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Currency internationalisation - the phenomenon of

a national currency trading beyond its border and

actively used in the invoicing of trade and financial

transactions, commodities and foreign exchange

reserves - seems to have evolved as a natural

corollary of globalisation. An NDF is a foreign

exchange derivative contract, which allows investors

to trade in non-convertible currencies, with contract

settlement in a convertible currency (mostly in US

dollars). Recognising the existence of bidirectional

price linkages between onshore and offshore rates

and the possibility of volatility spillovers from

offshore markets, segmentation between onshore

and offshore markets impairing the efficiency of

price discovery and undermining the regulatory

framework, the Reserve Bank has engaged in

developing a deep and liquid onshore foreign

exchange market.

Historically, the NDF market evolved for non-

convertible currencies, beginning with Mexico and

Brazil and moved on to emerging Asian economies,

including India. Globally, NDFs are traded only in

few locations with the maximum turnover in

London followed by New York, Singapore and

Hong Kong SAR. KRW and INR are the most

widely traded NDFs in London.

As per the BIS Triennial Surveys for April 2013 and

April 2016, the Rupee NDF market was comparable

in size to the onshore deliverable forward market.

The 2019 survey, however, suggests that the size of

the market has increased to become almost thrice as

large as the onshore market. Contracts with one-

month or less maturity are the most liquid in the

INR NDF market, presumably reflecting short-

term speculative positions. Participants' data for

London indicate that transactions among reporting

dealers (relatively larger banks) may have

contributed the most to increase the INR NDF

turnover. INR NDF trades, like most NDF trades,

are the over the counter (OTC) and bilaterally

settled.

In recent years, global legal and regulatory reforms

for derivatives markets are transforming the NDF

market microstructure from a decentralised,

bilateral market to one characterised by centralised

trading, disclosure and clearing. Concerns about

growing NDF volumes have led to authorities in

different jurisdiction deploying distinct strategies.

E.g. Korea permitted participation of local banks in

the NDF market as a result of which KRW NDF got

closely integrated with the onshore markets. With

the liberalisation of the onshore FX market and the

development of a deliverable offshore market

(CNH), volumes in the Chinese Yuan (CNY) NDF

market have tapered off considerably.

Banks in India which operate IFSC Banking Units

(IBUs) were permitted to participate in the NDF

market with effect from June 1, 2020. Several banks

have started participating in the INR NDF markets

since then. The participation of Indian banks in the

NDF market appears to have positively impacted

the price differential between offshore and onshore

rates. Spreads have gradually normalised both on

reduced volatility and on announcement effects of

the NDF directions dated March 27, 2020.

The regulatory framework of hedging of foreign

exchange risk has evolved in line with this growing

internationalisation. A regulatory framework was

introduced on April 7, 2020 to be implemented from

Onshoring the Offshore

Abhishek Kumar and Rituraj of Financial Markets Regulation Department,

RBI Bulletin August 2020
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September 1, 2020. The features include merging

facility for residents and non-residents into single

unified facility for all users, user classification

framework, free cancellation and rebooking of

contracts, facility to hedge anticipated exposures

and simplifying procedures for authorised dealers to

offer foreign exchange derivatives.

With the onshore foreign exchange market being

permitted to function round-the-clock, liquidity in

INR is now developing beyond normal market

hours, though in a limited manner, but setting the

stage for wider access for non-residents to domestic

markets. Initial volumes in the NDF markets have

been almost entirely in the interbank segment and

with the restricted counterparties. Client inertia in

moving from offshore to onshore markets is

gradually waning and some interest in global

corporates and funds is already visible. Recent

measures aimed at liberalising and further

developing the domestic foreign exchange market

will provide a conducive environment for a fuller

internationalisation of the INR in consonance with

India's rising profile in the global economy.

Source: www.rbi.org.in
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This article analyses historical unstructured

newsfeed from media on the Reserve Bank of

India's (RBI) policy (repo) rate to generate a Sign

Success Ratio (SSR) to evaluate media sentiment

with respect to the expected directional change in

repo rate. Policy rate expectations in media form the

main data source for the analysis. Daily news articles

used in this study are sourced from a media

intelligence firm, related to policy rate from April

2015 to December 2019. News articles discussing

the topics related to the Reserve Bank's repo rate,

policy rate, MPC and name of the Reserve Bank's

Governor are considered.

It is observed that media coverage on repo rate

related news generally increases as the policy

announcement day approaches. Therefore, news

filtered following the previous step was filtered

again to retain only news pertaining to six

consecutive days prior to the date of announcement

of monetary policy. However, it is also observed

that in case there are any other major events (e.g.

fiscal policy, major developments in other central

banks), the media coverage on repo rate is

comparatively lower. Therefore, the corpus keeps

fluctuating from one period to another.

Each news item was classified into one of three

sentiment classes, viz, increase, decrease, neutral

based on the semantic orientation keyword present

in the news. Post classification of news items into

one of the sentiment classes, they were aggregated

and overall sentiment for a given period was derived.

Directional analysis is adopted to evaluate sentiment

vis-à-vis actual policy rate. For comparative analysis,

the Reserve Bank's repo rate is converted into a

qualitative indicator on the same lines as media

sentiment.

The analysis reveals that for most of the time period

under consideration, sentiment was noticeably

concentrated in one of the sentiment classes

(increase/ decrease/neutral), indicating media's

overall tilt towards a particular rate action. It is also

found that sentiment concentration was

directionally in sync with the policy rate decision

except on few occasions. As the news coverage

generally increases with the policy announcement

date approaching, the sentiment also starts firming

up. The sentiments were stronger even three days

prior to the policy announcement day. The paper

concluded by stating that the methodology adopted

by it has the potential to be extended to gauge media

sentiments about key macroeconomic variables

before their actual public release.

Source: www.rbi.org.in

Policy Rate Expectations in Media;

Geeta Giddi and Shweta Kumari, RBI Bulletin, August 2020
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This article analyses two sets of special market

operations recently undertaken by the Reserve Bank

of India (RBI) - Operation Twist (OT) and Long-

Term Repo Operations (LTRO) - designed to ensure

comfortable liquidity and to facilitate monetary

policy transmission. Overnight Indexed Swap (OIS)

rates are used to separate out expected and

unexpected components of monetary policy

announcements and analyse the impact of

monetary policy surprises and the special operations

on government bond yields.

OT involves buying of government securities

(GSECs) with longer term maturities (e.g. ten years

and five years) and selling of shorter term GSECs

of original/ residual maturities of one and three

years. LTROs are repurchase agreements

collateralised by government securities, by which

the central bank lends money to the banks for one to

three years at the policy repo rate. Both policies were

aimed to reduce the cost of funds for borrowers and

increase monetary transmission, and also to reduce

the term premia of outstanding securities. While the

cost of funds channel may facilitate credit offtake,

the reduction in the term premia may manifest

through lower rates across the term structure of the

financial market spectrum.

Overnight indexed swaps are one of the most

commonly used tools for interest rate risk

management by financial institutions around the

world. OIS contracts, by their design, act as a futures

segment for the money market. The no-arbitrage

condition ensures that the fixed leg of an OIS

contract should be equal to the expected overnight

rates compounded daily for the period of contract,

plus a term premium. Therefore, if overnight rates

are expected to increase (decrease) during the period

of contract, the OIS rate should consequently move

up (down). This feature of OIS is useful in isolating

the "surprise" content of any announcement that

can affect money market rates. Since all expected

information is priced into the OIS rates, only

unexpected market sensitive news can affect it. The

OIS rate moves in anticipation of upcoming

monetary policy decisions well before the actual

policy is announced and the GSEC market takes a

cue from the OIS market. It indicates that expected

policy changes are priced into the GSEC yield well in

advance of the actual policy decision.

The authors have tested this hypothesis in the

Indian context on the Reserve Bank of India (RBI)

Monetary Policy Committee (MPC) announcement

days. They have considered 33 policy days between

May 2014 and December 2019. Analysis shows that

policy decisions, which are anticipated ahead of the

policy announcement days, are already accounted

for in the GSEC yield before the announcement and

only policy surprises affect the GSEC yield on the

policy days. Analysis also shows that a large

unanticipated surprise in terms of GDP growth,

inflation or policy change persists in the G-Sec yield

for the next 15-16 days.

The authors have also observed that the spread

between 10- year GSEC yield and OIS rates started

widening since January 2019 further, it is observed

that the GSEC market has seen decent transmission

of monetary policy till August 2019, and thereafter

rate cuts seem to have had muted impact on the

GSEC yield and the spread has widened further. It

may be observed that 2019 witnessed an increase in

10-year GSEC supply and a consequent upward

Monetary Policy and Financial Markets: Twist and Tango;

Satadru Das, Saurabh Ghosh, and Vidya Kamate; RBI Bulletin, August 2020
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pressure on GSEC yields. OMO purchases that

increase demand for such securities were lower in

2019 compared to 2018. While supply and demand

mismatches culminated in rather sticky GSEC yield,

OIS rate followed the policy easing cycle and headed

south, accentuating the spread.

A high frequency event study conducted around the

LTRO and OT indicated that impact of OT

announcements on OIS rates is mixed and

insignificant across all maturities. OMOs are seen as

transmission agents through the GSEC yields, and

have little impact over the monetary policy

transmission, which is tracked by the OIS rates. The

authors further found that there is a cumulative

negative impact of OT announcements on the long

term GSEC yields. LTRO announcements were

analysed over a three day change in GSEC and OIS

yields, as the former were announced over two days.

Analysis showed that LTRO had negative impact on

3 year GSEC yields, but no impact on short term (1-

year) GSEC yield or OIS spread.

The authors observed that for most of the sample

period, GSEC market takes signal from the forward

looking OIS market and adjusts yield even before

the formal policy rate announcements are made. A

surprise in policy decision, on the other hand, has an

immediate and persistent impact on the GSEC

yields. It is observed that this mechanism of

transmission of monetary policy to GSEC yields has

weakened since the latter half of 2019-20, which

could be due to excess supply and lack of demand in

the GSEC market. The weakening of the

transmission mechanism of monetary policy to

GSEC yields has dampened the transmission of rate

cuts into corporate bond yield and lending rates as

GSEC yields act as a benchmark for these rates. This

might have necessitated the Reserve Bank to

intervene using special market operations. The

paper concludes by stating that special operations

such as OT and LTRO, which directly intervene in

the bond market, can be useful tools in facilitating

transmission of monetary policy when the regular

mechanism of transmission does not perform as

expected.

www.rbi.org.in



The paper assesses how the Covid 19 pandemic has

increased downside tail risks in advanced economies

(AEs), while it has increased both downside and

upside tail risks in emerging market economies

(EMEs). The authors elaborate on how the collapse

in output and oil prices on balance increased

downside inflation risks and how recent exchange

rate depreciations increased upside risks to inflation

in EMEs.

The paper highlights that tighter financial

conditions raised both downside and upside risks. A

number of important drivers of inflation shifted

dramatically as a result of the Covid-19 outbreak.

Economic activity collapsed and oil prices fell

sharply. In this regard, the authors examine inflation

risks and their drivers within a new framework. They

describe the modelling of inflation at risk and

illustrate how different economic and financial

factors associated with the crisis contributed to the

observed shifts in the distribution of future

inflation.

The starting point in the analysis is a Phillips curve, a

workhorse model that links inflation to its main

drivers. In the open-economy Phillips curve model,

the four-quarter-ahead inflation is driven by current

output growth and current inflation as well as

changes in the exchange rate and oil prices. The

model is further augmented with equity return

volatility to investigate the effect of financial

conditions and the broader effect of uncertainty.

The model also includes two dummy variables

related to monetary policy frameworks and policy

constraints. These variables capture, firstly, whether

the central bank in the economy is explicitly

targeting inflation and, second, whether policy rates

are at the zero lower bound (ZLB). The data set

covers 43 economies - 12 AEs and 31 EMEs - from

1990 onwards. The data is pooled in a panel quantile

regression that produces a common estimate of the

effect of each explanatory variable. The authors

estimate the panels separately for AEs and EMEs.

The authors highlight two important aspects of this

model. First, the lockdowns may have changed

consumption patterns in ways not well captured by

headline price indices, making them less indicative

of changes in the cost of living. Second, the

framework does not consider fiscal variables which

could be relevant for the inflation outlook in the

current context. In terms of inflation risks

associated with falling output and oil prices, the

analysis finds that in the data for EMEs, GDP and

inflation have historically moved in opposite

directions in the upper tail, that is, the 95th

percentile of the distribution. That is, as growth

slows, upside inflation risks rise. This could reflect

changes in external financing conditions, changes in

the terms of trade, or supply factors. Upside

inflation risks appeared to increase somewhat in

China as activity fell in the first quarter. The oil price

drop resulted in leftward shifts in the inflation

distribution. Thus, the oil price decline reduced

upside inflation risks by more than it increases

downside risks.

In terms of implications of financial conditions and

exchange rate swings, the effects of exchange rate

swings are found to be more pronounced in EMEs

than in AEs. For a similar-sized movement in the

exchange rate, the impact on median inflation is

estimated to be around six times larger in EMEs

than in AEs, consistent with higher exchange rate

Inflation at risk from Covid-19

Ryan Niladri Banerjee, Aaron Mehrotra and Fabrizio Zampolli
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pass-through to inf lation in EMEs. The

depreciation of the Brazilian real in the first quarter

had a relatively strong effect in raising upside

inflation risks. This is consistent with firms

adjusting prices more often in a higher inflation

environment as well as the monetary uncertainty

that has historically gone hand in hand with

currency collapses.

The authors' research thus indicates that, for AEs,

the output collapse due to the Covid crisis is

associated mainly with greater downside risks to

inflation in the near term. For some EMEs, the

exchange rate depreciation appeared to lead to a

prominent increase in upside risks to inflation.

Moreover, tighter financial conditions seemingly

contributed to both the downside and upside

inflation risks.

Source: www.bis.org
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This paper examines the economic and institutional

motives behind central bank digital currencies

(CBDCs). The authors investigate the design of

such currencies with the help of a comprehensive

database of technical approaches and policy stances

on issuance, relying on central bank speeches and

technical reports. The authors find that most CBDC

projects are found in digitized economies with a

high capacity for innovation. Work on retail CBDCs

is found to be more advanced where the informal

economy is larger. It is also found that many central

banks are pursuing models where a CBDC is a direct

claim on the central bank, but with private

intermediaries.

There is a growing discussion of a new payment

technology such as CBDCs. As a digital liability of

the central bank, wholesale CBDCs could become a

new instrument for settlement between financial

institutions, while retail or general-purpose CBDCs

would be a central bank liability accessible to all. As

the need to respond to the declining use of cash in

some countries came to the fore, a number of

central banks looked into the idea of issuing a

CBDC. During the Covid-19 pandemic, social

distancing measures, public concerns that cash may

transmit the Covid-19 virus and new government-

to-person payment schemes have further sped up

the shift toward digital payments and may give a

further impetus to CBDCs. As a result, CBDCs have

seized global attention and feature broadly in central

bank communications and public search interest.

With the growing popularity of bitcoin and

distributed ledger technology (DLT), a number of

central banks have started internal projects to better

understand DLT and its potential application to

currencies. The first publicly announced work on

retail CBDCs was conducted by the Swedish

Riksbank. The most advanced CBDC project at

present is that of the People's Bank of China (PBC)

- the Digital Currency Electronic Payment (DC/EP)

now being piloted in four cities in China. DC/EP

will be a cash-like liability of the PBC available to the

general public and foreign visitors of China through

account-based interfaces. The other central banks

that have announced work on CBDCs include Bank

of Canada, The Monetary Authority of Singapore,

The Bank of Thailand, The Hong Kong Monetary

Authority (HKMA), The European Central Bank

(ECB), the Bank of Japan, Monetary authorities of

Saudi Arabia, and the United Arab Emirates.

The authors seek to explain the cross-country

dimension of CBDC research and development

based on economic and institutional drivers,

specifically, to find commonalities in why central

banks choose to embark on CBDC efforts in some

countries more than in others using cross-section

regressions. The model generates a novel global

index measuring the central bank's progress toward

the development of a retail or wholesale CBDC: the

CBDC project index (CBDCPI). This index

captures publicly announced work by the central

bank on CBDC projects. To complement central

bank surveys and official motivations, the authors

look at "revealed policy preferences", that is, the

economic and institutional factors that are

associated with central banks' actual work on

overall, retail or wholesale CBDCs. The cross-

section estimations use an ordered probit approach.

The indicators included in the analysis are digital

infrastructure which includes jurisdictions with

greater mobile phone use, innovation capacity

Rise of the central bank digital currencies: drivers, approaches and technologies

Raphael Auer, Giulio Cornelli and Jon Frost
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implying R&D potential to support central banks in

designing a new CBDC ecosystem, development

and financial inclusion, cross-border transactions,

trade openness (the sum of imports and exports

over GDP) and remittance flows.

The univariate regression results confirm that the

CBDC project index is strongly associated with

higher mobile and internet use, a higher innovation

capacity, and greater government effectiveness. It is

also higher in jurisdictions with higher search

interest for CBDCs. A negative association is found

with the informal economy. Higher account

ownership is associated with more advanced CBDC

project work, while remittances are negatively

correlated. As a simple robustness check, the

authors performed the same analysis with ordinary

least squares (OLS). Results are found to be broadly

consistent. The univariate results are very similar for

the retail and wholesale indices separately. More

advanced economies tend to be more digitized.

Wholesale CBDCs are positively correlated with

financial development.

Financial stability is an important driver of research

and development work in CBDCs. Especially in

emerging market economies (EMEs), financial

inclusion is an important motivation. Recently, the

Covid-19 pandemic may have accelerated work on

CBDCs in some jurisdictions. For instance, in the

United States, early versions of Congress bills on

fiscal stimulus included references to a "digital

dollar" as a means of quickly executing government-

to-person payments, as an alternative to credit

transfers and slow and costly cheques. In parallel,

the Federal Reserve has continued its ongoing

research on retail CBDCs. In the Netherlands, the

central bank has emphasized that the pandemic

underscores the need for a backup to private money.

In China, pilot testing for the new CBDC is

coinciding with a phasing out of pandemic-related

mobility restrictions. In Sweden, testing of the e-

krona project continues even amidst central bank

crisis management measures.

The paper concludes that given the novelty of

CBDC, it is natural that the approaches will differ

across countries, in l ine with economic

circumstances and users' priorities. In countries

where digital payments are already very advanced

and cash use is declining, central banks may respond

in particular to ensure the ongoing availability of a

public sector-provided means of payment. In

countries with lower penetration of digital

payments, financial inclusion may be an important

driver. The choice of architectures, infrastructures,

access and interlinkages will be tailored to fit local

circumstances. Going forward, events such as the

Covid-19 pandemic highlight the value of access to

diverse means of payments and the need for any

payment method to be both inclusive and resilient

against a broad range of threats. While it is difficult

to anticipate the range of challenges ahead, central

banks will continue to take a long-term view and

carefully consider the role of CBDCs in a range of

potential future scenarios.

Source: www.bis.org
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