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Capital expenditure (capex) of the private

corporate sector is a key driver of the investment

climate in the economy and an indication of the

'animal spirits' that influence entrepreneurial

energies and business sentiment. As information

on capex from published annual accounts of

companies is available with a considerable time lag,

a cross-country best practice is to generate

corporate investment forecasts on the basis of

surveys of investment intentions and other relevant

factors such as capacity utilisation and demand

indicators.

India has also been a forerunner in this

international experience, with surveys attempted

since the late 1980s to assess and forecast

investment intentions. Since 1978, the Reserve

Bank of India has been providing an outlook on

investment intentions obtained from financiers'

side-the banking sector and financial institutions

(FI) as well as external commercial borrowing

(ECB), foreign currency convertible bonds

(FCCBs) and initial public offerings (IPOs), follow-

on public offerings (FPOs), and rights issues for a

year. The short term (one year ahead) forecasting of

capex based on time phasing of corporate projects

financed by financial institutions was pioneered by

Dr. C. Rangarajan in 1970. Under this

methodology, an estimate of the likely level of

capex that would have been made during the year is

obtained, based on ex-ante phasing plans furnished

by the companies at the time of appraisal. It is

ensured that each project enters the information set

only once even if it is financed through more than

one channel. Projects not financed through any of

the above-mentioned channels or of a size lower

than $ 100 million are not covered. Projects with

private ownership below 51% or undertaken by

trusts, Central and State Governments, and

educational institutions are also excluded.

This article extends the tradition by estimating

capex by the private corporate sector during 2017-

18 and 2018-19. In doing so, it also explores the

relationship between envisaged capex (based on

project plans) and the realised capex (as available in

the national accounts). As a cross-check, envisaged

capex is compared with actual investment reported

under the first revised estimates of national income

for 2017-18 that were released by the Central

Statistics Office (CSO) on January 31,2019.

Proposals of 490 projects with a total cost of $ 1,728

billion were sanctioned by banks and FIs during

2017-18. In addition, ECBs/FCCBs to the tune of

$ 247 billion were contracted by 292 companies in

that year. Furthermore, 51 companies raised 16

billion through domestic equity issues for their

capex requirement. Altogether, 833 companies

made investment plans during 2017-18,

aggregating $ 1,991 billion, as against 916

companies with investment intentions totalling

$ 2,028 billion in 2016-17. Industry-wise, chemical

and chemical products industries accounted for

11% of the total cost of projects in 2017-18. The

share of the construction sector decreased to 5.10%,

indicating lacklustre activity in the sector. Within

the infrastructure sector, the power sector

continued to dominate (38.20% during 2017-18).

There were 44 high value projects ($ 10 billion - $ 50

billion), with share of 44.10% in the total project

cost. The size-wise distribution of the projects

accorded financial sanction by banks/FIs shows a

Private Corporate Investment in2018-19: Slow Recovery Underway
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decrease in the number of mega projects ($ 50 billion

and above).

The location of a project is typically selected on the

basis of factors such as accessibility of raw

materials, availability of skilled labour, adequate

infrastructure, market size, and growth prospects.

Over the last five years (2013-14 to 2017-18), 68% of

the projects were taken up in Maharashtra, Gujarat,

Andhra Pradesh, Karnataka, Odisha, Chhattisgarh,

Tamil Nadu, and Madhya Pradesh. Maharashtra

also accounted for the highest share in terms of

total cost of projects sanctioned by banks/FIs in

2017-18 followed by Karnataka, Andhra Pradesh,

Gujarat, Tamil Nadu, Rajasthan and Chhattisgarh

in that order. Gujarat recorded a fall in its share

from the previous year.

Investment in new projects occupied the largest

share (89.30%) in the total cost of projects

sanctioned by banks and FIs. The phasing profile of

capex of projects sanctioned by banks/FIs indicate

that around 38% ($ 650billion) of the total

proposed expenditure would be spent in2017-18,

24% ($ 419 billion) in 2018-19 and 21% ($ 368

billion) in the year beyond. On the basis of the

pipeline projects sanctioned in preceding years, the

planned capex could amount to $ 792 billion in

2018-19, marking an improvement over the

previous year ($ 685 billion). Going forward, the

level of corporate investment in 2018-19 from the

new cohort of projects getting sanctioned in 2018-

19 will also influence the aggregate capex for this

year.

The one-year ahead forecasts of envisaged capex

and realised investment in terms of gross fixed

capital formation (GFCF) of the private sector in

the national account statistics for the period 1991-

92 to 2017-18 exhibit divergence for selected

periods. However, there appears to be a co-

movement in these two series in the longer horizon.

The relationship is examined in an auto regressive

distributed lag (ARDL) framework which produces

robust estimates of the long run relationship and

the error correction process with small samples.

The appropriate ARDL model, viz. ARDL (1, 2) was

selected on the basis of the akaike information

criterion (AIC). The coefficients obtained from

selected ARDL model are statistically significant

with expected signs.

The analysis presented in this article points to a

long term association between envisaged capex

obtained from project implementation plans and

realised investment. Thus, these investment

intentions provide useful insights into the overall

direction of capex. The projects sanctioned in the

first half of 2018-19, together with the pipeline

projects already undertaken, show some recovery in

the capex cycle. Recent efforts to strengthen

balance sheets of both corporates and the banking

sector should provide a conducive environment for

a pick-up in capital formation. Improved capacity

utilisation and business expectations in the first

quarter of 2018-19 polled by various surveys are

providing lead indication of a reinvigoration of

investment activity in the Indian economy in the

period ahead.

Source: www.rbi.org.in
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Seasonal variations in the form of recurring and,

therefore, predictable weekly, monthly or quarterly

patterns constitute the behavioural component in

any economic series. The presence of seasonality

tends to obscure the true underlying characteristics

of the economic variable and its data generating

process as well as the inter-relationships between

variables. Identification and segregation of

seasonal factors which quantify extent of seasonal

variations in an economic variable, is a first step to

appropriately using information for purposes such

as modelling and forecasting. Measuring

seasonality and undertaking seasonal adjustments

has been established as a best practice in the

country experience. Representation of a time series

in terms of its four basic components; trend, cycles,

seasonal factors and irregular fluctuations, has two

alternative forms: multiplicative if a time series is

assumed to be the product of four components, and

additive if it is postulated that the time series is the

sum of these components.

RBI has been publishing monthly seasonal factors

for important macroeconomic variables since

1980. This article carries forward this endeavour by

computing and updating seasonal factors upto

2017-18. The macroeconomic indicators covered

are monetary, banking, price statistics, production

data, service sector indicators and merchandise

trade. In recognition of the rapid proliferation of

alternate modes of payment in India, real time gross

settlements (RTGS), paper clearing, retail electronic

clearing(REC)and card payment are also subjected

to seasonality analyses.

The analysis of alternate payment modes shows that

RTGS and REC record high seasonal variations and

peak during March, indicating heightened usage of

online transfers on annual financial year closing,

whereas the seasonal peak of usage of card

payments was during October, corroborating

elevated consumption demand around the festival

season. The CPI headline experiences seasonal

upside pressure between July and November, which

is largely due to prices of food and beverages. CPI-

food is driven by the seasonal patterns of prices of

vegetables. Prices of fruits peak during the summer

(April-August) and those of vegetables around the

monsoon (July-November) due to lower

availability and persistent demand. CPI-vegetables

showed the highest seasonal variation. Seasonal

variation in fruit prices was found to be lower than

those of vegetables. Seasonality in aggregate CPI

series combined, CPI for industrial workers (CPI-

IW), CPI for Agricultural Labourers (CPI-AL) and

CPI for Rural labourers (CPI-RL) is low while it is

pronounced in some of the components, mainly

food items.

The index of industrial production (IIP) is highly

seasonal with seasonal peaks in the IIP series mostly

observed in the last month of the financial year,

which could be due to achieving annual targets.

Seasonal troughs on the other hand, were scattered.

Four of the six service sector indicators recorded

seasonal peaks in March. In the case of domestic

and international passenger traffic, the seasonal

peak coincided with the holiday seasons in May

and January, respectively. Imports registered a

seasonal peak in October, evidently to fulfil higher

demand during the festival season.

The study applies a simple way to identify the

change in seasonality patterns in 2017-18 by

comparing the outcomes of 2017-18 with the

average seasonal factors for the last five years (2012-

Seasonality in India's Key Economic Indicators

Rajashree Rajpathak, Sanjay Singh and Srijashree Sardar, RBI Bulletin Mar 12, 2019
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13 to 2016-17). Out of the 77 selected series, the

peak and trough for 47 series remained unchanged

whereas six series recorded shifts in both peaks and

troughs. This change in seasonality was noticed

mainly in the case of CPI and industrial

production. The seasonal peak in CPI-all

commodities mainly reflects the change in prices of

food and beverages. Seasonal peaks in the prices of

clothing and footwear also shifted to October,

which is the festival season in the country from

December earlier.

Seasonal fluctuations in monetary and banking

aggregates either moderated or remained broadly

unchanged during last 10 years, arguably reflecting

better availability of banking services. Mining and

electricity recorded rise in seasonal variation. The

mining activity, especially coal, is adversely affected

due to rain and slowdown in railway transport

during the monsoon season. Although seasonal

variation remained unchanged for the majority of

CPI-combined elements, retail prices of pulses

exhibited higher seasonality; likely on account of

evolving demand from generalised diet shifts across

population groups. In the wholesale market, prices

of primary articles showed more seasonal variation

than prices of manufactured products.

This article explains the crucial role of seasonal

adjustment for an accurate reading of the economy

and hence fashioning economic policies.

Estimation of seasonal effects and correcting for

them also enables an understanding of the inter-

play among variables which, in turn, contributes to

credible model building and forecasting. Future

research in this area needs to focus on the role of

seasonal factors in improving forward looking

assessment. In this regard, identifying shifts in

seasonality patterns of macro-variables over time,

offers rich potential for empirical research. The

heightened seasonal demand for currency in

circulation around financial year-end and

beginning of agricultural season, viz., March and

June gives a cue for an efficient currency

management in the country, whereas, seasonal

pattern in banks' deposits can guide in putting to

optimal use the banks' resources, especially human

resources. Driven by the prices of vegetables, CPI

headline inflation exhibits price pressures during

the monsoon season. The seasonal peak for general

retail prices has advanced to August in 2017-18

from October earlier, aligning with the wholesale

market. This calls for establishment of robust and

outreaching supply networks in general and

specially for perishable items. Bank credit peaks in

March, apparently to fulfil the year end pressure of

target achievements. The authors suggest that

keeping in mind the demand around festivals, the

credit availability needs to be increased by the credit

institutions to the MSME sector to impart stimulus

to the manufacturing sector.

Source:www.rbi.org.in
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This paper attempts to throw light on how foreign

exchange (FX) intervention affects credit growth,

focusing on the underlying mechanism at play. A

particular emphasis is on the role of financial

intermediaries. The authors employ a unique high-

frequency central bank database of FX operations

by the Bank of the Republic (BoR), Colombia, and

combine it with detailed bank-by-bank daily flow

data on new loans to corporates covering the entire

Colombian banking system. Daily bank-level data

for new corporate loans come from the Colombian

Financial Superintendency. The credit registry

provides information on the amount disbursed for

each new loan as well as the issuance date, maturity,

interest rate, type of collateral, risk rating, and non-

performing days. The sample period under

consideration was between January 2002 and

December 2015.

The authors use the data on daily intervention

flows, which are not affected by valuation changes

of FX reserves due to exchange rate changes. Four

different type of intervention are distinguished in

the paper viz. pre-announced FX interventions,

discretionary spot market interventions, rule-based

options interventions and discretionary options

interventions. Pre-announced daily purchases

through FX auctions amounted to more than half

of all interventions over the sample period. Due to

their pre-announced nature, these interventions

were anticipated by markets, which greatly

complicate identifying their impact. Given that

this type of intervention was concentrated in the

period after 2010, the authors focus in empirical

exercises on the period of 2002-2010. Over this

period, interventions were discretionary, which

should better enable identifying their effects on

domestic credit, exchange rates and capital flows.

Full sample data is however considered for

robustness checks.

In their empirical analysis, the authors have made

use of a large set of bank-level and macro-financial

variables, such as data on individual banks' total

assets, capitalisation, liabilities, loan loss

provisions as well as the internal loan risk grading

as a measure of the riskiness of the loan book. The

macro-financial controls include net portfolio

capital flows, net bond issuance of the government,

the bilateral Colombian peso/US dollar exchange

rate, the VIX index, the BoR policy rate, the

Colombian long-term government bond yield and

the deviation of inflation from the BoR's inflation

target. The authors first explore the dynamic effects

of sterilised FX intervention (having no impact on

the economy's money supply) on new corporate

loans in Colombia. Consequently, they explore the

two main channels, namely exchange rate channel

and crowding-out channel, through which FX

intervention might affect domestic credit. The

former is tested through estimating the dynamic

impact of FX intervention on the exchange rate and

capital flows; the latter is tested through the impact

of central bank OMOs (excluding FX intervention)

on domestic lending.

The results support the hypothesis that sterilised

FX intervention significantly affects domestic

credit creation in Colombia. Focusing on the sub-

sample period between 2002 and 2010 as

mentioned earlier, the authors find that an FX

intervention of 30 million USD is followed by a

depreciation of the peso exchange rate against the

USD building up over time; while the immediate

FX intervention and domestic credit: evidence from high frequency micro data;

Boris Hofmann, Hyun Song Shin and Mauricio Villamizar-Villegas; BIS Working Papers, March 2019
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depreciation is 0.4%, it builds up to 2% after 120

days. The authors feel that the persistence in the

depreciation probably reflects the additional

slowdown in capital inflows that follows the

intervention with a lag. Specifically, a US$30

million FX intervention slows down capital inflows

by the same amount after 200 days. This

observation suggests that sterilised FX intervention

not only has the capacity to break the mutually

reinforcing feedback loop between exchange rate

appreciation and capital inflows that emanates

from the exchange rate risk taking channel, but that

it can even make it play out in reverse through the

initial depreciation impact.

To test the “crowding out” channel, FX

intervention is replaced by OMOs. It is observed

that an OMO worth 30 million USD is followed by

a significant reduction of new domestic lending to

corporates. Quantitatively, the effect is much

smaller than that for sterilised FX intervention,

suggesting that the exchange rate channel is the key

mechanism through which sterilised FX

intervention impacts domestic credit. The effect of

OMOs on domestic credit however is dependent on

the use of the particular sterilisation instrument.

Replacing the total OMOs with its two main sub-

components, bond OMOs and repo operations, the

authors observe that there is a highly significant

negative effect of OMOs conducted in bonds, while

the impact of repo operations is not statistically

significant. This is probably due to the fact that

while repos have mostly one-day maturities,

operations in longer maturity bonds have a longer

lasting effect on banks' balance sheet capacity

which can affect their lending decisions.

The authors posit that another way to gauge the

effects of sterilised FX intervention on domestic

financial conditions is through the differences of

the impact across banks. They consider bank

capitalisation, size, leverage and loan loss

provisions to capture their respective financial

weaknesses. The results indicate that FX

intervention has a larger impact on weaker banks.

Additional analysis also shows that higher

provisions and higher debt dampen new lending,

while higher capital and greater size tends to

increase it in a significant way. These findings

suggest that greater financial constraints not only

amplify the transmission of FX intervention, but

also have an independent negative effect on bank

lending.

In conclusion, the authors state that FX

intervention is a useful policy tool that should be

carefully used to specifically reduce exchange rate

volatility, by slowing the pace of currency

appreciation and depreciation, as opposed to

targeting a certain level of the exchange rate. FX

interventions may be used in a targeted and

symmetric way to lean against exchange rate swings

during capital inflow surges and ebbs, and against

associated building up financial imbalances. In this

way, they can usefully complement monetary

policy and macroprudential tools contributing to a

policy approach that leans against capital flow

volatility and its consequences.

Source: www.bis.org
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In this paper, the authors examine how the EME

local currency bond credit risk premium fluctuates

in tandem with the spot exchange rate, so that the

spot exchange rate takes on the attributes of a risk

measure. To begin with, a graphical analysis of the

returns on EME local currency bond indices show

that dollar returns are higher as compared to local

currency returns implying that profits/losses are

magnified by exchange rate movements. The

primary proposition in the paper is that an

appreciation of the bilateral exchange rate against

the dollar will reduce bond yields, but an

appreciation of the trade-weighted exchange rate

will increase bond yields. According to the authors,

this conjecture is however useful only if the EME

borrower has trading partners other than the US.

For the primary data, the authors consider daily

data for 14 EMEs over the period from January

2005 and December 2017. Three specific bond

spread measures are considered, viz. the foreign

currency spread, which is the spread between the

dollar denominated five year foreign currency

government bond yield and the five year US

Treasury yield; the local currency spread, defined as

the spread between the five year local currency

government bond yield and the five year US

Treasury yield; and the local currency credit risk

premium, which is the spread between the five-year

local currency government bond yield and the

synthetic local currency five year yield available to a

dollar-based investor. This synthetic yield is given

by the sum of the 5-year US Treasury yield and the 5-

year cross-currency swap rate achievable by a dollar-

based investor who has access to the local currency

bond as well as the cross-currency swap contract of

the same maturity.

The authors have also utilised a database of

exchange rate shocks arising from monetary policy

shocks, in order to overcome the endogeneity

problems that arise from joint determination of

yield changes and exchange rate changes.

Specifically, they consider shocks to the bilateral

exchange rate (BER) against the US dollar and to

the nominal trade weighted exchange rate (NEER),

both of which measured in a way such that an

increase in either denotes an appreciation of the

domestic currency. The monetary news considered

for the calculation of the shock indices include

both scheduled events such as monetary policy

meetings; as well as non-scheduled events, such as

speeches and press releases about unconventional

policy updates like asset purchases and forward

guidance.

Empirical analysis indicates that local currency

spreads are larger than foreign currency spreads,

while the average size of exchange rate shocks on

days of monetary policy news is half a percentage

point. Specifically, an appreciation shock to the

BER as well as to the NEER is followed by a

significant depreciation in all three EME bond

spreads. The negative impact of the exchange rate

appreciation on the local currency spread is largely

driven by the drop in the local currency credit risk

premium, which lends strong support to a risk-

taking channel of the exchange rate driving local

currency bond spreads through their credit risk

premium. The effect on NEER is qualitatively

similar but quantitatively smaller. Detailed analysis

also indicates that the appreciation of the BER

exerts a negative effect on EME bond spreads, while

an appreciation of the NEER exerts an

insignificant or positive effect. In other words, the

Bond risk premia and the exchange rate; Boris Hofmann,

Ilhyock Shim & Hyun Song Shin; BIS Working Papers; March 2019
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trade-weighted exchange rate has an impact that

goes in the opposite direction to the bilateral

exchange rate against the dollar.

The authors consequently attempt to analyse the

dynamic impact of shocks to the BER and NEER

on domestic credit to the private non-financial

sector and on economic activity, measured by

industrial production. They find that an

appreciation shock to the USD of 1% raises credit

in a persistent way, reaching 0.75% after 36 months.

Real output increases significantly after an

appreciation shock, rising by up to 0.40% during

the first twelve months after the shock, before the

effect fades out. The effect of an appreciation

shock to the NEER is again qualitatively similar,

but smaller quantitatively.

In conclusion, the authors find that the impact of a

change in bilateral exchange rate works through

financial channels, while the NEER appears to

work through traditional trade channels, whereby

an appreciation leads to higher bond and risk

spreads due to the adverse economic effects of the

associated loss in trade competitiveness. They

suggest that government policy action should focus

on reducing the excessive volatility of exchange

rates, slowing down the speed of bond inflows

during periods of EME local currency appreciation

and developing a domestic institutional investor

base to negate the impact of foreign currency flows.

Source: www.bis.org
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The transition from a reference rate regime

centered on interbank offered rates (IBORs) to

one based on a new set of overnight risk-free rates

(RFRs) is an important paradigm shift for

markets. This feature provides an overview of RFR

benchmarks, and compares some of their key

characteristics with those of existing benchmarks.

For decades, IBORs have been at the core of the

financial system's plumbing, providing a reference

for the pricing of a wide array of financial

contracts like derivatives, loans and securities.

Following cases of misconduct involving banks'

London interbank offered rate (LIBOR)

submissions, in the major currency areas,

authorities have already started publishing rates

intended to eventually replace (or complement)

the IBOR benchmarks. Reform efforts, in line

with the principles set out by IOSCO (2013), have

focused on linking the new benchmarks with

actual transactions in the most liquid segments of

money markets or are derived from transactional

data where possible combined with best-practice

governance arrangements for benchmark

administrators.

The ideal reference rate would have to: (i) provide a

robust and accurate representation of interest rates

in core money markets that is not susceptible to

manipulation. Benchmarks derived from actual

transactions in active and liquid markets, and

subject to best-practice governance and oversight,

represent arguably the best candidates in terms of

this criterion; (ii) offer a reference rate for

financial contracts that extend beyond the money

market. Such a reference rate should be usable for

discounting and for pricing cash instruments and

interest rate derivatives; and (iii) serve as a

benchmark for term lending and funding. Given

that financial intermediaries are both lenders and

borrowers, they require a lending benchmark that

behaves not too differently from the rates at which

they raise funding.

However, it may not be feasible to preserve all the

desirable characteristics of IBORs while also

ensuring that the new rates are grounded in actual

transactions in liquid markets. In practice, this

has meant that the new reference rates incorporate

some (or all) of the following attributes: (i) shorter

tenor, essentially by moving to overnight (O/N)

markets, where volumes are larger than for longer-

dated tenors such as three months; (ii) moving

beyond interbank markets to add bank borrowing

from a range of non-bank wholesa le

counterparties (cash pools/money market funds,

other investment funds, insurance companies

etc.); and (iii) in some jurisdictions, drawing on

secured rather than unsecured transactions. The

secured transactions could also include banks'

repurchase agreements (repos) with non-bank

wholesale counterparties.

It is clear that any practical solution will almost

inevitably entail trade-offs. A preference for O/N

RFRs because of the liquidity and structural

features in underlying markets has important

implications for the type of term reference rate

that will eventually form the backbone of the new

regime. Such choices, in turn, will impact the

Beyond LIBOR: a primer on the new benchmark rates

Andreas Schrimpf and VladyslavSushko, BIS Quarterly Review - March 2019
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economic characteristics of term benchmarks as

well as their suitability for different uses. Against

this background, authorities in jurisdictions

where it was deemed feasible to reform credit-

sensitive term benchmarks similar to LIBOR have

opted for a "two-benchmark" approach. This

combines a benchmark based on O/N RFRs with

another based on reformed term rates which

embed a credit risk component, which would be

more suitable for banks' asset-liability

management.

The overnight RFRs are rooted in much deeper

markets than their predecessors. The inclusion of

non-bank counterparties has also significantly

raised the underlying volumes. Movements in the

new O/N RFRs track changes in key policy rates

reasonably well. However, the inclusion of

borrowing costs from non-banks with no access to

a central bank's deposit facilities in the

calculation may have implications for how the

new RFRs behave compared with key policy rates.

These new benchmarks are at times more likely to

move outside the desired target ranges of central

banks, or below the floor set by the deposit facility

rate. In addition, differences in regulatory costs

imply that the cost of bank borrowing from non-

banks is somewhat lower than comparable

interbank rates. In turn, RFRs based on repo

markets can also be expected to trade at different

levels compared with unsecured O/N rates and,

for some jurisdictions, to be more volatile.

At present, central banks have yet to decide and

communicate what role, if any, the new

benchmarks will eventually play for the conduct

of monetary policy. An obvious issue is whether

any shift in operational targets might be

warranted (or will be necessary because of the

discontinuation of existing benchmarks).

Increasing usage of RFRs based on secured

transactions could possibly alter the transmission

of balance sheet policies to a broader set of interest

rates and asset prices. For benchmarks based on

secured transactions, fluctuations in the new

reference rate could be partly driven by the

demand for and supply of safe assets available to

the public, with central banks' own outright asset

purchases or sales likely to exert a non-negligible

impact on that supply. It is conceivable that the

transition to risk-free benchmarks could reinforce

the broader transmission of policies. This effect,

however, could also be mitigated (or even

undone), as banks are likely to find other ways to

pass changes in actual funding or hedging costs on

to their customers.

The development of liquid financial markets

linked to the new rates is crucial if the reforms are

to succeed. In addition, term rates must eventually

emerge if the new RFRs are to serve as an effective

reference for financial contracts and discount

curves, and to serve as a benchmark for

lending/funding rates. Term benchmarks would

ideally be grounded in transactions where market

participants lock in their actual funding costs for

a particular horizon. The economic properties of

different types of term rate vary according to how

they are constructed. It is helpful to distinguish

along two dimensions first whether or not the rate

is known at the beginning of the period to which it

applies (Forward-looking term rate), and whether

it reflects expectations about the future or merely

past realizations of O/N rates (Backward-looking

compounded rate). The second is whether the

term rate is based on the pricing of instruments

used to raise term funding or on derivatives used
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to hedge fluctuations in O/N rates.

Term rates based on funding instruments can

capture fluctuations in intermediaries' actual

term funding costs, which can change over time

due to credit and term liquidity premia. By

contrast, term rates based on derivatives reflect the

market-implied expected path of future O/N rates

over the term of the contract, but do not embed

premia for term funding risk for the

intermediaries. Thus, despite being forward-

looking, term rates constructed from derivatives

linked to the new RFRs will have structural

features that are different from those of existing

IBOR benchmarks. Term rates derived from

market prices for RFR-linked derivatives (e.g. OIS

or futures) will readily yield a risk-free term

structure that can be used for discounting

purposes and fulfil various needs in the market.

But banks will still lack a benchmark that

adequately reflects their marginal funding costs as

a substitute for LIBOR. As a consequence, banks'

asset-liability management could become more

challenging in the world of new benchmark rates.

Specifically, banks could be exposed to basis risk

in periods when their marginal funding costs

diverge from interest rates earned on their assets

benchmarked to the new RFRs, resulting in a

margin squeeze.

The issue may be exacerbated due to banks' usual

practice of funding illiquid assets with

instruments of shorter duration - in other words,

if banks engage in maturity transformation. The

costs at which banks can refinance will be subject

to uncertainty as market-wide compensations for

term funding risk (an amalgam of credit and term

liquidity risk) evolve. If these risks cannot be

adequately hedged, it is likely that they will be

passed on to clients in one form or another.

Further RFRs based on secured rates (i.e. repo

rates) can actually move in the opposite direction

to unsecured ones - a situation most likely to occur

when markets are under stress. For longer tenors,

term rates based on new RFRs are likely to deviate

persistently from their LIBOR counterparts even

in normal times.

While the sensitivity of banks' profit margins to

the spread between their actual funding costs and

the risk-free rates may have declined, it has not

disappeared. It has also shifted to non-bank

wholesale (as opposed to interbank) funding

sources. Such increased riskiness is likely to be

passed on to borrowers. Given the importance of

credit-sensitive term benchmarks, authorities

have opted to complement the RFRs with

reformed and improved local IBOR-type rates in

jurisdictions where this was deemed feasible. An

obvious outcome of such uneven approaches to

tackling credit-sensitive term benchmarks could

be increased market segmentation and a wider

variety of benchmarks coming into use across the

financial system. Depending on their

sophistication, some market players may be better

able to adjust than others.

The most pressing transition issue is perhaps the

migration of legacy LIBOR-linked exposures to

the new benchmarks should LIBOR publication

cease after 2021. In response, industry bodies,

such as the International Swaps and Derivatives

Association (ISDA) at the request of the FSB, have

been consulting with stakeholders concerning

fallback options. The main goal is to agree ex ante

rather than ex post on the fallbacks should the

benchmark cease to exist, i.e. before winners and

losers are evident.
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The key conclusion of this feature is that is that an

all-purpose, all-in-one benchmark may be neither

feasible nor desirable. The new RFRs provide for

robust and credible overnight reference rates. In

principle, they should also allow for the creation

of term benchmarks beyond overnight tenors,

which makes them well suited to many purposes

and market needs. Where these indicators are less

suitable, however, is in capturing fluctuations in

the marginal funding costs of financial

intermediaries. This, in turn, intensifies the

challenge of hedging particular types of risk,

especially asset-liability mismatches on banks'

balance sheets. It is hence possible either that

reformed benchmarks suitable for such purposes

will retain market share or that new market

solutions will emerge. As a consequence, the

ultimate outcome of this transition may well

feature the coexistence of multiple rates. These

would have a variety of characteristics to fulfil

differing purposes and market needs. The jury is

still out on whether any resulting market

segmentation would lead to material costs and

inefficiencies, or whether this "new normal" might

actually be optimal.

Source: www.bis.org
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