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Debaditya Mohanti (India), Souvik Banerjee (India)

CREDIT CHANNEL

OF MONETARY POLICY
TRANSMISSION:
EVIDENCE FROM INDIA

Abstract

The present study explores the effectiveness of the credit channel of monetary policy trans-
mission in India from the perspective of magnitude, timing, and composition puzzles. To

validate, further investigation of the effectiveness of the balance sheet channel and bank
lending channel using the corporate cash flows and interest rate spreads, respectively, has

been done. The study employs the structural vector autoregression model using the long-
time quarterly series sample period from June 1998 to June 2022. The findings show that

the anomalies concerning magnitude, timing, and composition effect do not exhibit a

strong presence in the Indian context. The analysis of the weighted average call money rate

and coverage ratio suggests a weak presence of the balance sheet channel in India with a

weak negative correlation of 0.2943 (p < 0.05). The overall behavior of spread analysis also

shows a weak presence of the bank lending channel in India. Although some presence of
the bank lending channel is seen on banks’ managed liability side, the effect of external

finance premium is not reflected in the lending rates with a correlation of 0.0577 (p > 0.05)

between prime lending rate spread and weighted average call money rate spread. From the

evidence, the study concludes the weak presence of the credit channel in India. Therefore,
the monetary authorities might have to rely on other channels or may devise other uncon-
ventional mechanisms like Operation Twist and Long-Term Repo Operations observed

during the COVID-19 pandemic to steer the real economy.

Keywords external finance premium, balance sheet channel,
bank lending channel, credit channel, monetary policy
transmission

JEL Classification E52, E58, G21

INTRODUCTION

Monetary policymakers across the globe are entrusted with the responsi-
bility of achieving the ultimate objective of price stability with economic
growth. The traditional interest rate channel (or the neoclassical cost-of-
capital channel) has always been the primary channel of monetary policy
transmission (MPT). This channel is based on the premise that monetary
authorities can leverage short-term interest rates to influence the cost of
borrowing of firms and households, consequently affecting the final ag-
gregate demand. However, Bernanke and Gertler (1995) observed some
puzzling facts about the interest rate channel, termed the ‘magnitude ef-
fect, ‘timing effect, and ‘composition effect’ (discussed in the literature
review section). They concluded that the interest rate channel alone is not
sufficient to explain the monetary transmission mechanism. To decipher
these puzzles, they proposed that there exists another channel that is con-
currently operating, known as the ‘credit channel’ (or ‘credit view’), which
is complementary to the interest rate channel. The credit channel works
on the frictions of financial markets. These frictions create a gap between
the cost of external financing and internal financing. This gap is known
as external finance premium (EFP). The monetary policy actions can af-
fect the size of EFP through two mechanisms: the balance sheet channel
(BSC) and the bank lending channel (BLC).
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The strength of the credit channel has always been a key issue in monetary economics. The credit chan-
nel literature on advanced economies is vast; however, the evidence in the context of emerging market
economies is limited and sometimes debatable, particularly in countries with large, complex financial
systems (Gambacorta et al., 2014). In most studies in India, it was found that credit aggregate variables
were applied to investigate the effectiveness of the credit channel of MPT. However, examining the cred-
it channel using credit aggregates is an invalid approach (Bernanke & Gertler, 1995). The credit aggre-
gate approach is based on an incorrect premise; it assumes that the credit aggregates, which may range
from retail credit to commercial credit, are the independent exogenous factor that affects economic
activity. However, changes in credit aggregates are an endogenous factor that helps drive the economy.
Therefore, theoretically, credit aggregates may not have marginal forecasting power for real economic
variables. Further, the dynamic responses of credit aggregates to the changes in monetary policy cannot
explain the presence of the credit channel.

For instance, following the contractionary monetary policy, firms and households strive to increase
borrowing, particularly at the beginning of the contractionary cycle, to smoothen the impact of adverse
variations in the economy, this is despite the fact that the EFP is expanding. This leads to a situation
where the credit condition in the economy is deteriorating, and on the other hand, the credit aggregates
are showing an increasing trend. Therefore, it is suggested that EFP is the best way of measuring credit
conditions in the economy, as credit aggregates are sluggish in responding to changes in monetary
policy due to countercyclical components. Thus, the present study attempts to explore the effectiveness
of the credit channel of MPT in India by considering the EFP estimates in the structural vector autore-
gression (SVAR) model, which is one of the critical areas of monetary economics literature (Romer et

al., 1990; Ramey, 1993).

1. LITERATURE REVIEW

Some puzzling facts about the interest rate chan-
nel were observed by Bernanke and Gertler (1995).
The conventional story on the MPT mechanism
based on empirical evidence suggests that mone-
tary policy shocks strongly affect the real economy,
which is despite the fact that many past studies
showed a weak effect of the cost-of-capital chan-
nel on various components of GDP. This puzzling
impact of the monetary policy shock, the ‘mag-
nitude effect, is unexplained by the interest rate
channel. The second puzzle concerns the ‘timing.’
The empirical work showed that some of the GDP
components, like fixed investments and invento-
ries, show a decline to a contractionary monetary
policy after the inertness of the interest rates. This
timing puzzle is again unexplained by the inter-
est rate channel solely. The third puzzling fact is
about the “composition effect.” It is assumed that
the monetary policy will have a most significant
impact on the short-lived assets, as it has direct
control over the short-term rates. However, stud-
ies found that residential investments, which are
long-lived assets, are significantly affected by the
contractionary monetary policy. On the contrary,
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the other long-lived assets, like business fixed in-
vestments, do not show much of a response. From
these observations, it seems that only a conven-
tional interest rate channel is unable to explain
these puzzling effects of magnitude, timing, and
composition. Bernanke and Gertler (1995) pro-
posed that the “credit channel” of MPT may help
in deciphering the puzzles.

The external finance premium (EFP) arise due to
the information asymmetry in the financial mar-
kets, also known as the ‘lemon problem, which is
based on the premise that the borrowers are in a
better position to evaluate the utilization of funds
than the lenders. This may lead to a problem of

‘moral hazard, and therefore, lenders’ expected

cost of credit appraisal gets augmented. The pro-
ponents of the credit view believe that monetary
policy can affect both the market interest rates and
the size of EFP in a complementary way. This com-
plementary movement of EFP with interest rates
amplifies the impact of the interest rate channel
and also helps in explaining the magnitude, tim-
ing, and composition puzzles. There are two ways
that monetary policy actions can impact the size
of EFP: the balance sheet channel (BSC) and the

http://dx.doi.org/10.21511/imfi.21(2).2024.23
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bank lending channel (BLC). The BSC impacts the
balance sheets of firms and households, and the
BLC influences the supply of bank credit intend-
ing to affect the price levels and economic out-
put (Bernanke & Blinder, 1992; Kashyap & Stein,
2000; Bernanke, 2007).

The BSC is based on the premise that the borrower’s
financial state is one of the key determinants of EFP.
If the borrower’s net worth is high, which signals a
strong financial state, the EFP should be low. The
reason is that a healthy financial state signals a ca-
pability of internal financing and, at the same time,
offers valuable collaterals to lenders. Many stud-
ies have also tried to link BSC to the endogenous
procyclical behavior of firms towards investments,
which is referred to as the phenomena of “finan-
cial accelerator.” As the EFP increases because of
the weak financial state of the borrower, the overall
terms of credit will tend to become more stringent,
leading to a decline in investment expenditure.

According to BSC, the monetary policy of a cen-
tral bank affects the borrowers™ financial state
both directly and indirectly. In the direct channel,
the monetary policy affects the balance sheet of a
firm in two ways. Firstly, assuming a contraction-
ary monetary policy, the interest expenditure on
short-term debts will increase directly. Secondly,
the contractionary policy also decreases the val-
ue of assets, as rising interest rates have a nega-
tive impact on asset prices. This declines the value
of the borrower’s collaterals. Thus, both reducing
cash flows and low collateral value will adversely
affect the borrower’s financial state.

The indirect view suggests that the contractionary
monetary policy reduces the firms’ revenue. The
rationale behind this view is that tight monetary
policy reduces the purchasing power of custom-
ers because of the cost-of-capital effect and bal-
ance sheet effect at an individual level. At the same
time, salaries and wages, which are considered to
be a major part of a firm’s cost, do not adjust in the
short run. As a result, the financing gap increases,
which affects a firm’s net worth and creditworthi-
ness adversely. The question that comes immedi-
ately is how to measure the firm’s financial state.
In the present study, the ‘interest coverage ratio’ is
used, which is a popular summary measure of the
financial health of a firm.

http://dx.doi.org/10.21511/imfi.21(2).2024.23

Another way that monetary policy can impact EFP
is by changing the supply of bank credit through
BLC. This is based on the idea that if the monetary
authorities can disrupt the supply of bank credit,
the borrowers, who are primarily dependent on
the banks for financing, particularly small and
medium enterprises, will search for other avenues
that may incur additional costs, thereby impact-
ing the EFP.

However, what is debatable in the bank lend-
ing mechanism is whether monetary policy can
significantly impact the supply of bank credit.
Bernanke and Blinder (1988) observed that the
central bank, through open market operations
(OMOs) sales, can siphon the bank reserves,
which leads to a reduction in the banking depos-
its, thereby dampening the supply of credit. This
effect is in addition to the IS-LM mechanism.
These observations were based on the assumption
that the deposits lost in the banking system can-
not be replaced through other sources like the is-
suance of CDs or equity financing. Definitely, the
assumption had merit prior to the 1990s because
of stringent reserve requirements, disintermedia-
tion of the banking system, and also, the liability
markets of banks were less liquid.

However, post-1990, the banking and financial
sector reforms had relaxed most of the stringent
restrictions, and “managed liabilities” became a
prominent mechanism to replace the lost depos-
its. Therefore, Bernanke and Blinder’s (1988) as-
sumption seems to be inappropriate in the liber-
alized period. However, financial deregulations
and innovations do not make the bank lending
mechanism completely incapable. Kashyap and
Stein (1994) suggested that a bank’s managed li-
abilities do not face perfectly elastic demand in
the open market; this increases the cost of funds
to the bank and shrinks the supply of credit,
thereby raising the EFP.

The credit channel of MPT has been investi-
gated at both macro and micro levels. Most
of the studies on advanced economies have
found the importance of the credit channel
(Garretsen & Swank, 1998; Oliner & Rudebusch,
1996; Kashyap & Stein, 2000; Iturriaga, 2000;
Holtemoller, 2002; De Bondt, 2004; Hiilsewig
et al., 2006; Suzuki, 2008; Gambacorta & Rossi,
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2010; Jacobs & Rayner, 2012; Leroy, 2014).
However, there is some evidence that suggests
the partial presence or absence of the cred-
it channel (Ramey, 1993; Cavusoglu, 2002;
Garretsen & Swank, 2003; Suzuki, 2004; Ozsuca
& Akbostanci, 2012). The evidence on emerging
market economies (EMEs) is inconclusive about
the effectiveness of the credit channel. There
are many studies that support the effective-
ness of credit channels in EMSs (Gambacorta &
Marques-Ibanez, 2011; Obafemi & Ifere, 2015;
Ekomane & Benjamin, 2016; Caporale et al.,
2016). However, studies like Ludi and Ground
(2006) on South Africa, Ahmed and Islam
(2004) on Bangladesh, and Simpasa et al. (2014)
on Zambia did not support the strong presence
of credit channels.

In the Indian context, limited studies have been
carried out to investigate the credit channel of
MPT. Pandit et al. (2006) found evidence sup-
porting the existence of credit channels in India
using the VAR framework. Pandit and Vashisht
(2011), using the panel framework, suggested
that the changes in the policy rates influence
the demand for bank credit by firms in India.
Khundrakpam (2011) observed that bank cred-
it in India is affected by economic and money
supply growth. Bhaumik et al. (2011) conclud-
ed that the credit channel might be more effec-
tive during the contractionary monetary policy
compared to the expansionary periods. John et
al. (2016) and Janak et al. (2020) investigated
the impact of bank-specific and macroeconomic
factors on the credit channel of MPT in India. It
was observed that the bank-specific factors, par-
ticularly the asset quality of banks, deteriorate
the efficacy of the credit channel of monetary
policy. In totality, the evidence supported the
strong presence of the credit channel in India.
However, Acharya (2017), in one of the studies,
concluded that the MPT in India has been less
than satisfactory.

The above literature underscores the necessity
to explore the effectiveness of the credit channel
of MPT in India. It is also notable that a major-
ity of Indian studies have relied on credit aggre-
gates for testing the efficacy of the credit chan-
nel, and as discussed in the introduction section,
the credit aggregate approach is invalid on cer-
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tain parameters. Interestingly, it has also been
observed that during the pre-COVID-19 period,
credit growth declined drastically even though
the RBI maintained an entrenched expansionary
policy by significantly reducing the policy rate.

Against this backdrop, the study attempts to ad-
dress the following questions: (i) What is the effi-
cacy with which the monetary policy impacts the
economic output, various components of output,
and inflation? (i) How significant are the balance
sheet channels (BSC) and bank lending channels
(BLC) in the Indian context? (iii) Do these chan-
nels support the presence of the credit channel
of MPT in India? Thus, based on the research
questions, the following hypotheses have been
formulated:

HI:  Thereis a credit channel in India.

Hla: Monetary policy shock strongly affects the re-
al economy, i.e., the presence of a ‘magnitude
effect.’

HIb: Monetary policy shock affects some of the
GDP components, like fixed investments and
inventories with a lag, i.e., the presence of a
‘timing effect.

Hlc: Monetary policy shock significantly affects
long-lived assets. i.e., the presence of a ‘com-
position effect.”

H2: There is a balance sheet channel in India.

H2a: There is a significant negative correlation be-
tween weighted average call money rate and
coverage ratio.

H2b: Monetary policy shock declines firms’ cash
flows and profits.

H3: There is a bank lending channel in India.

H3a: There is a significant positive correlation be-
tween the certificate of deposit spread and
weighted average call money rate.

H3b: There is a significant positive correlation be-

tween the prime lending rate spread and the
weighted average call money rate spread.

http://dx.doi.org/10.21511/imfi.21(2).2024.23
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2. METHOD

In this study, the structural vector autoregression
(SVAR) model is applied to explore the effect of
MPT. The applications of vector autoregression
(VAR) pioneered by Sims (1980) is a widely imple-
mented approach for studying the effectiveness
of MPT in advanced and emerging economies.
Several versions of the VAR framework include
traditional vector autoregression, SVAR, and fac-
tor-augmented vector autoregression (FAVAR).
However, following Bernanke and Gertler (1995),
the study employed the standard SVAR model to
examine the effect of monetary policy shocks on
the real economy.

The SVAR model in equation (1) incorporates the
vector of endogenous macroeconomic variables on
its own lag for the determination of forecast errors
or simply ‘innovations.” The innovations are fur-
ther decomposed into ‘structural shocks’ through
an ‘identification scheme, i.e., by imposing identi-
fying restrictions on contemporaneous responses
based on economic theories.

Ayx, = A(L)x_, +¢, 1)

where 4, is an n-by-n matrix that captures the
contemporaneous interactions among the vari-
ables, X, is a column vector of n-endogenous vari-
able at time ¢, A(L) is an n-by-n matrix of poly-
nomials in lag operator L, and &, is a column vec-
tor of structural shocks.

To examine the dynamic effects of a specific mon-
etary policy shock, a reduced form model is con-
structed by multiplying equation (1) by A, result-
ing in equation (2)

X, = B(L)xt_1 + 4, )
where B(L)=4,'A(L), and p, = A,'¢,. The be-
havior of g, is very different from &,, as the ele-
ments of £, are alinear combination of elements

of &, In general, the elements of 4, are contem-
poraneously correlated but serially uncorrelated.

To examine the dynamic responses of endogenous
variables to structural shocks, the A, needs to be
estimated. This is done through the identification
scheme and imposing restrictions on the elements

http://dx.doi.org/10.21511/imfi.21(2).2024.23

of A The identifying assumption to determine
the monetary policy shocks is that the monetary
policy variable is allowed to respond contempora-
neously to other endogenous variables in the sys-
tem but can only affect the other endogenous non-
policy variables with a lag.

The matrix B is defined in equation (3),

M| (b 00 0 fgy
0

1y, _ by by, 0 ) & 3
1, by by, by O &5
My, b, b, by by, &,

under this assumption, e structural shocks are
the most exogenous, as they are not contempora-
neously affected by other innovations. However,
g, structural shocks (in this study, the monetary
policy shocks) are contemporaneously affected by
other innovations.

Following Bernanke and Gertler (1995) and oth-
ers, the weighted average call money rate (WACR)
is employed as a proxy for monetary policy stance.
Thus, the structural shock to WACR is considered
as a shock to monetary policy, i.e., unanticipated
monetary policy action. To examine the effective-
ness of the MPT mechanism on the variability of
real economic activity and inflation, the structur-
al responses of endogenous observable macroeco-
nomic variables to monetary policy shocks using
the impulse response function (IRF) are studied
in the respective SVAR models.

The macroeconomic indicators like real gross do-
mestic product (real GDP), consumer price in-
dex (CPI, base 2010), private final consumption
expenditure (PFCE, base 2011-12), gross fixed
capital formation (GFCF, base 2011-12), change
in stock (base 2011-12) have been considered as a
measure of the output variable. As an indicator of
inflation, the CPI (Base, 2010) data are employed
in the model. For capturing the supply-side fac-
tors, the wholesale price index (WPI, base 2011-12)
has been added to the model. All the data points
have been sourced from the Database on Indian
Economy (DBIE-RBI).

Further, to examine the effectiveness of BSC and
BLC, the indicators, average certificate of deposit
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(CD) rate, lending rates, 91-day T-bill cut-off rate,
interest expenses, net proﬁt, net sales, wages, Cov-
erage ratio are used in the model 4 and 5. The cor-
porate cash flow data points have been sourced
from the CMIE database. To estimate SVAR mod-
els, the study uses a quarterly long-time series
sample period from June 1998 to June 2022.

3. RESULTS

Figures la, 1b, and 1c show the dynamic structural
responses of the real GDP, the log of CPI, and the
WACR to a monetary policy shock (a positive one
standard deviation shock) based on the SVAR mod-
el. For the identification scheme, the same order has
been followed with an addition of the log of WPI af-
ter the log of CPI. The WPI has been added to cap-
ture the effects of supply-side factors, which may
affect economic activity and the price level (Sims,
1992; Christiano et al., 1996; Sims & Zha, 2006).

A positive monetary policy shock can be construed
as an unexpected contractionary monetary policy.

.04

.02

-.02

-.04

Note: The dashed lines indicate one standard error term.

Figure 1a. Response of real GDP
to a monetary policy shock

1.5
1.0
0.5

0.0

1 2 3 4 5

From Figure 1a, the estimated response of GDP
showed a decline after the second quarter, with
a trough at about the third quarter to the con-
tractionary policy measures. Figure 1b shows
the response of inflation, which declines im-
mediately and then bottoms out in the fourth
quarter. The WACR shows an immediate sharp
decline till the second and third quarters and
some upturn at about the fourth quarter before
a consistent decline.

To get a better understanding of the response of
the economic output to a monetary policy shock,
the real GDP is divided into two parts, the final
demand and the change in stock. Figures 2a and
2b show the structural responses of the final de-
mand and the change in stock to a monetary pol-
icy shock using the first SVAR model by replacing
the log of real GDP. To make the responses of fi-
nal demand and change of stock comparable, nor-
malization of these variables is done by taking the
ratios of final demand and change in stock to an
average GDP. A moving average of four quarters
has been taken for the average GDP.

.015
.010
.005

.000

-.005

Note: The dashed lines indicate one standard error term.

Figure 1b. Response of inflation
to a monetary policy shock

6 7 8 9 10

Note: The dashed lines indicate one standard error term.

Figure 1c. Response of WACR
to a monetary policy shock
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-.02

Note: The dashed lines indicate one standard error term.

Figure 2a. Response of final demand
to a monetary policy shock

In Figure 2a, the final demand shows a gradual
decline to an unexpected contractionary mone-
tary policy. However, the change in stock declines
steadily over time due to a monetary policy shock,
as shown in Figure 2b. This implies that the drop
in real GDP in Figure 1la is due to the decline in
both the final demand and the change in stock.
The evidence is contrary to the results of Bernanke
and Gertler (1995), where the inventories showed
a positive response to a monetary policy shock ini-
tially for several months. Thus, the evidence raises
a question on the timing effect anomaly.

To get a closer look at the final demand, the re-
sponses of two important components of GDP, i.e.,
PFCE and GFCEF, have been analyzed using the
first base SVAR model. These components are in-
cluded one at a time in the model by replacing the
log of real GDP. To make the responses of these
components comparable, normalization is done,
as mentioned previously. The response of PFCE in
Figure 3b shows a gradual decline to a monetary
policy shock. The PFCE, being the most signifi-

.02
.01

.00

-.01

-.02

Note: The dashed lines indicate one standard error term.

Figure 3a. Response of private final consumption
expenditure to a monetary policy shock

http://dx.doi.org/10.21511/imfi.21(2).2024.23

Note: The dashed lines indicate one standard error term.

Figure 2b. Response of change in stock
to a monetary policy shock

cant component of the final demand, suggests that
its response accounts for the decline in the final
demand as well as real GDP. Figure 3b shows the
declining response of GFCF for several quarters to
a contractionary monetary policy.

From the analysis shown in Figures 1 to 3, the fol-
lowing inferences can be drawn concerning the
puzzling effects of monetary policy shocks. First,
Figure 1a, which shows the response of real GDP
to a monetary policy shock, depicts a weak effect of
the interest rate channel on the Indian economys;
this is contrary to the magnitude effect where the
real economy gets strongly affected by the mon-
etary policy shocks. Second, in Figures 1a, 2b, and
3b, prompt correspondence has been observed
between interest rates and movements in output
and gross fixed capital formation; also, inventories
started falling immediately to a contractionary
monetary policy shock. These results differ from
the timing puzzle, which shows a lagged effect of
fixed investments and inventories, to a contrac-
tionary monetary policy. Third, Figures 2b and 3b

1 2 3 4 5 6 7 8 9 10

Note: The dashed lines indicate one standard error term.

Figure 3b. Response of gross fixed capital
formation to a monetary policy shock
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Note: The figure shows the WACR in percentage.

Year
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Figure 4. WACR and coverage ratio

show that both short-lived assets like inventories
and long-lived assets like gross fixed capital for-
mation showed an immediate and consistent de-
cline. The findings again oppose the composition
effect, where the contractionary monetary policy
significantly affects long-lived assets like residen-
tial investments.

These findings can largely be explained by con-
ventional interest rate channels, and anomalies
in magnitude, timing, and composition generally
explained by the credit view may not be addition-
ally required. Thus, the above results fail to sup-
port the hypotheses Hla, H1b, and Hlc. Does this
mean that the credit channel in India is weak in
terms of explaining the monetary transmission
mechanism? As discussed in the methodology
section, the credit channel has two routes, BSC
and BLC. Therefore, before making a conclusive
remark, it is important to investigate the effective-
ness of BSC and BLC.

.006
.004

.002

.000

-.002

1 2 3 4 5 6 7 8 9 10

Note: The dashed lines indicate one standard error term.

Figure 5a. Response of interest expenses
to a monetary policy shock
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Figure 4 shows the graph of the coverage ratio
and WACR. A correlation and a simple regression
analysis are done to understand the relationship
between these two variables better. The regression
model is estimated with a convention that the cau-
sality runs from WACR to coverage ratio. A weak
negative correlation of 0.2943 is found between
WACR and coverage ratio, which is statistically sig-
nificant ata 5 percent significance level. The regres-
sion coeflicient of WACR is -1.13479, which is also
statistically significant at a 5 percent significance
level. The estimates of correlation and regression
show a negative relationship between the cover-
age ratio and WACR. They can be interpreted as
a positive monetary policy shock that can weaken
the firm’s financial state. This is consistent with
the theory of the direct and indirect effect of mon-
etary policy on the coverage ratio, which measures
a firm’s financial state. However, the correlation on
the lower side shows the presence of a weak BSC
and thus weakly supports hypothesis H2a.

.02
.01

.00

1 2 3 4 5 6 7 8 9 10

Note: The dashed lines indicate one standard error term.

Figure 5b. Response of net profit to a monetary
policy shock
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Note: The dashed lines indicate one standard error term.

Figure 5c. Response of net sales to a monetary
policy shock

Figures 5a, 5b, 5¢, and 5d show the dynamic struc-
tural responses of various components of a firm’s
cash flows to a positive monetary policy shock us-
ing the similar SVAR model applied previously. To
make the responses of a firm’s cash flows compa-
rable, normalization is done by taking the ratios
of each cash flow to an average of gross income. A
moving average of four quarters has been taken
for the average gross income. The above figures
give two justifications for why the firms’ cash flows
and profits declined due to a positive monetary
policy shock. First, Figure 5a shows the response
of interest expenses, which increases and peaks at
about the second quarter to contractionary policy
measures, thereby reducing the profits. Second, in
Figures 5b and 5c, the responses of net profit and
net sales show a decline to a contractionary mon-
etary policy. Further, Figure 5d shows the responses
of salaries and wages, which remain inert for about
three quarters before rising. Thus, declining net
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Note: The dashed lines indicate one standard error term.

Figure 5d. Response of salaries and wages
to a monetary policy shock

sales, inert salaries and wages reduce corporate
profits and cash flows, supporting hypothesis H2b.

To examine the presence of BLC, the spread be-
tween CD rate and T-bill rate, the spread between
WACR and T-bill rate, and the spread between
prime lending rate (PLR) and T-bill rate have been
plotted in Figure 6. To understand the behavior of
these spreads, a correlation analysis is done. The
correlation between the CD spread and WACR
spread is found to be 0.2189, which is statistical-
ly significant at a 5 percent significance level and
thus supports hypothesis H3a. This suggests that
during the contractionary monetary policy, the
CD rates increase more than the market interest
rates, which shows that the managed liabilities of
the banks are not perfectly elastic, and the cost
of funds increases for the banks, thereby increas-
ing the EFP. However, the correlation between the
PLR spread and the WACR spread is about 0.0577

LR-TB

Note: (CD-TB) denotes the spread between CD rate and T-bill rate, (WACR-TB) denotes the spread between WACR and T-bill
rate, and (LR-TB) denotes the spread between the prime lending rate (PLR) and T-bill rate. The figure shows all the interest

rate spreads in percentage.

Figure 6. Relationship between the interest rate spreads
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and found to be insignificant at a 5 percent sig-
nificant level, thereby failing to support hypoth-
esis H3b. These results suggest that though some
presence of BLC is seen on the banks’ managed li-
ability side, the effect of EFP is not reflected in the
lending rates. Thus, the behavior of spreads shows
a weak presence of BLC in India.

4. DISCUSSION

The findings of the study show that the anomalies
concerning magnitude, timing, and composition
that support the presence of a credit channel do not
have a strong presence in the Indian context. Further,
the investigation of the effectiveness of BSC and BLC
in totality suggested the weak presence of the credit
channel in India. Acharya (2017) observed that the
MPT in India has not been effective in recent periods.
So, the next question is what factors might account
for the weak presence of credit channels in India?

The first reason could be the transmission of policy
to bank lending rates. The Reserve Bank of India
(RBI) introduced the prime lending rate (PLR) in
1994, followed by the benchmark prime lending rate
(BPLR) in 2003. However, both the bank lending
rate systems failed to impart effective MPT. So, in
an endeavor to improvise the transmission mecha-
nism, the base rate system and the marginal cost of
funds-based lending rate (MCLR) were introduced
in 2010 and 2016, respectively, but similar to previ-
ous designs, both these systems again suffer from
the inertness of bank lending rates to the changes
in monetary policy. The main issue with the MCLR
system is the transmission of policy rates to the lend-
ing rates of existing borrowers. It was observed from
January 2015 to April 2022 that the overall lending
rates in India were relatively high, even though the
RBI maintained an accommodative stance during
this period. The main reason is that the banks can
alter the spread over MCLR arbitrarily, which makes
the transmission mechanism ineffective.

The second rationale could be the health of the
banking system, i.e., some bank-specific factors like
capital adequacy, liquidity, regulatory guidelines,
and others may impair the effectiveness of the cred-
it channel of MPT (Chen & Wu, 2014). Various re-
search in the cross-country context found that the
credit channel gets dampened if the balance sheet
of the banks in the economy is weak (Tan, 2012;
Imrana & Nishatb, 2013; Pham, 2015). Nag and Das
(2002), Cucinelli (2015), and others observed that
the stringent credit risk guidelines by the regulators
weaken the effectiveness of credit channels. Many
studies concluded that soaring levels of NPAs with
deterioration of asset quality in the banking system
hampers the efficacy of credit channel (Sensarma &
Chaudhuri, 2008; Stepanyan & Guo, 2011).

In the Indian context, the Monetary Policy
Committee (MPC) of RBI, in one of its reports
(2017), stated that the efficacy of the MPT mecha-
nism would be significantly enhanced if the NPAs
of the banking sector were mitigated promptly
and efficiently. It has been observed that the asset
quality of scheduled commercial banks in India
measured in gross non-performing assets ratio
(GNPA ratio) aggravated in the last decade from
about 3.83 percent in 2014 to 7.33 percent in 2021.
Also, the return on assets (ROA) and return on eq-
uity (ROE) were mostly below the expected levels
in the last decade. This suggests that the overall
health of the banking system in India was below
satisfying levels.

The other reason could be the impact of various
macroeconomic factors. A strand of literature, par-
ticularly on advanced economies, suggests that re-
al GDP growth has a positive association with the
credit channel (Calza et al., 2003; Stepanyan & Guo,
2011). Cottarelli et al. (2005) observed that the rise
in GDP per capita enhances BLC. Thus, a slow and
stagnant GDP growth rate in India over the last de-
cade might have reduced the efficacy of credit chan-
nels in India.

CONCLUSION

The objective of this study is to explore the effectiveness of credit channel monetary policy transmission
in India using the estimates of the structural vector autoregression model. The study considers the ex-
ternal finance premium for testing the credit view as examining the credit channel using the credit ag-
gregates is an invalid approach. To estimate models, the study uses a quarterly long-time series sample
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period from June 1998 to June 2022. Based on the study’s results, it is evident that the anomalies con-
cerning magnitude, timing, and composition, which typically indicate the existence of a credit channel,
are not notably pronounced within the Indian context. The analysis of the weighted average call money
rate and coverage ratio suggests a weak presence of the balance sheet channel in India. Further, the
overall behavior of spread analysis shows a weak presence of bank lending channels in India. Although
some presence of bank lending channels is seen on the banks’ managed liability side, the effect of exter-
nal finance premium is not reflected in the lending rates. Thus, the investigation of the effectiveness of
the balance sheet channel and the bank lending channel collectively indicates a weak presence of credit
channels in India.

The findings of this study have significant implications for understanding and enhancement of the cred-
it channel of the monetary policy transmission mechanism. The study concludes the weak presence of
credit channels in India; therefore, monetary authorities might rely on other channels or may devise
other unconventional mechanisms to steer the real economy. This was observed during the COVID-19
period when monetary authorities failed to maneuver the real economy using conventional tools and
had to apply unconventional monetary policy tools to achieve the objectives of monetary policy.
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