
Spurred by reforms undertaken over the years, the

gilt market in India has gained depth, liquidity, and

vibrancy while exhibiting resilience through periods

of instability and crises, including the recent

pandemic. In this context, the authors examine the

development of the government securities market

(G-Sec) in India, particularly in the context of policy

initiatives underpinning its evolution, in

comparison with emerging markets (EM) peers and

the steps to be taken going forward.

Transparency in public debt supply was enhanced

through the introduction of issuance calendars for

auctions in government securities since April 2002.

Product diversity has been brought about through

instruments such as inflation-linked bonds, capital-

indexed bonds, floating-rate bonds, and bonds with

embedded options. Treasury Bills (T-Bills) are

discounted instruments. Regulatory provision for

issuance of Separate Trading of Registered Interest

and Principal of Securities (STRIPS) has also been

made to facilitate the development of a zero-

coupon yield curve. Niche products targeted at retail

investors include sovereign gold bonds and savings

bonds. Primary issuances of dated G-Sec are

supported by Primary Dealers (PDs) who

underwrite these auctions with prescribed targets on

bidding commitments/success ratio (in respect of

T-Bills/CMBs). The paper highlights how liquidity

in the G-Sec market is complemented by deep and

liquid repo markets which also facilitate the

undertaking of short positions. To improve the

governance of the benchmark processes in markets

regulated by the Reserve Bank (RBI), especially after

the LIBOR scam, the Financial Benchmark

Administrators (Reserve Bank) Directions were

issued in 2019 in accordance with the best practices

recommended in the International organization of

Securities Commissions (IOSCO) report on

Principles for Financial Benchmarks (2013) and the

Report of the Committee on Financial Benchmarks

set up by the Reserve Bank (2014).

The authors call attention to the fact that from the

demand side, over the past decade, the investor base

for G-Secs has greatly expanded. While the share of

the largest investors i.e. banks has declined, share of

insurance companies and non-resident investors

have increased. While Foreign Portfolio Investors

(FPIs) had been permitted to invest in G-Secs

subject to an upper limit, with the introduction of

the Fully Accessible Route (FAR), non-residents,

including FPIs, can invest without any macro-

prudential limits in certain specified securities.

In terms of the market infrastructure, the

Negotiated Dealing System (NDS) introduced in

February 2002, has evolved over the years into a

robust market infrastructure. Auction of dated G-

Secs was operationalized in the NDS (Public Debt

Office-NDS) in April 2005 to enhance operational

efficiency by enabling online bidding. The NDS-

Auction platform catered to primary auctions until

October 2012 when e-Kuber, a technology-based

solution, which fosters market-based price

discovery took over. This is seamlessly integrated

with the depository of government securities held at

the RBI's Public Debt Office, the payment systems,

and the secondary market trading infrastructure,

including the NDS-OM and Clearing Corporation

of India Ltd. (CCIL), to ensure linkages between the

primary and secondary markets. Complementing

the trading infrastructure is a mechanism for

India's Gilt Market
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settlement of transactions on a delivery-versus-

payment (DvP-III) basis and through a central

counterparty which eliminates counterparty risks

and, through multilateral netting, reduces liquidity

requirements.

The authors highlight that a liquid market is

generally characterized by small bid/ask spreads

which do not materially increase for large

transactions. The average bid-ask spread for Indian

G-Sec market is among the lowest amongst Asian

EM peers. The market liquidity compares well even

with developed economies in terms of impact cost

and bid-ask spread. However, the turnover ratio is

lower in the Indian case, indicating relatively lower

volume in the secondary market. In recent years,

yield volatility for Indian G-Secs has generally

remained higher than for bonds in China and

Malaysia due to supply concerns and volatility in

crude oil prices. Non-resident investment in Indian

G-Secs is low relative to Asian EM peers, partly in a

reflection of the calibrated approach adopted in

India to opening up of domestic debt markets for

foreign investment. The relatively lower foreign

presence in debt markets has, however, made Indian

markets less vulnerable to external shocks such as

yield movements in the US Treasury notes. The yield

curve for India stretches up to 40 years, a feature not

observed in most EMs. The Indian yield curve is

also among the flattest, reflecting the lower term

premium across the term structure. At the same

time, the Indian yield curve displays kinks at select

tenors, ref lect ing the l iquidity premium

commanded by select securities/tenors.

The paper concludes with an evaluation of potential

policy solutions to carry forward the modernization

of the G-Secs market consistent with an economy

progressively engaged in global integration. It

highlights that efforts are ongoing to expand the

retail investor base through technology-driven

solutions tailored to enable direct access to 'NDS-

OM-Exchange Connect'. Work is also underway

with the Government on the introduction of gilt

Exchange Traded Fund (ETF). Going forward,

increasing the liquidity across tenors in the

sovereign yield curve, widening the investor base,

and developing the derivatives market can be the

focus areas. This will augment the assiduously built

market ecosystem for government securities and

will act as a catalyst for the markets to further evolve

and serve the interests of a growing economy which

is becoming increasingly integrated with the global

economy.

Source: www.rbi.org.in
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This article looks at the evolution of London

Interbank Offered Rate (LIBOR), the events

leading to the decision to replace it, the search for

alternative benchmarks and the issues involved in

transition.

LIBOR is used almost ubiquitously in global

financial markets for a wide array of financial

instruments in different kinds of loan and derivative

products, thereby enabling non-rival consumption

properties akin to a public good in terms of

reducing complexity, increased standardization,

enhanced liquidity and lower transaction costs.

Beyond the pricing of financial instruments,

LIBOR is also extensively used for valuation and

accounting purposes. At present, 35 LIBOR rates

are posted each day for seven maturities each for five

major currencies, viz., the Swiss franc, the Euro, the

Pound sterling, the Japanese yen, and the US dollar.

LIBOR rates are computed as a 'trimmed mean' of

polled rates elicited from major banks based on

responses to the question: 'At what rate could you

borrow funds were you to do so by asking for and

then accepting interbank offers in a reasonable

market size just prior to 11 a.m.?' The subjective

nature of the question, especially related to timing

and size - 'reasonable market size' and 'just before 11

a.m.' - leave LIBOR vulnerable to manipulation.

Over time, with the evolution of the repo market

that led to a decline in the volumes of unsecured

interbank transactions, LIBOR rates became

increasingly un-verifiable and increasingly reliant on

expert judgement of banks. Conflicts of interest

were inherent and significant discrepancies were

first observed during 2007-08 when the polled rates

were found to be not reflecting the actual rates at

which banks lent to each other. By 2012,

manipulations in LIBOR fixations were established

and banks were levied with fines totaling about $9

billion for misconduct.

In response to these developments, the UK

commissioned a review of the structure and

governance of LIBOR. The Wheatley Review of

the Financial Conduct Authority (FCA) concluded

that LIBOR should be retained as a benchmark but

suggested comprehensive reforms in the

benchmark governance process apart from

discontinuance of LIBOR in certain currencies and

maturities in which the volumes of trades were

particularly low. The responsibility of benchmark

administration was moved to the Intercontinental

Exchange (ICE), an oversight committee to

independently challenge the benchmark processes

was put in place and governance reforms were

c a r r i e d o u t i n t h e s u b m i t t i n g b a n k s.

Notwithstanding the reforms, the key deficiency of

the LIBOR process - that of insufficient

transactions on which submissions were based

persisted. In 2017, the FCA concluded that the

journey to transaction-based benchmarks would not

be completed if the markets continue to rely on

LIBOR. The FCA thus announced that it would not

compel panel banks to submit LIBOR beyond 2021.

A large book of bonds, loans and financial

instruments referenced to LIBOR will continue

beyond the cessation of LIBOR on January 1, 2022.

Dealing with such contracts is a key transition

challenge. In most cases, there are no fallback

arrangements which cater to such cessation. These

give rise to two specific sets of issues. First, the

contracts will need to be individually renegotiated

and fallback clauses inserted, towards which

industry bodies such as the International Swaps and

LIBOR: The Rise and the Fall

Vasudev Hemachandran, RBI Bulletin November 2020

C
C

IL
M

o
n

th
ly

 N
e

w
sl

e
tt

e
r

19

ARtICLE

SUMMARY

ARtICLE

SUMMARY

N
o

v
e

m
b

e
r 

2
0

2
0



Derivatives Association (ISDA) have been working.

The second challenge arises from the fact that

spreads between term LIBOR and term Alternative

Reference Rate (ARR) could vary for various

reasons. The renegotiation and conversion at wide

spreads may lead to the requirement of substantial

pay-outs by one of the counterparties to a contract.

With large changes in fair value, the modified

contract may be seen as a deemed sale and the

creation of a fresh contract, potentially imparting

risk to associated tax liabilities. Hedge re-

designation of contracts cannot be ruled out. They

could engender significant legal and conduct risks. A

number of efforts are ongoing globally to create

awareness and clarify issues, where possible.

In India, exposures to LIBOR arise from loan

contracts (e.g. External Commercial Borrowings

(ECBs)) linked to LIBOR; FCNR (B) deposits with

floating rates of interest linked to LIBOR; and

derivatives linked to LIBOR or to the MIFOR - a

domestic benchmark based on LIBOR. In addition,

there are LIBOR-referenced loans availed by the

Government from multilateral / bilateral agencies

and Lines of Credit offered to other countries. A

large number of trade contracts also reference

LIBOR but most of these are short term and

existing contracts may not continue after the

cessation of LIBOR. MIFOR - which has LIBOR as

one of its components - is a key benchmark used in

the interest rate swap (IRS) markets. An alternate

benchmark based on global ARRs will need to be

developed in place of the MIFOR. The clearing and

settlement arrangements will also need to be

modified to provide for the alternate benchmark.

Fallback clauses customized to domestic markets

but based on global practices will need to be

developed for existing loan/derivative contracts.

These contracts may have to adopt the country

specific ARR as a substitute once LIBOR ceases to

exist, beyond 2021. All contracts which will

continue after LIBOR cessation will need to be

renegotiated and replaced.

Critical for this will be the creation of adequate

stakeholder awareness across all classes of financial

market participants. Related accounting and tax

issues need to be addressed. Existing regulations,

which reference LIBOR will need to be amended to

provide for contracts referencing ARRs. As is being

planned in most jurisdictions globally, a cut-off date

after which no new contracts can be entered using

LIBOR will need to be notified. Transition

arrangements for MIFOR-linked IRS contracts will

be unique to the country but could be relatively less

tricky to handle, as such contracts are traded only in

the interbank market. Also critical is the need for

preparation of the banking and the broader

financial system for the transition. A large number

of business processes that will be impacted by the

transition will need to be re-engineered. All IT

systems that use LIBOR will need to be changed.

Most importantly, personnel at different levels will

need to be made aware and even trained.

The Reserve Bank of India (RBI) has been

par t i c ipa t ing in and moni tor ing g loba l

developments related to LIBOR transition and has

tasked the Indian Banks' Association (IBA) to

consult on relevant issues. The article concludes that

transition away from LIBOR to a new benchmark

will be full of challenges. Every stakeholder - the

financial sector; regulators; tax, legal and accounting

systems; and real sector participants needs to play a

role.

Source: www.rbi.org.in
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State of the Economy

Asish Thomas George, Krishna Mohan Kushawaha, Shashi Kant, Saptarshi Ghosal,

Kunal Priyadarshi, Abhinandan Borad, Jitendra Sokal, Sonam Choudhry, Manu Sharma,

Barkha Gupta, Avnish Kumar, Rishabh Kumar, Rigzen Yangdol, Madhuresh Kumar,

S M Lokare and Michael Debabrata Patra; RBI Bulletin November 2020

The study tracks a host of indicators of various

facets of the economy for October 2020 intending

to sustain an ongoing assessment of how the Indian

economy is poised in Q3. At a time when global

economic activity is besieged by the outbreak of the

second wave of COVID -19, incoming data for

October 2020 brightened the near-term outlook for

the Indian economy and stirred up consumer and

business confidence. There are, however,

formidable downside risks that confront the path of

recovery. The authors broadly examine the

developments in the evolving global economic and

financial market and analyze the incoming data on

high-frequency indicators through various sectors

of the real economy.

Global economic activity was besieged by the

outbreak of the second wave of COVID-19 that was

enforcing re-clamping of lockdowns across Europe

and a resurgence of infections in the US. The

authors highlight that the September and October

composite PMI for major European economies

edged down from the levels registered in July

primarily on account of the weakening services

sector activity. While the global composite PMI

increased to 53.3 in October 2020 from 52.5 in

September 2020, struggling consumer-facing

industries amidst re-imposed restrictions continued

to remain a major challenge for full-paced recovery.

The UNCTAD estimated the decline in world trade

to have eased to (-) 5% in Q3 from (-) 19% in Q2 on a

year-on-year (year on year) basis. Crude oil prices

started losing steam since mid-September on fears

of the second wave; at US$ 40.5 per barrel in

October. While base metal prices edged up for the

sixth consecutive month on the back of re-stocking

by China, gold prices remained elevated on safe-

haven demand as risk aversion pervaded global

financial markets, although eased marginally in

October on a strong dollar. These developments

accentuated the significant downside risks to the

recent upward revisions to global output forecasts

cited by the International Monetary Fund (IMF) in

its October 2020 World Economic Outlook.

In terms of domestic developments, there have

been growing signs of the receding of the health

crisis in India with a sequential decline in the new

cases that have been sustained through October

2020. The slanting down of the curve has

encouraged authorities to progressively unlock the

economy. The indicators of aggregate demand

suggest indications of a pick-up as the festival

season gathered intensity. In October, electricity

consumption increased by 11.5% on a year on year

basis for the second successive month. The

consumption of petrol and diesel also emerged out

of contraction and posted growth rates of 4% and

6.6%, respectively. Sales of consumer durables have

surged across categories. E-commerce platforms

recorded an acceleration of 50% in sales. GST

collections broke through the 1 lakh crore mark in`

October for the first time in the financial year, a

10.2% increase year on year. The optimism was also

exuded in the September 2020 round of RBI's

consumer confidence survey (CCS) where

households were more confident for the year ahead,

with expectations of improvement in the general
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economic situation. According to the Centre for

Monitoring the Indian Economy (CMIE), the

unemployment rate has receded from a high of

23.5% in April 2020 to 7% in October. Preliminary

data on India's merchandise trade for October 2020

released by the Ministry of Commerce and Industry

revealed that exports at the US $24.8 billion declined

by 5.4% year on year. The decline in imports

continued for the eighth consecutive month,

although the pace of contraction eased to 11.6% in

October from 19.6% a month ago. Consequently,

the trade deficit widened to the US $8.8 billion in

October 2020, the highest in the current financial

year.

Aggregate supply conditions posted a marked

improvement in the agricultural and manufacturing

sectors. In the agriculture sector, the exceptionally

delayed withdrawal of the southwest monsoon

created congenial soil and reservoir conditions for

the forthcoming rabi sowing season. In terms of

industrial activity, India's manufacturing PMI

surged in a broad-based acceleration to its highest

level in a decade at 58.9 in October, driven mainly by

new orders and output amidst restocking of

inventories. In services where activity had virtually

collapsed under the impact of the pandemic, the

services PMI for October at 54.1 emerged out of the

contraction zone for the first time since the

outbreak of COVID-19, driven by an increase in

new work intakes. In terms of inflation, some

moderation in pump prices of petrol and diesel was

observed in October 2020. An increase in the cost

of doing business due to additional sanitization-

related expenditures, social distancing norms, and

labor shortages have also played a role in keeping

core inflation firm.

In terms of financial markets, system liquidity

expanded further in October 2020 as average daily

net absorptions under the liquidity adjustment

facility (LAF) increased to 4,46,802 crore, despite a`

sizeable build-up in Government of India (GoI)

cash balances. Liquidity was injected through three

open market operation (OMO) purchases, while

transient liquidity movements were managed

through LAF operations. In consonance with the

accommodative stance of monetary policy, RBI

announced On Tap TLTROs with tenors of up to

three years for a total amount of up to 1,00,000`

crore at a floating rate linked to the policy repo rate.

RBI decided to conduct OMOs in State

Development Loans (SDLs), as a special case during

the current financial year, to improve liquidity and

facilitate efficient pricing of SDLs. The first such

OMO in SDL for 10,000 crore was conducted on`

October 22, 2020.

Domestic equity markets exhibited a surge in

October 2020, driven by monetary and fiscal policy

measures as well as better than expected corporate

earnings in Q2:FY21. Banking, finance, and

information technology (IT) stocks powered the

surge. The benchmark index (SENSEX) crossed a

seven-month high in the first week of October 2020

and rallied further in ensuing days, recouping 52%

of the losses suffered on March 23rd. Foreign

portfolio investors turned net buyers during

October 2020, bringing in the US $2.5 billion to the

equity segment. In contrast, mutual funds were net

sellers during the month on account of redemption

pressures.

In the foreign exchange market, the Indian rupee

(INR) depreciated modestly against the US dollar in

line with other emerging market currencies,

although it ended the month 1.9% above its level at

the end of March 2020. Improvement in underlying

fundamentals such as a sharp narrowing of the trade

deficit and recovery in portfolio flows buoyed
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market sentiment. In terms of the 36-currency

trade-weighted real effective exchange rate, the INR

depreciated by 0.2% in October 2020 from its level a

month ago. India's foreign exchange reserves rose to

the US $560.7 billion, equivalent of 16.4 months of

imports and fully covering India's outstanding

external debt at the end of June 2020.

In the payment space, digital transactions on the

unified payment interface (UPI) picked up both in

volume and value. In October 2020, total

transactions crossed the 2 billion mark and

amounted to 3.9 lakh crore in terms of value.`

Immediate payment service (IMPS) retail

transactions also rose by 14% in volume and by

10.4% in value over September 2020. In the

National Electronics Funds Transfer (NEFT)

system, there was an increase of 11.9% in volume

and 3.2% in value. In large-value payments, there

was an increase of 6.2% in volume terms in the real-

time gross settlements (RTGS) but a contraction of

10.5% in value.

Incoming data for October 2020 thus brightened

prospects and stirred up consumer and business

confidence. There is optimism that the revival of

economic activity is stronger than the mere satiation

of pent-up demand released by unlocks and the

rebuilding of inventories. If this upturn is sustained

in the ensuing two months, there is a strong

likelihood that the Indian economy will break out of

contraction of the six months gone by and return to

positive growth in Q3:FY21, ahead by a quarter of

the forecast provided in the resolution of the

monetary policy committee on October 9, 2020. In

this context, the authors conclude by pointing out

that it is prudent to recognize the formidable

downside risks confronting the prospects of the

recovery. The foremost is the unrelenting pressure

of inflation, with no signs of waning despite supply

management measures. The second major risk to

the economy stems from the global economy now at

risk from the second wave of COVID-19. The

authors warn that should external demand collapse

again as commodity prices seem to foretell, the

recent recovery in exports could become stillborn.

The third major risk is the stress intensifying among

households and corporations that have been delayed

but not mitigated, and could spill over into the

financial sector.

Source: www.rbi.org.in

C
C

IL
M

o
n

th
ly

 N
e

w
sl

e
tt

e
r

23

ARtICLE

SUMMARY

ARtICLE

SUMMARY

N
o

v
e

m
b

e
r 

2
0

2
0



The landscape of banking and financial sector has

undergone a phenomenal transformation since the

2008 Global Financial Crisis (GFC), owing to the

financial technology firms, popularly known as

'FinTechs' which provide consumers with a greater

variety of financial products at competitive prices,

and help financial institutions become more

efficient. The rapid and transformational changes

brought on by FinTech need to be monitored and

evaluated so that regulators and society can keep up

wi th the under l y ing techno log i ca l and

entrepreneurial flux. This article provides a succinct

review of the sector, encompassing its evolution,

characteristics and driving factors, both for the

world and India.

In India, FinTechs and digital players could function

as the fourth segment of the Indian financial

system, alongside large banks, mid-sized banks

including niche banks, small finance banks, regional

rural banks and cooperative banks. This segment

has the potential to fundamentally transform the

financial landscape where consumers will be able to

choose from broader set of alternatives at

competitive prices, and financial institutions could

improve efficiency through lower costs. India has

emerged as the fastest growing FinTech market and

the third largest FinTech ecosystem in the world.

Fintechs are "start-ups and other companies that

use technologies to conduct the fundamental

functions provided by financial services, impacting

how consumers store, save, borrow, invest, move,

pay, and protect money". . FinTechs have played a

key role in making the financial sector more

efficient. By overcoming market failures such as

information asymmetry or high transaction costs,

FinTechs help enhance financial inclusion. By

providing more choice of credit sources,

proliferation of FinTechs could lower the risks an

economy faces if credit provisioning is dominated

by few banks. However, these innovations can

sometimes magnify existing threats to consumers

such as likelihood of privacy breaches and

cybersecurity risks, leaving behind digitally illiterate

and unconnected consumers. A central bank's

interest in FinTech is not confined to its impact on

the financial sector per se, but rather its implications

for financial stability and monetary policy.

The Indian FinTech industry as it stands today is the

result of unique concoction of technological

enablers, regulatory interventions and business

opportunities as well as certain other characteristics

unique to India. Propelled by massive strides in

internet and smartphone penetration, FinTechs

have expanded their reach rapidly in India. India's

evolution as a progressive FinTech nation happened

on the back of the 'India stack' an indigenous set of

technologies and policies that act as enablers to

innovation. The 'India Stack' encompasses two core

principles- building digital platforms as public

goods and incorporating data privacy and security in

the design of digital public goods.

The Reserve Bank (RBI) regulates some FinTechs

directly by granting them NBFC licenses or

indirectly by regulating the banks and NBFCs

associated with them. National Payments

Corporation of India (NPCI) is the umbrella

organisation for operating retail payments and

settlement systems in India.

Unified Payments Interface (UPI) is a pivotal

enabler, which virtualises accounts and facilitates

customers to undertake merchant payments and

Fintech: The Force of Creative Disruption

Rajas Saroy, Ramesh Kumar Gupta and Sarat Dhal, RBI Bulletin November 2020
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fund transfers. Open access to data could also lower

switching costs for customers and generally foster

competition and financial inclusion. Banks are

relying on a number of strategies to embrace

technological innovation; ranging from investing in

FinTech companies and launching FinTech

subsidiaries, to collaborating with FinTechs for

various operational functions.

FinTechs will confront several opportunities and

challenges in the future. Broadly, they need to

address six concerns to become more efficient,

reliable, and equitable and resilient. First, despite

immense scope for innovation, cross-border

payments are still unchartered territory for

FinTechs. Second, the increasing popularity of

FinTechs could exacerbate data use, protection and

privacy concerns if the statutory rights and

obligations of service providers are not clearly

delineated. Third, there is a need to ascertain the

impact of FinTech on financial stability, due to

higher potential for system-wide risk with its

expansion. Fourth, there is inequality of access to

FinTech services. Despite having the world's second

largest internet user base, the access to internet is

still highly biased towards the urban, male and

affluent population segments. Fifth is the issue of

consumer protection and digital education.

Regulators need to stress on pre-emptive fraud

detection, while also integrating digital literacy into

financial literacy to dispel misconceptions. Finally,

regulators need to conduct themselves neutrally.

The Report of Working Group on FinTech and

Digital Banking cautions that regulators should

neither overprotect incumbents, nor unduly favour

newcomers by applying differential regulatory

treatment.

RBI has announced a pilot scheme under which,

authorised Payment System Operators (PSOs)

including banks and non-banks, will be able to

provide offline payment solutions using cards,

wallets or mobile devices for remote or proximity

payments. Indian FinTechs are now witnessing one

of their biggest challenges till now - the COVID-19

pandemic. For a healthy and sustainable business

ecosystem, FinTechs need to bridge the digital

divide and promote equitable, broad-based

customer participation across urban and rural areas

and the various producing and consuming sectors.

Source: www.rbi.org.in
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The health emergency created by COVID-19 led to

a sudden stop in economic activity all over the

world. In a period of heightened volatility, it

becomes difficult to ascertain the current and future

outlook of the economy posing difficult challenges

for forward-looking policy. Conflicting signals

emerging from diverse indicators may point to

different directions for the underlying state of the

economy. In this context, the paper attempts to

construct an Economic Activity Index (EAI) for

India in order to nowcast the real GDP for

Q2:FY21, which is the main motivation of the study.

It also evaluates the underlying nowcasting model in

real-time to validate its robustness so that it can be

regularly updated for informing policy decisions.

The authors also construct sectoral indices by using

indicators representing industry, services, global

and miscellaneous activities to identify sectoral

developments in the aftermath of COVID

disruptions.

The study uses twenty-seven monthly indicators

representing industry, services, global and

miscellaneous activities to gauge the underlying

state of the economy. The sample ranges from April

2004 to September 2020. These indicators, directly

or indirectly, cover a wide spectrum of domestic

activities. They are released in a staggered manner

throughout a month. The recent advances in time-

series econometrics have offered automated

platforms to distil information from a plethora of

indicators. Essentially, it involves solving a signal

extraction problem of separating the pervasive co-

movement in fluctuations (the signal) from

idiosyncratic and measurement errors (the noise).

The dynamic factor model described in the paper, is

a state-space form and is estimated using the

Kalman filter and the expectation-maximization

(EM) algorithm. The Kalman filter algorithm uses

the predicted (or expected) value of the indicator to

estimate the dynamic factor and other model

parameters, which are recursively updated if the

actual value of the indicator turns out to be different

from the predicted value. Thus, the Kalman filter

provides a convenient framework for handling

irregularities in the data. Single common factors are

estimated by first taking all twenty-seven indicators

together and then separately for the subset of

indicators representing industry, services, global

and miscellaneous activities. The estimated single

common factor is then used to nowcast the current

quarter GDP growth using a bivariate regression

accounting for serial correlation. The model

specification implies that the conditional forecast

(or nowcast) of GDP growth is driven by both the

contemporaneous dynamic factor and past error.

From the nowcasting results it is observed that the

index captures major economic events such as the

global financial crisis (GFC), the subsequent

recovery, and the recent deceleration starting from

2018-19. Further, it suggests that the collapse in

activity in the wake of COVID-19 was much sharper

than during the GFC. Focusing on the recent

months, it is seen that after plunging to -6.4 in April

in the wake of the lockdown, the index gradually

recovered to -2.1 in September 2020. The rebound

was sharper in May and June as the economy

reopened after the lockdown, but turned out to be

somewhat slower in July-September. Focusing on

the recent months, it is observed that while the

decline in both industry and service activities was

synchronous and of equal magnitude in the wake of

the lockdown, the recovery has been more rapid for

An Economic Activity Index for India

Pankaj Kumar; RBI Bulletin November 2020
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industry and much slower for services. Thus, the

analysis suggests a two- speed recovery with

contact-intensive service sectors (e.g., retail trade,

transport, hotels and restaurants, and recreation)

showing a sluggish recovery in the face of

continuing health risks. Further, in contrast to the

domestic industry and service indices, the global

index declined to a lesser extent and has recovered

better, despite some tapering in July-September.

The authors utilize the overall index of economic

activity to nowcast GDP growth using a bivariate

regression It is found that the preferred

specification has a reasonably high adjusted R-

s q u a r e d a n d n o e v i d e n c e o f r e s i d u a l

autocorrelation. The coefficient on activity index is

statistically significant, suggesting that the index

significantly explains GDP dynamics. Using the

estimated coefficients and current quarter index of

activity, GDP growth nowcast for Q2:FY21 is (-

)8.6% year on year. The 90% confidence interval for

the nowcast is (-)4.8 to (-)12.3. Further, the models

provide estimates for non-agriculture, industry, and

services GDP separately and suggest a higher in-

sample fit for the services sector; for industry, the Q-

stat suggests remaining higher-order residual

autocorrelation.

The paper concludes on the note that sharp

fluctuations in economic conditions on account of

COVID-19 have put a premium on swift

intelligence. This entails sifting through a vast

amount of continuously flowing data to identify the

current state of the economy. The dynamic factor

model has become a popular tool to measure the

underlying state of the economy from a host of

high-frequency activity indicators. Accordingly, the

economic activity index constructed is an efficient

predictor of advance quarterly GDP estimates of

the NSO. The recent dynamics of the index suggests

that a gradual recovery in economic activity is

underway since the April 2020 trough, with some

moderation during July-September 2020. Sectoral

indices declined synchronously in March and April,

but have diverged in the recovery phase, with

industry normalizing faster than contact- intensive

service sectors due to continuing health risks. The

index tracks GDP dynamics reasonably well in the

sample and offers itself for consideration in the

policy matrix of coincident information in India.

Following policy implications emerge from the

analysis:

• India has entered a technical recession in the

first half of FY21 for the first time in its history

with Q2:FY21 likely to record the second

successive quarter of GDP contraction.

• The contraction is ebbing with gradual

normalization in activities and is expected to be

short-lived.

• The economic activity index can be used to

gauge directional movements in GDP growth

well ahead of official releases.

Source: www.rbi.org.in
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The paper illustrates that the preliminary estimates

of household financial savings show a significant

increase in Q1:FY21, which is in line with the

increase in household savings observed in other

major economies. The significant increase in

household financial savings in India is counter-

seasonal and reflects the impact of COVID-19-led

reduction in discretionary spending and the

associated forced saving, as well as a surge in

precautionary saving on concerns relating to

income and flows in the near-term. The estimated

increase in financial savings is consistent with other

available official statistics, in particular, the decline

in private final consumption expenditure and the

surplus position in the external current account

During Q1:FY21, India's GDP contracted by 23.9%

year-on-year, and private consumption declined by

26.7% year on year, suggesting possible

corresponding large shifts in household savings. In

terms of preliminary estimates, household financial

savings rose to 21.4% of GDP in Q1:FY21, up from

7.9% in Q1 and 10.0% in Q4 of FY20 respectively.

The propensity of households to save is likely to

have risen markedly during the pandemic on two

counts. First, the households would have been

forced to save more, being unable to consume up to

their normal levels. The household consumption

basket would have been comprised with limited

number of items relative to the pre-COVID period.

Second, they may have raised their precautionary

savings due to uncertainty about their future

incomes, in large part flowing from cautious

responses to reports of actual and potential job

losses.

The main observations and reasons behind the

significant increase in household financial savings in

Q1:FY21 are set out below:

• The significant increase in household

financial assets and moderation in household

financial liabilities led to an increase in

household financial savings in Q1:FY21.

• The increase in household financial assets

was led by a significant increase in the

households' holdings of mutual funds,

insurance products, and currency. The

household savings in mutual funds had

increased to 1.7% of GDP in Q1:FY21 from

(-) 0.9% in Q4:FY20 and 0.2% in Q1:FY20.

Household savings in insurance products is

estimated to have increased to 3.3% from

0.7% and 2.3%, respectively, over the same

period. Similarly, currency holding by

households increased to 5.4% from 3.0% in

Q4:FY20 and 1.3% in Q1:FY20.

• The increased flows to mutual funds were

driven by low returns on bank deposits and

the stock markets touching new peaks after

initial volatility in March 2020 following the

COVID-19.

• The rise in subscription to insurance

products reflected the pandemic-led

increased awareness of life insurance

amongst the households.

• On the other hand, the increase in currency

held on the part of households reflected

flight to safety or 'dash to cash' behavior

under extreme uncertainty brought upon by

the pandemic.

• While savings in the form of bank deposits

generally turn negative in the first quarter of

Preliminary Estimates of Household Financial Savings - Q1:2020-21

Sanjay Kumar Hansda, Anupam Prakash and Anand Prakash Ekka; RBI Bulletin November 2020
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a financial year, they have been estimated to

remain in positive territory at 5.2% of GDP

in Q1:FY21. This was also corroborated by

the coincidental severe contraction in private

consumption by 26.7% in Q1:FY21.

Additionally, during the lockdown, when the

income of the poor was impacted more, the

balance in their Jan- Dhan deposit accounts

rose by around 400 per account`

cumulatively in the April-June quarter due to

increased money transfers under the Pradhan

Mantri Garib Kalyan Scheme. It appeared

that part of the transfers has been saved by

t h e p o o r h o u s e h o l d s d e s p i t e

stagnant/reduced income.

• Financial liabilities of households are

estimated to have moderated due to

contraction in loans from banks. Banks flush

with funds due to a huge increase in deposits

and liquidity infusion into the system by the

Reserve Bank seemed to be cautious in

extending loans in an uncertain environment

of low demand, fearing an increase in

impaired loans. Loans extended by NBFCs,

which are the next major source of

household borrowing, also remained muted,

reflecting the subdued demand for real estate

and passenger vehicles.

The authors thus conclude that the unprecedented

increase in household financial savings in Q1:FY21

needs to be seen in the context of COVID-19,

which imparted both demand and supply shocks to

the economies affected. Going forward, as the

COVID curve flattens and the lockdown gets

withdrawn, some of the consumption, particularly,

the discretionary component will begin to pick up.

High deposits with banks, falling demand for credit,

and the reluctance of banks to lend have

contributed to the elevated savings. On the external

front, the Indian economy, which has traditionally

seen a deficit in the current account of the balance

of payments, witnessed a surplus in Q1:FY21. As

current account balance is usually the mirror image

of the savings-investment gap, the surplus in the

former suggests domestic savings exceeding the

investment during Q1. This also corroborates the

subdued domestic demand conditions in the

economy, which got mirrored in increased savings

of the household sector. The trend of higher than

usual household financial savings can persist for

some time till the pandemic recedes and

consumption levels get normalized.

Source: www.rbi.org.in
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The principal motivation of the paper is to fill a

residuary gap in the empirical literature on what

causes the term premia to behave as they do in highly

uncertain times. The authors examine whether

catastrophes influence term premia and their

underlying determinants. They also analyze if term

premia is influenced by the effects of exceptional

policy measures that tend to be taken in

overwhelming times. The authors find that the

underlying relationships that drive term premia are

complex and constantly shifting.

The authors choose the difference between the 10-

year yield and the overnight policy rate as the

measure of the term spread since these are the most

liquid points on the yield curve in India and the

monetary policy stance is completely captured in the

policy rate. It is observed that the term spread

peaked in February 2010 in the aftermath of the

global financial crisis, with expectations of exit from

monetary policy stimulus running high, the

expanded volume of market borrowings by the

Government of India (GoI), and rising inflation

expectations. The term spread eased thereafter and

slipped into negative territory by January 2012 on

account of sizable open market operations in the

form of purchases of g-secs by the Reserve Bank

(RBI) that infused durable liquidity into the system

and cooled yields substantially. Moreover, the

ceiling for investment in g-secs by foreign portfolio

investors was raised by RBI, and this had a salutary

effect even as inflation expectations moderated

somewhat and lifted market sentiment.

Two methodological approaches are adopted to

empirically investigate the determinants of the term

premium in India, based on the stylized facts and the

pointers available in the literature. First, an

autoregressive distributed lag (ARDL) model is

estimated, due to the presence of variables of

different orders of integration. Second, a restricted

vector autoregression (VAR) model is used as a

robustness check and to produce a historical

decomposition of the term premium. The variables

that have been considered are: (i) the term premium

defined as the difference between 10-year G-sec

yield and the policy repo rate ; (ii) domestic

economic activity represented by the composite

PMI; (iii) deviation of CPI inflation from its target

(iv) ratio of market borrowings of the GoI to

turnover in the g-sec market ; (v) the net liquidity

position under the LAF as a ratio of the banking

system's net demand and time liabilities (LAF); and

the global policy uncertainty index (GEPU), all for

the period January 2006 through September 2020.

The bounds test confirms the presence of a

cointegrating relationship between the term

premium, economic activity, inflation gap, and

liquidity conditions. The government's market

borrowing does not have statistically significant

effects in the long run but in the short-run, it affects

the term premium, along with changes in global

uncertainty, the inflation gap, and economic activity.

The stability of the parameter estimates is validated

by the cumulative sum of squares (CUSUM) with a

reasonable level of confidence. Other diagnostic

tests indicate the absence of serial correlation and

heteroscedasticity. The error correction term

(ECM) is also found to be statistically significant

with the expected negative sign; however, the small

size of the coefficient on the ECM term indicates

that any disequilibrium created in the g-sec market

takes a long time to dissipate. The historical

decomposition of the term spread from its' long

term average estimated from the VAR shows that

between July 2019 and March 2020, the most recent

episode of hardening of the term premium, apart

from hysteretic inertia in the g-sec market's

Revisiting the Determinants of the Term Premium in India

Michael Debabrata Patra, Harendra Behera Joice John; RBI Bulletin November 2020
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dynamics, global uncertainty was the main driving

force, accounting for 90% of the total variation in

the term premium. This was followed by the

government's market borrowing (20%). On the

other hand, liquidity had a cooling effect, pulling

down the term premium and partly offsetting the

upside factors (-109%). The slowing down of

economic activity in the PMI and the narrowing of

the inflation in that period also contributed to

lowering the premium (-33% and -30%,

respectively). From April to September 2020, global

uncertainty remained the dominant factor (66%),

followed by hysteresis (25%), market borrowing

(22%), and pick-up in economic activity (19%).

Liquidity continued to exercise a calming effect (-

32%). Inflation had no contribution to the term

premium's variation in the period of COVID-19.

The authors thus emphasize that monetary policy

wields an important influence on the term premium.

In the context of contractionary monetary policy, a

rise in the policy rate leads to an increase in short-

term interest rates, but longer-term interest rates

respond incompletely and with a lag. Hence, the

term premium, which is the spread between long-

term and short-term interest rates, gets compressed.

Conversely, an easy monetary policy would lead to a

rise in the term spread. This phenomenon is

observable in India currently, as in the rest of the

world. The term premium is influenced by several

other factors as well such as changes in risk

perceptions and expectations if market participants

anticipate an economic boom and higher rates of

return on investment. The converse would hold in

the face of recessionary expectations and flights to

safety. A fall in inflation and easing of inflation

expectations can lead to a decline in term premium

as agents believe that monetary policy will not need

to act in a contractionary manner. A rise in economic

policy uncertainty increases risk and could lead to a

rise in the term premium.

The microstructure of the bond market also

impacts yields and the term premium. Liquidity in

any segment of the bond market impacts its price

and thereby the yield. In India, factors such as

turnover in the g-sec market, inflation risk, foreign

investment in domestic bonds, and policy

uncertainty have been found to influence the term

premium. Among other potential drivers of long-

term government bond yields, monetary policy

action is found to be one of the most important

determinants, while the government debt ratio does

not have any discernible adverse effect. While the

impact of monetary policy is found to be strong

across the term structure of interest rates, the

forward premium, inflation, and high powered

money lose their statistical significance towards the

longer end of the spectrum. Policies on liquidity

provision to the banking system as reflected in the

net liquidity adjustment facility (LAF) at the RBI can

also impact yields at different maturities. The size of

the government's market borrowing program,

foreign portfolio investments in the domestic bond

market, and foreign bond yields are also found to

move domestic government bond yields.

The authors thus conclude that the underlying

relationships that drive term premia are complex

and constantly shifting. This is reflected in the

burgeoning literature and day-to-day market

movements. Fundamentals and idiosyncratic

factors intertwine and the test for the discerning

policymaker is to extract signals from noise. This

assumes relevance for modern-day monetary policy

seeking quick and complete transmission to the

longer end to revive the economy while skirting

inflation scares. With interest rates at near-zero

lower bound in several advanced economies, it

remains to be seen if monetary policy seeks to

compress the term premium and influence the long-

term interest rates more directly.

Source: www.rbi.org.in
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