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Interest Rates 
 

Regulation and deregulation of interest rates, relationship between national 

and international interest rates 
 

Determinants of interest rates 

 

The determinants of interest rates are:    

    

k = k* + IP + DRP + LP + MRP     

where    

k   = required return on a debt security   

k* = real risk-free rate of interest   

IP = inflation premium   

DRP= default risk premium   

LP = liquidity premium   

MRP= maturity risk premium   

 

Deregulation of Interest Rates 

• India pursued financial sector reforms as a part of structural reforms initiated in the 

early 1990s.  

• A major component of the financial sector reform process was deregulation of a 

complex structure of deposit and lending interest rates.  

– The administered interest rate structure proved to be inefficient. It, therefore, 

became necessary to reform the interest rate structure.  

• Deregulation of interest rates was intended to strengthen the competitive forces, 

improve allocative efficiency of resources and strengthen the transmission of monetary 

policy.  

• The process of deregulation of interest rates, which began in the early 1990s, was largely 

completed by October 1997.  

• A few categories of interest rates that continued to be regulated on the lending side 

were small loans up to 2 lakh and rupee export credit, and on the deposit side, the 

savings bank deposit interest rate.  

• The rates on small loans up to 2 lakh and rupee export credit were deregulated in July 

2010, when the Reserve Bank replaced the Benchmark Prime Lending Rate (BPLR) 

system with the Base Rate system.  

– With this, all rupee lending rates were deregulated. 

– On the deposit side, the only interest rate that continued to be regulated was the 

savings deposit interest rate. The interest rate on savings bank deposits had 

remained unchanged at 3.5 % per annum since March 1, 2003. 

– RBI has deregulated savings deposit interest rate- banks are free to fix their own 

deposit rates (October 2011) 
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Regulation and Deregulation of Interest Rates 
 

Regulation 

• Before 1991, Interest rate on government debt was artificially fixed at a low level, 

supported by mandatory requirements for banks and insurance companies to invest 

high proportions of their assets in government securities. 

• The banking system was also subject to strict interest rate regulation.  

– The Reserve Bank of India (RBI) prescribed the structure of deposit rates for term 

deposits of different maturities, and also the structure of lending rates with 

different rates for different categories of borrowers.  

 

Interest Rate on Deposits 

• Prior to reforms, RBI prescribed the deposit rates and the maturities on deposits that 

could be offered by banks.  

• There was no price competition among suppliers of banking services and the customer 

had only limited products to choose from.  

• As a result of deregulation, banks are free to fix their own deposit rates for different 

maturities, which implies choices for the depositor.  

• Also, a customer can earn interest on a term deposit for a minimum period of 7 days.  

• Banks are now also free to offer varying rates of interest for different sizes of deposits 

above a cut-off point, since the cost of transaction differs by size.  

• Earlier, RBI decided the penalty structure for premature withdrawal of deposits, but this 

has now been left to each bank so that banks can manage interest rates. 

• With effect from October 22, 1997, RBI has given the freedom to commercial banks to 

fix their own interest rates on domestic term deposits of various maturities with the 

prior approval of their respective Board of Directors/Asset Liability Management 

Committee (ALCO).  

• RBI regulated interest rates on savings bank accounts and the savings bank interest rate 

at 3.5% per annum, which remained unchanged from March 1, 2003.  

– RBI has deregulated savings deposit interest rate- banks are free to fix their own 

deposit rates (October 2011) 

 

Interest Rate on Advances 

• Reserve Bank of India began prescribing the minimum rate of interest on advances 

granted by Scheduled Commercial Banks with effect from October 1, 1960. 

• Effective March 2, 1968, in place of minimum lending rate, the maximum lending rate to 

be charged by banks was introduced, which was rescinded with effect from January 21, 

1970, when the prescription of minimum lending rate was reintroduced.  

• The ceiling rate on advances to be charged by banks was again introduced effective 

March 15, 1976. 

• Given the prevailing structure of lending rates characterised by an excessive 

proliferation of rates, in September, 1990, a new structure of lending rates linking 

interest rates to the size of loan was prescribed which significantly reduced the 

multiplicity and complexity of interest rates. 

• In the case of the Differential Rate of Interest Scheme under which credit was provided 

at a rate of 4.0 % per annum, and Export Credit, which was subject to an entirely 
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different regime of lending rates supplemented by interest rate subsidies, the existing 

lending rate structure was continued. 

• An objective of financial sector reform has been to ensure that the financial repression 

inherent in administered interest rates is removed.  

• Accordingly, in the context of granting greater functional autonomy to banks, effective 

October 18, 1994, it was decided to free the lending rates of scheduled commercial 

banks for credit Iimits of over Rs. 2 lakh; 

–  for loans up to Rs. 2 lakh, it was decided that it was necessary to continue to 

protect these borrowers by prescribing the lending rates and accordingly it was 

prescribed that for loans up to and inclusive of Rs.2 lakh, the lending rates of 

banks should not exceed the BPLR of the respective banks. 

• For credit limits of over Rs.2 lakh, the prescription of minimum lending rate was 

abolished and banks were given the freedom to fix the lending rates for such credit 

limits subject to Benchmark Prime Lending Rate (BPLR) and spread guidelines.  

• Banks were required to obtain the approval of their respective Boards for the 

Benchmark Prime Lending Rate (BPLR), which would be the reference rate for credit 

Iimits of over Rs.2 lakh.  

• Each bank's BPLR had to be declared and be made uniformly applicable at all branches 

• The BPLR system, fell short of its original objective of bringing transparency to lending 

rates.  

– This was mainly because under the BPLR system, banks could lend below BPLR.  

– For the same reason, it was also difficult to assess the transmission of policy 

rates of the Reserve Bank to lending rates of banks.  

• Accordingly, based on the recommendations of the Working Group on Benchmark Prime 

Lending Rate banks were advised to switch over to the system of Base Rate with effect 

from July 1, 2010.  

• The Base Rate system is aimed at enhancing transparency in lending rates of banks and 

enabling better assessment of transmission of monetary policy 
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Base Rate 
Base Rate 

• The Base Rate system replaced the Benchmark Prime Lending Rate (BPLR) system with 

effect from July 1, 2010. 

• With effect from July 1, 2010, all categories of loans should be priced only with 

reference to the Base Rate 

• However, the following categories of loans could be priced without reference to the 

Base Rate: (a) Differential Rate of Interest (DRI) advances (b) loans to banks’ own 

employees (c) loans to banks’ depositors against their own deposits. 

• Base Rate shall include all those elements of the lending rates that are common across 

all categories of borrowers.  

– Banks may choose any benchmark to arrive at the Base Rate for a specific tenor 

that may be disclosed transparently 

– Banks are free to use any other methodology, as considered appropriate, 

provided it is consistent and is made available for supervisory review/scrutiny, as 

and when required. 

• Banks may determine their actual lending rates on loans and advances with reference to 

the Base Rate and by including such other customer specific charges as considered 

appropriate. 

• The actual lending rates charged should be transparent and consistent and be made 

available for supervisory review/scrutiny, as and when required. 

• There can be only one Base Rate for each bank.  

  

 

Illustration for calculating base rate 

 

Please see next page.  

 

 

 

 

Fixed and Floating Rate of Interest on Loans 

• Banks have the freedom to offer all categories of loans on fixed or floating rates, subject 

to conformity to their Asset-Liability Management (ALM) guidelines.  

• Where loans are offered on fixed rate basis, notwithstanding the quarterly review of the 

Base Rate, the rate of interest on fixed rate loans will continue to remain the same 

subject to the condition that such fixed rate should not be below the Base Rate.  

• The methodology of computing the floating rates should be objective, transparent and 

mutually acceptable to counter parties.  

• The Base Rate could also serve as the reference benchmark rate for floating rate loan 

products, apart from external market benchmark rates.  

– The floating interest rate based on external benchmarks should, however, be 

equal to or above the Base Rate at the time of sanction or renewal. 
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Relationship between national and international interest rates 
 

Financial market integration 

• Removal of capital controls in the 1970s by the major developed countries provided the 

initial impetus for financial market integration by facilitating cross-border capital 

movement. 

• As globalization and integration of international goods markets advance with lessening 

of tariffs and other constraints, there will be further impetus to the changes in the 

financial markets. 

• When financial markets are integrated, events in one country will have its impact felt in 

the financial markets of other countries.  

– How quickly and to what extent these impacts will be felt depends on the degree 

of integration existing at the time.  

• Characteristics of fully integrated financial markets would include equalization of prices 

of similar financial assets across markets.  

• Market integration has far reaching implications for cross-border capital flows, arbitrage 

trading, financial management, and monetary policy autonomy. 

 

Interest Rate Linkages 

• In a world of fixed exchange rate and perfect capital mobility, nominal interest rates will 

be equal across markets.  

• If the exchange rates are flexible and the capital market is imperfect, interest rate 

difference will persist. 

• The usual explanation for the presence of interest rate difference among countries, 

which have well developed financial markets and have no barriers to capital flow, is the 

influence of exchange rate expectation, exchange rate risk and default risk. 

 

 

Based on Prof Pushkal Pandey’s lectures to RBI Officers.  


