
Easing of supply chain pressures and the ebbing of

commodity prices provided some breather from

record high inflation. In India, supply conditions

were improving, with the recent monsoon pick-up,

strong momentum in manufacturing, and a rebound

in services. Robust central government capital

outlays were supporting investment activity.

Inflation had edged down, but its persistence at

elevated levels warranted appropriate policy

responses to anchor expectations.

The report indicated that India is again confronted

with high volatility in the foreign exchange market as

well as elevated and persistent inflation brought on

by external spillovers. The monetary policy

framework explicitly accorded primacy to the goal

of price stability with a numerical target and a

tolerance band around it, while keeping in mind the

objective of growth. Accordingly, it is highlighted

that the Reserve Bank is undertaking the required

monetary policy actions to quell inflation, stabilize

expectations and ensure overall macroeconomic

stability.

The movement of goods as a proximate indicator of

aggregate demand remained resilient. The expected

demand pickup in the upcoming festive season,

good monsoons, and higher earnings all aided rural

consumption, and an increase in out-of-home

activities propelled urban consumption. The Indian

private corporate sector was increasingly optimistic

about demand conditions in the manufacturing,

services, and infrastructure sectors. Domestic

manufacturers expect higher production, and

enterprises in services and infrastructure sectors

expect higher turnovers. With contact-intensive

aviation and tourism sectors gaining traction, the fall

in demand due to rising prices was cushioned. The

better-than-expected corporate earnings buoyed

domestic equity markets and attracted foreign

portfolio investment (FPI) back to India. FPIs

turned net buyers in Indian equities in July and

August after a gap of nine months. Monetary

tightening continued synchronously across the

globe with the growing conviction that aggressive

monetary policy actions are warranted to rein in

historically high inflation.

The Reserve Bank's foreign exchange operations,

which mopped up rupee liquidity, also contributed

to the tightening of liquidity conditions. Banks

increased the corporate deposit rates to fund their

credit growth and also increasingly resorted to CDs

(certificates of deposits) for additional resource

mobilization. Daily average absorption under the

liquidity adjustment facility (LAF) moderated.

Muted government spending in the face of buoyant

GST and direct tax collections contributed to the

decline in overall surplus liquidity in the banking

system.

The authors concluded on the note that the Indian

economy remained resilient in the face of

formidable global headwinds. Knock-on effects of

geopolitical spillovers were visible in several sectors,

tapering the pace of recovery. The recent revival of

the southwest monsoon and rejuvenation of sowing

activity raised hopes of another bountiful year for

agricultural activity, raising expectations that rural

demand will soon catch up with urban spending and

consolidate the recovery. The signs of the potential

unhinging of inflation expectations elicited a pre-

emptive and frontloaded monetary policy response.

It was noted that India's financial sector remained
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sound and stable, enabling the Indian economy to

escape global inflation. Given that the international

environment is hostile, the authors highlight that

close and continuous monitoring of the widening

trade deficit and portfolio outflows is warranted,

notwithstanding strong reserve buffers, moderating

external debt, and a fairly valued exchange rate that

has wilted less in the face the monotonic

strengthening of the US dollar than many peers.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21204
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The effectiveness of monetary policy transmission

is determined by how fast and how much a change in

monetary policy can influence price stability and

growth of the economy. As the banking system is

the p re -dominan t s ec to r fo r f i n anc i a l

intermediation in India, it is crucial that monetary

policy signals pass through the banking system

without any 'leakage' and in quick time.

The study starts with a brief history of monetary

policy transmission in India under various interest

rate regimes. In 1994, RBI mandated an internal

benchmark - prime lending rate (PLR) for banks for

the pricing of loans. Subsequently, RBI replaced

PLR with benchmark prime lending rate (BPLR) to

serve as a reference rate for banks in 2003. Banks

were required to compute the BPLR by considering

the cost of funds, operational costs, minimum

margin to cover regulatory requirement and profit

margin. However, lack of transparency in the

process of determination of internal benchmark

under BPLR system hampered the efficacy of

monetary transmission mechanism. To enhance

transparency for making a better assessment of

transmission, RBI brought forth the base rate

system in July 2010 in place of the BPLR system.

Base rate was the minimum rate at which a bank

could extend loans. Lack of uniformity in the

manner of calculation of base rate across banks

again hampered the assessment of transmission

during the base rate regime. To improve internal

benchmarking, RBI instituted the marginal cost of

funds-based lending rate (MCLR) system in 2016.

Under this, banks were expected to determine their

benchmark based on formula prescribed for the

calculation of the marginal cost of funds. While the

MCLR formula was transparent, banks could still

play around with the few elements of discretion

available to them.

Against this backdrop, the study examines the

nature of pass-through to lending interest rates in

India under three different internal benchmark

regimes namely BPLR, base rate and MCLR during

the period April 2004-July 2019. The study uses

weighted average lending rate on fresh rupee loans

and weighted average call rate as monetary policy

variables. Meanwhile, inflation and real GDP are

used as control variables. Before examining the

pass-through of monetary policy, the authors

deploy Johansen Cointegration test on the four

variables mentioned. The test reveals cointegrating

relationship among variables and subsequently

authors run Vector Error Correction Model

(VECM) to study short and long run dynamics.

VECM indicates that relationship between weighted

average lending rate of domestic banks and weight

average call rate is positive and statistically

significant at 1 per cent level of significance.

The authors lastly deploy Generalized Method of

Moments (GMM) dynamic panel data model as

number of cross sections (banks in this case) is large

as compared to time period. Along with inflation

and GDP, bank specific characteristics like term

deposit rate, total asset size, liquidity, capital to risk-

weighted assets ratio (CRAR), return on assets, non-

performing assets, non-interest income, operating

expenses and statutory liquidity ratio are used as

control variables in the study.

For base rate regime, results of dynamic panel data

indicate that 1 percentage point increase in the

Monetary Policy Transmission in India under the Base Rate and MCLR Regimes:

A Comparative Study

Sadhan Kumar Chattopadhyay and Arghya Kusum Mitra; RBI Working Paper Series No. 10
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weighted average call rate leads to an increase in

weighted average lending rate of 0.11-0.19

percentage point in the long run. The results also

show that banks expectedly raise their lending rates

in an inflationary situation. Results from MCLR

regime showcase that 1 percentage point

increase/decrease in the monetary policy leads to

0.26-0.47 increase/decrease in the lending rate. The

change is more than the base rate regime making

MCLR more effective than base rate. Similar to

findings in base rate regime, increase in inflation

leads to increase in lending rates of banks. Among

the bank specific characteristics, capital adequacy

ratio is found to share a statistically significant and

negative relationship with weighted average call rate

implying that banks with higher capital adequacy

ratio lower their lending rate. Operating cost has

positive and significant relationship showcasing that

a rise in costs hinders transmission during the easing

phase.

Meanwhile during the easing phase, the authors

point out that although lending rate declines in

response to monetary policy rate, the decline is not

proportionate and this hinders effectiveness of

monetary transmission. Monetary transmission is,

therefore, stronger during the tightening period as

compared with the easing phase.

On a concluding note, the study highlights that

synchronising of liquidity management with the

monetary policy stance and introduction of the

flexible inflation targeting (FIT) framework could

be contributory factors for better transmission

during the MCLR regime. The authors lastly

emphasize that progressive shift from various

internal benchmark-based pricing of loans to

external benchmark augurs well for monetary

transmission.

Source:

https://rbi.org.in/Scripts/PublicationsView.aspx?i

d=21080
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For central banks, timely information on economic

activity is crucial, particularly for exercising precise

judgement in the monetary policy decisions.

Economic indicators used for decision making

sometimes fall short of keeping pace with rapid

changes in the economy. Making crucial economic

decisions becomes difficult if datasets have a longer

time lag and hence supplementing them with

additional datasets with lower time lag becomes

pertinent. To bridge this gap, ministries, regulatory

bodies and other private agencies have started

publishing additional economic data at a higher

frequency.

Against this backdrop, the article presents weekly

activity indices to track the latest developments in

the Indian economy with least possible lag. The

authors develop two different weekly indices using

daily and weekly indicators. A 7-indicator weekly

activity index (WAI) using the dynamic factor model

is constructed that reflects changes in economic

activity on a year-on-year basis. Meanwhile, a 15-

indicator weekly diffusion index (WDI) is build that

reflects directional movement on a sequential basis

and compliments the model-based WAI. WDI

presents sequential movement in activity to present

an aggregate picture on the direction of trend

movement. The indices also act as a robust indicator

of the quarterly GDP.

The authors have considered a total of 17 indicators

dealing with different segments of the economy

which are broadly categorised into five buckets

namely soft, labour market, demand/sales, mobility,

and payments. Unemployment rate and Labour

participation rate are grouped in labour category.

Electricity generation, motor vehicle registration,

railway freight loading and air cargo traffic are

grouped in demand/sales category. Daily railway

passengers' data, aircraft traffic, and airport footfall

are put in mobility bucket. Retail payments, RTGS

and ATM withdrawals are clubbed together in

payments basket. Google Trends data is also used

and put in soft category.

The study showcases that WAI and WDI could

serve as composite indicators of overall economic

activity. The study also finds that WAI majorly tracks

the ebbs and flows in economic activity during the

pandemic years followed by the more recent

disruptions caused by the Ukraine war since

February 2022. Due to its timely availability, WAI

holds the potential to bridge the information gap in

the monthly high frequency indicators. This makes

WAI a crucial input for monetary policy decision.

The WAI also happens to track macroeconomic

variables like monthly IIP and quarterly GDP

reasonably well. In particular, the 4-week MA and

the 13-week MA of the WAI provide nowcasts of

IIP and GDP growth immediately after the end of

the reference month or the quarter.

The Weekly Recovery Index (WRI) developed by

taking WAI level is curated specifically for economic

impact of different waves of the pandemic. WRI

exhibits that the Omicron wave did not have any

significant adverse economic impact. The WRI

remained above the pre-pandemic level in

December and January 2022 and rebounded swiftly

to an upward trajectory thereafter. WDI for a week

presents momentum in economic activity by

showcasing the overall direction where the economy

is heading. WDI is found to be useful in tracking the

momentum in economic activity and suitably

Real-Time Monitoring of the Indian Economy

Anupam Prakash, Chaitali Bhowmick and Ishu Thakur; RBI Bulletin August 2022



complements the model-based WAI.

On a concluding note, the authors highlight that the

set of daily and weekly high frequency indicators is

limited but growing at a fast pace since the outbreak

of the pandemic. Going forward, robust statistical

and machine learning techniques can be used for

enabling and strengthening real time tracking of real

economic activity.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21207
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Small and medium enterprises (SMEs) play a vital

role in the Indian economy due to their importance

in job creation, export generation and balanced

regional development. Although the MSME sector

continues to play a critical role in India's growth,

these enterprises do not always have timely and

adequate access to formal finance. According to a

research report by the World Bank, out of the

overall demand for both debt and equity finance by

MSMEs in India, only 16 per cent is met by formal

sources. Empirical studies have found that equity

financing is more suited as compared to bank

financing for the growth of SME sector. On

backdrop of this, India took a comprehensive step

towards SME financing by establishing BSE SME

platform in March 2012 and NSE SME platform

(also known as NSE Emerge) in September 2012.

The present study attempts to analyse the market

microstructure of SME exchanges in India in terms

of extent of underpricing, aftermarket liquidity and

long run abnormal returns.

In order to better understand the key features of

SMEs, key financial attributes of SME firms listed in

SME exchanges are compared with firms listed in in

BSE and/or NSE main board. The author note that

SMEs listed on SME exchanges have better

profitability ratios and higher return on assets as

compared with smallest 25 per cent of firms listed

on main board. However, SMEs listed in BSE/NSE

SME exchanges have lower liquidity as reflected in a

lower quick ratio and current ratio.

The presence of underpricing of IPOs on SME

exchange is studied using a multivariate regression

framework. The author uses adjusted underpricing

of SME IPO as dependent variable while the market

return of benchmark indices during 60 days prior to

the IPO listing, average market volatility, IPO

proceeds, return on asset and age of the firm at the

time of listing are used as independent variables.

Meanwhile, dummy variables are used for year and

industry type. The author observes that median

underpricing in the two SME exchanges were lower

than the median underpricing observed in IPOs in

the BSE/SME main boards. IPOs issued during hot

market timing are more underpriced than others.

Adjusted underpricing is highest in the information

and communication technology sector followed by

administration and support services and

construction.

For understanding determinants of aftermarket

liquidity in SME exchange, liquidity measured by

average turnover ratio is used as dependent variable

and IPO size measured by total IPO proceeds, retail

investors' share and underpricing of IPO as

independent variables. For grasping long run

abnormal return in SME exchange market, the

author used multivariate regression with same

variables while taking long run average return as

dependent variable. The empirical results of the

model show that timed-to-market IPOs in SME

exchange market tend to be more underpriced and

generate lower long run returns. Further, such to-

market IPOs also have higher retail investor

participation. The author also highlights that retail

investors are more prone to investing in SME IPOs

which are issued during the market boom, but

eventually generate a lower return in the longer run.

On a concluding note, the study showcases that

SME Exchanges in India: Empirical Analysis of Firm Attributes and

IPO Characteristics

Shromona Ganguly; RBI Working Paper Series No. 11
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although retail investors' participation facilitates

aftermarket liquidity, from a policy perspective,

there is a need of broadening the investor base to

suit the risk-return combination. Protecting retail

investors' interest also remains pivotal as many SME

IPOs have generated negative return. Lastly, the

author notes that further work in this field can be

carried out correlating pre-IPO debt with

underpricing.

Source:

https://rbi.org.in/scripts/BS_PressReleaseDisplay

.aspx?prid=54210
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Currency volatility is a measure of the frequency and

extent of changes in value of one country's currency

with respect to another country's currency.

Important factors that affect volatility of a specific

currency are interest rates, inflation, government

debt, current account deficit, political stability,

dependence on commodities as well as geo-political

events. It is important to note that volatility in

emerging market economy (EME) currencies is

higher owing to their inferior economic and

financial structures. Hence, a study of exchange rate

volatility across EMEs is of paramount importance.

Against this backdrop, the article attempts to

analyse volatility trend of currencies of select

EMEs vis-à-vis the US Dollar since 2007. The

authors analyse volatility trends of Indian Rupee,

Indonesian Rupiah, Turkish Lira, Brazilian Real,

South African Rand, South Korean Won,

Philippines Peso and Thai Baht. Furthermore, the

study digs into volatility trend of the Indian Rupee

and discusses reasons for the decline in volatility.

For studying the trend of volatility, authors

construct an equal-weighted implied volatility index

of select EME currencies (one-month tenor)

against US Dollar. The index showcases that

volatility spiked quite a few times since 2007 but was

recorded highest during the global financial crisis.

Gauging the volatility trends of the Indian Rupee,

the authors observe that Reserve Bank of India has

been able to achieve its objective of keeping

exchange rate volatility at low. This is reflected in

trends of realised volatility, volatility cone and

intraday range. Moreover, the study also notes that

currency's volatility expectations have also come

down over the study period as corroborated by

trends in implied volatility, risk reversal and

butterflies.

Historical volatility of the USDINR has remained

below implied volatility most of the time. Hedging

costs-as reflected by USDINR option premiums has

shown a downward trend pointing towards

improvement in macro-economic and external

sector fundamentals of India exhibited by the

investor confidence. Meanwhile, the spread

between implied volatility and historical volatility

has compressed over the last 15 years implying that

the volatility predicted using option prices became

more accurate. When comparing high-low spread,

the study finds that average high-low spread has

moved lower as compared to the turbulent period of

the taper tantrum, whereas the average of spreads as

per cent of daily spot closing prices has also come

down from about 0.80 in 2013 to around 0.40 levels

in 2014 and is currently around 0.30.

The trend of term structure of volatility from 2009

to 2022 showed that while daily average implied

volatility was elevated with value exceeding 8 per

cent for almost all tenors from 2009 to 2013, the

curve fully submerged below the 8 per cent level in

2015. Further, the curve never breached the 7 per

cent level afterwards, implying that volatility

expectations of INR have reduced in all tenors on a

durable basis again pointing towards to improving

economic conditions.

Accumulation of foreign exchange reserves by

EME central banks remains one of the crucial

reasons of lower EME currency volatility over time.

EME accumulate foreign exchange reserve as

sudden stop in capital inflow disrupts the financial

system. Foreign reserves help EMEs navigate

Exchange Rate Volatility in Emerging Market Economies

Saurabh Nath, Vikram Rajput and Gopalakrishnan S; RBI Bulletin August 2022



stormy waters as countries that held relatively more

r e s e r ve s expe r i enced sma l l e r cu r r ency

depreciations, which was also the case during the

taper tantrum in 2013.

In India's case, the size of the dip in forex reserves as

a per cent of total forex reserves has come down

from around 22 per cent during the global financial

crisis to 6 per cent during the Russia-Ukraine

conflict and Fed tightening episode. This further

implies that with timely usage of foreign exchange

reserves, the Reserve Bank has been able to achieve

its intervention objectives with progressively lesser

percentage drawdown.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21209
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Privatization of public sector banks (PSBs) has been

widely viewed as a key area of pending reforms in

India. This article empirically examines the

performance of PSBs relative to private sector

banks (PVBs). The authors use various

combinations of inputs and outputs in the data

envelopment analysis (DEA) framework to

investigate the efficiency levels of banks in India

from 2010-2022.

DEA is a linear programming-based method that

constructs the frontier of the observed input-

output ratios for assessing the performance of

homogeneous organizations and is increasingly

being used in banking. In the cost minimization

DEA framework, the efficiency score of each unit is

compared to the most labor-cost-efficient entity.

The authors utilize data on total deposits, gross

loans and advances, total investments (SLR+ non

SLR), and non-interest income as outputs whereas

total staff and fixed assets (net) are taken as inputs.

Average staff cost (total staff cost/ total staff) and

expenses on rent, taxes, lighting, insurance, and

other administrative costs per unit of fixed assets

(other operating expenses/ net fixed asset) are taken

as input prices for the analysis. The number of

banks in the study varies between 49 in 2010 and 33

in 2022. Data is obtained from various issues of

Statistical Tables Related to Banks in India

published by the Reserve Bank.

A summary measure of the efficiency of the best

performing unit is derived and the performance of

each decision-making unit (DMU) is measured

against this benchmark to indicate efficiency of each

DMU. Using DEA, it is found that while PVBs are

more efficient in profit maximization, their public

sector counterparts have done better in promoting

financial inclusion. The labour cost efficiency of

PSBs is higher than PVBs. Empirical evidence also

suggested that lending of PSBs is less procyclical than

PVBs and thus PSBs help the countercyclical

monetary policy action to gain traction. The results

suggest that when profit maximization is the sole

motive, the efficiency of the PVBs has always

surpassed that of their public sector counterparts.

However, when the objective function is changed to

include financial inclusion, like total branches,

agricultural advances, and PSL advances, PSBs prove

tobemoreefficient than PVBs.

The results point out the countercyclical role of PSB

lending. In recent years, PSB banks have also gained

greater market confidence. Despite the criticism of

weak balance sheets, data suggested that PSBs

weathered the Covid-19 pandemic shock remarkably

well. The recent mega-merger of PSBs resulted in the

consolidation of the sector, creating more robust and

competitive banks. The article noted that the

establishment of National Asset Reconstruction

Company Limited (NARCL) will help in cleaning up

the legacy burden of bad loans from their balance

sheets. It is highlighted that the recently constituted

National Bank for Financing Infrastructure and

Development (NABFiD) would provide an alternate

channel of infrastructure funding, thus reducing the

asset-liability mismatch concerns of PSBs. Overall,

these reforms are likely to help strengthen the PSBs

further. A gradual approach would ensure that large-

scale privatization does not create a void in fulfilling

important social objectives of financial inclusion and

monetary transmission.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21205

Privatisation of Public Sector Banks: An Alternate Perspective

Snehal S. Herwadkar, Sonali Goel and Rishuka Bansal; RBI Bulletin August 2022



The article analyzes aggregate investment

intentions and assesses the outlook for investment

activity in the near term with the help of data on

investment intentions by the private corporate

sector based on the phasing plans (ex-ante) of their

project proposals. It assesses the near-term outlook

for private investment activity in India. This is

gauged from project investment proposals of the

private corporate sector. With the resumption of

business activities and improving demand

conditions after the ebbing of the Covid-19

pandemic, the announcement of new projects

increased significantly during 2021-22, especially

infrastructure projects.

Capital expenditure (capex) of the private corporate

sector plays a significant role in driving the overall

investment climate in the economy. The authors use

a survey-based method, popularly used by major

economies to gather information on envisaged

corporate investment plans and investment

sentiment. The results of such surveys pave the way

for the assessment of both the current investment

climate and investment intentions that are likely to

materialize in the short to medium term. In India,

such surveys were being conducted since the late

1 9 8 0 s f o r t h e a s s e s s m e n t a n d

forecasting/nowcasting of private investment. The

capex plans of the private corporate sector through

the projects that are funded by banks and financial

institutions have been used for providing an outlook

on investment on time phasing of capex.

The data for investment intentions were gathered

through three different sources, namely; (i) banks

and financial institutions which are involved in the

business of project finance to private corporations;

(ii) finances raised for capex purposes through

external commercial borrowings (ECBs), including

the issuance of foreign currency convertible bonds

(FCCBs), rupee-denominated bonds (RDBs); and

(iii) initial public offerings (IPOs), follow on public

offerings (FPOs) and rights issues during a year.

The results show that of the total capex investment

envisaged during 2021-22, more than one-third is

expected to be spent in 2022-23. The characteristics

of projects sanctioned/contracted indicated that

the investment climate in terms of the number of

new project announcements remained weak during

2019-20 and deteriorated further in 2020-21 due to

the COVID-19 pandemic. Subsequently, with the

resumption of business activities and improved

demand sentiments, the new capex project

announcements showed some signs of revival.

Within the power sector, project announcements in

solar and wind power projects remained dominant

during 2021-22, reflecting various policy initiatives

by the government to promote the use of renewable

energy resources. The authors highlight that

recognizing the impact of climate change on the

environment and overall economy, majority of

countries across the world are putting their efforts

to shift from conventional energy sources to non-

conventional or renewable energy sources.

The infrastructure sector comprising (i) power (ii)

telecom (iii) ports and airports (iv) storage and water

management (v) SEZ, industrial, biotech, and IT

park (vi) roads and bridges; remained the major

sectors accounting for more than half of the total

project cost during 2021-22. The share of

investment in 'Road & Bridges' has improved

significantly in recent years. In contrast, the share of

Private Corporate Investment: Growth in 2021-22 and Outlook for 2022-23

Rajendra N Chavhan and Rajesh B Kavediya; RBI Bulletin August 2022
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investment in 'Metal & metal products' remained

significantly lower. State-wise data revealed that

during 2021-22, more than half of the projects were

taken up in five states namely Rajasthan, Uttar

Pradesh, Gujarat, Maharashtra, and Tamil Nadu.

The authors highlight that the Government of India

has taken various policy initiatives to promote the

renewable energy sector and reduce carbon

emissions. These include the provision of

renewable repurchase obligation (RPO) under the

National Tariff Policy, development of solar parks

and ultra-mega solar power projects, production

link incentive (PLI) schemes for advanced

chemistry cell battery storage and solar panels,

development of power transmission network

through green energy corridor project, making solar

rooftops mandatory as a part of housing loan

provided by banks, waiver of inter-state

transmission charges and losses, supporting

research and development on various aspects of

renewable energy, permitting 100 percent foreign

direct investment in the sector through the

automatic route. As per the 'Renewables 2022

Global Status Report' of REN214, in cumulative

renewable energy capacity by end-December 2021,

India ranked fourth after China, the United States,

and Brazil. Also, India ranked third in the world in

terms of new capacity addition

The article concludes that among various policy

initiatives undertaken by the government,

investment in renewable energy is gaining traction

over the years. This would help in achieving the

targets set under COP-26. Going forward,

improved private corporate balance sheets, rising

capacity utilization levels, robust demand

sentiments, higher capital spending, and various

policy initiatives by the government are expected to

revive the capex cycle.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21208



In view of the growing importance of the NBFC

sector in India's financial ecosystem, the article

looks at the performance of select NBFCs in 2021-

22 up to December 2021 following the second wave

of the pandemic using the supervisory data filed by

NBFCs on the eXtensible Business Reporting

Language (XBRL) platform. The consolidated

balance sheet of the NBFC sector exhibited double-

digit growth in the quarter ending December 2021,

buoyed by an uptick in the economy. Credit

disbursement grew at a robust rate in the same

period. NBFCs focused more on investments as

indicated by their growth rates, which exceeded

credit growth in all quarters during 2021-22. An

improvement in profitability indicators of NBFCs

in end-December 2021 reflected the waning impact

of the pandemic. Asset quality, however,

deteriorated when compared to the corresponding

quarter in 2020-21. There was a rapid expansion of

the global financial system, spurred by differential

regulation, technological and financial progress, and

innovative business models. In this milieu, the

footprint of non-bank financial intermediaries

(NBFIs) expanded considerably, accounting for

almost half the global financial assets in 2020. In

emerging market economies (EMEs) like India,

non-banks established themselves as an integral and

indispensable part of the financial landscape. They

furthered the financial inclusion agenda by

complementing the mainstream banking system.

To capture the extent to which NBFIs pose bank-

like financial stability risks, the Financial Stability

Board (FSB) developed a "narrow measure", which

classified NBFIs into five economic functions (EFs)

or activities. The shares of EF1 and EF2 in India's

narrow measure have largely remained stable. EF2

entities largely comprise finance companies, which

perform the credit intermediation function and rely

on short-term funding for loan provision. They

complement bank credit and provide financing to

niche segments where banks are not active

participants. NBFCs in India largely form a part of

EF2 and are regulated under Section 45 IA of the

RBI Act, 1934.

In the quarter following the national lockdown in

2020 (Q1:2020-21), due to a combination of factors

including risk aversion, sell-offs in financial

markets, and abrupt winding up of some schemes by

mutual funds, yields on bonds of NBFCs spiked.

The spreads narrowed in the following quarters, but

the differentiation continued between AAA and

AA-rated NBFCs. However, from January 2021

onwards, the gap started to decline. The gap

between the spread of three-year bonds of AA-

rated NBFCs and bonds of AAA-rated NBFCs of

the same maturity fell from a peak of 145 basis

points (bps) in January 2021 to 74 bps in December

2021, thus, reaching pre-COVID-19 levels. This was

reflective of a gradual reduction in risk aversion in

the market. The spread of CPs over treasury bills

peaked in the aftermath of the first wave of

COVID-19 in April 2020 and spiked again in March

2021 during the second wave. It gradually softened

afterward but inched up in December 2021 as

compared to the preceding quarters on account of

buoyant primary market activity.

In terms of the sectoral distribution of credit and

A Steady Ship in Choppy Waters:

An Analysis of the NBFC Sector in Recent Times

Rajnish Kumar Chandra, Nandini Jayakumar, Abhyuday Harsh, K. M. Neelima, and

Brijesh P. under the guidance of Shri Ashok Sahoo; RBI Bulletin August 2022

C
C

IL
M

o
n

th
ly

 N
e

w
sl

e
tt

e
r

A
u

g
u

st
2

0
2

2

27

ARtICLE

SUMMARY

ARtICLE

SUMMARY



C
C

IL
M

o
n

th
ly

 N
e

w
sl

e
tt

e
r

A
u

g
u

st
2

0
2

2

28

ARtICLE

SUMMARY

ARtICLE

SUMMARY

NPAs of NBFCs, it was observed that NBFCs

continued to deploy the largest quantum of credit

from their balance sheets to the industrial sector

followed by retail, services, and agriculture. The

sectoral credit distribution remained largely

unchanged in 2021-22 (up to end-December 2021)

as compared to end-December 2020. All sectors

witnessed high growth rates on account of the base

effect and resumption of economic activities after

the ebbing of the second wave of the pandemic. The

industrial sector, particularly the micro and small

and large industries, which were among the worst hit

by the pandemic, showed signs of revival. The

services sector showed consistent improvement in

credit growth for the last three quarters. Within the

services sector, transport operators, trade, and

commercial real estate (CRE) grew at a robust pace.

The credit allocation to agriculture and allied

activities continued to perform well, registering

robust growth in December 2021 over December

2020.

The authors conclude that with strong capital

buffers, adequate provisions, and sufficient liquidity

on their books, NBFCs are poised for expansion.

Going forward, the authors caution that as the

economy recovers, NBFCs need to be wary of rising

borrowing costs on account of the normalization of

monetary policy. Further, while NBFCs have largely

realigned their business models by leveraging digital

channels to improve their accessibility and

acquisition of new customers, this might prove to be

a challenge for smaller NBFCs which may have to

ramp up their technological capabilities.

Source:

https://www.rbi.org.in/Scripts/BS_ViewBulletin.

aspx?Id=21206




