
longer the tenure higher the rate. However, in 2 other cases the
shortest term interest rate is higher than the middle tenure
group with the longest tenure of greater than or egual to 1 Year
enioyving the dap rate of 13 per cent. In this group too, Indian
Bank repositioned itseld with effect from 4th May 1992 tao move
from & tenure-parity logic to an inverted structure with cap
rates of 13 per cent for the shortest and 10n§ast tenures and

12.73 per cent for the middle level tenure of 91d to i VESI W

In Broup IV thres out of the fowr banks have maintained the
tenure—rate parity. One bank {(Scotia Bank) has a totally inverted
structure like HongkKong Bank in Group 11, that is to say the rate

of interest is a decreasing function of tenure.

The positioning of the interest rates in terms of their
behaviour with tenure is brought out in Table Three. Ot one end
of the spectrum we have nine banks which have cheyed the logic of
Tenure-Rate and at the other Enﬁ of the spectrum are two banks
which operate on a diametrically opposite dictum, resulting in an
inverted structure. The distortion can also be seen with & banks
putting the shortest/longest period at par and 4 more banks

putting the shortest period interest rates above +that of the






