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RBI confounded in its incrementalism maze!!

INDIA ECONOMY The RBI's latest move to relax the risk weightage of bank lending to NBFC and
microfinance companies (MFIs) by revoking the Nov’'23 order does not come as a
surprise. In its last monetary policy announcement, the RBI hinted at easing the
regulatory stringency that has built up since 2023, as the central bank saw the cost of
regulation outweighing the objectives of efficiency.

In the latest order, effective April 1% the risk weights for banks on lending to NBFCs
and MFIs will be restored to the pre-Nov 23 situation. Banks can now revert to weight
determined as per the ratings assigned by accredited external credit assessment
institutions (ECAI). In Nov'23, given the exuberant retail lending, accentuated by
aggressive lending to NBFCs and MFIs, RBI had sought to tighten the norm by
increasing the risk weight by 25% for lending to such entities assigned based on the
external risk assessment.

The relaxation is a fallout from the latest RBI’s assessment, as communicated in the
post-policy Q&A that the purpose of the earlier tightening has lived its merit and the
desired tapering in credit excesses has been achieved.

Growth in bank lending to NBFCs has slowed from 19% to 6.7% in Dec’24. However,
for NBFCs excluding housing finance companies, constituting 80% of NBFC lending, the
slowdown has been more severe; from 30% to 9.3%.

Consequently, credit growth of NBFCs (excluding HFCs, and core investment
companies) slowed down to 16.0% in 2QFY25 from 22.1% a year ago, due to the high
base effect and the increased risk weight for consumer lending prescribed by the
Nov’23 circular (RBI Stability Report, Dec’24). Likewise lending growth of MFIs has
slowed to 21.8% in Dec’24 from 29% in Sep’23.

Thus, the latest easing comes as a respite for NBFCs and MFls as it would increase their
access to bank lending.

However, some pertinent questions need to be addressed.

The Nov’23 notification included other components as well, viz higher risk weights for
consumer credit exposure of banks, and NBFCs along with tightening sub-sector credit
limits on various types of retail lending, including top-up loans. Why is the relaxation
restricted to bank lending to NBFCs and MFIs? Will the latest easing be extended to
other components as well? Is the central bank satisfied with the track record of the
retail credit cost cycle?

It is difficult to surmise RBI’s intent. Purportedly, the objective is to resurrect growth
backed by leverage spending resurgence. But the most proximate reason appears to
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It is difficult to surmise RBI’s intent.
Purportedly, the objective is to resurrect
growth backed by leverage spending
resurgence. But the most proximate
reason appears to be the renewed sharp
weakening of the rupee

Extending the sequence of the newfound
admission that regulatory tightness is
burdensome, RBI ceding to rate easing
demands and the subsequent relaxation
of the risk weights for NBFCs and MFls,
there is a fair possibility that the central
bank may further relax the stringency.

ECBs by finance companies rose to a nine-month average of USD 2bn, 129% higher
than the Nov’'23 levels; the number of average issuances also doubled to 18.
Importantly, there has been a reduction in average maturity to 4 years from 5 years at
the onset of the COVID crisis, along with the possibility of a third of ECBs now funding
rollovers.

Things have rapidly changed over recent months with the accelerated rupee
depreciation. The rising debt servicing burden on ECBs has impacted the margins of
finance companies even as the AUM growth slowed, thereby impacting their return
ratios and valuations. Relative to Sep’23 the NIMs of NBFCs have fallen by 50-100bp
by Dec’24.

Given the recent sharp depreciation in rupee, the situation may have further
worsened, thereby making it imperative for NBFCs to switch back to rupee borrowings
from Indian banks. But with the higher risk weights, this option may also have been
stifling. Thus, the possibility of tightening funding costs may have compelled RBI to
relax the NBFC exposure limit for banks.

But will this help? Given the lagging bank deposit growth and credit-deposit ratio at a
historical peak of 80.4%, the switch from ECB lending to domestic lending by NBFCs
has tightened the liquidity scenario further. A reduced risk weight on NBFC lending will
only incentivize this switch further. The situation gets complicated as it also makes
RBI’s dollar-selling interventions to defend the rupee counterproductive, as it
aggravates the liquidity tightening. Consequently, despite the 25bp rate cut by the RBI
to 6.25%, money market rates have retained the hardening bias notwithstanding RBI’s
liquidity infusion worth INR 3.76tn to balance the market (OMO, bond purchases, USD-
INR swap and long-term repo).

Extending the sequence of the newfound admission that regulatory tightness is
burdensome, RBI ceding to rate easing demands and the subsequent relaxation of the
risk weights for NBFCs and MFls, there is a fair possibility that the central bank may
further relax the stringency. Seen along with the latest proposal to remove pre-
payment charges on retail lending, it is increasingly evident that RBI’s latest actions,
combined with income tax sops, are attempts to shore up leveraged consumption
again, particularly in the urban areas that face shrinking income.

However, these are still countercyclical responses to deeper structural growth
constraints and are liable to be ineffective; the entire framework is pivoted on the
assumption that the concurrent slowdown is temporarily below that perceived
potential growth of 7%+. However, multiple variables testify that the potential growth
is much lower.

Over the past decade, bank deposit growth has aligned with the decelerating
household income and wage growth. Hence, RBI’s onboarding accommodative policy
rate and regulatory stance along with currency inflexibility are creating incessant
friction. Liquidity infusion only addresses the residual imbalances, it does little to
address the employment problem. Inducement to shore up retail lending amid
declining wages and peak level of household leverage will perpetuate default risk,
even as it camouflages the underlying infirmness. And to the extent that monetary
accommodation flares up inflation, such attempts can be self-effacing.
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Market impact:

=  The fact the bond yield at the short end has remained mostly invariant and long
end has hardened indicates that RBI’s rate cut, and large liquidity infusion have
been ineffective.

=  The switch from ECBs to domestic credit by NBFCs and MFIs can increase the
demand for funds in the banking system, thereby intensifying the scamper for
deposits even further. Their dependence on non-deposit liabilities can rise again.
All these will sustain margin pressure for banks along with aggravation of asset-
liability mismatch.

= While the reduction in risk weight for bank lending to NBFCs and MFIs would help
them from further erosion of margins, banks would stand to lose the opportunity
to charge higher lending rates.

= Credit risk on retail lending can get camouflaged and aggravated.

= |INR-USD can see quicker depreciation towards our target of 90-92.
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Exhibit 1: Average term of ECB borrowing has reduced from 5 Exhibit 2: NBFC’s substituted their borrowing from banks to ECB’s

years to 4 years post Nov’23; this is expected to reverse now
Average term of borrowing (3MMA, years) Average borrowing (3MMA, USD bn)
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Source: RBI, Systematix Research Source: RBI, Systematix Research
Exhibit 3: Relative to Sep’23 the NIMs have fallen by 50-100bp by Dec’24 for major NBFCs
Deviation (2QFY24-3QFY25, ppt) Deviation (2QFY24-3QFY25, ppt)

NBFCs Yield on net loans Cost of borrowings Spreads Yield on Avg AUM Cost of Funds NIMs
Cholamandalam Finance 0.40 0.31 0.09 0.40 0.34 0.06
M&M Finance -0.07 0.23 -0.30 -0.07 0.25 -0.32
Shriram Finance 0.03 -0.04 0.07 0.02 0.32 -0.30
Sundaram Finance 0.67 0.74 -0.07 0.67 0.46 0.22
Manappuram Finance 0.77 0.73 0.04 0.77 0.98 -0.21
Muthoot Finance 0.97 0.05 0.92 0.97 0.25 0.72
Bajaj Finance 0.08 0.52 -0.44 -0.41 0.14 -0.55
IIFL Finance -0.88 0.20 -1.08 -0.88 -0.09 -0.13
Aavas -0.36 0.50 -0.86 -0.49 0.06 -0.55
Aptus 0.30 0.67 -0.36 -0.21 0.52 -0.73
Canfin -0.02 0.17 -0.19 0.13 0.23 -0.11
Homefirst -0.13 0.47 -0.60 -0.07 0.85 -0.92
LICHF -0.30 0.08 -0.37 -0.31 0.03 -0.34
Bajaj Housing -0.05 -1.12 1.06 -0.37 -0.18 -0.19
Credit access -0.38 -0.18 -0.19 -0.02 -0.05 0.03
Fusion -2.70 0.33 -2.20 -4.32 -0.03 -3.78
Spandana -1.47 -0.33 -1.15 -2.68 -0.37 -2.31
Ugro 0.00 0.97 -0.97 0.02 0.44 -0.12
Capri 0.28 0.19 0.09 -1.55 0.01 -1.56
Average -0.15 0.24 -0.34 -0.44 0.22 -0.58

Source: RBI, Systematix Research, calculated figures

eSS Systematix Research is also available on Bloomberg SSSL <Go>, Thomson & Reuters Systematix Shares and Stocks (India) Limited 4



DISCLOSURES/APPENDIX

I.  ANALYST CERTIFICATION

|, Dhananjay Sinha, Purvi Mundhra, Deeksha Bhardwaj, hereby certify that (1) views expressed in this research report accurately reflect my/our personal views about any or all of the
subject securities or issuers referred to in this research report, (2) no part of my/our compensation was, is, or will be directly or indirectly related to the specific recommendations or views
expressed in this research report by Systematix Shares and Stocks (India) Limited (SSSIL) or its group/associate companies, (3) reasonable care is taken to achieve and maintain
independence and objectivity in making any recommendations.

Disclosure of Interest Statement Update
Analyst holding in the stock No
Served as an officer, director or employee No

I.  ISSUER SPECIFIC REGULATORY DISCLOSURES, unless specifically mentioned in point no. 9 below:

1. The research analyst(s), SSSIL, associates or relatives do not have any financial interest in the company(ies) covered in this report.
2. The research analyst(s), SSSIL, associates or relatives collectively do not hold more than 1% of the securities of the company(ies) covered in this report as of the end of the month
immediately preceding the distribution of the research report.
3. The research analyst(s), SSSIL, associates or relatives did not have any other material conflict of interest at the time of publication of this research report.
4. Theresearch analyst, SSSIL and its associates have not received compensation for investment banking or merchant banking or brokerage services or any other products or services
from the company(ies) covered in this report in the past twelve months.
5. The research analyst, SSSIL or its associates have not managed or co-managed a private or public offering of securities for the company(ies) covered in this report in the previous
twelve months.
6. SSSIL or its associates have not received compensation or other benefits from the company(ies) covered in this report or from any third party in connection with this research
report.
7. The research analyst has not served as an officer, director or employee of the company(ies) covered in this research report.
8. The research analyst and SSSIL have not been engaged in market making activity for the company(ies) covered in this research report.
9. Details of SSSIL, research analyst and its associates pertaining to the companies covered in this research report:
Sr. Yes /
Particulars
No. No.
1 Whether compensation was received from the company(ies) covered in the research report in the past 12 months for investment banking transaction by SSSIL. No
2 Whether research analyst, SSSIL or its associates and relatives collectively hold more than 1% of the company(ies) covered in the research report. No
3 Whether compensation has been received by SSSIL or its associates from the company(ies) covered in the research report. No
4 Whether SSSIL or its affiliates have managed or co-managed a private or public offering of securities for the company(ies) covered in the research report in No
the previous twelve months.
5 Whether research analyst, SSSIL or associates have received compensation for investment banking or merchant banking or brokerage services or any other No
products or services from the company(ies) covered in the research report in the last twelve months.

10. There is no material disciplinary action taken by any regulatory authority that impacts the equity research analysis activities.

BUY (B):

STOCK RATINGS

The stock's total return is expected to exceed 15% over the next 12 months.

HOLD (H): The stock's total return is expected to be within -15% to +15% over the next 12 months.

SELL (S):

The stock's total return is expected to give negative returns of more than 15% over the next 12 months.

NOT RATED (NR): The analyst has no recommendation on the stock under review.

INDUSTRY VIEWS

ATTRACTIVE (AT): Fundamentals/valuations of the sector are expected to be attractive over the next 12-18 months.
NEUTRAL (NL): Fundamentals/valuations of the sector are expected to neither improve nor deteriorate over the next 12-18 months.
CAUTIOUS (CS): Fundamentals/valuations of the sector are expected to deteriorate over the next 12-18 months.

DISCLAIMER

The information and opinions contained herein have been compiled or arrived at based on the information obtained in good faith from sources believed to be reliable. Such information
has not been independently verified and no guaranty, representation of warranty, express or implied, is made as to its accuracy completeness or correctness.

This document is for information purposes only. This report is based on information that we consider reliable; we do not represent that it is accurate or complete and one should exercise
due caution while acting on it. Description of any company(ies) or its/their securities mentioned herein are not complete and this document is not and should not be construed as an offer
or solicitation of an offer to buy or sell any securities or other financial instruments. Past performance is not a guide for future performance, future returns are not guaranteed and a loss
of original capital may occur. All opinions, projections and estimates constitute the judgment of the author as on the date of the report and these, plus any other information contained
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in the report, are subject to change without notice. Prices and availability of financial instruments are also subject to change without notice. This report is intended for distribution to
institutional investors.

This report is not directed to or intended for display, downloading, printing, reproducing or for distribution to or use by, any person or entity that is a citizen or resident or located in any
locality, state, country or other jurisdiction where such distribution, publication, reproduction, availability or use would be contrary to law or regulation or what would subject to SSSIL or
its affiliates to any registration or licensing requirement within such jurisdiction. If this report is inadvertently sent or has reached any individual in such country, especially USA, the same
may be ignored and brought to the attention of the sender. Neither this document nor any copy of it may be taken or transmitted into the United States (to U.S. persons), Canada, or
Japan or distributed, directly or indirectly, in the United States or Canada or distributed or redistributed in Japan or to any resident thereof. Any unauthorized use, duplication, redistribution
or disclosure of this report including, but not limited to, redistribution by electronic mail, posting of the report on a website or page, and/or providing to a third party a link, is prohibited
by law and will result in prosecution. The information contained in the report is intended solely for the recipient and may not be further distributed by the recipient to any third party.

SSSIL generally prohibits its analysts, persons reporting to analysts, and members of their households from maintaining a financial interest in the securities or derivatives of any companies
that the analysts cover. Additionally, SSSIL generally prohibits its analysts and persons reporting to analysts from serving as an officer, director, or advisory board member of any companies
that they cover. Our salespeople, traders, and other professionals or affiliates may provide oral or written market commentary or trading strategies to our clients that reflect opinions that
are contrary to the opinions expressed herein. Our proprietary trading and investing businesses may make investment decisions that are inconsistent with the recommendations expressed
herein. The views expressed in this research report reflect the personal views of the analyst(s) about the subject securities or issues and no part of the compensation of the research
analyst(s) was, is, or will be directly or indirectly related to the specific recommendations and views expressed by research analyst(s) in this report. The compensation of the analyst who
prepared this document is determined exclusively by SSSIL; however, compensation may relate to the revenues of the Systematix Group as a whole, of which investment banking, sales
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Foreign currencies denominated securities, wherever mentioned, are subject to exchange rate fluctuations which could have an adverse effect on their value or price or the income derived
from them. In addition, investors in securities such as ADRs, the values of which are influenced by foreign currencies, effectively assume currency risk. SSSIL, its directors, analysts or
employees do not take any responsibility, financial or otherwise, of the losses or the damages sustained due to the investments made or any action taken on the basis of this report
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SSSIL and its affiliates, officers, directors, and employees subject to the information given in the disclosures may: (a) from time to time, have long or short positions in, and buy or sell, the
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merchantability or fitness for a particular purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall SSSIL, any of its affiliates or any third
party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. The company accepts no liability whatsoever for the actions of third
parties. The report may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the report refers to website material of the company, the company has
not reviewed the linked site. Accessing such website or following such link through the report or the website of the company shall be at your own risk and the company shall have no
liability arising out of, or in connection with, any such referenced website.

SSSIL will not be liable for any delay or any other interruption which may occur in presenting the data due to any technical glitch to present the data. In no event shall SSSIL be liable for
any damages, including without limitation, direct or indirect, special, incidental, or consequential damages, losses or expenses arising in connection with the data presented by SSSIL
through this presentation.

SSSIL or any of its other group companies or associates will not be responsible for any decisions taken on the basis of this report. Investors are advised to consult their investment and
tax consultants before taking any investment decisions based on this report.

Registration granted by SEBI to SSSIL and certification from NISM to the analyst in no way guarantee performance of SSSIL or to provide any assurance of returns to investors.
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