
This article examines the behaviour of Overnight 

Indexed Swap (OIS) rates in India to identify 

market's expectations of the future course of 

monetary policy. The use of the OIS rate as a 

measure of monetary policy expectation is gaining 

popularity in the literature, particularly for the 

advanced economies. This article empirically tests 

whether onshore OIS trades in India of different 

tenors (ranging from 1 month to 10 years) are 

efficient measures of the market's expectation of 

short-term interest rates. 

The interest rate swap (IRS) market forms the 

largest segment of over the counter derivative 

(OTCD) market in India, with interbank segment 

being predominant. The IRS market in India is 

dominated by MIBOR-OIS with the Mumbai 

Interbank Outright Rate (MIBOR) as the floating 

interest rate, followed by the Mumbai Inter-bank 

Forward Outright Rate (MIFOR) and the Indian 

Benchmark Swaps (INBMK). In the MIBOR OIS, 

the floating leg of the swap is linked to an overnight 

index, compounded every day over the payment 

period. It is traded on the basis of expectations of 

the trading parties about the future path of interest 

rate movements. Thus, any move in interest rates 

thereafter leads to gains or losses depending on 

their position in the swap. The G-Sec yields and OIS 

rates have shown high correlation.

The paper tests whether the onshore MIBOR OIS 

trades in India of different tenors help in 

measuring accurately market's expectations of the 

future path of monetary policy, specifically the 

policy repo rate under the Liquidity Adjustment 

Facility (LAF).  Daily MIBOR OIS rates for tenors 

ranging from 1 month to 10 years for the period 

from August 3, 1999 to May 31, 2019 have been 

sourced from Bloomberg for the analysis. The 

unconditional average ex post excess returns are 

computed for the various tenors of OIS rates. It is 

found that the excess returns of the OIS trades of 

tenors of up to one year were low ranging between 2 

basis points (bps) and 20 bps, indicating that these 

OIS rates are, on average, a fair indication of the 

direction of future course of monetary policy. 

Specifically, the OIS rates of tenors 1, 9 and 12 

months appear to more accurately measure the 

expectations of future short-term interest rates. 

The authors opine that one possible reason for the 

9-month and 12-month OIS rates emerging as more 

accurate measures of future short-term interest 

rates could be that the market is able to predict the 

direction of monetary policy but not the exact 

timing. Consequently, it would be expected that if a 

monetary policy action surprises the market, the 

OIS rates would immediately adjust. It is further 

found that unanticipated changes in monetary 

policy during 2008 and 2013 in the wake of the 

global financial crisis and the 'taper tantrum' 

significantly impacted 'excess returns'. Thus the 

paper concludes that OIS rates in India are found 

to be good predictors of the direction of monetary 

policy, if not the exact timing of policy changes.

Source: www.rbi.org.in

Assessing the Markets' Expectations of Monetary Policy in India

from Overnight Indexed Swap Rates;

Rituraj and Arun Vishnu Kumar; RBI Bulletin, February 2021
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Do Markets Know More? India's Banking Sector through the Lens of PBR;

Bhanu Pratap, Ranajoy Guha Neogi and Jibin Jose; RBI Bulletin, February 2021

This article is an enquiry into the determinants of 

price-to-book ratio (PBR) of scheduled commercial 

banks (SCBs) in India. With the rise of COVID-19 

cases, market valuation of the banking sector 

witnessed a sharp deterioration during early March 

2020. Against the backdrop of countercyclical 

measures undertaken by the Government and the 

Reserve Bank of India (RBI), following months saw 

the PBR stabilising and remaining range bound, 

albeit substantially lower than the valuation at the 

beginning of the year. Subsequently, the valuation 

of the overall banking sector, driven mainly by 

private banks, seems on the course of recovery from 

the pandemic shock. On the other hand, the 

market value of public sector banks has remained 

persistently below its pre-pandemic levels. 

Comparing the changes in Indian banks' PBR over 

the last two decades with the current decline in 

banking sector valuation, the authors make a 

number of observations. They find that a similar 

but sharper decline in bank valuation was observed 

during the global financial crisis (GFC). After a 

quick recovery post-crisis, the PBR for the bottom 

quartile and median group of banks has remained 

consistently below one since 2012. This is 

indicative of the overall health of the banking 

sector laden with a high proportion of non-

performing assets (NPAs). Further, the differential 

between how markets valued the top, median and 

bottom quartile groups of banks was relatively 

narrow around the GFC. It has, however, widened 

since then.

In order to determine the drivers of PBR of Indian 

banks, the authors include a number of variables in 

their empirical analysis. Net interest margin (NIM) 

and total stressed assets ratio (vs. gross advances) 

are taken as indicators of bank profitability and 

asset quality. Interest and non-interest bearing 

deposits are taken as indicators of nature of bank 

business. Although, a larger proportion of interest-

bearing deposits would imply higher expenses on 

account maintenance and incurred interest, and 

thus negatively impacts a bank's valuation, it may 

also augur well for the bank from the point of 

stable source of funding. Hence, the empirical 

relationship between deposits and bank valuation 

may vary across jurisdictions. Total capital-to-risk 

weighted assets ratio (CRAR) is included to 

indicate financial soundness. Output gap and the 

credit-to-GDP gap are included as business and 

financial cycle drivers of valuations. The 

underlying data have been obtained from National 

Stock Exchange (NSE), RBI and Bank for 

International Settlements (BIS), on a quarterly 

basis from 2002:Q1 to 2017:Q4.

According to the paper, scatter plots suggest a 

strong correlation between PBR and the 

explanatory variables along expected lines. 

Empirical analysis finds that bank profitability 

tends to boost a bank's market valuation whereas 

poor asset quality on a bank's balance sheet may 

depress its valuation on average. In particular, 

profitability in case of public banks and asset 

quality in case of private sector banks emerge as 

statistically significant drivers of their PBRs. While 

the proportion of interest-bearing deposits does 

not seem to have any significant impact on 

valuation, a higher proportion of non-interest-

bearing deposits improve market valuation of a 
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bank. Regulatory capital was not found to have any 

significant impact empirically. It is interpreted that 

market perception of different banks is similar as 

long as they maintain the desired level of capital, or 

the relationship could be non-linear and not 

captured by the model.

A positive output gap is generally indicative of a 

strong demand for bank credit, which may augur 

well for banking business, and this is corroborated 

by the authors' model. Credit-to-GDP gap had a 

negative coefficient, supporting the theory that a 

large and positive credit-to-GDP gap - underlining 

credit and asset price bubbles - is often found to 

lead to distress in the banking sector. However, 

perhaps due to the dominant presence of public 

sector banks in the domestic banking sector, credit-

to-GDP gap appears to have a statistically 

significant and negative impact only in case of 

public sector banks vis-à-vis their private sector 

counterparts.

The authors conclude by mentioning that 

following the Covid-19 pandemic, there was a 

sharp downward trend in PBRs of Indian banks. 

The fall in market valuation of banks was arrested, 

and of late, PBR for the banking sector has started 

to turn around. This underlines the role played by 

countercyclical policies in restoring the confidence 

in the economy and in the financial sector, in 

particular.

Source: www.rbi.org.in
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This article analyses the developments in the 

sectoral deployment of bank credit during the 

period preceding the COVID-19 pandemic and 

compares them with developments during the 

COVID-19 period. The authors define credit flow 

data pertaining to April-February FY20 as the 'pre-

pandemic period', and April-October 2020 as the 

'pandemic period'. They empirically estimate the 

sensitivity of non-food credit (NFC) to interest rate 

changes and find that with the gradual resumption 

of economic activity, credit to agriculture and 

services sectors registered accelerated growth in the 

recent period. Even in the industrial sector, credit 

growth to medium industries had accelerated. 

These empirical estimates indicated that NFC was 

sensitive to interest rate changes with a lag, with 

industry and services sectors exhibiting greater 

sensitivity.

NFC growth, which was robust in FY19 at 13.4%, 

slowed down significantly in FY20 to 6.1% in 

March 2020 and further decelerated to 5.9% in 

November 2020 from 7.8% a year ago. Further 

private sector banks (PVBs), accounted for a 31.9% 

share in NFC in November 2020 and played a 

significant role in the credit slowdown. NFC 

extended by PVBs registered a decelerated growth of 

9.0% in November 2020 as compared to 13.5% a 

year ago. However, public sector banks (PSBs), 

which accounted for around 65% share in NFC, 

registered a higher growth of 5.2% in November 

2020 as compared to 4.5% in November 2019. The 

year-on-year growth of fresh credit disbursed came 

down sharply to 8.1% during the pandemic period 

as compared to 22.8% growth in the pre-pandemic 

period. The authors also provide a detailed 

overview of bank credit to key sectors of the 

economy. 

The authors empirically estimate the interest rate 

sensitivity of credit demand, total NFC as well as 

credit to the major sectors of the economy, with 

respect to changes in weighted average call rate 

(WACR). Since WACR is the operating target of the 

monetary policy and is closely aligned with the 

policy rate, it has been used as a proxy for the policy 

rate in the empirical analysis. The empirical 

estimates indicated that NFC is sensitive to interest 

rate changes with a lag, with industry and services 

sectors exhibiting greater sensitivity. However, the 

analysis could not find evidence of any statistically 

significant impact of the interest rate change on 

credit demand in the agricultural sector. This is 

possible because credit to agriculture is covered 

under the priority sector and gets the benefit of 

interest rate subvention and, hence, may not be 

very sensitive to interest rate changes. NPAs are 

found to have a lagged negative impact on NFC 

growth as well as on industrial credit growth.

The authors thus conclude that the muted credit 

offtake in the recent past needs to be seen in the 

context of economic slowdown coupled with the 

COVID-19- induced lockdown. Bank credit 

growth, which had already started decelerating in 

FY20, experienced a further setback in FY21 in the 

wake of the pandemic. However, with the gradual 

resumption of economic activity, credit to 

agriculture and services sectors has registered 

accelerated growth in the recent period. Even in the 

industrial sector, credit growth to medium 

industries had accelerated, indicative of the 

positive impact of several measures taken by the 

Sectoral Deployment of Bank Credit in India: Recent Developments

Anand Prakash and Sujeesh Kumar; RBI Bulletin, February 2021
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Government and the Reserve Bank. Nevertheless, 

contraction in credit to large industries and 

infrastructure remains a cause of concern. The 

authors point out that the Reserve Bank has taken 

several measures to facilitate credit flow to various 

sectors of the economy, especially to the MSME 

and NBFC sectors. Credit offtake is expected to 

pick up as the economy is poised to stage a 

recovery in FY22 on the back of the decline in 

COVID infections and swift rollout of the 

vaccination program in addition to a number of 

measures announced by the Government in the 

Union Budget FY22 to accelerate the growth 

momentum.

Source: www.rbi.org.in
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In India, economic activity is gaining steam as COVID-

19 incidence recedes and the ongoing vaccine rollout 

releases pent-up optimism. In terms of nominal GDP, 

96% of pre-pandemic economic activity has been 

restored, as per the National Statistical Office's first 

advance estimates. Early corporate results for Q3:FY21 

indicated that sales continued to improve and 

combined with a fall in raw material costs and saving 

on account of lower interest expenses. Mobility 

indicators showed that the movement of people across 

all major cities in January and February 2021 was 

comparable to pre-pandemic levels. Gross fiscal deficit 

(GFD) is budgeted to go down from 9.5% of GDP to 

6.8% as monetary policy becomes the sheet anchor of 

the economy. 

Aggregate demand conditions are on an upswing as 

collections under the goods and services tax (GST) 

remained above the `1 lakh crore mark for the 

fourth straight month in January 2021 at ̀ 1,19,847 

crore. This was reflective of growing business and 

trading turnover going beyond the festival season, 

apart from better tax compliance. India's 

agricultural exports rose impressively over the last 

eight months. 

Aggregate supply conditions improved through 

January 2021. With the rabi sowing season nearing 

completion, crop sowing has been completed 

across 684.6 lakh hectares which was 2.9% higher 

than last year and 10.4% over the full season 

normal acreage (5-year average). Improvement was 

also reflected in the 27th round of the Reserve 

Bank's services and infrastructure outlook survey 

(SIOS) conducted in Q3:FY21. Rise in selling prices 

is likely to offset the increase in input costs, thereby 

pushing up profit margins.

In terms of crude prices, mirroring the pick-up in 

global crude oil prices, pump prices for petrol and 

diesel increased by around ?2 per litre in February 

from the January levels, to around ?90 per litre and 

?81 per litre, respectively. The direct contribution of 

CPI petrol (with a weight of 2.2% in CPI) to headline 

inflation jumped from 1.6% in July 2014 to 4.8% in 

January 2021. Foreign exchange reserves touched an 

all-time high of US$590.20 billion on January 29, 

2021, and were at US$583.90 billion on February 19, 

2021. The Union Budget's proposal to allow debt 

financing by FPIs in real estate investment trusts 

(REITs) and infrastructure investment trusts (InvITs) 

would open up alternate sources of funds for these 

entities, besides bringing down the cost of funds and 

providing foreign investors a relatively secure debt 

investment option in India. 

The outlook for the global economy will depend on a 

well-coordinated and swift strategy for the 

deployment of vaccines. From an internationally 

competitive perspective too, it is important for India 

to recover from being an inflation outlier and turn to 

structural reforms that reposition the economy to 

reap the gains of productivity and efficiency. The 

evolution of financial conditions as FY21 draws to a 

close and the new financial year commences will pose 

a challenge. Fiscal policy authorities face the 'rock' of 

stimulating the economy and the 'hard place' of 

ensuring sustainable finances. Monetary authorities 

encounter a similar dilemma of conflicting pulls in 

ensuring an orderly evolution of the interest rate 

structure in the face of enlarged borrowing needs 

against the need to remain accommodative and 

support the recovery.

Source: www.rbi.org.in

State of the Economy

RBI Bulletin, February 2021
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