International Research Journal on Advanced Engineering Hub (IRJAEH)
e ISSN: 2584-2137

Vol. 03 Issue: 04 April 2025

Page No: 1804-1809

https://irjaeh.com

https://doi.org/10.47392/IRJAEH.2025.0261

IRJAEH

Impact of Monetary Policy on the performance in the Banking Sector
Dr. C. Vinotha!, Nithesh Kumar S 2, Dhanush Subhash?

Associate Professor, School of Management, Sri Krishna College of Engineering and Technology, Coimbatore,
India.
Z3MBA Student, School of Management, Sri Krishna College of Engineering and Technology, Coimbatore,
India.

Email 1D: cvinotha@gmail.com?, Nitimay27@gmail.com?, dhanushsubhash10@gmail.com®

Abstract

The monetary policy of the Reserve Bank of India (RBI) serves as a crucial instrument for regulating the
banking sector and maintaining financial stability in the economy. This study examines the impact of RBI’s
monetary policy tools—including the repo rate, reverse repo rate, Cash Reserve Ratio (CRR), and Statutory
Liquidity Ratio (SLR)—on the performance of the banking sector. By analyzing historical data and key
financial indicators of banks, the study evaluates how changes in monetary policy influence credit availability,
liquidity, profitability, and overall banking operations. The findings indicate that reductions in the repo rate
lower borrowing costs, enabling banks to expand credit, while increases in the rate restrict liquidity, affecting
lending and profitability. Similarly, adjustments in CRR and SLR impact banks' ability to lend, directly
influencing economic activity. Through regression and correlation analysis, this study highlights the
significant role of net interest margin (NIM) in determining banking profitability, emphasizing that banks with
higher NIMs tend to perform better despite monetary fluctuations. Furthermore, the study underscores the
strategic importance of RBI’s policies in balancing economic growth with inflation control, offering insights
for policymakers and banking professionals. As the banking sector navigates economic uncertainties, an
adaptive and responsive monetary policy remains vital for sustaining financial stability and fostering long-
term growth.
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1. Introduction

The Reserve Bank of India (RBI) plays a vital role in
ensuring financial stability through monetary
policies. By regulating interest rates, cash reserves,

occupies a pivotal position in the Indian financial
ecosystem, orchestrating monetary policy to ensure
stability and foster sustainable economic growth.

and liquidity, the RBI influences inflation, credit
availability, and economic growth. Changes in policy
rates impact borrowing costs, investment, and market
liquidity. A balance between economic growth and
inflation control is crucial for financial stability.
Understanding these policies helps in assessing their
role in the banking sector and overall economic
development. The Reserve Bank of India (RBI)
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Utilizing instruments such as the repo rate, reverse
repo rate, cash reserve ratio (CRR), and statutory
liquidity ratio (SLR), the RBI strategically influences
the cost and availability of credit. This, in turn,
impacts interest rate dynamics, borrowing costs, and
ultimately, the profitability of the banking sector. The
efficacy of monetary policy transmission through the
banking system is paramount, as it cascades through
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investment, consumption, and overall economic
activity. This interplay between monetary policy and
the banking sector underscores the critical role of the
RBI in navigating evolving economic challenges and
maintaining financial equilibrium [1][3].

2. Review of Literature
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Dr. Apoorv A. Trivedi, Nov 2015 in his
comparative analysis of selected public and
private sector banks in India, examines their
financial performance using the CAMEL rating
model. This model assesses key performance
metrics such as capital adequacy, asset quality,
management quality, earnings, and liquidity.
According to his study, the analysis reveals that
the selected banks generally maintain sufficient
levels of capital adequacy and liquidity, ensuring
they meet the necessary requirements for sound
financial performance. The camel model,
therefore, serves as an effective tool in
evaluating the overall financial health of the
banks by focusing on these critical areas.
Abhiman Das, Prachi Mishra, Nag Purnanand,
and Prabhala’s 2015 study examines the
transmission of monetary policy in Indian banks.
The research analyzes how different banks
respond to changes in monetary policy, focusing
on intra-bank performance differences. Using
quantitative tools, the study finds that the
performance of banks is influenced by the
monetary policy measures implemented by the
Reserve Bank of India. The findings suggest that
banks show varying responses to these policy
changes, with significant intra-bank performance
differences emerging as a result of the monetary
policy adjustments.

Jayant Nagarkar's analysis of the performance of
five major public, private, and foreign sector
banks in India for the year 2015 concludes that
these banks, especially those in the public sector,
rely heavily on borrowing for providing loans.
This dependence on external funds has resulted
in a slowdown in credit growth. Additionally, the
overall deposits of commercial banks have
decreased, indicating a challenging financial
environment for these institutions during that
period.
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Kazem, Marc, Aminzadeh, Rasoul, and Irani
(2015) conducted an investigation to analyze the
weak  simultaneous  correlation  between
monetary policies and the liquidity volume in
private banks. Their study focused on examining
the effects of various monetary policies on the
efficiency of these banks, specifically looking at
control variables such as the amount of
partnership bonds and the returns of stocks. The
research also explored the impact of monetary
policies on the stock market performance of
private banks listed on the stock exchange,
aiming to determine the relationship between
liquidity and the financial outcomes of these
banks.

Shailendra Kumar Rai’s 2014 study compares
the banking systems of India and Sweden,
specifically focusing on their central banks’
monetary policies. The research highlights the
Swedish central bank’s approach, which includes
an explicit inflation targeting system, and how
this policy framework has contributed to the
stability and resilience of Swedish banks. Rai
suggests that the effectiveness of this system
could offer valuable insights and serve as an
alternative approach for enhancing the stability
of India's banking sector. The study emphasizes
the importance of having a clear and steady
monetary policy to ensure the long-term stability
of the banking system [4].

3. Objectives of The Study

3.1 Primary Objective
To study the impact of monetary policy of RBI on the
performance in the banking sector.

3.2 Secondary Objective

To examine how variations in key rates like repo
rates and reverse repo rates affects profitability
and lending practices in banks.

To determine the impact of monetary policy on
credit availability and growth in different
sectors.

To explore how changes in SLR and CRR
influence liquidity levels in banks.

3.3 Research Methodology
Research methodology refers to the systematic
approach and techniques used to conduct a study,
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including the procedures, tools, and strategies
employed to collect, analyses, and interpret data to
address the research objectives. It outlines the
rationale for selecting specific methods and ensures
the research process is reliable, valid, and structured.
3.4 Period of the study

The study focuses on the period from 2010 to 2023,
covering significant phases of monetary policy
changes implemented by the Reserve Bank of India
(RBI). This period includes critical events such as the
aftermath of the global financial crisis, the
implementation of inflation- targeting frameworks,
demonetization, the COVID-19 pandemic, and
subsequent economic recovery efforts. Analyzing
this timeframe provides insights into how varying
monetary policy regimes have influenced the
liquidity, profitability, and overall performance of the
Indian banking sector [5].

4. Analysis and Interpretation

4.1 Regression Analysis

NIM

0.0

401

0.658

Figure 1 NIM OF SBI

Null hypothesis: There is no significant difference
between dependent and independent variables.
Alternative hypothesis: There is significant
difference between dependent and independent
variables. Figure 1 shows NIM OF SBI.

Dependent variable: Bank’s ROI, Bank’s net
interest margin

Independent variable: Repo rate, Reverse repo rate
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Table 1 SBI Model Fit Measures
Model Fit Measures

Model R R2
1 0.918 0.843
Note. Models estimated

using sample size of N=5

Table 2 SBI Model Coefficients - ROI (%)

Model Coefficients - ROI (%)

Predict Estima SE t p
or te
'”tetrcep 82 | 2221 | -369 | 0034
Repo NaN NaN NaN NaN
Rate (%)
Reverse
Repo NaN NaN | NaN NaN
Rate
(%)
NIM
%) 2.64 0.658 4.01 0.028

Note. Linear model contains aliased
coefficients (singular fit)

Interpretation

The regression analysis examines the relationship
between the return on investment (RO1%) and key
financial indicators for SBI, including the repo rate,
reverse repo rate, and net interest margin (NIM%).
The model demonstrates a strong fit, with an R-value
of 0.918 and an R? of 0.843, indicating that 84.3% of
the variation in ROI is explained by the predictors
included in the model. Table 1 shows SBI Model Fit
Measures. However, the presence of aliased
coefficients (singular fit) suggests multicollinearity
or perfect correlation between some predictors,
leading to the omission of certain variables,
specifically the repo rate and reverse repo rate. This
issue renders their estimates (NaN) indeterminate,
meaning they do not contribute uniquely to
explaining ROI within this model. The intercept of -
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8.2 (p =0.034) suggests that when all predictor values
are zero, the expected ROI would be negative. The
net interest margin (NIM%) is the only significant
predictor, with a coefficient of 2.64 (p = 0.028),
indicating that for every 1% increase in NIM, ROI
increases by 2.64%. The statistical significance of
NIM implies its strong influence on ROI, reinforcing
its importance in profitability analysis for SBI [2][7].
However, the singular fit issue suggests that the
model may need refinement by addressing
collinearity among the predictors for more reliable
coefficient estimates. The regression analysis shows
a strong fit (R = 0.918, R2 = 0.843), with NIM% as
the only significant predictor (f = 2.64, p = 0.028),
indicating that a 1% increase in NIM raises ROI by
2.64%. However, multicollinearity causes aliased
coefficients, making repo and reverse repo rates
indeterminate, requiring model refinement for
reliability. Table 2 shows SBI Model Coefficients -
ROI (%).
4.2 Ratio Analysis
STATE BANK OF INDIA

Table 3 SBI Ratio Analysis

Ratio | 2020 | 2021 | 2022 | 2023 | 2024
ROE% | 860 | 889 | 1253 | 168 171'3
ROA% | 047 | 046 | 065 | 093 Oég
Cost to
Income | 5127 | 5321 | 228 | 669 15444

0 8 7
0
ROSE | 179 | 164 | 142 | 150 | 147

Interpretation
The financial performance of State Bank of India
(SBI) over the years 2020 to 2024 reflects both
positive growth trends and some areas of concern.
The analysis below provides insights into key
financial ratios and their implications for the bank'’s
profitability and efficiency. Table 3 shows SBI Ratio
Analysis.

4.3.1 Return on Equity (ROE) - Strong

Growth in Profitability

SBI's ROE has increased from 8.69% in 2020 to
17.31% in 2024, indicating a significant
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improvement in profitability and efficient capital
utilization. This rise suggests that the bank has been
able to generate higher returns for its shareholders,
possibly due to increased net profits, higher interest
income, or better cost management. A rising ROE is
a positive sign for investors, as it reflects the bank’s
ability to grow earnings with existing equity capital.
4.3.2 Return on Assets (ROA) — Improved
Asset Utilization
The ROA has improved from 0.47% in 2020 to
0.99% in 2024, reflecting better utilization of the
bank's assets to generate profits. Although the
improvement is notable, the ROA remains relatively
low, which is common for large public sector banks
that operate with a high volume of assets and lower
lending rates. The increase in ROA suggests that SBI
has been enhancing its asset quality and reducing
non-performing loans, contributing to higher overall
efficiency.
43.3 Cost to Income
Operational Costs
A key concern is the rising Cost to Income ratio,
which has increased from 51.27% in 2020 to 70.44%
in 2024. This trend indicates that SBI's operational
expenses are growing at a faster pace than its income,
which can put pressure on profitability. The increase
in costs could be due to higher employee expenses,
investments in technology, or an increase in loan loss
provisions. If this trend continues, it may erode
earnings unless revenue growth offsets the cost
increase. SBI will need to focus on cost efficiency
measures to sustain profitability.
4.3.4 Return on Capital Employed (ROCE) —
Declining Capital Efficiency
SBI’s ROCE has declined from 1.79% in 2020 to
1.47% in 2024, indicating a decrease in the efficiency
of capital utilization. The lowest point was in 2022
(1.42%), followed by a slight recovery in 2023
(1.59%), but the metric fell again in 2024 (1.47%).
This suggests that while SBI is generating higher
profits (as seen in ROE and ROA), it is not optimizing
its capital as effectively as before [6]. The decline
could be attributed to higher capital investments,
lower returns on certain assets, or increased debt
financing. SBI has demonstrated remarkable
profitability growth, as reflected in its rising ROE and

Ratio - Rising
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ROA. However, the sharp increase in costs and
declining capital efficiency (ROCE) are areas of
concern. The bank needs to control its operational
expenses and improve capital efficiency to sustain its
long-term profitability.

5. Results and Discussion

5.1 Results

e NIM% is the only significant predictor of ROI (B
= 2.64, p = 0.028), while multicollinearity
renders repo and reverse repo rates
indeterminate, necessitating model refinement
for SBI.

e NIM% is the only significant predictor of ROI (3
=1.26, p = 0.018), while

e multicollinearity renders repo and reverse repo
rates indeterminate, necessitating model
refinement for ICICI.

e The regression analysis for Axis Bank shows a
strong fit (R = 0.899, R2 = 0.808), with NIM% as
the only significant predictor (B = 2.28, p =
0.038), indicating that a 1% increase in NIM
raises ROI by 2.28%. However, multicollinearity
leads to aliased coefficients, making repo and
reverse repo rates indeterminate, requiring model
refinement for reliability.

e The regression analysis for Kotak Bank shows a
strong fit (R = 0.914, R2 =0.836), with NIM% as
the only significant predictor (B = 0.557, p =
0.03), indicating that a 1% increase in NIM raises
ROl by 0.557%. However, multicollinearity
leads to aliased coefficients, making repo and
reverse repo rates indeterminate, requiring model
refinement for reliability.

e The regression analysis for HDFC Bank shows a
weak fit (R = 0.69, Rz = 0.476), with NIM%
having an insignificant negative impact on ROI
(B = -0.667, p = 0.197). Multicollinearity
excludes repo and reverse repo rates, suggesting
the need for model refinement and additional
variables for better explanatory power [9].

e The regression analysis for PNB shows a strong
fit (R = 0.921, R2 = 0.848), with NIM% as the
only significant predictor (B = 0.21, p = 0.026),
indicating that a 1% increase in NIM raises ROI
by 0.21%. However, multicollinearity excludes
repo and reverse repo rates, requiring model
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refinement for more reliable estimates.

e The regression analysis for BOB shows a strong
fit (R = 0.962, R? = 0.925), with NIM% as the
only significant predictor (B = 1.87, p = 0.009),
indicating that a 1% increase in NIM raises ROI
by 1.87%. However, multicollinearity excludes
repo and reverse repo rates, requiring model
refinement for more reliable estimates

5.2 Discussion

The monetary policy of the Reserve Bank of India
(RBI) significantly influences the performance of the
banking sector. As the central bank, the RBI uses
tools like the repo rate, reverse repo rate, cash reserve
ratio (CRR), and statutory liquidity ratio (SLR) to
regulate liquidity, control inflation, and ensure
economic stability [8]. Changes in these rates directly
affect the cost of borrowing and lending in the
economy. For instance, a reduction in the repo rate
lowers the cost of funds for banks, encouraging them
to lend more, which boosts credit growth and, in turn,
supports economic activity. Conversely, an increase
in policy rates can tighten liquidity and reduce credit
availability, thereby impacting bank profitability.
Additionally, RBI's monetary stance also influences
the net interest margin (NIM) of banks, which is a
critical indicator of their financial health. A favorable
policy environment enhances bank performance by
improving loan demand and reducing non-
performing assets (NPAs), while an adverse policy
can lead to credit stress. Therefore, the effectiveness
and direction of RBI’s monetary policy play a crucial
role in shaping the operational efficiency,
profitability, and overall stability of the banking
sector.

Conclusion

The monetary policy of the Reserve Bank of India

(RBI) plays a crucial role in shaping the performance

of the banking sector. By regulating key policy rates

such as the repo rate, reverse repo rate, and cash
reserve ratio (CRR), the RBI influences liquidity,
credit availability, and overall economic stability.

During periods of expansionary monetary policy,

lower interest rates enhance credit growth, boosting

profitability and lending activity in banks [10].

Conversely, contractionary policies tighten liquidity,

increasing borrowing costs and potentially reducing
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bank earnings. Furthermore, RBI's monetary
measures directly impact asset quality, inflation
control, and financial stability. Effective monetary
policies help banks manage risks, maintain adequate
reserves, and foster economic growth. However,
frequent policy changes can create challenges in
forecasting and long-term planning for banks.
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