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For the Year July 1, 2020 to March 31, 2021*

PART ONE: THE ECONOMY - REVIEW AND PROSPECTS

I ASSESSMENT AND PROSPECTS

.1 Embattled by new waves of infections
and mutant strains of COVID-19, the slow pace
of inoculation in several parts of the world and
visceral vaccine protectionism, the global and
domestic outlook has once again turned grim and
overcast with extreme uncertainty and downside
risks. By May 23, 2021 there were more than 167
million confirmed infections and over 3.4 million
fatalities worldwide, with over 26 million infections
and 3,03,720 mortalities in India. Increasingly,
country experiences underscore the paramount
need for speedy and universal vaccination on a
war footing - the virus will mutate as long as it
stays with humans; nobody is safe until everyone
is safe.

1.2 Just a year ago when the World Health
Organisation (WHOQO) declared COVID-19 a
pandemic' and India imposed a strict lockdown in
March, a deep despondency and risk psychosis
became pervasive. Since then, lives have been
lost, surviving life has been disrupted and
lifestyles have been fundamentally altered. In
India, some areas of activity, especially contact-
intensive ones, have been deeply scarred while
others such as agriculture and allied activities,
information technology, highway infrastructure,
tractor sales, railway freight, electricity demand
and domestic trade have shown a rare resilience

to the pandemic. In factory-based manufacturing
and institutionalised services, there has been
considerable adaptation to pandemic protocols,
enabling normalisation of work processes quicker
than in other sectors. Besides the toll on life and
living, the year 2020 was ravaged by output and
employment losses unprecedented in history,
globally and in India. The pandemic also turned out
to be highly inequitable —it is estimated that around
95 million additional people around the world have
been forced into extreme poverty during the year,
with 80 million more undernourished, mostly in
low-income countries?.

1.3 While the pandemic was sudden and
devastatingly swift, the policy response was
unprecedented and expansive in its reach.
Governments and central banks across the globe
fashioned measures in the form of additional
fiscal spending, foregone revenues, -capital
and debt injections, contingent liabilities, and
liquidity/ funding for lending adding up to US$ 16
trillion® or 15.3 per cent of world GDP. In India,
a calibrated policy stimulus began with direct
assistance in cash and kind to the poor and
progressively broadened into a comprehensive
package (AatmaNirbhar Bharat) to provide
support to the various sectors of the economy.
In 2020-21, it cumulated to 15.7 per cent of GDP,

* With the change in its accounting year to April-March (earlier July-June), this Annual Report covers the working and functions of the Reserve
Bank for the transition period of nine months (July 2020 - March 2021). Where available, the Report has been updated beyond March 2021.

' The World Health Organisation declared the outbreak a ‘Public Health Emergency of International Concern’ on January 30, 2020, and a

‘Pandemic’ on March 11, 2020.

2 IMF (2021), ‘World Economic Outlook- Managing Divergent Recoveries’, International Monetary Fund, Washington D.C., April.
3 IMF (2021), ‘Fiscal Monitor - A Fair Shot’, International Monetary Fund, Washington D.C., April.



ANNUAL REPORT 2020-21

including liquidity and other measures taken by
the Reserve Bank of India (RBI).

1.4 Once again, central banks became the
first line of defence as they proactively designed
and implemented various conventional and
unconventional interventions, based on their
experience from past crises. They also stepped
into uncharted terrain, lowering policy rates to
new lows, launching asset purchase programmes,
widening the range of eligible counterparties and
easing collateral norms, increasing the scale
and tenor of repo operations, and providing
relief in the form of regulatory forbearances.
These measures were complemented by implicit
and explicit forward guidance on the stance of
monetary and macro-prudential policies. The
Reserve Bank too undertook several measures,
system-wide as well as institution - instrument-
and sector-specific, to arrest the precipitous
downturn in domestic economic activity, to ease
financial conditions and in particular, to ensure
the normal functioning of financial markets and
intermediaries while preserving and maintaining
financial stability and the soundness and integrity
of payment and settlement systems. Overall, the
total support announced by the Reserve Bank for
the economy since February 6, 2020 (up to May 5,
2021) amounted to ¥15.7 lakh crore (8.0 per cent
of 2020-21 nominal GDP).

.5 By and large, pandemic policies have
worked. Global and domestic financial conditions
that froze up at the onset of the crisis responded to
central bank actions. Government and corporate
bond yields eased to historic lows and spreads
got compressed. Capital flows turned mobile as
risk appetite returned and emerging markets as
an asset class became the flavour of the season.
Overall, the easing of financial conditions helped
limit the amplification of the pandemic shock. In
hindsight, itis evident that without the extraordinary
policy support, the impact of the pandemic could
have been far worse.

.6 Economies across the world fell off a cliff in
the second quarter of 2020, plunging to depths of
contraction not fathomed before, but in the second
half of the year, a robust recovery materialised
faster than anticipated. Financial markets caught
the winds of reflation trade and risk-on sentiment,
with equity market scaling new highs, bond yields
softening and most currencies appreciating
against a weakening US dollar.

1.7 In India too, a quick turnaround lifted the
economy from an unprecedented contraction in
Q1 of 2020-21 (Q2 of 2020) to positive territory
by Q3 (Q4 of 2020), aided by supportive financial
conditions engendered by the Reserve Bank’s
liquidity measures. Sensing the recovery gaining
traction, equity markets became ebullient, with
the BSE Sensex rising 95 per cent above the
lows of March 2020 (till May 24, 2021). Corporate
performance in Q2 and Q3 of 2020-21 turned out
to be strong, with the contraction in sales offset
by expenditure compression so that profitability
improved robustly. Financial markets regained
verve, equity valuations surged, bond yields
eased and remained range-bound, and the Indian
rupee traded with an appreciating bias as India
became a preferred habitat for capital flows. As
fresh infections began to fall away and plateaued
in February 2021, even as countries around the
world started experiencing second waves and
lockdowns, the worst of the pandemic seemed to
be behind India.

1.8 All this has changed abruptly and
deleteriously so since March 2021. Staring at
among the highest caseloads in the world and the
highest daily new infections, India has stepped on
the accelerator of its vaccination drive. Efforts are
also underway on a war footing to build up gaps
in medical supplies and raw materials as well as
hospital infrastructure. The regulators - National
Pharmaceutical Pricing Authority (NPPA) and
Central Drugs Standard Control Organisation
(CDSO) - are monitoring demand, movement,
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costing and pricing of COVID-19 treatment drugs
and the central government is taking various
steps to augment production and smoothen
the medicine supply chains, including by way of
mapping producers to states. With the surge in
demand of Remdesivir injection, a key life-saving
drug being used in the treatment, it engaged with
manufacturers to double its production over a
month to about 3 lakh vials per day in May 2021.
The production and supply of medical oxygen
was similarly ramped up, including temporarily
prohibiting its use in several industries, by way
of imports of oxygen concentrators, removal of
basic customs duty and health cess on oxygen
and oxygen related equipment, besides plans to
boost capacity further by setting up new oxygen
plants. Policy authorities are bracing up to deal
with adverse fallouts on the economy from region-
centric restrictions. The near-term outlook is
clouded, with an accentuation of downside risks and
potential externalities of global spillovers, but over
the course of the tumultuous year gone by, there
have been learnings and adaptations. Drawing on
these lessons gleaned, India can prepare for the
year ahead with confidence and fortitude. Faster
vaccination holds the key to an escape from the
pandemic. Around this centrepiece, public policies
must design and implement strategies that put us
back on a secure path of strong and sustainable
growth with macroeconomic and financial stability
so that India is once again engaged in achieving
its developmental aspirations.

Lessons from the 2020-21 Experience

1.9 Looking back, COVID-19 unleashed a
once-in-a-lifetime crisis on the global economy,
defying all prognoses and producing downturns
in a wide swathe of countries that were deeper
than the most pessimistic projections. From the
time it was declared a public health emergency
of international concern by WHO in January
2020, contagion rapidly flared across the globe,

necessitating stringent lockdowns that resulted
in even larger disruptions to activity, even as the
sheer scale of infections challenged testing and
hospital intensive care capacity. Globally, GDP
outcomes in the first quarter of 2020 were worse
than expected, but there were notable exceptions
of which India was one. In the second quarter,
however, the pandemic took down all economies
in its path, producing a deep, synchronised
plunge which was unprecedented. Unlike in
other recessions, private consumption demand,
services output and the labour market, especially
for low-skilled workers who do not have the
option of working from home, went into a marked
retrenchment, reflecting the combination of social
distancing, activity and mobility restrictions, steep
income losses, and severely dented consumer
confidence. Businesses cut back on investment
in the face of the evaporation of demand, supply
chain disruptions and pessimism about future
earnings. Thus, the pandemic produced a fusion
of a broad-based aggregate demand shock and a
lockdown-induced supply shock. Trade contracted
precipitously, reflecting weak demand, the collapse
in cross-border tourism, supply dislocations and
trade restrictions.

.10  Towards the close of the second quarter
and into the third quarter, infections abated in many
countries. As economies re-opened and there was
a pick-up in mobility, the global economy began
climbing out of the recession. Overall activity
normalised faster than anticipated, with private
consumption rebounding the most vigorously. In
some economies, GDP outturns surprised on
the upside, supported by public transfers and
investment. Global trade began recovering with the
restart of activity and a strong pickup in external
demand.

.11 By late September, however, the pandemic
began to spread again, with the number of
confirmed infections worldwide touching 34 million,
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with over a million deaths. Moreover, there were
renewed surges even where the infection curve
had flattened. Consequently, countries had to slow
down re-opening and reinstate lockdowns, which
eventually caused GDP to decelerate globally again
in the fourth quarter. By end December, multiple
vaccine approvals and the launch of vaccination
in some countries brought hope. Together with a
progressive adaptation to pandemic protocols and
additional policy measures by some countries,
conditions moved into place for a strong start to
the year 2021.

.12  For the year 2020, global output sank into
its steepest contraction since the Great Depression
at (-) 3.3 per cent, with advanced countries’ GDP
down by 4.7 per cent and that of emerging and
developing countries (EMDEs) by 2.2 per cent.
World trade volume of goods and services shrank
by 8.5 per cent. Consumer price inflation halved
in advanced economies but remained broadly
unchanged year-on-year in EMDEs, reflecting the
firming up of non-fuel commodity prices. Crude
prices, on the other hand, declined by close to 33
per cent during the year.

.13  Turning to domestic developments in 2020-
21, the Reserve Bank swung into pandemic mode
in March 2020. As a part of its Business Continuity
Plan (BCP), a team of over 200 officers, staff and
service providers was quarantined to work 24x7
in isolation in order to keep essential financial
market and payment services available to the
nation. Multiple teams of trained personnel were
set up for the smooth functioning of time-sensitive
critical activities (TSCAs) from an Alternative Work
Area Site (AWAS). The country-wide invocation
of BCP by all regional offices/business units was
handled with enhanced recourse to technology.
These crisis management initiatives ensured
uninterrupted 24x7 functioning of financial
markets and institutions, adequate currency in
circulation, seamless and secure payment and

settlement systems, both wholesale and retail,
and all functions that Reserve Bank performs in
the national interest, including foreign exchange
transactions and external investments.

.14  In its first wave, the pandemic’s fury was
at its height in Q1:2020-21. The Indian economy
contracted 24.4 per cent y-o-y, the deepest
downturn amongst G20 countries. In Q2, however,
the contraction started to ease, reflecting vigorous
efforts to revive the economy, gradual relaxation
of mobility restrictions, monetary and liquidity
easing, and fiscal support. By Q8, India had pulled
out of a technical recession. In its February 2021
estimates, the National Statistical Office (NSO)
estimated that real GDP for the full year would
have shrunk by 8.0 per cent, the first contraction
since 1980-81 and the severest since national
accounts have been compiled in India.

.15  Private consumption contributes about
56 per cent of GDP, the stable bedrock of
domestic demand. During the pandemic, however,
private consumption sank unprecedentedly
into contraction. Urban demand remained in
retrenchment and lagged its rural counterpart.
Government final consumption expenditure
(GFCE) played a counter-crisis cushioning role
and smoothed aggregate demand. Excluding
GFCE, GDP would have fallen by 29 per cent
in Q1 and by 9.3 per cent in the full year 2020-
21. Moreover, growth in capital expenditure of
the Centre created conducive conditions for a
modest upturn in gross capital formation after a
hiatus of two quarters, pivoting overall economic
activity from contraction to growth in Q3. The
level of capital formation for the year as a whole,
however, remains below pre-pandemic. When
plans to revive the capex cycle come to fruition,
it can be the crucial lever of growth in 2021-22.
Net exports contributed positively to aggregate
demand in 2020-21, but mainly on account of the
higher contraction in imports relative to exports.
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The current account balance is expected to have
recorded a modest surplus for the year as a
whole for the first time after 2003-04. During April-
December 2020, net capital flows amounted to 2.7
per cent of GDP and in the absence of a financing
requirement from the current account, there was a
large accretion to foreign exchange reserves.

.16 These developments have sobering
lessons. First, the health crisis has shown us how
globalised we are, not only in our vulnerability to
viral infections but also in the manner in which
vaccines are produced and shared. Excoriating
COVID-19 from the earth will need a global effort
so that everyone is vaccinated. Second, compared
to financial crises, a health crisis can be more
pervasive, persistent and debilitating in its impact
on the real economy. Letting down the guard is
perilous; it is best to prepare for future waves.
Third, private investment is the missing piece in the
story of the Indian economy in 2020-21; reviving
it awaits an environment in which ‘animal spirits’
are rekindled and entrepreneurial energies are
released so that backward and forward linkages
and multipliers prepare the ground for a durable
investment-driven recovery. Fiscal policy, with the
largest capex budget ever and emphasis on doing
business better, has swung into a crowding-in role.
It is apposite now for Indian industry to pick up the
gauntlet. The share of GFCF in aggregate GDP
inched up to a six-quarter high at 33.0 per cent in
Q3:2020-21, but in relation to its peak in 36.1 per
cent in Q2:2008-09 there is some catch-up still.
Within saving too, there is a compositional shift
underway among institutional sectors, reflecting
the normalisation of economic activity. Preliminary
estimates indicate that household financial saving
plateaued to 8.1 per cent in Q3:2020-21 from a
high of 21.0 per cent in Q1 — precautionary and
forced saving in response to the pandemic was
being unwound. At the same time, a surge in
retained earnings is boosting saving by the non-
financial corporate sector, which registered a

sharp increase in Q3. At this juncture, therefore,
the Indian economy is at a cusp. A virtuous
combination of public and private investment can
ignite a shift towards investment and thereby to
a trajectory of sustained growth by exploiting the
unique point at which the economy is poised — at
the crossroads of regaining its place as the fastest
growing economy in the world, the third largest
in terms of purchasing power parity, with late
dividends of demographic transition still accruing,
and a strong external position.

.17  Aggregate supply conditions were
underpinned by the robust performance of
the farm sector amidst the encircling gloom.
Agriculture and allied activities emerged as the
bright spot in the Indian economy in 2020-21.
With adequate monsoon rainfall for the third
successive year, new records were scaled in
foodgrains and horticulture production, propelling
an above-trend expansion in the output of the
sector as a whole. Foodgrains stocks rose to
6.5 times the buffer norms for rice and 2 times
for wheat, entrenching food security in these
challenging times, but also posing difficulties
for stock management. The prudent decision to
keep the farm sector outside the ambit of the
lockdown ensured that sowing and harvesting
cycles were not disrupted. Unlike other countries,
India had to confront the problem of large-scale
reverse migration of labour as in the initial phase,
COVID-19 was widely perceived to be an urban
disease. The Pradhan Mantri Garib Kalyan
Yojana (PMGKY), under which provision has
been made for additional employment to returnee
migrant workers for 125 days, played a safety
net role in managing the labour displacement,
complemented by employment offered under the
Mahatma Gandhi National Rural Employment
Guarantee Act (MNREGA). A direct boost to the
agricultural sector was also provided through
various initiatives under the AatmaNirbhar Bharat
Abhiyan, viz., an Agriculture Infrastructure Fund,
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an Animal Husbandry Infrastructure Development
Fund, Kisan Rail, and the Pradhan Mantri Matsya
Sampada Yojana (PMMSY).

.18 Indian industry’s passage through
pandemic times has been one of both deep
losses and windows of opportunity. Manufacturing
suffered the worst contraction, with the brunt
of the loss of output concentrated in Q1. The
mining sector continued to languish, throttled by
supply bottlenecks, with the steepest contraction
in 2020-21 after 2011-12. Crude oil and natural
gas production dropped due to lack of critical
infrastructure and equipment and operational
difficulties amidst the pandemic. At the same time,
the pandemic opened up vistas of expansion for
pharmaceuticals. The production-linked incentive
(PLI) scheme introduced for bulk drugs and medical
devices has been received well by the industry and
it is expected to support domestic pharmaceutical
production and medical exports. Automobiles also
posted strong growth. The passenger car and two
wheelers’ segments benefited from the change
in consumer preferences induced by social
distancing towards personal vehicles over public
transport. Another heartening feature of industrial
activity has been the early revival of electricity
generation and its robust growth profile in the
second half of the year. In Q4:2020-21, however,
the industrial sector relapsed, with contraction in
overall output of 0.9 per cent in January 2021 and
3.4 per cent in February. Since August 2020, the
manufacturing purchasing managers’ index has
been in expansion, indicating a brighter outlook,
but current conditions remain fragile and volatile.

.19  The services sector suffered heavily as
activity in contact intensive services came to a
near standstill in the initial period of the pandemic.
Even as contact intensive sectors like aviation,
tourism and hospitality suffered grievously, high
frequency indicators pointed to a swifter than
expected recovery in other sectors. The steady

improvement in e-way bills in the second half of the
year, along with strong GST collections, indicated
that a recovery is underway in domestic trading
activity. Just like the primary sector, the ultra-
tertiary industries such as IT displayed remarkable
resilience in the face of the pandemic. Another
area of strength turned out to be construction,
boosted by the emphasis on sustaining the pace
of expansion of the physical infrastructure - the
construction of national highways reached a
new record of 13,000 kilometres in 2020-21, with
around 37 kilometres of construction a day. This
also had positive effects in reviving the demand for
housing. FASTags, a step towards cashless tolling
made mandatory in February 2021, resulted in a
strong growth of National Electronic Toll Collection
(NETC), both in value and volume. E-commerce
platforms thrived through the pandemic, supported
by a wave of start-ups and the rising tide of
digitisation. Even brick and mortar enterprises
made their presence online to hold on to market
shares.

.20 The services sector is still wounded.
The outlook was brightening in Q4 of
2020-21 with multi-speed paths out of the
pandemic among different sub-sectors. The
services PMI witnessed its deepest contraction
in April 2020, but it recovered slowly thereafter,
entering into expansion zone since October and
staying there for seven consecutive months. The
pandemic ravaged the labour market, with self-
employed and casual labourers suffering the
biggest hits. With the easing of lockdowns and the
return of migrant labour to cities, employment had
started edging towards normalcy, as portrayed by
data emanating from households’ surveys, pay
roll numbers and new openings in the corporate
sector before the second wave.

.21 The nation-wide lockdown and excessive
rains in some parts of the country caused supply
disruptions, keeping food inflation elevated during
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the major part of the year. Rising global edible
oils prices exacerbated price pressures in view
of India’s large dependence on palm oil imports.
Ratchet effects of a hike in excise duties on petrol
and diesel in May 2020, the increase in global gold
prices in the first half of the year, shortage of labour
due to reverse migration and additional safety
measures added to cost push, firming up core
(excluding food and fuel) inflation. Furthermore,
margins were increased in order to recoup lost
incomes; in general, retail markets become less
competitive under epidemics as consumers are
unable to scout for lower prices due to the need for
social distancing. As a consequence of all these
factors, headline inflation remained above 6 per
cent for the first eight months of the year, including
in April and May when data were imputed in
absence of satisfactory data collection. After a
brief moderation during November 2020 - January
2021 on account of the seasonal winter easing in
food prices, inflation resumed its uptrend during
February-March 2021 as core inflation maintained
an unrelenting elevation. Reflecting these
influences and the firming up of global commodity
prices into what is widely believed to be the onset
of another commodities supercycle, CPI headline
inflation rose to an average of 6.2 per cent during
2020-21 from 4.8 per cent in 2019-20. Year-on-
year, in March 2021, the prices of global energy
(World Bank Pink Sheet Data) increased by 89.7
per cent, food prices by 29.4 per cent, metals and
minerals prices by 60.4 per cent and precious
metals prices by 16.3 per cent. Thus, India was
confronted with a trade-off between depressed
economic activity in relation to potential and
inflation ruling above the target, each imposing
conflicting pulls and challenging the conduct of
monetary policy.

.22  Against this backdrop, the monetary policy
committee (MPC) reduced the policy repo rate by
115 basis points (bps) during March-May 2020 to
4.0 per cent. Taking into account the cuts of 135 bps

in the policy rate during February 2019-February
2020, the cumulative reduction in the policy rate
in the current easing cycle has been 250 bps.
Monetary transmission improved notably during
2020-21 on the back of surplus liquidity conditions
and mandated external benchmark-based pricing
of floating rate loans to select sectors. The weighted
average lending rate (WALR) on fresh rupee loans
declined by 79 bps during the year. The MPC gave
time-contingent forward guidance, stating that
monetary policy would remain accommodative
through the financial year 2020-21 and into 2021-
22 to revive growth and mitigate the impact of
COVID-19 on the economy, while ensuring that
inflation remains within the target going forward.

.28 The Reserve Bank undertook several
conventional and unconventional measures
to ensure ample system-level liquidity as well
as targeted liquidity to support vulnerable
sectors, institutions and financial instruments.
As a consequence, interest rates eased across
the spectrum, spreads were compressed and
conducive financial conditions prevailed. This
enabled the normal functioning of financial
markets and institutions, an orderly completion of
the enhanced government borrowing programme
at a 17-year low weighted average cost of
borrowings, and a record volume of corporate
bond issuances.

.24  As stated in the foregoing, explicit forward
guidance became an innovative feature of the
conduct of monetary policy during 2020-21. The
Reserve Bank emphasised that financial market
stability and the orderly evolution of the yield curve
are public goods, the benefits of which accrue to
all stakeholders in the economy. In this scenario,
the Reserve Bank conducted market operations
through a variety of instruments, including long
term repo operations (LTROs), targeted long
term repo operations (TLTROSs), on-tap TLTROs
aimed at specific sectors, a liquidity window for
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mutual funds, a special liquidity scheme (SLS)
operationalised through a special purpose vehicle
to improve the liquidity position of non-banking
financial companies (NBFCs) and housing finance
companies (HFCs), open market operations
- including in state development loans (SDLs) -
and twist operations. These operations dispelled
illiquidity fears and avoided any potential systemic
risks to the financial sector. As normalcy returned,
banks were enabled to benefit from the benign
interest rate environment by prematurely returning
the funds availed earlier under LTRO/ TLTROs.
Additionally, Cash Reserve Ratio (CRR) was
reduced by 100 bps (from 4.0 per cent to 3.0 per
cent). Further, the borrowing limit for banks under
the Marginal Standing Facility (MSF), by dipping
into their Statutory Liquidity Ratio (SLR), was
enhanced to 3 per cent of NDTL from 2 per cent
earlier. Pre-emptive regulatory measures were
announced to provide relief to the borrowers in the
form of moratorium on loan repayments, followed
by a comprehensive Resolution Framework 1.0 to
enable resolution of viable accounts impacted by
the COVID-19.

.25 India also mounted a large fiscal stimulus
that was referred to earlier, in a calibrated rollout to
mitigate the impact of COVID-19 on the economy.
As a consequence, capital expenditure grew by
a robust 104.4 per cent during October 2020 -
February 2021, reversing the contraction of 11.6
per cent in H1:2020-21. This improvement in the
quality of expenditure was also mirrored at the
sub-national level, with states’ capital expenditure
(net of loans and advances disbursed) recovering
to pre-pandemic levels during H2:2020-21.
Government revenues, on the other hand,
plummeted in 2020-21, with the cyclical and
pandemic-induced shortfalls in tax revenue
exacerbated by the absence of cushions from

4 Based on projections for Q4:2020-21.

disinvestment. In the event, the expenditure push
led to the fiscal deficit expanding to 9.4 per cent
of GDP, significantly above the budget estimate of
3.5 per cent.

.26 On the external front, India’s merchandise
trade deteriorated sharply in Q1:2020-21 under
the onslaught of the first wave of the COVID-19
pandemic. With the gradual resumption of cross-
border trading activity and unlocking of the
domestic economy as infections abated from
mid-September, merchandise trade started to
show signs of recovery. A revival in exports was
backed by the strong performance of drugs and
pharmaceuticals and agriculture. India emerged as
a key pharmaceutical supplier to the world on the
basis of its generic drug manufacturing capacity
— India has the largest number of pharmaceutical
plants approved by international regulatory bodies
(US Food and Drug Administration; World Health
Organisation - Good Manufacturing Practice or
WHO-GMP; and European Directorate of Quality
Medicines or EDQM). Merchandise imports also
picked up towards the second half of the year as
domestic demand began to recover. For the year
as a whole, the merchandise trade deficit shrank
y-o-y from US$ 161.3 billion to US$ 98.6 billion.
The collapse in overseas demand amidst travel
and transportation restrictions suppressed both
exports and import of services, with only IT-related
services exhibiting resilience and providing critical
support to overall net exports. Worsening income
levels and losses of job opportunities in host
countries, coupled with reverse migration from the
Gulf region, impinged upon the flow of inbound
remittances. Given the underlying developments
in merchandise and invisibles, the current account
surplus of 3.0 per cent of GDP in H1:2020-21
flipped into a deficit of about 0.5 per cent of GDP
in H2%.
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.27 India remained an attractive investment
destination as net foreign direct investment (FDI)
flows crossed a high during the year, even though
there was a collapse in global FDI flows, and
especially those going to advanced economies.
The digital sector turned out to be a large recipient
of FDI into India with a few big-ticket deals.
Foreign portfolio investment (FPI) flows also
surged as investors’ risk appetite returned, with
ultra-accommodative monetary policy stances of
advanced economies’ central banks acting as the
main push factor.

[.28  The health of the banking sector emerged
as a priority for the Reserve Bank as it sought to
cushion the former from the pandemic. A number
of measures were put in place to mitigate its
impact, which included inter alia easier access to
working capital; moratorium; asset classification
standstill; restriction on dividend pay-outs;
permitting restructuring of viable accounts;
and also postponement of planned roll-outs of
prudential norms such as the capital conservation
buffer (CCB) and the net stable funding ratio
(NSFR), along with easing of the dispensation
for the liquidity coverage ratio (LCR) requirement
(details of major policy measures announced by
the Reserve Bank during the year are covered in
Annex | and Il of the Report).

.29  The gross non-performing assets (GNPA)
ratio of scheduled commercial banks (SCBs)
decreased to 6.8 per cent by end-December
2020 from 8.2 per cent in March 2020. Prudent
provisioning by banks, even over and above
regulatory prescriptions for accounts availing
moratorium and undergoing restructuring, resulted
in an improvement in the provision coverage ratio
of SCBs to 75.5 per cent at end-December 2020
from 66.6 per cent in March 2020. Adjusting for
write offs, the PCR was 88.0 per cent, up from
81.3 per cent in March 2020. The capital to risk-
weighted assets ratio (CRAR) of SCBs rose to 15.9
per cent by end-December 2020 from 14.8 per cent

at end-March 2020, aided by capital raising from
the market by public and private sector banks, and
retention of profits. Scheduled commercial banks’
(SCBs) credit to the commercial sector rose by
5.6 per cent (y-o-y as on March 26, 2021), lower
than 6.1 per cent a year ago. Their investments in
government securities accelerated, rising by 19.3
per cent as against 10.6 per cent a year ago. After
reporting net losses in the March 2020 quarter,
public sector banks (PSBs) reported a positive
return on assets (RoA) in subsequent quarters.
The true position of their balance sheets and
capital positions can be gauged only with the roll
back of regulatory reliefs.

.30 The Reserve Bank also took several
steps during the year to strengthen the regulatory
framework for NBFCs and HFCs. For NBFCs,
it commenced a move towards a scale-based
regulatory framework. A revised framework
for HFCs was put in place in October 2020 to
promote a regulatory level-playing field. There
has been a phased introduction of a liquidity risk
management framework for NBFCs, including
a liquidity coverage ratio (LCR). Guidelines for
core investment companies (CICs) were also
comprehensively reviewed. The gross NPA ratio for
NBFCs improvedto 5.7 per centin December 2020
from 6.8 per cent in March 2020, though largely on
account of relaxation in asset classification norms
pursuant to the Supreme Court’s decision on
standstill. The CRAR for NBFCs also marginally
improved to 24.8 per cent from 23.7 per cent
during the same period.

.31  During the vyear, the Reserve Bank
implemented the recommendations of the
Expert Committee on MSMEs and the Internal
Working Group on Agricultural Credit to improve
inclusiveness and to enhance flow of credit to
these sectors. Revised Master Directions on
priority sector lending (PSL) were issued to align
it with emerging national priorities. Co-lending
was introduced to improve the flow of credit to the
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unserved and underserved sectors of the economy
at an affordable cost. The scaling up of pilot centres
for financial literacy (CFL) was initiated to cover the
entire country in a phased manner.

.32 The Reserve Bank has been working
towards strengthening the supervisory framework
for both banking and non-banking sectors. The
supervisory approach is now more forward-
looking and root-cause oriented than before,
incorporating both quantitative and qualitative
elements into assessment processes. During
the vyear, initiatives were taken towards (a)
integration of supervisory functions meant for
different supervised entities; (b) specialisation and
reinforcement of supervision through both vertical
and horizontal risk assessments; (c) setting up
a dedicated College of Supervisors for capacity
development; and (d) harnessing SupTech.

.33  The COVID-19 pandemic has fast-tracked
digital transformation of the payments ecosystem
in India. Besides augmenting the broad-based
use of technology, the pandemic has fuelled the
proliferation of digital modes of payment, propelling
the country towards ‘less-cash’ alternatives.
Digital transactions recovered from their lows in
the months of the lockdown and gained traction
over the rest of the year with a growing preference
for contactless transactions and tailored financial
offerings by FinTech players to adapt to the needs
of end-users. Driving the continued policy support
by the Reserve Bank and the government is an
emphasis on balancing the objectives of fashioning
an appropriate regulatory policy, while ensuring
an orderly growth of the digital lending ecosystem.

.34  Theintroductionof24x7 RTGSinDecember
2020 created an enabling environment for the
speedy and secure growth of digital transactions.
India has become one of the very few countries
across the world where RTGS system operates
round the clock throughout the year. In March
2021, transactions through RTGS swelled by 70
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per cent (y-o-y). In the retail segment, the Unified
Payments Interface (UPI) recorded 273 crore
transactions, with values crossing the 5 lakh crore
mark for the first time. Transactions through other
retail payment systems, like the National Electronic
Funds Transfer (NEFT), the National Electronic
Toll Collection (NETC), the Bharat Bill Payment
System (BBPS), the Immediate Payment Service
(IMPS) and the National Automated Clearing
House (NACH), also grew strongly. Overall, the
total digital transaction volume in 2020-21 stood
at 4,371 crore, as against 3,412 crore in 2019-20,
attesting to the resilience of the digital payment
system in the face of the pandemic.

.35 2020-21 will go down in history as the year
of the COVID-19 pandemic break in the life and
ethos of humanity. It altered economic activity,
finance and, more generally, life and livelihoods
in a drastic and deep way that may take several
years to heal. The pandemic also exposed the
fragility of health care infrastructure and the
inadequacy of health spending over the years. The
year 2020 will also be notable for unprecedented
policy responses which, although not coordinated,
turned out to be synchronised globally. Admirably,
the scientific community mobilised on a scale and
speed never seen before and the rollout of vaccines
by December 2020 is a testimony to its versatility
and brilliance. The selfless and committed work
of healthcare professionals and frontline workers
in helping the system to control the pandemic,
even by risking their lives, deserves accolades
in these uncertain times. From this point in time,
the global recovery and its outlook, including for
India, will be contingent on the pace and coverage
of vaccination and its efficacy against emerging
variants of the virus.

Looking Ahead to 2021-22 and Beyond

.36  Historically, outbreaks of influenza
pandemics occur in waves. Several countries
across the world have already experienced
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two or more waves of COVID-19. Each of these
visitations present painful trade-offs between
protecting lives through restrictive measures
and protecting livelihoods by not resorting to
them. This is the dilemma confronting all as the
recent virulent waves surge through various parts
of the world. India is not immune to this razor’s
edge dilemma. In line with the mathematical
models built around epidemiological regularities
predicting that India’s second wave may broadly
peak by mid-May 2021, the daily new infections
have started to drop recently, though the incidence
and replication factor still remain high for comfort.
Under this outcome, the macro-economic costs
of this wave can be limited to Q1:2021-22 with
possible spillovers into July. This is the most
optimistic scenario that can be envisaged at this
juncture — it provides a limited window to establish
strict pandemic protocols and logistics, ramp up
vaccines production and medical supplies, fill gaps
in the health infrastructure and build up stocks,
especially of vaccines, in preparation for the next
wave of infections. In all other outcomes, losses in
terms of lives, employment and output are likely
to be adverse and long lasting. Given the size and
sophistication of India’s pharmaceutical industry,
there is certainly hope that India can leverage on
its strength and contain future waves.

[.37  An uneven global recovery haltingly ekes
its way through new infections and mutations,
struggling to gain traction. Countries that are
vaccinating rapidly and widely are flattening the
infections curve. They will likely exit the current
waves of the pandemic sooner than others and
lead the global recovery, although they will remain
at risk until vaccination is equal and universal.
Forces rooting for the recovery are the ongoing
vaccination drives, and additional policy support
wherever headroom is available. Under these
conditions, the global economy is projected to
grow at 6.0 per cent in 2021 by the IMF in its
April 2021 World Economic Outlook. Downside
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risks tilt the balance: pandemic resurgence;
tighter financial conditions; extended scarring;
intensified social unrest; and geopolitical and
trade frictions. Hearteningly in October 2020, the
G20 has reaffirmed its determination to continue
to use all available policy tools as long as required
to safeguard people’s lives, jobs and income,
support the global economic recovery, and
enhance the resilience of the financial system,
while safeguarding against downside risks.

.38  Astherecovery strengthensin 2021, global
trade is expected to accelerate. The IMF projects
an expansion of 8.4 per cent in trade volumes
of goods and services (the WTO’s projection
of merchandise trade volume is 8.0 per cent),
although they will remain below the pre-pandemic
trend. Cross-border services trade (tourism and
transportation) is likely to remain subdued until
the pandemic recedes globally, pandemic-related
restrictions on international travel ease and
confidence returns.

.39 Inflation is expected to remain low in
advanced economies (AEs) and in most of the
emerging market economies (EMEs) due to
considerable slack in economic activity; in the
nearer-term, though, large fiscal and monetary
stimuli and elevated commodity prices pose
upside risks as market-based indicators of
inflation expectations are revealing. By April 2021,
energy prices had risen by 170 per cent and non-
energy commodity prices (agriculture, fertilisers,
minerals, metals and precious metals) by 42 per
cent from pandemic lows a year ago.

.40 InIndia, the pace of contagioninthe second
wave has been alarming, stretching the health
infrastructure in terms of the capacity to handle a
surge of this size and speed. Daily new confirmed
infections surpassed the peak of the first wave and
crossed 1 lakh in early April, before vaulting above
4 lakh by the end of the month and then dipping
to 2.2 lakh as on May 23, 2021. Recoveries have
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lagged behind infections, resulting in the recovery
rate dropping to 88.7 per cent as on May 23, 2021
even as the confirmed death rate hovered around
1.1 per cent amidst reports of higher fatalities that
were not confirmed medically. While in the initial
stages, Maharashtra appeared to be its epicentre,
the second wave engulfed other parts of the
country over the next few weeks, with a total tally
of confirmed cases crossing 2.6 crore, with over
27 lakh active cases and 3.03 lakh fatalities as on
May 23, 2021. As of May 23, 2021, total confirmed
COVID-19 cumulative death rate per capita in
India has been 50 per cent below global average.
With the recent second wave, the marginal death
rate - 7-day average of new deaths per million of
population - in India at 3.04 per cent moved ahead
of global total of 1.55 per cent; though the new
deaths as percentage of new infections on a 7-day
average basis still remains 20 per cent below
global average?®.

.41  Yet, the extent of misery and the loss
of human lives has left indelible fissures and
several lessons for the future: eternal vigilance
in terms of pandemic preparedness — it is not
going away for some time; priority for upscaling
health spending and health infrastructure; faster
rollout of vaccines and vaccination while building
up stocks; investing in research and development
as vaccine developers/producers are challenged
by new variants of the virus; prudent and pre-
emptive pandemic protocols, including local
lockdowns, restrictions on mobility and other
COVID-appropriate behaviour. In order to speed
up the vaccination drive, the Drugs Controller
General of India (DCGI) has approved the use
of Russia’s Sputnik V in India on April 13, 2021.
Furthermore, in order to expand inoculation
coverage, all Indians above the age of 18 are
eligible for vaccination from May 1, 2021. Vaccine
manufacturers have been provided flexibility to

5 Our World in Data.
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release up to 50 per cent of their supplies to states
and the open market at a pre-declared price.
The pricing of vaccine has been liberalised to
incentivise scaling up of production and to attract
new players into vaccine production. To augment
the basket of vaccines available for fighting the
pandemic, the government has permitted vaccines
approved in the United States (US), the United
Kingdom (UK), the European Union (EU), Japan
and/or listed by the World Health Organisation
(WHO) for emergency use in India. Furthermore,
the government has approved an advance of
34,500 crore to vaccine manufacturers to ramp up
production of vaccines.

.42  The onsetof the second wave has triggered
a raft of revisions to growth projections, with the
consensus gravitating towards the Reserve Bank’s
projection of 10.5 per cent for the year 2021-22 -
26.2 per cent in Q1, 8.3 per cent in Q2, 5.4 per
cent in Q3 and 6.2 per cent in Q4. The pandemic
itself, especially the impact and duration of the
second wave, is the biggest risk to this outlook.
Yet, upsides also stem from the capex push by
the government, rising capacity utilisation and the
turnaround in capital goods imports.

.43  For April and early May 2021, available
high frequency indicators present a mixed picture.
While mobility and sentiment indicators have
moderated, several activity indicators have held
their own and shown resilience in the face of
the second wave. GST collections crossed the
%1 lakh crore mark for the seventh consecutive
month in April and notched up the highest level
on record, suggesting that manufacturing and
services production has been maintained. On
the other hand, e-way bills moderated, pointing
to mobility restrictions and possible slackening
of GST collections in ensuing months. Slowing
down of mobility is also reflected in toll collection
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volumes during April. In the agricultural sector,
work demanded under the MGNREGA has
tapered during the month, indicative of increased
demand for farm labour. As regards industrial
activity, electricity demand is stable. Transportation
remains resilient as reflected in rising freight
traffic supported by the pandemic-related surge
in demand for essential medical supplies. On the
external front, merchandise exports and imports
have recorded growth rates of 195.7 per cent
and 167.1 per cent in April, partly reflecting low
base effect but also pointing to the revival of both
external and domestic demand. The value of total
digital transactions has been maintained in April.
Financial conditions have generally remained
congenial and supportive of the recovery.

.44  Looking ahead, the evolving CPI inflation
trajectory is likely to be subjected to both upside
and downside pressures. The food inflation path
will critically depend on the temporal and spatial
progress of the south-west monsoon in 2021.
Second, some respite from the incidence of
domestic taxes on petroleum products through
coordinated action by the centre and states
could provide relief, although international
crude oil prices continued to be volatile. Third,
a combination of high international commodity
prices and logistic costs may push up input price
pressures across manufacturing and services.
Taking into consideration all these factors, CPI
inflation is expected to average 5 per cent during
2021-22 - 5.2 per cent in Q1:2021-22; 5.2 per cent
in Q2; 4.4 per cent in Q3; and 5.1 per cent in Q4,
with risks broadly balanced. During April 2021,
inflation moderated on favourable base effects.

.45  Global developments and their spillovers
are likely to shape India’s external sector in

2021-22. Even though India’s merchandise exports
and imports show nascent signs of recovery,
the worsening global trade environment due to
resurgence in COVID-19 infections may impinge
upon external demand. Seizing the opportunities
opened up in the wake of the pandemic, domestic
firms must prepare for greater participation
in technology and capital-intensive sectors of
global value chains (GVCs) through upgradation
of requisite skills and focus on research and
development capabilities. The government’s
push under the production-linked incentive (PLI)
scheme is aimed at incentivising value addition,
production and exports and to boost the integration
of domestic industries in GVCs. In preparation,
the inverted duty structure under which inputs are
taxed at a higher rate than finished goods in PLI
sectors needs to be corrected to incentivise large
firms to shift their production bases to India and
also to reap economies of scale. The integration
of the ‘One District One Product (ODOP)’ scheme®
in export promotion initiatives under the states’
industrial policy/export policy should also boost
exports. The ongoing policy dialogue on trade
facilitation with various nations and multilateral
institutions, new trade agreements and fine-
tuning of existing Free Trade Agreements (FTAS)
to leverage competitiveness is also a priority for
enhancing export growth and GVC participation. In
the pharmaceutical sector, India should leverage
its global competitive advantage in COVID-19
vaccine production to further boost domestic
pharmaceutical exports, with a strong emphasis
on domestic production of Active Pharmaceutical
Ingredients (APIs). The indigenous production of
containers should also be prioritised to ensure a
robust cross-border supply chain network.

8 Itis an initiative under the Ministry of Commerce and Industry, Government of India, envisaged as a transformational step towards realising
the true potential of a district, fuelling economic growth and generating employment and rural entrepreneurship. The objective is to convert
each district of the country into an export hub by identifying products with export potential, addressing bottlenecks for exports, supporting
local exporters/manufacturers, and find potential buyers outside India with the aim of promoting exports/manufacturing/services industry in the

district and generate employment.
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.46  IT services exports are likely to maintain
their resilience amidst growing demand for digital
operations and cloud services. Major IT exporter
companies have secured new client strategic
partnerships with leading global companies. In
anticipation of the global recovery, spending on IT
services is set to increase and exports of Indian IT
companies are also likely to gain from the planned
increase of 9.0 per centin global IT services spend
in 20217

.47  An important factor that brightens the
prospects of the recovery is the fiscal policy stance.
The thrust on infrastructure can create conditions
for broadening the revival in activity by exploiting
forward and backward linkages and multiplier
effects. The Union Budget 2021-22 announcement
for setting up a Development Financial Institution
(DFI) with a capital base of ¥20,000 crore to finance
projects under the National Infrastructure Pipeline
(NIP) aims to address the problem of long-term
project financing. Measures are also on the anvil
for easing the doing of business in the economy. In
particular, enforcing contracts and trading across
borders (i.e., logistical process of exporting and
importing goods) need policy attention to further
improve India’s ranking in the World Bank’s index.
Recognising the risks to the recovery from a
premature fiscal tightening, the central government
has opted for a gradual fiscal consolidation by
budgeting the gross fiscal deficit (GFD) at 6.8
per cent of GDP in 2021-22 — down from 9.4 per
cent in the preceding year — and bringing it down
gradually to below 4.5 per cent of GDP by 2025-
26. Increased buoyancy of tax revenue on the back
of improved compliance, and receipts from asset
monetisation and disinvestment are expected
to support capital outlay (capital expenditure
less loans and advances) that is budgeted to
increase by 54.7 per cent. States have budgeted a

7 Gartner, April 2021.
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consolidation in the GFD at around 3.2 per cent in
2021-22 (based on budgets of 17 states), keeping
in view the 15" Finance Commission’s target of
4.0 per cent. The pandemic may induce states to
borrow more to provide counter-cyclical support in
order to deal with the second wave.

.48  Given the adverse impact of COVID-19 on
state finances, the Reserve Bank increased ways
and means advances (WMA) limit in April 2020
by 60 per cent over and above the level as on
March 31, 2020. This was extended for a further
period of 6 months till March 31, 2021, and then,
based on the recommendations of the Advisory
Committee on WMA to State Governments
(2021) [Chairman: Shri Sudhir Shrivastava], the
existing interim limit was extended for further
six months, i.e., up to September 30, 2021. The
number of days foroverdraft (OD) was increasedtill
March 31, 2021 and then extended till September
2021 inMay 2021.Furthermore, the Reserve Bank
relaxed the rules governing withdrawal from the
consolidated sinking fund (CSF) to enable states
to meet a larger proportion of their redemption
of market borrowings. The Centre has allocated
15,000 crore under the scheme of ‘Special
Assistance to States for Capital Expenditure’
for 2021-22 as interest-free 50-year loans,
which is in addition to ¥11,830 crore released to
states in 2020-21 as part of the AatmaNirbhar
Bharat package to carry out capital expenditure
during the pandemic. Based on the 15™ Finance
Commission’s recommendation, the Centre has
allowed states a net market borrowing of up to
4 per cent of GSDP for the year 2021-22, with a
flexibility to go beyond 4 per cent on fulfillment of
power sector reforms.

.49 The conduct of monetary policy in
2021-22 would be guided by evolving
macroeconomic conditions, with a bias to remain
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supportive of growth till it gains traction on a
durable basis while ensuring inflation remains
within the target. The government has retained
the inflation target at 4 per cent with the lower
and the upper tolerance band of 2 per cent and
6 per cent, respectively, for the next five years
(April 2021 - March 2026), reflecting not just the
credibility of the current framework, but also its
role in preserving macro-economic stability. In its
April 2021 resolution, the MPC voted unanimously
to keep the policy repo rate unchanged and
continue with the accommodative stance as long
as necessary to sustain growth on a durable
basis, while ensuring that inflation remains within
the target going forward.

.50  The Reserve Bank will ensure that system
level liquidity remains comfortable during 2021-
22 in alignment with the stance of monetary
policy, and monetary transmission continues
unimpeded while maintaining financial stability.
This is exemplified by the introduction of the
secondary market G-sec acquisition programme
(G-SAP) in 2021-22 under which the Reserve
Bank has committed upfront to a specific amount
for open market purchases of G-secs with a view
to enabling a stable and orderly evolution of the
yield curve under congenial financial conditions.
The positive externalities of G-SAP 1.0 operations
need to be seen in the context of those segments
of the financial markets that rely on the G-sec
yield curve as a pricing benchmark. The first
tranche of the G-SAP of 1 lakh crore has been
received well and it has had a salutary effect on
the evolution of G-sec yields. At the same time,
efforts are underway to further deepen the G-sec
market with increased retail participation. In a
major structural reform that places India in a select
league of countries, the Reserve Bank announced
online retail participation in government securities
market - both primary and secondary - along with
the facility to open gilt securities accounts (‘Retail
Direct’) with the Reserve Bank.
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1.51 With the second wave intensifying, the
Reserve Bank announced on May 5, 2021 an
array of measures as the first set of a calibrated
strategy to fight the pandemic, with its focus being
on the smallest and most vulnerable. Recognising
that the second wave could pose difficulties in loan
servicing, it announced Resolution Framework
2.0 which allows restructuring of loans taken by
individuals, small businesses and MSMEs with
an exposure cap of 325 crore. Fresh lending to
MSMEs was allowed equivalent exemption from
the Cash Reserve Ratio (CRR). Lending by small
finance banks (SFBs), micro finance institutions
(MFIs) — NBFC-MFIs and others — with gross loan
portfolios of up to ¥25 crore by end-March 2021 —
was made eligible for reckoning as priority sector
lending (PSL) and such loans can be deducted
from net demand and time liabilities (NDTL)
for cash reserve ratio requirements up to end-
December 2021. Banks were also allowed to utilise
100 per cent of floating provisions/ countercyclical
provisioning buffer held by them as at end of
2020 for making specific provisions for NPAs. In
view of mobility restrictions posed by the second
wave, regulated entities (REs) were asked not
to restrict till end-December 2021 operations of
those accounts for which periodic KYC updation
is pending.

.52  In an effort to boost provision of immediate
liquidity for ramping up COVID related healthcare
infrastructure and services in the country, an on-
tap liquidity window of ¥50,000 crore with tenors of
up to three years at the repo rate was opened till
the end of 2021-22. It was also decided to conduct
special three-year long-term repo operations
(SLTRO) of 210,000 crore at the repo rate for the
SFBs to be deployed for fresh lending of up to 10
lakh per borrower. In order to expand system-level
liquidity further and enable the orderly evolution of
the yield curve the second purchase of government
securities of ¥35,000 crore under G-SAP 1.0 was
also announced.
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[.53  With the lifting of the interim stay on asset
classification standstill by the Hon’ble Supreme
Court on March 23, 2021 banks’ asset quality will
need to be closely monitored in coming quarters,
with preparedness for higher provisioning. The
waiving of interest on interest charged on loans
during moratorium period (March 1, 2020 to
August 31, 2020) may also impinge on lending
institutions’ finances. They are, however, better
positioned than before in managing stress in
balance sheets in view of higher capital buffers,
improvement in recoveries and a return to
profitability. Stress tests indicate that Indian
banks have sufficient capital at the aggregate
level even in a severe stress scenario. Bank-wise
as well as system-wide supervisory stress testing
provide clues for a forward-looking identification
of vulnerable areas.

[.54 In the regulatory and supervisory domain,
several measures are expected to be put in
place during 2021-22, including a review of the
regulations applicable to all the regulated entities
engaged in microfinance; guidelines on dividend
distribution by non-banking financial companies
(NBFCs) and scale-based regulation for them.
Resumption of the insolvency processes under
the Insolvency and Bankruptcy Code (IBC), and
the introduction of a pre-packaged insolvency
mechanism for MSMEs to provide an easier
resolution channel are expected to bring back the
focus on meaningful resolution of stressed assets
by the lenders, even as necessary regulatory
measures are taken to respond to the fallout of
resurgent pandemic. The envisaged bad bank,
the regulatory measures aimed at developing
market-based mechanisms for credit risk transfer,
such as securitisation, transfer of loan exposures
and development of secondary loan market may

help in reducing the stressed assets on the bank
balance sheets.

.65  Steps would be taken to further strengthen
the on-site assessment of oversight and assurance
functions, including risk and compliance culture
as also business strategy/models. Efforts will be
made to smoothen the supervisory return system
by integrating the supervisory data structure for
all supervised entities (SEs) by reviewing and
consolidating the extant framework of returns. The
efficiency and efficacy of supervisory processes
will be further enhanced with the adoption of
innovative and scalable supervisory technology
(SupTech). The fraud risk management system
would be fine-tuned by improving the early
warning signal (EWS) framework, strengthening
fraud governance and response systems,
augmenting data analysis for monitoring of
transactions, introducing dedicated market
intelligence unit for frauds and implementation
of automated unique system generated number
for each fraud. With a view to strengthening the
audit systems in SEs, harmonised guidelines on
appointment of Statutory Auditors of commercial
banks (excluding RRBs), primary (urban) co-
operative banks (UCBs) and NBFCs have been
issued. Similarly, in the area of cyber security,
specific regulations have been planned: Master
Direction on Information Technology Governance,
Risk, Controls and Assurance Practices 2020; and
Master Direction on IT Outsourcing. A web-based
application portal, i.e., the Integrated Compliance
Management and Tracking System (ICMTS) will
be implemented to further enhance the efficiency
and consistency of compliance monitoring across
all the SEs.

.56  The Business Correspondent (BC) model®
came to the fore in extending unhindered financial

8 The BC model was initiated by the Reserve Bank in 2006 to promote financial inclusion.

16



ASSESSMENT AND PROSPECTS

services to the last mile during the pandemic. The
impact of COVID-19 has triggered a paradigm shift
in the way banking business is undertaken across
the globe, with an increasing role of the digital
medium in deepening financial inclusion. Drawing
on these advances, the BC model will be further
strengthened to adapt to the evolving needs and
demands of the sector. To measure the extent
of financial inclusion in the country, the Reserve
Bank proposes to construct a Financial Inclusion
Index (FI Index), based on multiple parameters. It
will be published in July for every financial year.

.57  Through the pandemic, the grievance
redressal mechanism will remain available 24x7,
ensuring that complaints against REs receive
timely and adequate attention even during the
lockdown and the phased unlock. The Reserve
Bank will focus on further improving customer
services for which internal grievance redressal
mechanism of banks will be assessed under the
framework for strengthening grievance redressal
mechanisms by banks. Education and awareness
efforts on consumer protection will also be
sustained in the ensuing year.

.58 In the area of digital payments, various
initiatives such as an innovation hub, a regulatory
sandbox and offine payment solutions are
underway to ensure that in the digital ecosystem,
India maintains its position as a leader. The
Reserve Bank is in the process of extending the
geo-tagging framework put in place to capture
location of bank branches, ATMs and BCs to cover
payment system touch points, enabling accurate
capture of their location across the country. In
line with the G-20 mandate of enhancing cross-
border payment arrangements, the possibility
of leveraging India’s domestic payment systems
to facilitate cross-border transactions is being
explored, and corridors and charges for inward
remittances will be reviewed. Keeping in mind the

17

increasing trend of outsourcing arrangements, a
regulatory framework for management of attendant
risks in outsourcing arrangements by non-bank
payment system operators will be operationalised.

.59 The prospects for FinTech in India’s
financial system in 2021-22 will depend upon
the degree of entrenchment of digital usage,
which is, in turn, contingent upon the resilience
of the wunderlying acceptance infrastructure,
financial literacy and awareness of the users (both
merchants and consumers) and strengthening
of the customer protection and cyber security
protocols in place. All these factors will help in
cementing the trust of users in digital modes. The
Reserve Bank’s initiative to set up a pan-India
new Umbrella Entity will intensify competition in
the digital space and bring out the best for end-
users and other participants in terms of efficiency
gains and convenience. Collaborations between
card issuing banks, FinTech players and other
stakeholders of the payments ecosystem are
likely to give rise to a new hybrid model of finance
that will help address credit gaps and ramp up last
mile outreach by leveraging on the geographical
footprint of banks and technological know-how of
FinTech companies.

.60 To sum up, the year gone by has left a
scar on the economy. In the midst of the second
wave as 2021-22 commences, pervasive despair
is being lifted by cautious optimism built up by
vaccination drives. Intense national efforts to beat
back the virus are coalescing at least to some
synchronicity across the world. Countries are
stepping away from vaccine nationalism as the
world adapts by learning to survive. A collective
global effort to fight the pandemic will surely bring
better results than individual countries fighting on
their own. The G20 goal of strong, sustainable and
inclusive growth may yet be in sight and within
reach.
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India joined the global economy in an unprecedented contraction in 2020-21, dragyed down by the COVID-19
pandemic. Headline inflation was elevated for most part of the year led by supply choin disruptions due to the
pandemic and spikes in key food prices. Inflation, however, moderated subsequently due to seasonal easing in food
prices since December 2020, albeit with an wpside push fiom adverse base effects during February-March 2021.
Monetary and credit conditions remained expansionary and financial marvket conditions eased considerably on
the back of abundant liquidity. Public finances were impacted by a cyclical slowdown in revenues, which was
exacerbated by COVID-19, while pandemic-induced fiscal measures pushed up expenditure. On the external fiont,
the sizeable contvaction in imports velative to exports, under deep vecessionary conditions, led to a curvent account
surplus; along with robust net capital inflows, this led to a lavge build-up of foreign exchange veserves.

II.1 THE REAL ECONOMY

1.1 In 2020, the global economic sky was
overcast with COVID-19 - a virus of the size of
0.12 microns. By end-March 2021, the virus had
resulted in over 128 million infections and over
2.8 million mortalities worldwide. The year 2021
has commenced with both hope and fear - several
parts of the world are locking down and bracing
against new waves of infections and speedily
communicable mutations. At the same time,
the approval of several vaccines has spurred
vaccination drives worldwide, albeit at different
speeds. Nearly 600 millions of vaccine doses have
already been administered (March 31, 2021), even
as vaccine producers struggle to tweak vaccines
to keep pace with mutations. In the event, 2020
has gone down in human history as the year of
the ‘Great Lockdown’, with output losses dwarfing
those suffered during the global financial crisis
(GFC) of 2008-09. World trade declined by around
8.5 per cent, with the contraction in services trade
outpacing the fall in merchandise trade.

[1.1.2 The year 2020 will also be memorable for
unprecedented policy responses which, although

not coordinated, turned out to be synchronised.
A slew of conventional and unconventional
measures was unleashed across the world,
with monetary authorities slashing policy rates
to zero and below in real terms - and even in
nominal terms in some countries - while executing
massive asset purchase programmes, payment
deferral schemes, provision of public guarantees,
emergency funding avenues and provision of
ample liquidity to financial markets. The stimulus
provided by fiscal authorities was equally
unprecedented in scale and scope, amounting
to US$ 16 trillion? (15.3 per cent of the GDP).
Of the total amount, US$ 10 trillion consisted of
additional spending or foregone revenue, while
US$ 6 trillion comprised liquidity support in the
form of guarantees, loans, asset/debt purchases,
and equity injections. This policy fightback led
to a massive easing of financial conditions and
imparted stability to the financial system, thereby
containing downside risks to growth.

1.1.3 Equity markets, in particular, have
recovered exuberantly from the panic that set in
when COVID-19 was declared a pandemicin March

' IMF (2020), ‘World Economic Outlook’, International Monetary Fund, Washington D.C., April.
2 IMF (2021), ‘Fiscal Monitor- A Fair Shot’, International Monetary Fund, Washington D.C., April.
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2020. Cyclical stocks® have led the rally, driven by
optimism surrounding the arrival of vaccines and
fresh rounds of fiscal stimulus in major economies.
Crude oil prices and other commaodity prices are
also firming up on the back of these positive
developments, with production restraints by the
organisation of the petroleum exporting countries
(OPEC) providing added momentum in February
and March 2021 and creating conditions for the
forming of a new commodity super-cycle.

[I.1.4 The agglutination of supply disruptions,
the health crisis, an unparalleled mass migration
and a hostile global environment took a heavy
toll on the Indian economy. A cyclical slowdown
had preceded the pandemic, causing real gross
domestic product (GDP) growth to register a
sequential deceleration since 2017-18, which
slumped into contraction under the onslaught of
COVID-19. Within two weeks of the World Health
Organisation (WHO) declaring it a pandemic, India
imposed a strict lockdown. The combination of
demand compression and supply disruption that
took hold in its wake caused severe debilitating
effects on the economy in Q1:2020-21. By mid-
September, the total number of COVID-19 cases
crossed 50 lakh - the second highest caseload
in the world, with over 0.8 lakh fatalities. It was
a turning point, however; thereon, India bent
the COVID-19 curve, with the seven-day rolling
average of new confirmed cases dropping from
93,199 on September 16, 2020 to 11,145 on
February 11, 2021 before rising sharply thereafter
(62,019 on March 31, 2021). By the end of March
2021, the recovery rate was around 94 per cent
and the number of active cases had surged to 5.8
lakh.

[1.L1.5 With gradual lifting of restrictions and
reopening of the economy, the pace of contraction
moderated in Q2 and GDP returned to positive
terrain in Q3 of 2020-21. Sensing the recovery
gaining traction, equity markets became ebullient,
with the BSE Sensex staging a V-shaped recovery
and rising over 91 per cent by end-March
2021 from the lows of March 2020, buoyed by
strong corporate performance in Q2 and Q3 of
2020-21, the roll-out of a massive vaccine
programme, fiscal and monetary stimulus in
place and surges of capital inflows. The prospects
for the Indian economy though impacted by
the second wave, remain resilient backed by
the prospects of another bumper rabi crop, the
gathering momentum of activity in several sectors
of the economy till March, especially housing, road
construction and services activity in construction,
freight transportation and information technology
(IT). Meanwhile, the activation of the production-
linked incentive (PLI) scheme, spectrum auctions
and considerable easing of financial conditions
are helping to shape the turnaround. On the other
hand, large and medium-scale industry, mining
and quarrying and several contact-intensive
sectors remain subdued.

[1.1.6 Against this backdrop, component-wise
analysis of aggregate demand is set out in the
following sub-section. Developments in aggregate
supply conditions in terms of the performance of
agriculture and allied sectors, value added in the
industrial sector, and performance of services are
sketched out in sub-section 3. The sub-section 4
presents analysis of employment based on high
frequency indicators. The concluding sub-section
offers some policy perspectives.

3 Cyclical stocks are stocks of companies from sectors such as metals, energy and industries that fluctuate according to business cycles and

performance of the economy.
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2. Aggregate Demand

[I.1.7 The second advance estimate (SAE) that
were released by the National Statistical Office
(NSO) in February 2021 revealed that aggregate
demand, measured by real GDP, contracted
by 8.0 per cent in 2020-21 (Table 1l.1.1 and
Appendix Table 1). This is the first contraction
experienced since 1980-81 and the severest ever.
In fact, the contraction was of the order of 15.9 per
cent in the first half of 2020-21 under the full brunt
of the lockdown imposed to curb the transmission
of COVID-19.

[1.1.8 Progressive restoration in demand
conditions was evident with a sharp rebound
in seasonally adjusted annualised growth rate
(SAAR) in Q2:2020-21, indicating a recovery
in momentum. This was sustained in the next
quarter as well, reflected in an uptick in the three-
quarter moving average (MA-SAAR) of GDP in
Q3:2020-21 (Chart 11.1.1 and Appendix Table 2).

Table Il.1.1: Real GDP Growth

(Per cent)

Component 2016-17 2017-18 2018-19 2019-20 2020-21
1 2 3 4 5 6
l. Total 7.8 71 7.4 5.9 -71

Consumption

Expenditure

Private 8.1 6.2 7.6 5.5 -9.0

Government 6.1 11.9 6.3 7.9 2.9
Il. Gross Capital 3.7 10.8 9.7 23 -12.9

Formation

Fixed 8.5 7.8 9.9 5.4 -12.4

Investment

Change in -48.8 68.3 27.2 -39.7 -3.5

Stocks

Valuables -18.6 40.2 -9.7 -14.2 -38.0
lll. Net Exports

Exports 5.0 4.6 12.3 -3.3 -8.1

Imports 4.4 17.4 8.6 -0.8 -17.6
IV. GDP 8.3 6.8 6.5 4.0 -8.0
Source: NSO.
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Chart II.1.1: GDP Growth: Y-0-Y and 3-Quarter MA-SAAR
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[1.1.9 Underlying the vicissitudes in aggregate
demand conditions in 2020-21 were compositional
shifts among constituents. Private final
consumption expenditure (PFCE) registered
a contraction for the first time in the past four
decades (Chart I1.1.2). Government final
consumption expenditure (GFCE) continued to
provide support to aggregate demand; however,

Chart II.1.2: Weighted Contribution to GDP Growth
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its contribution waned in 2020-21 as stress
mounted on government finances. Gross fixed
capital formation (GFCF) recorded a contraction,
primarily due to prevailing uncertainty and the
imposition of lockdown. There was a marked
contraction in the external sector too; however, with
imports declining sharper than exports, overall net
exports made a positive contribution to aggregate
demand. The contraction in GDP outpaced the
retrenchment in gross value added (GVA) at basic
prices on account of Food Corporation of India
(FCI) food subsidies being reflected on the Union
Budget.

Consumption

[1.1.10 Private consumption - the mainstay of
aggregate demand - was severely affected by the
pandemic. Wilting from its innate resilience, PFCE
contracted by 9.0 per cent in 2020-21, reflecting
cliff effects of the impact of the stringent nation-
wide lockdown and social distancing norms,
heightened uncertainty as a result of transitory
and permanent job losses, closures of small,
micro and unincorporated businesses and wage
resets. Discretionary consumption, particularly
on transport, hotel and restaurants, recreation
and culture, with a combined share of around
20 per cent in PFCE, remained much below
pre-COVID-19 levels. Reverse migration of workers
contributed to losses in disposable income,
thereby negatively affecting domestic remittances
and consumption. Although the deleterious
ramifications were faced in both rural and urban
areas, contraction in private consumption has
been more pronounced in case of the latter.

[1.L1.11 A sharp recovery in consumption has
become evident from Q2. Passenger vehicle sales
normalised since September 2020. In response
to improving demand, production of consumer
durables that remained sluggish during H1:2020-
21, also withessed a sharp revival in H2:2020-21.
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After a marked improvement in January, the March
2021 round of the Reserve Bank’s consumer
confidence survey (CCS) showed a worsening
consumer sentiment on the back of deteriorating
sentiments on general economic situation, income
and prices. The future expectations index (FEI)
also indicated lower optimism for the year ahead.
Going forward, the recovery of the economy from
the COVID-19 will critically depend on the robust
revival of private demand that may be led by
the consumption in the short-run but will require
acceleration of investment to sustain the recovery
(Box 11.1.1).

[1.1.12 Indicators of rural demand reveal a
promising picture. The pandemic affected rural
areas less than urban areas where population
density is higher. Furthermore, agriculture and
allied activities were generally exempted from the
lockdown measures and exhibited resilience owing
to a confluence of factors working in conjunction,
viz., a bountiful monsoon, adequate soil moisture,
replenished reservoir levels, improved labour
availability during pandemic and favourable
terms of trade for agricultural products. The
acceleration in fertilizers production and tractor
sales supported rural demand and brightened
the outlook. After remaining in contraction for 19
consecutive months, motorcycle sales entered
expansion territory in August 2020 and have since
been robust.

Investment and Saving

I1.1.13 The rate of gross domestic investment
in the Indian economy, measured by the ratio of
gross capital formation (GCF) to GDP at current
prices, reduced to 32.2 per cent in 2019-20 from
32.7 per cent in the preceding year. Although
data on GCF are not yet available for 2020-21,
movements in its constituents suggest that the
slowdown would continue. The ratio of real gross
fixed capital formation (GFCF) to GDP decreased
to 30.9 per cent in 2020-21 from 32.5 per cent in
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Box II.1.1
What Drives Recovery in Growth after a Crisis?

For a self-sustaining GDP growth trajectory post-COVID-19,
a durable revival in private consumption and investment
demand together would be critical as they account for
around 85 per cent of GDP. In view of the limited share of
government consumption demand in GDP (at around 13 per
cent in 2020-21), a rebound in private demand is essential
to sustain the recovery. Typically, post-crisis recoveries have
been led more by consumption than investment; however,
investment-led recoveries can be more sustainable and can
also lift consumption in parts by better job creation. In either
case, private demand plays a pivotal role. In this context, the
turning points in the growth cycle, determined by identifying
the local maxima and minima - using the first and fourth
quartiles of GDP growth, i.e., the lowest 25 per cent and the
highest 25 per cent of the growth are examined. Additionally,
a few censor rules are applied, such as eliminating back to
back minima or maxima and ensuring that there is at least
a one quarter gap between maxima and minima. These
additional censor rules help to cleanly identify turning points
in the GDP cycle (Chart 1).

Chart 1: Turning Points in the GDP Cycle for India
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Cycle 2 GFC Dec-2008 to Sep-2009
Up-cycle Jun-2009 to Mar-2010
Down-cycle Jun-2010 to Mar-2013
Cycle 3
Up-cycle Jun-2013 to Sep-2016
Cycle 4 Down-cycle Dec-2016 to Jun-2020
Source: RBI staff estimates.

4 There is no statistically significant evidence of the reverse causality.

Table 1: Models of GDP Growth

Dependent Variable GDP Growth

Consumption Growth Investment Growth
1 2 3
Estimation Period Q2:1998-99-Q1:2020-21 Q2:1998-99-Q1:2020-21
Consumption 0.63***
Consumption*up-cycle 0.17*
Consumption*down-cycle 0.42***
Investment 0.32**
Investment*up-cycle 0.14*
Investment*down-cycle 0.26™*

***: Significant at 1 per cent level.
*: Significant at 10 per cent level.
Source: RBI staff estimates.

A group of AR(1) models of GDP growth, augmented by
current period (i) private final consumption expenditure
(PFCE) and (ii) investment [gross fixed capital formation
(GFCF)] is estimated (Table 1). The analysis uses the GDP
cycle dating algorithm to create dummies that capture
upcycles and downcycles.

The findings suggest that an increase in consumption and
investment during a downcycle boosts GDP growth more
than during an upcycle. The analysis also suggests that
an increase in investment leads to higher consumption?,
suggesting that an investment-led recovery could boost both
output and consumption.

A mix of policies may be needed, as very low capacity
utilisation rates may leave little incentive for the private
sector to start a strong investment cycle. Therefore, there will
be a need for an increase in public investment spending that
can crowd in private investment, while private consumption
needs to be supported through improvement in consumer
credit.

As a robustness check, high-frequency lead indicators
of consumption and investment demand confirm that an
increase in investment and consumption contribute more to
GDP growth during a downcycle than in an upswing®. While
an increase in investment leads to higher consumption
demand through positive income and employment effects,
an increase in consumption does not cause an increase in
investment. Both results highlight the role of an investment-
led recovery for sustaining the post COVID-19 rebound.

Reference:

Bhadury, S., S. Ghosh and P. Kumar (2020), ‘Nowcasting
Indian GDP Growth using a Dynamic Factor Model’, Working
Paper No.3, Reserve Bank of India.

5 For tracking the investment cycle, a single-index dynamic factor was constructed from high-frequency indicators such as IIP-core, cement
production, electricity production, and manufacturing activity. Similarly, the dynamic factor for consumption activity was constructed using air

passenger, rail passenger, IIP-consumer goods, and automobile sales.
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2019-20, reflective of weak investment sentiment
in the economy. GFCF registered a contraction of
12.4 per cent in 2020-21, in view of the prevailing
uncertainty in the economy, waning business
confidence and flagging entrepreneurial appetite
for new investment. Fixed investment continues
to be the Achilles’ heel of the economy and
rekindling of animal spirits remains a top priority
for policymakers.

[I.1.14 Among the components of GFCF
construction activity remained subdued in
H1:2020-21. Apart from being affected by the
pandemic, construction was throttled by a
stringent lockdown, reverse migration of workers
from the urban construction sites, a large
inventory overhang, coupled with stressed liquidity
conditions in the early part of the pandemic. This
was also reflected in its proximate coincident
indicators — steel consumption and cement
production (Chart 11.1.3). Infusion of liquidity
helped arrest the deterioration, and housing
and construction activity rebounded in the latter

half of the year with a gradual revival in sales,
primarily due to favourable interest rates, steep
discounts by developers to liquidate inventory,
and reduction in stamp duty by a few states.
There was a collapse in investment in machinery
and equipment, reflective of muted investment by
the private sector. Both its proximate coincident
indicators — imports and production of capital
goods - registered a contraction in every month of
H1:2020-21.

[1.1.15 At a disaggregated level, fixed investment
in dwellings, other buildings and structures
decreased by 0.3 percentage points to 15.5
per cent of GDP in 2019-20, mainly due to
public non-financial corporations and the
household sector, which offset the gains made
by the general government sector through its
thrust on infrastructure and affordable housing
(Chart 11.1.4). There has been a steady growth
in fixed investment in machinery and equipment
from 10.5 per cent of GDP in 2014-15 to 12.8 per
cent in 2019-20, primarily led by the household

Chart II.1.3: Indicators of Investment Demand
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sector. Investment in intellectual property products
(IPP) - expenditure on research and development;
mineral exploration; computer software; and
other intellectual property products by private
non-financial corporations picked up sharply in
2019-20.

[1.1.16 As per the order books, inventories and
capacity utilisation survey (OBICUS) of the
Reserve Bank, seasonally adjusted capacity
utilisation in manufacturing recovered from a
sharp drop to 47.9 per cent in Q1:2020-21 to 66.6
per cent in Q3, though still below the long-term
average of 73.8 per cent. The inventory-to-sales
ratio fell sharply in Q2:2020-21 as sales exhibited
an improvement with revival in economic activity
while inventories remained close to their level in
the preceding quarter. With an increase in both
sales and inventories, inventory-to-sales ratio
increased marginally in Q3:2020-21.

[1.L1.17 The 93 round of the Reserve Bank’s
industrial outlook survey (I0S) conducted during
Q4:2020-21 points to further strengthening of
production, order books and employment. While

respondents’ sentiments on availability of finance
through banks, internal accruals and overseas
sources improved, they perceived higher cost
pressures emanating from input purchases and
salary outgoes. For the first three quarters of
2021-22, manufacturers are optimistic on
improvement in production, capacity utilisation,
employment conditions and the overall business
situation.

11.1.18 The rate of gross domestic saving picked
up to 30.9 per cent of gross national disposable
income (GNDI) in 2019-20 from 30.1 per cent
a year ago. This increase was led by financial
corporations - more pronounced in the public
sphere - coupled with an uptick in financial
saving of the household sector - the most
important source of funds - by 0.7 percentage
points to 7.8 per cent of GNDI in 2019-20,
the highest in the past four years (Table I.1.2 and
Appendix Table 3). Preliminary estimates show
an upsurge in household financial savings to
21.0 per cent of GDP in Q1:2020-21 vis-a-vis 4.0
per cent in Q1:2019-20, owing to the COVID-19
led reduction in discretionary expenditure and

Table 11.1.2: Financial Saving of the Household Sector

(Per cent of GNDI)

ltem 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20
1 2 3 4 5 6 7 8 9 10
A. Gross Financial Saving 10.4 10.5 10.4 9.9 10.7 10.4 11.9 11.1 11.0
of which:
1. Currency 1.2 1.1 0.9 1.0 1.4 -2.1 2.8 1.4 1.4
2. Deposits 6.0 6.0 5.8 4.8 4.6 6.3 3.0 4.2 4.2
3. Shares and Debentures 0.2 0.2 0.2 0.2 0.2 1.1 1.0 0.4 0.4
4. Claims on Government -0.2 -0.1 0.2 0.0 0.5 0.7 0.9 1.1 1.3
5. Insurance Funds 2.2 1.8 1.8 2.4 1.9 2.3 2.0 1.9 15
6. Provident and Pension Funds 1.1 1.5 15 15 2.1 2.1 21 21 2.2
B. Financial Liabilities 3.2 3.2 3.1 3.0 2.7 3.0 4.3 41 3.2
C. Net Financial Saving (A-B) 7.2 7.2 7.2 6.9 7.9 7.3 7.5 71 7.8

GNDI: Gross National Disposable Income.
Note: Figures may not add up to the total due to rounding off.
Source: NSO.
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the associated surge in precautionary saving
despite stagnant/reduced income. The excess
household financial savings, however, waned
substantially and its rate dropped to 10.4 per cent
of GDP in Q2:2020-21 as households switched
from ‘essential only’ spending to discretionary
spending with gradual reopening/unlocking of the
economy.

[1.1.19 There has been a discernible narrowing in
the saving-investment gap for the Indian economy
since 2013-14, indicating that a larger part of
investment funding requirement was being met
through domestic resources (Chart 11.1.5). The
resource gap of non-financial corporations, both
public and private, has registered a perceptible
decline over the years, reflecting that their
investment needs were increasingly being met
through internal resources. The drawdown on
saving by the general government sector remained
at an elevated level and led to excessive draft on
households’ financial surplus.

3. Aggregate Supply

[1.1.20 Aggregate supply, measured by gross
value added (GVA) at basic prices, contracted by
6.5 per cent in 2020-21, after growing 4.1 per cent
in the preceding year. Disentangling momentum
from base effects, three-quarter moving average
of seasonally adjusted annualised growth rate
(MA-SAAR) of GVA exhibited an uptick in
momentum in Q3:2020-21 with gradual easing of
restrictions (Chart 11.1.6).

[1.1.21 The deceleration in GVA growth was
underpinned by a contraction in the industrial
and the services sectors. While industrial GVA,
driven by its largest constituent — manufacturing
— moved out of contraction in Q3:2020-21, after
having registered contraction in the preceding five
quarters, the resilience of the agricultural sector
provided a floor to the contraction in aggregate
supply (Table 11.1.3).

Chart II.1.5: Sectoral Resource Gap
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Table 11.1.3: Real GVA Growth

Sector
1

I. Agriculture, Forestry and Fishing
Il. Industry

i.  Mining and Quarrying

ii. Manufacturing

iii. Electricity, Gas, Water Supply and Other Utility Services
lll. Services

i. Construction

ii. Trade, Hotels, Transport, Communication and Services related to Broadcasting

iii. Financial, Real Estate and Professional Services
iv. Public Administration, Defence and Other Services
IV. GVA at Basic Prices

Source: NSO.

Agriculture and Allied Activities

[1.L1.22 GVA by agriculture and allied activities
registered a growth of 3.0 per cent in 2020-21,
with record production in foodgrains. This was the
only sector which remained in expansion zone
in 2020-21, resulting in an increase in the share
of agriculture in overall GVA by 1.5 percentage
points to 16.3 per cent.

[1.1.23 The onset of the southwest monsoon
(SWM) in 2020 was on time (June 1) and it
progressed swiftly to cover the entire country by
June 26, 2020, ie., 12 days prior to its normal
date. Notwithstanding a loss of momentum in the
month of July due to less rains in north, east and
central India, the rainfall revived subsequently
and the cumulative SWM rainfall at the end of the
monsoon season stood at 9 per cent above the
long period average (LPA). As regards the spatial
distribution, while 85 per cent of the subdivisions
received normal and above normal rainfall, the
cumulative rainfall in north-west India was 16 per
cent below LPA. Aided by the good spatial and
temporal coverage of the monsoon, the area sown
was higher by 4.8 per cent year-on-year for kharif
crops.

26

(Per cent)

2016-17 2017-18 2018-19 2019-20 2020-21
2 3 4 5 6
6.8 6.6 2.6 4.3 3.0
8.4 6.1 5.0 -2.0 -7.4
9.8 -5.6 0.3 -2.5 -9.2
7.9 7.5 5.3 -2.4 -8.4
10.0 10.6 8.0 2.1 1.8
8.1 6.2 71 6.4 -8.4
5.9 5.2 6.3 1.0 -10.3
7.7 10.3 71 6.4 -18.0
8.6 1.8 7.2 7.3 -1.4
9.3 8.3 7.4 8.3 -4.1
8.0 6.2 5.9 4.1 -6.5

[1.1.24 The delayed withdrawal of SWM and the
simultaneous start of north-east monsoon (NEM)
[by October 28, 2020] created adequate soil
moisture and reservoir levels. As on January 31,
2021, water storage stood at 63 per cent of the full
reservoir level (FRL) capacity, up from the decadal
average of 52 per cent (Chart 11.1.7). This augured
well for rabi sowing which got completed to the
extent of 110 per cent of the five-year average

Chart II.1.7. Reservoir Level

Source: Central Water Commission, Gol.
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Chart II.1.8: Rabi Sowing as Percentage of Normal

Source: Ministry of Agriculture and Farmers Welfare, Gol.

Crop

1

Foodgrains

Rice

Wheat
Coarse Cereals

Pulses

Oilseeds

Sugarcane
Cotton #
Jute & Mesta ##

#: Lakh bales of 170 kg each.

Season

2

Kharif
Rabi
Total
Kharif
Rabi
Total
Rabi
Kharif
Rabi
Total
Kharif
Rabi
Total
Kharif
Rabi
Total
Total
Total
Total

(2013-14 to 2017-18) by January 31, 2021. The
jump in rabi acreage this year is mainly driven by
higher sowing under wheat, pulses and oilseeds
(Chart 11.1.8). Consequently, total foodgrain
production in 2020-21 as per the second advance
estimate (AE) is 3,033.4 lakh tonnes, 2.0 per cent
higher than that in 2019-20 final estimate (FE)
[Table 11.1.4].

[1.1.25 The production of horticulture crops
during 2020-21 was a record at 3,266 lakh tonnes
(1%t AE), 1.8 per cent higher than the final estimate
of 2019-20, surpassing the foodgrain production
for the ninth consecutive year (Table 11.1.5). The
record production in horticulture crops was led
by an increase in area under cultivation by 2.7
per cent in 2020-21 over 2019-20 even though

Table I1.1.4: Agricultural Production 2020-21

2019-20
2 AE FE
3 4
1,423.6  1,438.1
1,496.0 1,536.9
2,919.5 2,975.0
1,019.5 1,022.8
155.3 165.9
1,174.7  1,188.7
1,062.1 1,078.6
324.9 336.1
127.5 141.3
452.4 477.5
79.2 79.2
151.1 151.0
230.2 230.3
234.4 222.5
107.5 109.7
341.9 332.2
3,638.5 3,705.0
348.9 360.7
98.1 98.8

Source: Ministry of Agriculture and Farmers Welfare, Gol.

(Lakh tonnes)

2020-21 2020-21

Target 2 AE Variation (Per cent)
Over 2019-20 2™ AE Over 2019-20 FE  Over Target
5 6 7 8 9
1,493.5 1,479.5 3.9 2.9 -0.9
1,5616.5  1,554.0 3.9 1.1 25
3,010.0 3,033.4 3.9 2.0 0.8
1,026.0 1,037.5 1.8 1.4 1.1
170.0 165.7 6.7 -0.1 25
1,196.0 1,203.2 2.4 1.2 0.6
1,080.0 1,092.4 2.9 1.3 1.1
361.5 357.4 10.0 6.3 -1.1
116.5 136.3 6.9 -3.5 17.0
478.0 493.6 9.1 34 3.3
106.0 84.6 6.8 6.8 -20.2
150.0 159.6 5.6 5.7 6.4
256.0 244.2 6.1 6.0 -4.6
255.5 250.1 6.7 124 -2.1
114.5 123.0 14.4 12.1 7.4
370.0 373.1 9.1 12.3 0.8
3,900.0 3,976.6 12.4 7.3 2.0
360.0 365.4 4.7 1.3 15
105.0 97.8 -0.3 -1.0 -6.9

#i#: Lakh bales of 180 kg each.
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AE: Advance Estimate. FE: Final Estimate.
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Table 11.1.5: Horticulture Production

(Lakh tonnes)

Crop 2018-19 2019-20 2020-21 Variation (Per cent)
Final 1t AE Final 1tAE  2019-20 2020-21 2020-21
Estimate (FE) Estimate (FE) FE over 1t AE 1t AE
2018-19 over over
FE 2019-20 2019-20
1t AE FE
1 2 3 4 5 6 7 8
Total Fruits 979.7 957.4 1,020.3 1,032.3 41 7.8 1.2
Banana 304.6 296.5 326.0 337.3 7.0 13.8 3.5
Citrus 134.0 131.8 145.7 142.4 8.7 8.0 -2.2
Mango 213.8 212.9 202.7 211.2 -5.2 -0.8 4.2
Total Vegetables 1,831.7 1,880.1 1,889.1 1,936.1 3.1 3.0 25
Onion 228.2 244.5 260.9 262.9 14.3 7.5 0.8
Potato 501.9 519.5 485.6 531.1 -3.2 2.2 9.4
Tomato 190.1 193.3 211.7 201.5 11.4 4.2 -4.8
Plantation Crops 165.9 164.1 156.8 157.7 -5.5 -3.9 0.6
Total Spices 95.0 93.7 103.0 102.4 8.4 9.3 -0.5
Aromatics and Medicinal 8.0 8.2 7.3 8.1 -7.7 -1.2 10.6
Total Flowers 29.1 28.7 30.0 27.9 3.1 -2.8 -6.9
Total Horticulture Production 3,110.5 3,133.5 3,207.7 3,265.8 3.1 4.2 1.8

Source: Ministry of Agriculture and Farmers Welfare, Gol.

productivity declined by 0.9 per cent. Onion
cultivation witnessed the highest area expansion
at 11.5 per cent.

I1.1.26 As in the previous three years, minimum
support prices (MSPs) announced in 2020-21 for
both rabi and kharif crops ensured a minimum
return of 50 per cent over the cost of production.
There has been an overall rise in the range of 2.1 to
12.7 per cent in MSPs announced during 2020-21
over the previous year. After record procurement
of both rice and wheat in the kharif marketing
season (KMS) 2019-20 (October 2019-September
2020) and rabi marketing season (RMS) 2020-21
(April-duly 2020), respectively, the procurement of
rice during 2020-21 is higher by 26 per cent over
the previous year (Chart 11.1.9). Despite a jump in
offtake during March-November 2020 by 53 per
cent over the corresponding period of the last
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year, the surge in foodstocks during 2020-21 has
exacerbated the problem of plenty and brought to
fore the inefficiencies in the food security system,
with old stock not getting disposed due to inferior
quality. As on March 31, 2021, the stocks of rice
were 6.5 times the quarterly buffer norms and
wheat at two times (Chart 11.1.10).

[1.1.27 Concerted efforts were made so that
harvesting and sowing cycles are not disrupted
by the spread of COVID-19. Distribution of
free foodgrains under the Pradhan Mantri
Garib Kalyan Anna Yojana (PM-GKAY) and
AatmaNirbhar Bharat Scheme (ANBS) helped
budget constrained consumers maintain their
consumption levels at a critical time when safety
nets neededtobe ramped upto mitigate COVID-19
related hardships. Around 8.7 crore farmers were
paid the first instalment of 32,000 under Pradhan



ECONOMIC REVIEW

Chart II.1.9: Annual Procurement
of Rice and Wheat (April-March)

Source: Ministry of Agriculture and Farmers Welfare, Gol.

Mantri Kisan Samman Nidhi Yojana in April 2020
itself. Additionally, the Mahatma Gandhi National
Rural Employment Guarantee Act (MGNREGA)
wage was increased by 320 per day, implying
supplementary income of around 2,000 per
annum for around 13.6 crore rural families with
an increased budgetary allocation of 340,000
crore for 2020-21. Under Pradhan Mantri Garib
Kalyan Rojgar Abhiyaan (PMGKRA), provision
was made for additional employment to returnee
migrant workers for 125 days in six states®facing
high reverse migration. The dates for ongoing
conversion of agricultural gold loan and other
agricultural accounts into Kisan Credit Card
(KCC) accounts were extended. The benefit of 2
per cent interest subvention to banks and 3 per
cent prompt repayment incentive for all farmers
was extended up to August 31, 2020 for all crop
loans up to %3 lakh given by banks, due between
March 1 and August 31, 2020.

[1.1.28 To facilitate transportation of perishable
agricultural products, provisions were made for the

Chart II.1.10: Cereal- Monthly Position of
Stock and Buffer Norm

Source: Ministry of Agriculture and Farmers Welfare, Gol.

deployment of railways at fast speed along with
launch of Kisan Rath mobile app and All India Agri
Transport Call Centre. Also, a fund with a corpus of
%1 lakh crore has been proposed for development
of agriculture infrastructure projects at farm-gate
and aggregation points [such as cooperative
societies and Farmer Producer Organisations
(FPOs)].

[1.1.29 Apart from providing immediate succour,
the government pressed ahead with far reaching
structural reforms to address the built-in
inefficiencies associated with public interventions
in the farm sector. The Parliament passed three
farm bills with the aim of giving a boost to rural
India by increasing farmers’income. They covered
delisting of various agricultural commodities
from the Essential Commodities Act (ECA) to
develop seamless marketing and promote storage
infrastructure in agriculture; ‘The Farmers’ Produce
Trade and Commerce (Promotion and Facilitation)
Act, 2020’to ensure barrier free trade of agriculture
produce; and the ‘Farmers (Empowerment and

5 Bihar, Uttar Pradesh, Madhya Pradesh, Rajasthan, Odisha and Jharkhand.
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Protection) Agreement on Price Assurance
and Farm Services Act, 2020’ to empower the
farmers to engage with processors, aggregators,
wholesalers, large retailers, and exporters in a
fair and transparent manner. The Farm Acts are
currently suspended by the Supreme Court and a
four-member expert panel is examining them.

[1.1.30 Further reforms in the agriculture sector
are needed. The current agriculture storage
capacity in India in terms of warehouses and
cold storages is substantially lower in relation
to agriculture production (Charts I1.1.11 and
[1.1.12). Moreover, many of the existing cold
storage facilities are either sick or on the verge
of getting closed due to lack of capital to upgrade
plant and machinery as well as technology. The
warehousing storage capacities available with
government agencies are primarily used for
keeping the central stock of foodgrain for the
buffer stock, public distribution systems (PDS)
are overstretched due to excessive foodstocks
and also need modernisation. This suggests
that there is a need for massive investments in
storage and supply chain infrastructure in India.

[1.1.31 A key role can be played by agricultural
extension services to enhance farmers’
awareness and market intelligence to help them
make informed decisions, policy stability to
give right market signals and incentivise private
investments, building bargaining power of farmers
through initiatives like development and skilling of
FPOs, building a reliable system of recording data
particularly related to trade happening outside the
Agricultural Produce Market Committees (APMCs)
to ensure transparency and effective evaluation in
future.

[1.L1.32 The Union Budget 2021-22 has
emphasised on infrastructure development in
rural areas and the agriculture sector, promotion
of agricultural diversification along with enhancing
credit flow to allied sectors and improvement in
supply chains for perishables through extension of
‘Operation Green’ to 22 perishable commaodities.
Enhancement in the allocation to the Rural
Infrastructure Development Fund (RIDF) from
330,000 crore in 2019-20 to %40,000 crore in
2021-22 along with doubling of micro-irrigation
fund will have a favourable impact on the rural

Chart II.1.11: Agriculture Warehousing Capacity and
Foodgrain Production
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Source: Ministry of Agriculture and Farmers Welfare, Gol.

Chart II.1.12: Cold Storage Capacity and
Horticulture Production
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Chart II.1.13: Growth in Industrial Production
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economy and farm infrastructure. The Agriculture
Infrastructure and Development Cess (AIDC)
on several items (such as fuels, crude oilseeds,
pulses and apple) has been imposed to generate
funds for improving agriculture infrastructure.
This increase in cost, however, has been offset
by equivalent amounts of reduction in the basic
custom duties to keep prices unaffected for
farmers and consumers. On the other hand,
custom duties on items such as cotton, raw silk,
silk yarn has been increased to help farmers
get better prices. The extension of agriculture
infrastructure fund to APMCs and integration of
additional 1,000 APMC mandis with the electronic
national agriculture market (e-NAM) are expected
to enhance marketing efficiency in the agriculture
sector, thereby benefiting farmers through better
access and higher transparency in mandisin years
to come. The budget has also focused beyond the
traditional activities to generate value addition for
the farming community by enhancing credit flow to

31

allied sectors and giving a boost to fisheries and
seaweed cultivation.

Industrial Sector

[1.1.33 GVA growth in industry contracted sharply
on a y-o-y basis by 7.4 per cent in 2020-21.
This is the fifth year of sequential deceleration,
including two successive years of contraction
in the industrial sector. During Q1:2020-21,
industrial activity plummeted sharply, registering
a contraction of 31.1 per cent. The turnaround
in industrial activity since then has been volatile.
IIP data show that the contraction was severe in
case of consumer durables and capital goods, as
consumers shunned discretionary expenditure
while firms curbed investment. Cumulatively, the
[IP declined by 8.6 per cent in 2020-21. At the
sub-sectoral level, however, electricity, gas, water
supply and other utility services recorded a growth
of 1.8 percentin GVA (Charts 1l.1.13aand I1.1.13b)
[Box 11.1.2].
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Box 11.1.2
Impact of COVID-19 on Corporate Performance

Following the announcement of a nation-wide lockdown on
March 25, 2020 and restrictions on mobility that continued
even after the gradual opening up of the economy, the
corporate sector witnessed a sudden and sharp contraction
in demand and also clogged supply chains due to stalled
movement of goods, both for inputs used in production
processes as well as final products meant for wholesale
and retail sale. Survival of businesses in this environment of
collapsing sales, vanishing cash flows and sticky operating
expenses emerged as a key challenge. In Q1:2020-21,
average revenue from sales contracted by 32 per cent for
a sample of 2,536 listed firms. Firms resorted to aggressive
cost cutting measures, enabling them to lower their total
expenditure by 34 per cent. Profits nosedived, endangering
their debt servicing capacity.

Indian corporates, however, adjusted quickly to the altered
business environment. As sales recovered in Q2:2020-
21, cost cutting continued as the preferred path to regain
efficiency and return to profitability. While revenue contraction
moderated to 5.3 per cent, total expenditure (which includes
costs) contracted by 12.5 per cent, enabling net operating
profit to rise by 33.4 per cent in Q2. However, in Q3, revenue
increased by 2.0 per cent and expenditure increased by
0.3 per cent that led to further increase in profits by 35.6
per cent. This in turn improved their capacity to service
debt, as evident from the increase in interest coverage
ratio (ICR) to 3.7 in Q2 and 4.5 in Q3 from 2.0 in Q1. As
demand conditions in many segments normalised fully by
the end of Q3:2020-21 to pre-COVID-19 levels, there was
evidence of improvement in margins, on account of revenue
recovery, cost saving and pass-through of increased costs
to retail producer and retail prices. Therefore, profitability
has improved further in Q3. In the three quarters of 2020-21
combined, revenues and expenditure declined by 11.6 per
cent and 15.2 per cent, respectively, while operational profit
(earnings before interest and taxes - EBIT) increased by 7
per cent year-on-year (Chart 1)".

The impact of COVID-19 has been varied for firms of
different size/nature of operations. Evidence from both
advanced and emerging economies show that smaller sized

Chart 1: Revenue, Expenditure and Profits

Per cent (Y-0-Y)

Average Revenue Average Expenditure Average EBIT

018-19 019-20 2020-21

Source: Database on Indian Economy (DBIE), RBI.

firms are relatively more vulnerable to extended periods of
lockdown (Shen et al., 2020; OECD, 2020; Cowling et al.,
2020). Larger firms may have found it easier to cut costs
compared to smaller firms during the lockdown.

In India, although the interest coverage ratio (ICR)
deteriorated for firms of all size categories in 2020-21, small
firms appear to have been affected more by the lockdown in
Q1:2020-21 (Chart 2).. However, both small firms and large
firms have improved their debt serviceability ratios in Q3 to
levels which are higher than pre-pandemic period. Rise in
profits and a sharp decline in borrowing costs contributed
to the recovery in the interest coverage ratio. Industry-

Chart 2: Interest Coverage Ratio (ICR) by Firm Size
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7 The chart compares the average revenue, cost, and profit of three quarters of 2020-21, 2019-20, and 2018-19 for a sample of around 2,700
non-financial non-government listed firms whose quarterly results are available in Database on Indian Economy (DBIE), RBI.

8 The classification of size of the firms is based on the distribution of gross revenues, averaged over last ten quarters. Firms which fall below
the 25" percentile in terms of gross revenue are classified as '‘Small'. Firms which lie between the 25" and 75" percentiles are classified as
‘Medium'. Finally, firms whose gross revenue lie above the 75" percentile are classified as 'Large'.
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wise sectors which depend on discretionary spending by
consumers were impacted more (such as hotels, recreation
services, gems and jewellery), while sectors which were
excluded from the lockdown (such as food and utilities)
experienced relatively lower deterioration in ICR in Q1.

References:

1. Cowling, M., R. Brown and A. Rocha (2020), ‘Did You
Save Some Cash for a Rainy COVID-19 Day? The Crisis

[1.1.34 The decline in industrial activity was
withnessed across countries (Table 11.1.6). India
withessed the severest downturn and it was
also one of the first to revive from contraction in
September 2020, along with South Korea and
Brazil, though growth remained volatile.

[1.1.35 The growth ~was supported by
improvement in consumer durables and non-

and SMEs’ International Small Business Journal, Vol. 38,
No.7, Pages 593-604.

. Shen, H., M. Fu, H. Pan, Z. Yu, and Y. Chen (2020),
‘The Impact of the COVID-19 Pandemic on Firm
Performance’ Emerging Markets Finance and Trade,
Vol. 56, No.10, Pages 2213-2230.

. OECD Policy Responses to Coronavirus (COVID-19),
[2020]: SME Policy Responses.

durables, especially consumer electronics and
white goods, benefitting from pent-up demand
(Charts 11.1.14).

11.1.36 The industrial recovery has also gradually
become broad-based (Chart 11.1.15). The
manufacture of basic metals and motor vehicle
segment, which were the largest negative
contributors to manufacturing |IP during the

Table 11.1.6: Index of Industrial Production: Growth (Y-0-Y)

Apr-20 May-20 Jun-20

1 2 3 4 5 6
Japan -15.0 -26.3 -18.2 -15.5
South Korea -5.2 -5.6 0.7 -1.5
Taiwan 4.2 1.7 7.2 2.8

';":‘3 France -35.1 -27.6 -6.7 -10.4
Germany -24.4 -24.6 -4.2 -9.5
United Kingdom -24.4 -20.5 -11.9 -6.7
us -171 -15.9 -10.6 -6.8
Brazil -27.6 -21.9 -8.7 -2.6

«» Russian Federation -4.7 -8.0 -7.4 -6.1

S india 573  -334 -166  -105

“ China 3.9 44 48 48
South Africa -48.7 -32.3 -13.2 -9.6
Malaysia -32.0 -21.6 -0.4 1.2
Philippines -63.2 -72.7 -80.4 -72.6

é Sri Lanka -48.7 -25.5 -13.7 2.3
Thailand -19.1 -24.1 -17.9 -13.6
Vietnam -13.4 -5.8 4.5 4.0

& Contraction

-: Not available.

Source: Census and Economic Information Center (CEIC).

7
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Jul-20  Aug-20 Sep-20 Oct-20 Nov-20 Dec-20 Jan-21 Feb-21  Mar-21
8 9 10 11 12 13 14
-9.0 -3.0 -3.9 -2.6 -5.2 -2.0 4.0
3.4 -3.1 -0.7 -0.7 15 0.4 5.8
11.6 6.4 7.6 10.3 19.0 2.5 16.8
-3.2 -6.9 -2.9 -0.9 -4.6 -6.1 16.0
-3.2 -2.0 0.0 4.9 -10.4 -5.7 8.8
-4.8 -5.4 -2.6 -2.1 -8.8 -5.8 5.7
-7.0 -4.9 -4.9 -3.4 -1.7 -4.3 1.3
3.7 0.3 2.6 8.3 2.3 0.3 10.4
-4.0 -5.7 -1.5 2.1 -1.8 -3.7 1.1
1.0 4.2 -1.9 1.6 -0.9 -3.6 22.4
6.9 6.9 7.0 7.3 - - 14.1
-2.0 -3.9 -4.2 24 -4.3 -2.5 4.6
1.0 -0.5 2.2 1.7 1.2 1.5 9.3
-55.7 -22.6 -20.1 -12.0 -16.7 -46.5 -74.2
1.1 -3.6 -1.7 1.7 0.2 1.7 42.2
-2.6 -1.3 -0.6 -2.8 -2.0 -1.4 4.1
5.9 5.3 6.9 10.5 25.0 7.2 4.3
Expansion >

AEs: Advanced Economies. BRICS: Brazil, Russia, India, China and South Africa. EDA: Emerging and Developing Asia.
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Chart II.1.14: Index of Industrial Production

a: Sectoral - Weighted Contributions

Source: Ministry of Statistics and Programme Implementation, Gol.

lockdown period, saw revival since September
2020. Passenger vehicles and two wheelers, which
were facing contraction even before the onset of
COVID-19, registered a pronounced uptick since
September 2020.

[1.1.37 The mining sector also contracted sharply
due to restrictions imposed on movement, lack
of demand and labour supply shortages in
H1:2020-21. An exception was the coal sector
that showed relative resilience as it was exempted

Chart II.1.15: Expansion versus Contraction-
IIP Item Level Indices

Source: Ministry of Statistics and Programme Implementation, Gol.
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b: Use based: Weighted Contributions

from the lockdown. Electricity generation also
contracted in H1:2020-21, particularly in Qf1,
with lockdown restrictions halting manufacturing.
With IIP manufacturing improving in the latter
half, electricity demand also picked up. Hydro
electricity and thermal generation contracted in
2020-21; however, thermal generation grew at a
rate of 12.4 per cent in Q4:2020-21.

11.1.88 The manufacturing capacity utilisation also
remains at low levels (Chart 11.1.16).

Chart II.1.16: Manufacturing Capacity Utilisation

*: Average of Q1, Q2 and Q3.
Source: RBI.
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Services Sector

[1.1.39 The contraction in the services sector
in 2020-21 is unprecedented in independent
India’s history. Even during the GFC, the
services sector remained resilient. In 2020-21,
however, construction suffered in the aftermath
of the pandemic due to an inventory overhang
in residential housing, coupled with stressed
liquidity conditions which restricted new launches.
The situation was exacerbated by imposed
social distancing norms which led to construction
activity in Q1:2020-21 getting reduced by half
year-on-year. However, the revival of housing
sector in H2:2020-21 has been a sharp ‘V’, with
sales almost doubling in Q3:2020-21 sequentially,
supported by favourable interest rates, adequate
liquidity and steep discounts by developers to
clear inventory, besides reduction in stamp duty by
a few states. With new launches also registering
a sharp rebound, the inventory overhang has
dropped sharply.

[1.1.40 The contraction was severe in contact-
intensive sectors as activities in hotels,
restaurants, and passenger transport remained
much below pre-COVID-19 levels. There has been
a swift recovery in trading activities as evident in
the collection of the goods and services tax (GST)
and issuance of E-way bills. This has also imparted
a boost to freight traffic. The performance of
information technology (IT) companies has been
better than their counterparts in the hospitality
and the aviation segments.

[1.1.41 Sector-wise GVA trend estimates for
the services show that realised growth in 2019-
20 was below trend growth for trade, hotels,

transport, communications and services relating
to broadcasting and financial, real estate and
professional services. In 2020-21, COVID-19
brought major services activities to a near halt
and the sector contracted in a broad-based
manner by 24.8 per cent in Q1:2020-21 and
10.9 per cent in Q2:2020-21, but in Q3:2020-
21, services sector output returned broadly to
its level a year ago. Domestic trading activities,
railway freight traffic, port cargo, construction
activities, and automobiles sales indicators for
Q4:2020-21 suggested improvement in services
sector. However, with the onslaught of second
wave, many indicators showed a moderation
though it was not to the extent of last year
(Table 11.1.7).

I1.1.42 The Reserve Bank’s services sector
composite index (SSCI)®, which tracks activity in
construction, trade, transportandfinancial services
and is a coincident indicator of GVA growth in the
services sector excluding public administration,
defence and other services (PADO), witnessed a
marginal decline in Q4:2020-21 after registering
an uptick in the previous quarter (Chart 11.1.17).

4. Employment

[1.1.43 As per the annual Periodic Labour Force
Survey (PLFS), the labour force participation rate
(LFPR) was estimated at 37.5 per cent in 2018-19,
which was an increase of 0.6 percentage points
over 2017-18. In terms of gender divide, the annual
PLFS report suggested that the LFPR for females
continues to be lower at 18.6 per cent (rural: 19.7
per cent and urban: 16.1 per cent) in 2018-19,
compared to the rate of 55.6 per cent for males
(rural: 55.1 per cent and urban: 56.7 per cent).

9 SS8Cl is constructed by suitably extracting and combining the information collated from high frequency indicators, namely, steel production,
cement production, cargo handled at major ports, production of commercial vehicles, railway freight traffic, non-oil imports, tourist arrivals, real

bank credit and insurance premium.

35



ANNUAL REPORT 2020-21

Table 11.1.7: High Frequency Indicators: Growth Rates (Y-o-Y)

Indicator Apr-20 May-20 Jun-20 Jul-20 Aug-20 Sep-20 Oct-20 Nov-20 Dec-20 Jan-21 Feb-21 Mar-21
1 2 3 4 5 6 7 8 9 10 11 12 13
Urban Demand

Automobiles Sales - -848 -43.0 -186 -1.3 7.2 10.5 6.0 0.7 0.4 6.3 74.5
Passenger Vehicles - -852 -496 -3.9 14.2 26.5 14.2 4.6 13.6 111 179 115.2
Agriculture / Rural Demand

Domestic Sales of Tractors -79.4 4.0 224 38.5 74.7 28.3 7.7 51.3 43.1 46.7 311 1724
Two Wheelers Sales - -838 -386 -152 3.0 11.6 16.9 13.4 7.4 6.6 10.2 72.7
Three Wheelers Sales - -9%3 -801 -772 -753 -719 -609 -576 -589 -56.8 -33.8 15.7
Transport

Vahan Total Registration -783 -886 -414 -352 -254 -84 223 -175 11.7 -86 -126 -28.1
Domestic Air Passenger Traffic -999 -974 -835 -826 -758 -65.1 -56.8 -50.2 -429 -38.7 -35.9 2.5
International Air Passenger Traffic ~ -99.1  -98.0 -93.0 -904 -89.7 -87.8 -852 -828 -795 -769 -736 -37.6
Domestic Air Cargo -929 -829 -480 -414 -36.0 -200 -157 -9.8 -3.0 -9.3 -6.6 42.5
International Air Cargo -770 -582 -357 -301 -249 -136 -124 -150 -127 -122 -9.9 294

Freight Traffic Net Tonne Kilometre ~ -40.1 -28.1 -11.6 -7.7 1.4 17.9 11.0 8.4 13.5 111 7.8 33.0
Freight Traffic Freight Originating -36.3  -21.3 -7.7 -4.6 3.9 15.5 15.4 9.0 8.7 8.7 5.5 26.6

Port Cargo -21.1 -23.3 -145 -132 -104 -1.9 -1.2 2.8 4.4 4.0 1.9 16.4
Domestic Trade

GST E-Way Bill -83.6 -53.0 -12.7 -7.3 -3.5 9.6 21.4 8.1 15.9 10.5 11.6 75.2
GST E-Way Bill Intra-state -79.8 -46.1 -7.9 -3.9 1.4 15.1 23.3 9.6 17.3 13.0 14.5 76.3
GST E-Way Bill Inter-state -889 -628 -199 -123 -104 2.2 18.8 6.0 13.8 6.8 7.6 73.5
GST Revenue -71.7  -38.0 -9.0 -144 -120 3.9 10.2 1.4 11.6 8.1 7.4 27.0
Construction

Steel Consumption -85.8 -459 -26.0 -10.3 -11.3 0.1 6.2 18.0 17.5 9.3 11.3 457
Cement Production -852 -21.4 68 -135 -145 -3.4 3.2 7.3 7.2 -5.8 56 325
.m_n_v/_:o_.ﬂuw,“\mn_u_m_cn_w. & Contraction Expansion =

Some of the reasons cited for low female labour
force participation include higher educational
enrolment, higher household income and absence
of suitable employment opportunities. More recent
information on LFPR, as available from the
Centre for Monitoring Indian Economy (CMIE)
database, shows that it increased to 40.2 per cent
in March 2021 from 35.6 per cent in April 2020
(Chart 11.1.18).

Chart I1.1.17: Growth in Services Sector (excluding
PADO) and Services Sector Composite Index

[1.1.44 The majority of states recorded an
improvement in employment conditions in the post-
lockdown phase, supported by faster recovery in
rural employment (Charts I.1.19a and 11.1.19b).
For the majority of states, LFPR has reached
pre-lockdown period levels, with the exception of

S : NSO and RBI staff estimates. . . .
ouree: TEDand TR stal estimates Delhi, Kerala, Tamil Nadu and Tripura.
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Chart II.1.18: Unemployment and
Labour Force Participation Rate

Source: CMIE Household Survey.

Source: CMIE Household Survey.

[1.1.45 Updated data on organised sector
employment measured by payroll data presents
a mixed picture with regards to job creation in
2020-21 (Chart 11.1.20). On a cumulative basis, the
average of net subscribers added to Employees’
Provident Fund Organisation (EPFO) per month
decreased marginally to 6.42 lakh in April-March
2021 from 6.55 lakh in the previous year. On the
other hand, the average number of members
who paid their contribution to Employees’ State
Insurance Corporation (ESIC) expanded by 0.64
lakh in April-February 2021 as compared with
a contraction of 0.93 lakh in the corresponding
period of the previous year. New subscribers to the
National Pension Scheme (NPS) also decreased
during the same period.

Chart II.1.19a: State-wise Labour Force Participation Rate

Chart II.1.19b: State-wise Unemployment Rate
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Chart II.1.20: Jobs in Organised Sector
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[1.1.46 Several policy initiatives are being taken by
the government to promote industrial production
and generate employment opportunities. Apart
from the measures taken under AatmaNirbhar
Bharat Abhiyan, the Government of India
introduced PLI scheme worth ¥1.45 lakh crore
for 10 key sectors with the objective to attract
investments, drive domestic manufacturing, create
economies of scale and facilitate their integration
with the global supply chain.

5. Conclusion

[1.1.47 Going forward, reform measures in various
areas are likely to uplift India’s growth potential
on a sustainable basis. To bring in transparency
and credibility in land records and also for
facilitating use of property as a financial asset,
the government in October 2020 launched the
Survey of Villages and Mapping with Improvised
Technology in Village Areas (SVAMITVA) scheme.
The scheme aims to reduce property litigations and
transaction costs and improve the ease of doing
business by bringing clarity in land ownership. In
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September 2020, three labour codes - Industrial
Relations Code Bill, 2020, Code on Social
Security Bill, 2020 and Occupational Safety,
Health and Working Conditions Code Bill, 2020
were passed which would promote harmonious
industrial relations, higher productivity and more
employment generation. These measures would
benefit workers of both formal and informal sectors
and positively contribute to mitigate the distress of
labour market in India.

[1.1.48 The launch of the proposed National
Monetisation Pipeline will enhance the viability of
potential brownfield infrastructure projects and is
also likely to help real sectors significantly while
freeing resources to finance further investment.
The National Highways Authority of India (NHAI)
and the Power Grid Corporation of India Limited
(PGCIL) have already sponsored one Infrastructure
Investment Trust (InvIT) each, with investment of
%5,000 crore and ¥7,000 crore, respectively.

[1.1.49 Moving forward, outturn predictability
has turned a bit turbid. The growth prospects
essentially depend on how fast India can arrest
the second wave of COVID-19 pandemic. While
the economy has not moderated to the extent
during the first wave, the surrounding uncertainties
can act as a deterrent in the immediate period.
On the supply side, agriculture has proven its
resilience, enduring the shock of the pandemic,
thus providing support to rural demand and the
economy at large. In case of services, recovery
has been varied, with revival in construction, trade,
freight transportation and information technology
(IT) related activities. While performance of
contact-intensive sectors is still sub-par, it is also
improving. Going ahead, as the vaccination drive
picks-up and cases of infections fall, a sharp
turnaround in growth is likely, supported by strong
favourable base effects.
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1.2 PRICE SITUATION

[1.2.1  The global inflation environment remained
benign during 2020, with weak aggregate demand
outweighing the impact of supply disruptions
on commodity prices caused by the pandemic.
Inflation in advanced economies dipped in 2020,
while in emerging markets it remained sticky at
around the previous year’s level. Producer prices
softened through the year, but commodity prices
rebounded since the second-half, raising concerns
about a rise in global inflation on the back of cost
push pressures. By March 2021, the World Bank
energy price index was 2.7 times its April 2020
low, while ‘metals and minerals’ and agriculture
commodity price indices were also up by 68.1 per
cent and 26.6 per cent, respectively. Commodity
prices have rallied on the back of the slush of
global liquidity. Non-energy prices were up by
38.4 per cent, more than offsetting the pandemic-
induced weakening of demand.

[1.2.2 While prices of food and medical supplies
rose during the early phase of the lockdown, crude
oiland metals prices became the drivers of reflation
as rising discretionary consumer spending was
unleashed when economies reopened and activity
normalised.

[1.2.3 In India, headline inflation'®, breached the
upper tolerance band of the inflation target during
June-November 2020 due to a sharp spike in
food inflation and elevated core (excluding food
and fuel) inflation on a combination of adverse
developments, ie., excess rains and supply
disruptions; safe haven impelled increase in the

prices of gold; and several rounds of hikes in
pump prices of petrol and diesel on the back of
firming crude oil prices and higher excise duties
(Chart I1.2.1)".

[1.2.4 Although average inflation has remained
high in 2020-21, its volatility measured by
the standard deviation of the consumer price
index (CPI) inflation was lower than a year ago
(Table 11.2.1). The intra-year distribution of inflation
had a high negative skew, reflecting low food
inflation prints during December 2020-February
2021, amidst persistently elevated inflation during
the rest of the year. Furthermore, kurtosis turned
less negative, suggesting few instances of large
deviations from mean inflation, which was also
reflected in the less wide gap between maximum
and minimum inflation during the year.

Chart II.2.1: Inflation across Major Components
22

Per cent
—
~ »

-3

'ood and Beverages (45.9 'uel and Light (6.8)

xcluding Food and Fuel (47.3)

CPI-Combined

Note: Figures in parentheses indicate weight in CPI-Combined. April
and May 2020 data were imputed by the NSO.
Source: NSO and RBI staff estimates.

0 Headline inflation is measured by year-on-year changes in the all-India CPI-Combined (Rural + Urban) with base year: 2012=100 released
by the National Statistical Office (NSO), Ministry of Statistics and Programme Implementation, Government of India.

" The initial spike in inflation during the lockdown period of April-May 2020 was in large part caused by the impact of imputation adopted by
the NSO, to address non-availability of data, following the internationally accepted Business Continuity Guidelines, and was, therefore, looked
through for policy purposes. The ‘Business Continuity Guidelines’, was brought out by the Inter-Secretariat Working Group on Price Statistics
(ISWG-PS), a combined forum of International Labour Organisation (ILO), EuroStat, Organisation for Economic Co-operation and Development
(OECD), UN Economic Commission for Europe (UNECE), World Bank and IMF in May 2020.
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Table 11.2.1: Headline Inflation — Key Summary Statistics

(Per cent)
2012-13 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21*

1 2 3 4 5 6 7 8 9 10
Mean 10.0 9.4 5.8 4.9 4.5 3.6 3.4 4.8 6.2
Standard Deviation 0.5 1.3 1.5 0.7 1.0 1.2 1.1 1.8 1.1
Skewness 0.2 -0.2 -0.1 -0.9 0.2 -0.2 0.1 0.5 -0.7
Kurtosis -0.2 -0.5 -1.0 -0.1 -1.6 -1.0 -1.5 -1.4 -0.7
Median 10.1 9.5 5.5 5.0 4.3 3.4 3.5 4.3 6.5
Maximum 10.9 11.5 7.9 5.7 6.1 5.2 4.9 7.6 7.6
Minimum 9.3 7.3 3.3 3.7 3.2 1.5 2.0 3.0 41

*: Excluding the imputed data for April-May 2020, the mean works out to 6.1, standard deviation: 1.2, skewness: - 0.5, kurtosis: -1.1, median:
6.5, maximum: 7.6 and minimum: 4.1. Annual inflation is the average of the monthly inflation rates during the year and, therefore may vary from

the annual inflation calculated from the average index for the year.
Note: Skewness and Kurtosis are unit-free.
Source: NSO and RBI staff estimates.

[1.2.5 Against this backdrop, sub-section 2
assesses developments in global commodity
prices and inflation. Sub-section 3 discusses
movements in headline inflation in India, followed
by a detailed analysis of its major constituents
in sub-section 4. Other indicators of prices and
costs are analysed in sub-section 5, followed by
concluding observations.

2. Global Inflation Developments

[1.2.6 International food prices firmed up from
June 2020, primarily led by edible oils (palm oil;
sunflower oil; and soybean oil) prices, driven by
supply shortfalls as well as depreciation of the US
dollar (Chart 11.2.2). Prices of wheat (tightening
supplies among major exporters and a Russian
export tax as well as export quota), rice (tight Thai
and Vietnamese availability), maize (weaker than
expected harvest in the US and South America),
meat (protein demand) and sugar also witnessed
noteworthy increases. In the non-food category,
metal prices recouped losses experienced during
the beginning of COVID-19 pandemic and firmed
up in consonance with the recovery in the global
economy. Supply disruptions in Latin America and
pick-up in industrial demand in China and other
advanced economies added further upsides.
Prices of precious metals, which surged in the
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beginning of the pandemic, remained elevated
on safe-haven demand amidst heightened global
uncertainties. By September 2020, however, these
prices stabilised as demand for safe haven assets
declined due to improving economic conditions.
Global crude oil prices, which were on an easing
trajectory during January-April 2020 due to the
pandemic, picked up significantly from May 2020
on sharp oil supply cuts by the organisation of the
petroleum exporting countries (OPEC) and their
allies (OPEC plus) by 9.7 million barrels per day

Chart II.2.2: International Commodity Prices
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(bpd) [amounting to about 10 per cent of global
oil supply] beginning May 2020 to be tapered
gradually over a period of two years. Successful
COVID-19 vaccine trials, and prospects of a faster
than expected economic recovery lifted crude
prices even further. Average Indian crude oil basket
prices almost trebled, reaching US$ 65 per barrel
in March 2021 from the low of US$ 20 per barrel in
April 2020. Rising crude oil prices were supported
by monetary policy easing by advanced economy
central banks, supply restraints effected by OPEC
plus and geopolitical events in March 2021 on
account of attacks on Aramco oil facilities that sent
oil prices soaring past US$ 70 per barrel. Demand
for oil is expected to rise as global economic activity
returns to pre-pandemic levels by 2022.

[1.2.7 Reflecting these global commodity
price developments, consumer price inflation
in emerging market and developing economies
(EMDEs) picked up after having declined sharply
in the beginning of the pandemic, while inflation in
advanced economies (AEs) remained below pre-
pandemic levels as the effects of weak aggregate
demand outweighed the impact of supply
interruptions in these countries.

3. Inflation in India

[1.2.8 A nationwide lockdown was announced in
India on March 24, 2020 to contain the spread of
COVID-19. The initial lockdown was announced
for 21 days effective from March 25, 2020 to April
14, 2020, but it was extended in phases till May
31, 2020, as the number of confirmed positive
cases kept rising. Effective from June 1, 2020,
announcements for relaxations in lockdown were
made as part of “Unlock 1”. Further relaxations
were announced in phases to resume services,

bringing the economy back to normal as the
number of new confirmed positive cases started
to decline. As a result of the restrictions imposed
during the lockdown, NSO could collect partial
data largely through telephonic enquiries from
the designated outlets and supplemented it by
information collected through personal purchases
of field staff of the NSO. Following the principles of
adequacy', indices for all sub-groups under food
and beverages (barring meat and fish for April
2020, and prepared meals, snacks, sweets, efc.
for April and May 2020), fuel and light, housing
and health sub-group under the miscellaneous

group were reported by the NSO during
April-May 2020.
[1.2.9 In order to address the non-availability of

data for several sub-groups during April-May 2020,
the NSO undertook a separate exercise, based
on the imputation methodology recommended
in ‘Business Continuity Guidelines’ of the Inter-
Secretariat Working Group on Price Statistics
(ISWG-PS) in May 2020. Broadly, this approach
advocated imputing the missing (due to non-
availability of data) sub-group index with the index
computed at the next higher level of aggregation.
This imputation methodology mostly involved the
items in the core or non-food non-fuel category,
as transactional data for these items were not
available during the lockdown.

[1.2.10 Headline inflation, which started picking
up in H2:2019-20, remained elevated during
2020-21 and reached a multi-year peak of 7.6
per cent in October 2020 (highest in 77 months)
[Chart 11.2.3]. Supply disruptions during the
nationwide lockdown, non-availability of labour
at mandis, impediments to transportation, and

2 The price of only those items were included which have been reported from at least 25 per cent of markets, separately for rural and urban
sectors and constituted more than 70 per cent weight of the respective sub-groups/groups.
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Chart I1.2.3: Movements in Headline Inflation
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Source: NSO and RBI staff estimates.

excess rains during the kharif harvest period led
to crop damages and pushed up food prices,
especially those of vegetables. Subsequently, with
the ebbing of these pressures and encouraging
prospects for the rabi crop, food inflation started
easing from November 2020 and reached 2.7
per cent in January 2021 from 10.1 per cent in
October 2020, before increasing to 5.2 per cent in
March 2021 largely due to adverse base effects.

[1.2.11 Fuel prices remained subdued during
2020-21 due to afallin prices of liquefied petroleum
gas (LPG) and non-PDS kerosene; however, LPG
prices started increasing from December 2020
onwards.

[1.2.12 On the other hand, inflation excluding food
and fuel, hardened during the year and reached
a peak of 6.0 per cent in February 2021 from
the historic low of 3.4 per cent in October 2019.
This elevation was driven by near double-digit
inflation in prices of transport and communication,
personal care and effects, and pan, tobacco and
intoxicants.
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[1.2.13 For the year 2020-21, inflation picked up to
average 6.2 per cent, 140 basis points higher than
the previous year (Appendix Table 4). Reflecting
the uptick in headline inflation from October
2019, households’ median inflation expectations
hardened during 2020-21 by 159 basis points (bps)
three months ahead and by 120 bps a year ahead
as compared with March 2020 round readings.
This upturn in expectations is also corroborated by
more forward-looking assessments of professional
forecasters.

4. Constituents of CPI Inflation

[1.2.14 The drivers of CPI headline inflation
exhibited distinct shifts during 2020-21 with
food group remaining the major contributor
along with an increase in the contribution
of transport and communication group
(Chart 11.2.4). Food price inflation moderated
during May-June 2020 with the gradual relaxation
of lockdown conditions and easing supply
constraints, but it picked up again during August-
October 2020 as excess rains led to crop damage.

Chart I1.2.4: Drivers of Inflation (Y-0-Y)
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Food inflation again eased sharply during
November 2020-January 2021 on seasonal ebbs
in key prices and as a result, food inflation which
had hovered over headline inflation during April-
November 2020, trended below it from December
2020. Inflation excluding food and fuel generally
remained elevated. Inflation in fuel prices remained
subdued and below headline inflation throughout
the year.

Food

[1.2.15 Inflation in prices of food and beverages
(weight: 45.9 per cent in CPI) crossed 6 per
cent in October 2019 and remained elevated till
November 2020, contributing 54.8 per cent to
overall inflation in 2020-21. This was primarily
driven by animal protein items and vegetables
because of adverse supply shocks from
lockdowns and crop damage caused by excess
rains during the monsoon season (Chart 11.2.5).
Consumers resorted to panic buying and stocking
durable food items like cereals and pulses at
the beginning of the lockdown. Initial difficulties
in transportation, despite food items being
exempted from the lockdown related restrictions,

Chart II.2.5: Drivers of Food Inflation (Y-0-Y)
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Chart II.2.6: Inflation in 2020-21
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and limited availability of labour at the mandis,
led to sharp spike in food prices in April 2020.

[1.2.16 Within food and beverages group, price
pressures remained high and broad-based over
the ensuing months, with five out of the twelve sub-
groups witnessing double digit inflation (pulses,
oils and fats, meat and fish, eggs, and spices)
[Chart 11.2.6]. However, vegetables’ prices went
into deflation from December 2020 as prices of
onions, tomatoes and potatoes eased seasonally
on the back of fresh crop arrivals, leading to a
sharp softening in overall food inflation. Inflation
increased again during February-March 2021
largely due to adverse base effects and sustained
price pressures in oils and fats, pulses, prepared
meals, snacks, sweets, efc., and non-alcoholic
beverages.

[1.2.17 Atthe sub-group level, prices of vegetables
(weight: 13 per cent in CPIl-Food and beverages)
remained the key pressure point during April-
November 2020. Excluding vegetables, food
inflation would have averaged 96 bps lower
during this period. Supply chain disruptions,
excess rains and production shortfalls (in the
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Chart II.2.7: CPI-Vegetables: Seasonality in Prices and Drivers of Inflation

a: CPI-Vegetables (Cumulative Momentum)
601

50
404
'g 30
£ 20
104
o+ -
-10-
& §F B3 2 § 8 ¢ £ 8§ & §
017-18 018-19 019-20
020-21 —— AVE (2011-17)

b: Drivers of CPI Vegetables Inflation (Y-o-Y)*
£ 30,
2 -
gp 201 ~
g 7/
g 101 s
'E 0 - - T - T x - T ]
g
g 10 Ve
Jé ~
§2's § § § § § 3§ § 3§
El & k=]
g 3 ¥ g 8 & & & 3
‘otato Jnion “omato
Garlic (gm) ‘abbage & Cauliflower Jther Vegetables
—— Vegetables {per cent)

Source: NSO and RBI staff estimates.

#: Item level CPI data were not released by the NSO during March-May 2020.

case of potatoes) resulted in higher margins and
similar build-up of momentum as in the previous
year (Chart 11.2.7a).

[1.2.18 Onion prices underwent an uptick during
September-November 2020, reflecting significant
damages to kharif crops and late harvesting
in major producing states due to excess rains.
Higher exports during April-September 2020
by 35 per cent over the corresponding period
of previous year also contributed to the ascent.
As in the past, the government responded by
banning the export of all varieties of onion on
September 14, 2020 (lifted in January 2021);
increasing imports of better quality (similar to the
local variety); relaxing import norms [conditions
for fumigation and additional declaration on the
Phytosanitary Certificate (PSC) under the Plant
Quarantine (PQ) Order, 2003] during October 21,
2020 to January 31, 2021; releasing buffer stocks;
and imposing stock limits on wholesalers and
retailers to curb market speculation and hoarding.
These well-timed steps and fresh arrivals resulted
in containing price pressures and onion prices
moderated during December 2020-March 2021,
barring February 2021 when prices increased due
to lower arrivals.
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[1.2.19 In the case of tomatoes, prices picked up
during the lean season, i.e., June-July 2020, due
to lower supplies on account of pre-monsoon rains
related damages to crops and lower plantation
than a year ago. Excess rains during the south-
west monsoon again lifted prices in September
2020; thereafter tomato prices eased with fresh
supplies entering the market.

[1.2.20 Inflation in potato prices surged from 2.3
per cent in November 2019 to 107.0 per cent in
November 2020, which propelled vegetable group
inflation to double digits during July-November
2020 (Chart 11.2.7b). The two major potato
producing states witnessed weather related
disturbances - unseasonal rains in Uttar Pradesh
in March 2020 and cyclone-related damage to
the crop in West Bengal in May 2020 - leading
to considerable supply disruptions and lower
production [by 3.2 per cent as per final estimates
(FE) 2019-20 over 2018-19 FE]. This was further
aided by panic buying during the initial months of
the lockdown, labour shortages at mandis and
lower stock availability in cold storages. However,
in October 2020, the government revised down
the import duty on potato from 30 per cent to 10
per cent for a quota of 10 lakh tonnes until January
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31, 2021 to improve the domestic availability along
with relaxation of import norms similar to onions.
Reflecting this and fresh arrivals, potato prices
eased from December 2020.

[1.2.21 Inflation in prices of cereals and products
(weight: 21 per cent in CPI-Food and beverages)
presented mixed dynamics - it remained above
6 per cent for the first four months, followed
by moderation in the next eight months of
2020-21 even reaching into the deflation territory
during February-March 2021, reflecting market
distortions from a complex interplay of massive
buffer stocks imparting downward pressure and
higher procurement pushing up prices. At the
item level, panic buying during lockdown, pick up
in rice exports (81 per cent during April-February
2020-21), distribution of wheat and rice under
Pradhan Mantri Garib Kalyan Anna Yojana
(PMGKAY), record production of both rice and
wheat [higher by 1.2 per cent for rice and 1.3 per
cent for wheat as per 2" Advance Estimates (AE)
2020-21 over 2019-20 (FE)], and moderate growth
in minimum support prices (MSPs) [2.9 per cent
and 2.6 per cent for rice and wheat, respectively]
remained the major price drivers in this tangled
development.

[1.2.22 Among protein-rich items such as eggs,
meat and fish (weight: 8.8 per cent in CPI-Food
and beverages), historically high build-up of price
momentum was observed, leading to double
digit inflation of 12.9 per cent and 15.4 per cent in
the case of eggs and, meat and fish, respectively
(Chart 11.2.8). Initial fears caused by pandemic
resulted in lower consumption demand for eggs
and chicken during February-March 2020 which
resulted in distress sale by poultry farmers to avoid
making losses. As rumours cleared and demand
picked up fiercely because of the perception that
protein rich items are immunity boosting, supply
could not match demand. Supply constraints
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Chart I1.2.8: CPI-Egg, Meat and Fish
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caused by transport disruption and reverse
migration also led to the price pick-up. Meat and
fish prices, however, eased in December 2020
in contrast to the usual winter pick-up in prices,
reflecting restoration of supplies in the poultry
industry. The outbreak of bird flu in several states
in January 2021 led to a fall in demand and further
easing in prices of poultry items during January-
February 2021. The price of chicken picked up
sharply in March 2021 reflecting a recovery in
demand amid short supply.

[1.2.23 Oils and fats (weight: 7.8 per cent in
CPI-Food and beverages) went through a
sharp price build-up, leading to a historically
high inflation of 24.9 per cent in March 2021
(Chart 11.2.9). Precautionary buying on account of
the pandemic and rise in international prices of
edible oils led to this adverse development. In order
to contain the price escalation, import duty in the
form of Basic Customs Duty (BCD) on crude palm
oil (CPO) was revised down to 27.5 per cent from
37.5 per cent with effect from November 27, 2020,
and revised further to 32.5 per cent [including
the Agricultural Infrastructure Development Cess
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Chart II.2.9: CPI-Oils and Fats
(Cumulative Momentum)
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Chart II.2.10: Drivers of CPI-Pulses Inflation (Y-0-Y)
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(AIDC)] in the Union Budget 2021-22. However,
increasing global prices, increase in export levy
on crude palm oil by Indonesia from December
2020 and imposition of 8 per cent export tax on
crude palm oil by Malaysia from January 2021
kept prices high.

[1.2.24 Prices of pulses (weight: 5.2 per cent in
CPI-Food and beverages) recorded a 45 month-
high inflation of 22.8 per cent in April 2020
primarily led by tur (arhar) and urad (Chart 11.2.10).
Prices witnessed robust growth during the months
of April-May and September-November 2020,
reflecting stockpiling by consumers, lockdown
and rain related supply disruption and a decline in
kharif pulses production (lower by 2.1 per cent as
per 2019-20 FE over 2018-19 FE and especially
urad production by 43.6 per cent), higher exports
and lower imports during April-February 2020-21
[27.2 per cent and (-)14.8 per cent, respectively].
Consequently, the government responded with an
array of supply side measures, such as releasing
2 lakh tonnes of tur from the buffer stock through
open market sales (OMS), extending the time limit
for import of fur under an import quota of 4 lakh
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tonnes for 2020-21 as on December 31, 2020,
expediting imports of uradunder the already issued
import quota of 1.5 lakh tonnes and extending
the memorandum of understanding (MoU) with
Mozambique for import of 2 lakh tonnes of tur for
another five years. With pulses production rising
by 6 per cent for 2020-21 (2"¢ AE) over 2019-20
(FE), tur, gram and masur prices eased during
December 2020-February 2021.

[1.2.25 Inflation in fruits (weight: 6.3 per cent in
CPI-Food and beverages) remained subdued
during a large part of 2020-21, supported by robust
production growth of 4.1 per cent in 2019-20 and
1.2 percentin 2020-21 (as per 15t AE 2020-21 over
2019-20 FE). Inflation in sugar and confectionery
(weight: 3.0 per cent in CPI-Food and beverages)
also remained subdued and averaged 2.5 per cent
in 2020-21 reflecting higher domestic production.

Fuel

[1.2.26 The contribution of the fuel group (weight of
6.8 per cent in CPI) to headline inflation increased
to 2.9 per cent in 2020-21 from 1.9 per cent in
the previous year. Fuel inflation eased from 6.6
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Chart II.2.11: Drivers of Fuel Inflation (Y-0-Y)
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per cent in March 2020 to 0.5 per cent in June
2020 largely due to easing in domestic LPG -
which tracked international price movements - and
kerosene prices (Chart 11.2.11 and Chart 11.2.12).
Fuel inflation eased again during September-
November 2020 due to favourable base effects

and continued deflation in kerosene PDS prices.
Inflation in firewood and chips and electricity
remained moderate during the year, reflecting
favourable base effects and possibly subdued
demand during the lockdown period. Reflecting
these developments, fuel inflation moderated to
1.6 per cent in November 2020 before rising to 4.4
per cent in March 2021 on the back of increase in
LPG and kerosene prices.

Inflation Excluding Food and Fuel

[1.2.27 Inflation excluding food and fuel picked up
over 2019-20 levels to an average of 5.5 per cent
in 2020-21, with an intra-year peak of 6.0 per cent
in February 2021 (Chart 11.2.13). Inflation in this
category continued to increase till October 2020
on the back of gold prices, hikes in taxes on liquor,
and the hike in excise duties on petrol and diesel
by the government in May 2020 (Chart 11.2.14).
It eased to 5.5 per cent by January 2021 due to
favourable base effects, before picking up again to
close the year at 5.9 per cent as favourable base
effects waned and price pressures continued.

Chart I1.2.12: Movements in LPG Retail Prices
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Chart II1.2.13: Drivers of CPI Excluding Food and
Fuel Inflation (Y-0-Y)
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Chart I1.2.14: Domestic Oil Price Trends
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Jesel

[1.2.28 Among the major constituents of this group,
inflation in miscellaneous category increased to
7.0 per cent in August 2020 and broadly remained
elevated thereafter.

[1.2.29 Housing inflation moderated to 3.3 per cent
in 2020-21 (4.5 per cent in 2019-20), reflecting
the impact of favourable base effects and lower
demand during the lockdown period. A historic low
of 2.8 per cent was recorded in September 2020.
Net of housing, inflation excluding food and fuel
averaged 6.2 per cent in 2020-21, up from 3.9 per
cent a year ago.

[1.2.30 Inflation in clothing and footwear remained
moderate averaging 3.4 percentin 2020-21, largely
reflecting muted input costs and weak demand
conditions. International prices of cotton, a major
input into clothing production, as measured by the
Cotton A Index, were affected by the outbreak of
COVID-19 and registered a fall during February-
April 2020, before recovering gradually thereafter.

5. Other Indicators of Inflation

[1.2.31 During 2020-21, sectoral CPI inflation,
based on the consumer price index of industrial
workers (CPI-IW), moderated to 5.1 per cent

48

in May-June 2020 as the impact of the seventh
central pay commission (CPC) on housing inflation
dissipated and clothing inflation moderated. It
increased during July-October 2020, reflecting
increase in food prices. The Labour Bureau
released CPI-IW with a new base (2016=100
from 2001=100) in October 2020 with data
beginning from September 2020, reflecting the
latest consumption pattern of industrial workers.
It adopts a broadly similar classification of sub-
groups/major groups as in CPI-C/CPI-Urban(U)
(base: 2012=100) released by the NSO. Inflation
based on the consumer price index for agricultural
labourers (CPI-AL) and the consumer price index
for rural labourers (CPI-RL), which do not have
housing components, also eased to 6.3 per cent
and 6.1 per cent in September 2020 from 8.8 per
cent and 8.5 per cent in April 2020, respectively,
due to favourable base effects, before increasing
in October 2020 due to broad based price
pressures especially in the case of food prices.
All three measures witnessed easing in inflation in
November 2020-January 2021 due to favourable
base effects and easing in food prices before
increasing again during February-March 2021
partly on the back of adverse base effects.

11.2.32 Inflation, measured by the wholesale price
index (WPI), remained subdued during 2020-21.
It went into deflation during April-dJuly 2020 and
reached an intra-year low of (-) 3.4 per cent in
May 2020 (lowest in 54 months) as prices of non-
food primary articles, minerals, crude petroleum
and natural gas, mineral oils and manufactured
products declined due to a fall in global commodity
prices and decrease in demand during the
lockdown. Softer WPI inflation, however, did
not pass-through to CPI inflation as mark-ups
increased amidst social distancing and frozen
markets. WPI inflation picked up during August
2020-March 2021, barring December 2020, and
reached 7.4 per cent in March 2021 driven by
price pressures mainly in fuel and power and
manufactured products groups along with adverse
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Chart II.2.15: Food Price Inflation and Inflation Gap
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base effects. On an annual average basis, WPI
inflation softened to 1.3 per cent in 2020-21 from
1.7 per centin 2019-20. The GDP deflator inflation,
however, hardened to 4.6 per cent in 2020-21 from
3.6 per cent in 2019-20.

[1.2.33 The divergence between WPl and CPI
inflation reflected the behaviour of food inflation.
CPI food inflation surged, following the imposition
of a nation-wide lockdown even as food price
inflation captured in the WPI eased, reflecting the
role of supply chain disruptions and opportunistic
pricing in raising mark-ups. The extent of retail
price increase in the post-lockdown period was
also much higher than the usual summer uptick in
food prices (Chartll.2.15a). The gap between retail
and wholesale price inflation — a proxy for retail
margins or mark-ups also remained unusually
high (Chart 11.2.15b). Since the expected easing
of supply disruptions got delayed even after the
gradual opening up of the economy due to excess
rain induced crop damages, mark-ups played
a dominant role in the evolution of the inflation
trajectory during 2020-21 (Box 11.2.1).
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[1.2.34 After the increases in MSPs during
2019-20 for kharif and rabi crops, there was
another moderate hike in 2020-21. The extent of
MSP increases varied across crops, ranging from
2.1 per cent in the case of moong and safflower
to 12.7 per cent for nigerseed. MSPs of rice and
wheat were increased by 2.9 per cent and 2.6 per
cent, respectively.

[1.2.35 Wage growth for agricultural and non-
agricultural labourers witnessed a major spike
during the year, averaging 7.8 per cent and
7.2 per cent, respectively, during May-March
2020-21, reflecting the shortage of labourers
during the lockdown period, and the hike in
wages under the Mahatma Gandhi National Rural
Employment Guarantee Act (MGNREGA) 2005
by 320 effective from April 1, 2020 announced
by the central government. However, the growth
rates moderated to 6.8 per cent and 5.6 per cent,
respectively, in November 2020 from their peaks
of 10.5 per cent and 9.9 per cent in June 2020
and July 2020, respectively, before increasing
marginally during December 2020-March 2021.
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Box 1l.2.1
Post-COVID-19 Surge in Mark-ups and Food Inflation Surprise

The Department of Consumer Affairs (DCA) collects,
monitors and publishes daily prices of 22 essential food
items for 135 centres spread across the country. The DCA
data show an increase in retail margins for the 22 food items
during the lockdown period (Chart 1a) which varied across
centres depending to some extent on the degree of mobility
(Chart 1b).

An empirical exercise to understand the causal impact of
lockdown-induced supply disruptions on price margins of 22
food items across 80 centres' using a panel regression
model' based on the difference in difference (DID) strategy
(Varshney, Roy and Meenakshi, 2020) is evaluated for two
sub-samples - centres which experienced comparatively
stricter lockdowns vis-a-vis others. Variation in lockdown
intensity across centres is measured using Google mobility
indices. A high mobility centre (low intensity of lockdown) is
defined as the one which witnessed a lower than median fall
in the mobility index during the lockdown period.

The results show that the interaction term corresponding
to the lockdown phase is positive and significant, indicating
that the lockdown led to an increase in margins (Table 1).
The results also indicate that the increase in margins
predominantly originated from low mobility (high lockdown
intensity) centres.

Table 1: Price Margin Across Centres

All  High Intensity Low Intensity

Centres Lockdown Lockdown

Centres Centres

1 2 3 4
2020=1 x March 25-May 31=1 0.441™ 0.602™ 0.136
(0.0914) (0.116) (0.142)

2020=1 x June-Nov=1 0.3127 0.372 0.228
(0.144) (0.191) (0.185)

Adjusted R? 0.779 0.776 0.800
Observations 834133 573750 260383

Note: Centre x Commaodity FE, State x Month FE, State x Year FE, Commaodity
x Month FE, and Commodity x Year FE are included in all the above
specifications. Standard errors are clustered at the commodity-centre level.
Standard errors in parentheses.

***: Significant at 1 per cent level. **: Significant at 5 per cent level.

*: Significant at 10 per cent level.

Source: RBI staff estimates.

Chart 1: Behaviour of Margins and Mobility
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Reference:

Varshney, D., D. Roy, and J. V. Meenakshi (2020), ‘Impact of COVID-19 on Agricultural Markets: Assessing the Roles of
Commodity Characteristics, Disease Caseload and Market Reforms’, Indian Economic Review, Vol. 55, Pages S83-S103.

3 Although daily prices data are released for 135 centres, 80 centres are selected for the empirical exercise for which google mobility indices

are available, to assess the impact of lockdown and mobility on margins.

14 The model is as follows: Yije = Z#=1 B X Time Period, + ¥2_, B, x (Time Period, X 2020) + @ij + Vijm + V2jy + 81im + 821y + &ij; where Yijeis
the price margin recorded at market centre ifor commodity jat time ¢, Time Period, is a dummy variable which takes the value 1 for the lockdown
phase (March 25 - May 31, 2020); Time Period, is a dummy variable which takes the value 1 for the unlocking period (June - November, 2020);
2020 is a dummy variable that takes the value 1 for the year 2020; :j is the centre-commodity fixed effect (FE); Y1jm captures commodity-month
FE;Yzjy captures commodity-year FE; 8;, controls for state-month FE; 82iy controls for state-year FE; and &ijt is the error term. Robust standard

errors are clustered at the market centre-commodity level.
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6. Conclusion

[1.2.36 In sum, headline inflation remained
elevated, having tested the upper tolerance level
during June-November 2020. The substantial
wedge between wholesale and retail price inflation
duringthe year pointedto persistence of supply-side
bottlenecks and higher retail margins, underscoring
the importance of supply management. Pressures
from food items like pulses and edible oils are likely
to persist in view of supply-demand imbalances,
while cereals’ prices may continue to soften with
the bumper foodgrains production in 2020-21.
Crude oil prices have picked up on optimism
of demand recovery and continuation of OPEC
plus production cuts; and are expected to remain
volatile in the near-term. Cost-push pressures have
also emanated from non-energy commodity prices
and could firm up further as economic activity
normalises and demand picks up. As pandemics
typically leave markets less competitive, the
increase in number of active COVID-19 cases with
the beginning of second wave from March 2021
along with the associated effects on supply chains
amid containment measures could also affect
inflation going forward.

1.3 MONEY AND CREDIT

[1.3.1 Monetary conditions eased during the
year with the sharp compression in aggregate
demand imposed by the pandemic, especially
during H1:2020-21 even as ample liquidity was
engendered by the Reserve Bank’s operations,
both conventional and unconventional. Reserve
money (RM) adjusted for first round effects of
cash reserve ratio (CRR) expanded strongly,

51

bolstered by a build-up of net foreign assets
(NFA) of the Reserve Bank and its proactive
liquidity management. The banking system
experienced liquidity leakages on account of a
substantial upsurge in precautionary currency
demand in response to COVID-19 pandemic
led uncertainties. Currency hoarding was
accompanied by a sharp drop in the velocity of
money reflecting pandemic-depressed demand
and extreme uncertainty. Money supply (M3) was
bolstered by a surge in aggregate deposits with
the virtual drying up of spending. Bank credit
growth remained subdued as demand languished
and risk aversion continued to grip the banking
system. Since November 2020, however, incipient
signs of credit revival began to show up alongside
green shoots of recovery in economic activity,
facilitated by favourable liquidity conditions and
a gradual unlocking of the economy. With the
allaying of illiquidity fears in response to the
measures taken by the Reserve Bank, interest
rates and spreads eased across financial market
instruments and rating categories and, along with
expansionary monetary movements, supported
congenial financial conditions to nurture the
economic recovery.

[1.3.2 Against this backdrop, sub-section 2 delves
into the dynamics underlying movements in RM
and, thereby, the shifts in the Reserve Bank’s
balance sheet as it went into a crisis management
mode. Sub-section 3 examines developments
in money supply in terms of its components
and sources, throwing light on the movements
in assets and liabilities of the banking sector in
exceptional times. The underpinnings of bank
credit are covered in sub-section 4, followed by
concluding observations.



ANNUAL REPORT 2020-21

2. Reserve Money"®

[1.3.3 Reserve money - a stylised depiction of the
Reserve Bank’s balance sheet that focuses on its
‘moneyness’’® comprising currency in circulation,
bankers’ deposits and other deposits with the
Reserve Bank - increased by 14.2 per cent in
2020-21, higher than 9.8 per cent a year ago as
well as its decennial average (2011-20) of 10.6
per cent [Chart 11.3.1]. Adjusted for the reduction in
CRR by 100 basis points (bps) effective March 28,
2020 - which reduced RM statistically by around
%1,37,000 crore - RM grew by 18.0 per cent during
the year'’, as against 9.4 per cent a year ago.

[1.3.4 Among its components, currency in
circulation (CiC) constituted around 82 per cent
of RM in 2020-21. Although the contribution of
currency in determining the overall expansion in
RM peaked in April 2020, CiC accounted for 97
per cent of the expansion in RM during the year

(110 per cent a year ago), below the decennial
average (2011-20) of 109 per cent.

[1.3.5 The demand for CiC normally follows a
predictable intra-month pattern — expansion
during the first fortnight due to transactions by
households, followed by a contraction in the
second fortnight due to flow back of currency
from households to the banking system
(Chart 11.3.2).

[1.3.6 There was an unusual rise in month-
over-month (M-o-M) CiC variation during April-
June 2020 vis-a-vis the corresponding period
of previous years due to the onset of the
COVID-19 pandemic and a panic-driven surge
in precautionary demand for cash as cushion
in a health crisis (Chart 11.3.3 & Chart 11.3.4).
Subsequently, with the epidemiological curve
bending downwards from mid-September 2020
to February 2021 and in the light of the optimism

Chart II.3.1: Reserve Money Growth
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Chart II.3.2: Weekly Variation in Currency in Circulation
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s In sub-section 2, growth and other ratios pertaining to end of financial year/quarter/month are based on data as on the last Friday of the

respective financial year/quarter/month.

'® ‘Moneyness’ refers to the characteristics of an asset to convert readily into liquidity at a low or zero transaction cost.
7 The effect of increase in CRR from 3.0 per cent to 3.5 per cent, effective March 27, 2021, will be reflected in the financial year 2021-22.
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Chart II.3.3: Impact of COVID-19 on CiC

2,00,0004 Remonetisation COVID-19
c  1,00,000
£
o
L)
E 0 —_
2 -1,00,000
&)
'E -2,00,000
<]
k<]
E -3,00,000
s -4,00,000
°
= -5,00,000

-6,00,000

2015 2016 2017 2018 2019 2020 2021
lanuary ebruary farch pril
EMay ‘une uly ugust

H September )ctober [ovember ‘ecember
Note: The unusual increase in CiC during January-June 2017 was
on account of the remonetisation process, post-demonetisation.
Source: RBI.

Chart II.3.4: Number of Confirmed COVID-19
Cases in India
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surrounding the mass vaccination programme,
the variations in CiC were mostly determined by
seasonal factors. Nonetheless, a sudden spurt in
the number of confirmed cases of corona virus
infection in its second wave from March 2021
onwards may impact variation in CiC for the next
financial year.

[1.3.7 The pandemic-induced dash for cash
was superimposed on the usual seasonal spurt
in currency demand in Q1:2020-21 which is
associated with rabi procurement and kharif
sowing. In the following quarter, despite an overall
slowdown in economic activity and the seasonal
slack in demand from cash-intensive sectors such
as construction and agriculture, the fear of virus
kept CiC at an elevated level. In Q3:2020-21, CiC
expanded, reflecting rise in currency demand
for festivals, kharif harvest and the legislative
assembly election in one state (Chart 11.3.5).
Further expansion in CiC was evident during
Q4:2020-21 due to harvest of rabi crops, various
festivals, run up to the legislative assembly
elections in four states and one Union Territory

and resumption in construction activities in the
real estate sector. The higher CiC growth at 17.2
per cent in 2020-21 (14.0 per cent a year ago)
resulted in the currency-GDP ratio increasing to
14.7 per cent (12.0 per cent last year) as cash-
intensity in the economy increased in the wake of
the pandemic (Chart 11.3.6).

ChartII1.3.5: Quarterly Variation in Currency in Circulation
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Chart II.3.6: India’s Currency-GDP Ratio
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Chart II.3.7: Bankers’ Deposits with the Reserve Bank
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[1.3.8 Growth in bankers’ deposits with the
Reserve Bank increased marginally by 0.8 per
cent in 2020-21 as against a decrease of 4.2 per
cent in the previous year, primarily due to the
reduction in CRR by 100 bps to 3.0 per cent'®,
effective March 28, 2020 (Chart 11.3.7).

[1.3.9 The liquidity drain due to expansion in
CiC during the year was more than offset by

the expansionary effects of accumulation of net
foreign assets (NFA) [Chart 11.3.8a]. During 2020-
21, net purchases from authorised dealers stood
at %5,16,389 crore vis-a-vis 32,96,943 crore in the
previous year. Consistent with the accommodative
stance of monetary policy, liquidity management
operations boosted net domestic assets (NDA) of
the Reserve Bank (Chart 11.3.8b).

Chart I1.3.8: NFA and NDA of the Reserve Bank
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'8 Refer to the footnote 17 of Para 11.3.3.
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[1.3.10 In particular, although net open market
purchases (including auctions of special OMOs
involving simultaneous purchase and sale of
securities for liquidity distribution across the
yield curve and OMOs in state development
loans) amounted to ¥3.13 lakh crore, the
net Reserve Bank credit to the government
contracted by ¥1,12,071 crore during 2020-21 —
mainly counterbalanced by accretion of massive
government surplus balances. On the other hand,
contraction in the Reserve Bank’s net credit
to banks and the commercial sector (mainly
PDs) primarily reflected net liquidity adjustment
facility (LAF) absorption aimed at sterilising forex
operations and managing the large overhang of
liquidity in the system™ (Chart 11.3.9).

[1.3.11 The net LAF position remained in reverse
repo mode throughout 2020-21, supplemented
by repayment of long-term repo operations
(LTROs) [availed during February-March 2020]
as well as of targeted LTROs (TLTROs) worth
31,238,572 crore and 37,348 crore, respectively
(Chart 11.3.10a and Chart 11.3.10b).

Chart II.3.9: NDA (Y-0-Y Variation)
5,00,000

4,00,000 1
3,00,000 1
2,00,000 1
1,00,000 -

01+— b —

T crore

-1,00,000 1
-2,00,000 1
-3,00,000 1

-4,00,000 1

-5,00,000 -
5 00 RBI's Net Credit to

Government Sector

RBI's Net Credit to Banks
and Commercial Sector

:018-19
Source: RBI.

2019-20 1020-21

3. Money Supply?°

[1.3.12 Stabilising from a prolonged decline till
2016-17, M3 - comprising currency with the
public (CwP), aggregate deposits (AD) and other
deposits with the Reserve Bank - recorded a
growth of 11.8 per cent during the year (8.7 per

Chart II.3.10: Liquidity Injection/Absorption
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'° Details of liquidity management operations are covered in chapters lll and V.

20 |In sub-sections 3 and 4, growth and other ratios pertaining to end of financial year/quarter/month are based on data as on the last reporting

Friday of the respective financial year/quarter/month.
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Chart I1.3.11: Aggregate Deposits and M3
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Chart II.3.12: SCBs’ Time Deposits: Y-0-Y Growth and
Interest Rate
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cent a year ago) driven by AD, especially time
deposits (Chart 11.3.11).

[1.3.13 On the components side, M3 expansion
was driven by AD, as stated earlier, its largest
constituent (85 per cent share). In fact, AD
accounted for 79 per cent of the increase in M3
during 2020-21, with time deposits growing at
10.3 per cent in spite of considerable moderation
in interest rates, reflecting risk averse behaviour
of depositors and lack of lucrative alternative
investment avenues (Chart 11.3.12). As usual,
demand deposits remained volatile (especially
during the fortnight ended April 10, 2020 which
coincided with the 21 days nation-wide lockdown
announced to contain the spread of COVID-19
pandemic) largely mirroring the variations in
currency with the public which grew by 17.8 per
cent in 2020-21 vis-a-vis 14.0 per cent in the
previous year (Chart 11.3.13).

[1.3.14 Net foreign exchange assets of the
banking sector, net bank credit to the government
and bank credit to the commercial sector led the
expansion in M3 from the sources side during
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2020-21 (Chart 11.3.14). The net bank credit to the
government grew, with commercial/cooperative
banks augmenting their SLR portfolios in search
of safe haven, and consequently, their investment
in government securities increased by 18.7 per
cent in 2020-21 as compared with 10.6 per cent
a year ago. On the other hand, bank credit to the
commercial sector - the largest constituent of M3

Chart II.3.13: Currency with the Public and Demand
Deposits: Fortnightly Variation
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Chart I1.3.14: Expansion in M3: Components
and Sources
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from the sources side - grew at a rate lower than
a year ago, reflecting passive liquidity surpluses
(Table 11.3.1). Growth of NFA of the banking sector
mirrored NFA in RM.

Key Monetary Ratios

[1.3.15 The money multiplier stood at 5.4 in
2020-21, which is marginally below its decennial
average (2011-20) of 5.5. However, adjusted for
the reverse repo - analytically more meaningful
and akin to banks’ deposits with the central
bank - money multiplier turned out to be lower
at 4.7 in 2020-21, explaining the slowdown in
money creation under subdued credit demand
conditions. As a result, a substantial expansion
in RM (adjusted for the first-round effects of CRR
changes) did not translate into a commensurate
increase in M3 (Chart 11.3.15 & Chart 11.3.16).

[1.83.16 The currency-deposit ratio stood at 17.3
per cent in 2020-21, slightly above its decennial
average (2011-20) of 15.1 per cent. The shift in
the public’s preference towards stashing cash,
the most liquid asset, was in response to the
uncertainties relating to the pandemic. The
reserves-deposit ratio at 3.7 per cent (4.0 per cent

Table 11.3.1: Monetary Aggregates

Iltem

Outstanding as on
March 26, 2021
(% crore)

Year-on-Year Growth Rate
(in per cent)

2018-19 2019-20 2020-21

1 2 3 4 5
I. Reserve Money (RM) 34,90,233 15.1 9.8 14.2
Il. Money Supply (M3) 187,73,142 10.6 8.7 11.8
lll. Major Components of M3

Il.1. Currency with the Public 27,57,847 16.7 14.0 17.8

Ill.2. Aggregate Deposits 159,67,947 9.6 8.0 10.8
IV. Major Sources of M3

IV.1. Net Bank Credit to Government 56,92,569 111 14.2 12.5

IV.2. Bank Credit to Commercial Sector 116,10,050 12.7 6.3 5.2

IV.3. Net Foreign Assets of the Banking Sector 45,11,386 5.1 22.4 20.1
V. M3 net of FCNR(B) 186,24,899 10.6 8.7 12.1
VI. Money Multiplier 5.4

Note: Data are provisional.
Source: RBI.
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Chart I1.3.15: M3 Growth
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a year ago), reflected the impact of CRR reduction
during 2019-20 (Chart 11.3.17).

4. Credit

11.3.17 With the extant policy prescription of
3.5 per cent and 18 per cent for CRR and SLR,
respectively, around 79 per cent of the deposits

Chart II.3.17: Monetary Ratios
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were available with the banking system for
extending credit. However, SCBs’ credit-deposit
ratio moderated to 72.4 per cent in 2020-21 from
76.4 per cent a year ago, largely reflecting the
subdued credit demand conditions in the economy
even as deposit mobilisation remained robust
(Chart 11.3.18 & Chart 11.3.19).

Chart II.3.16: Monetary Ratios
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Chart I1.3.18: SCBs’ Credit-Deposit Ratio
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Chart I1.3.19: Incremental Credit-Deposit Ratio Chart II.3.20: SCBs’ Credit Growth: Momentum and
1.5 Base Effect
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[1.3.18 The y-o-y growth in SCBs’ credit, which Reserve Bank, and supported by several
started slowing down in 2019-20, was further sector specific measures announced by the

impacted during H1: 2020-21 in the wake of
COVID-19 pandemic related restrictions and
stood at 5.1 per cent for October 2020 (the
lowest since May 2017). However, the worst
seems to be over as it gradually recovered lost
pace, backed by resumption in economic activity.
During 2020-21, as per Section 42 returns,
financial year variation in SCBs’ credit turned
positive for the first time in November 2020 and
its growth stood at 5.6 per cent on a year-on-
year basis for 2020-21 as compared with 6.1 per
cent a year ago. A positive momentum in credit
offtake since November 2020 reflects recovery
in economic activity that has been supported
by the cumulative reduction in the policy repo
rate by 250 bps since February 2019, and
115 bps since March 2020, as well as various
liquidity enhancing measures undertaken by the

government during the year (Chart 11.3.20).
The credit-to-GDP gap narrowed as at end-
September 2020 (Chart 11.3.21); however, the
gap still continues to be large, reflecting the
persisting slack in credit demand in the economy.

[1.83.19 The slowdown in SCBs’ credit growth
during 2020-21 has been broad-based across all
major sectors, except agriculture. According to
data on the sectoral deployment of bank credit?'
for March 2021, credit growth to agriculture and
allied activities accelerated to 12.3 per cent
in March 2021 (4.2 per cent a year ago), the
highest since April 2017. Credit growth to industry
decelerated marginally to 0.4 per cent (0.7 per
cent a year ago) mainly due to credit to large
industries, which contracted by 0.8 per cent in
March 2021 (as compared with a growth of 0.6
per cent a year ago). This is primarily on account

21 Data on sectoral deployment of bank credit is collected on a monthly basis from select SCBs (33 banks) which account for about 90 per cent

of the total non-food credit deployed by all SCBs.
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Chart II.3.21: Credit-to-GDP Gap
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of large industries obtaining financial resources
from non-bank sources, while the silver lining has
been provided by the robust performance of credit

to medium industries which registered a growth
of 28.8 per cent in March 2021 (as compared to
contraction of 0.7 per cent a year ago), reflecting
the positive effects of various measures taken by
the Government of India and the Reserve Bank for
the micro, small and medium enterprises (MSME)
sector. Credit growth to micro and small industries
has witnessed marginal growth in the recent
period (Table 11.3.2).

[1.3.20 Insofar as credit to industrial sub-sectors
is concerned, credit to food processing; textile;
leather and leather products; wood and wood
products; paper and paper products; glass and
glassware; and gems and jewellery registered
accelerated growth in 2020-21 on a year-on-
year basis. However, credit growth to mining and
quarrying; rubber, plastic and their products; as well
as vehicles, vehicle parts and transport equipment
decelerated. Industries such as beverages and
tobacco; petroleum, coal products and nuclear

Table 11.3.2: Credit Deployment to Select Sectors

Sectors

Outstanding as on

Year-on-Year Growth (Per cent)

March 26, 2021

 crore) 2018-19 2019-20* 2020-21#
1 2 3 4 5
Non-food Credit (1 to 4) 96,62,022 123 6.7 4.9
1. Agriculture & Allied Activities 12,99,914 7.9 4.2 12.3
2. Industry (Micro & Small, Medium and Large) 29,18,028 6.9 0.7 0.4
2.1. Micro & Small 3,83,854 0.7 1.7 0.5
2.2. Medium 1,36,054 2.6 -0.7 28.8
2.3. Large 23,98,121 8.2 0.6 -0.8
(i) Infrastructure 10,91,624 18.5 -0.2 3.6

of which:
(a) Power 5,66,455 9.5 -1.6 1.2
(b) Telecommunications 1,13,080 36.7 24.4 -21.3
(c) Roads 2,36,947 5.2 0.7 34.4
(ii) Chemicals & Chemical Products 1,86,911 17.5 6.0 -7.9
(iii) Basic Metals & Metal Products 3,28,663 -10.7 -5.7 -6.2
(iv) Food Processing 1,65,669 1.1 -1.9 7.5
3. Services 26,30,566 17.8 7.4 14
4. Personal Loans 28,13,513 16.4 15.0 10.2

*: March 2019 over March 2018.
Note: Data are provisional.
Source: RBI.

#: March 2020 over March 2019.

##: March 2021 over March 2020.
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Chart II.3.22: Sectoral Deployment of Non-Food Bank Credit Growth
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fuels; chemicals and chemical products; basic (NFC) growth decelerated to 4.9 per cent from

metal and metal products; cement and cement
products; all engineering and construction
witnessed contraction in credit offtake.

[1.3.21 After witnessing a marginal contraction
in 2019-20, credit growth to infrastructure, which
accounts for around 37 per cent of industrial
credit, showed some improvement during 2020-
21, mainly due to significant acceleration in
credit growth to roads, reflecting government’s
push for this segment. However, credit to
telecommunications witnessed a significant
contraction, while credit to power showed some
recovery. Credit growth to the services sector
decelerated to 1.4 per cent during 2020-21 from
7.4 per cent in the previous year, primarily driven
down by sharp deceleration in credit growth to
NBFCs after a spurt in the preceding year and
contraction in credit to professional services.
However, credit to wholesale trade bucked the
downtrend, registering accelerated growth.
Personal loans growth decelerated during the
year but remained in double digits.

[1.3.22 As per sectoral deployment of bank credit
database?®?, on March 26, 2021, non-food credit

22 Refer to the footnote of Para 11.3.19.
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6.7 per cent a year ago. Among bank groups,
public sector banks registered credit growth of
3.1 per cent in March 2021 (3.4 per cent a year
ago), whereas, credit extended by private sector
banks grew by 9.6 per cent (13.9 per cent a year
ago) mainly due to deceleration in credit growth in
the personal loans segment (Chart 11.3.22.a and
Chart 11.3.22.b).

5. Conclusion

[1.3.23 To sum up, despite a surge in currency
demand with the onset of COVID-19 pandemic,
monetary conditions eased on account of
proactive liquidity management measures
undertaken by the Reserve Bank through
conventional and unconventional measures. A
gradual pick up in economic activity during the
second half of 2020-21 pulled up credit growth.
Going forward, accommodative liquidity conditions
and interest rates, several growth enhancing
measures announced by the government and
commencement of the mass vaccination drive
are likely to nurture the recovery which, in turn, is
expected to have a favourable bearing on credit
demand and supply.
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1.4 FINANCIAL MARKETS

I1.4.1 After the pandemic shock in H1:2020,
global financial markets quickly regained normalcy
over the ensuing period, drawing support from
liquidity flushed in by global central banks and
unprecedented fiscal support by governments.
Financial conditions eased and the return of
risk appetite enhanced the demand for financial
assets across risk and rating categories with
equity markets turning exuberant and scaling
fresh heights in several countries. Emerging
market economies (EMEs) like China and India
received surges of portfolio flows. The US dollar
weakened, paving the way for appreciation of
other currencies in tandem with improvement in
risk sentiment. Bond markets recorded sharp falls
in yields, supported by liquidity infusion and policy
rate cuts by central banks. However, global bond
yields seemed to have bottomed out. The yield on
US 10-year G-sec has risen by 123 basis points
(bps) since its low in early-August (till March 31,
2021). Indian generic 10-year G-sec yield firmed
up 39 bps over the same period.

[1.4.2 In India, the equity market made a sharp
V-shaped recovery in sync with global markets on
the back of massive fiscal and monetary stimuli
and gradual easing in COVID-induced restrictions.
The Reserve Bank announced liquidity measures
aggregating ¥13.6 lakh crore (6.9 per cent of
nominal GDP for 2020-21) during February 6,
2020 - March 31, 2021. This shrank spreads and
pushed market rates down. On the back of policy
support, the Sensex gained 91 per cent from its
post-pandemic lows during 2020-21, which was
among the highest worldwide. The rally was,
however, interrupted intermittently by the rise in
COVID-19 cases and simmering India-China
border tensions. Domestic equities scaled all-time
peak in H2:2020-21 on record foreign portfolio

investment (FPI) inflows, better than expected
corporate earnings, pick-up in economic activity
and roll-out of vaccines in the country and abroad.
Indian Rupee depreciated to touch a historical low
of 76.91 on an intra-day basis on April 22, 2020
due to unprecedented FPI outflows induced by
the pandemic. The Indian rupee subsequently
appreciated in line with other emerging market
currencies, led by strong FPI inflows, as risk
appetite returned for EME assets amidst pick-up in
economic activity, progress on vaccine discovery
and inoculation and easing of COVID-19 related
restrictions. Moreover, India was the only major
country among emerging markets (excluding
China) that received equity FPI inflows in calendar
year 2020%.

[1.4.3 Money market developments are detailed
in sub-section 2. G-sec yields are discussed in sub-
section 3. Sub-section 4 presents developments in
the corporate bond market wherein yields eased
significantly in 2020-21. Sub-section 5 profiles
developments in the domestic equity market,
followed by a discussion on movements in the
Indian rupee in the foreign exchange market
in sub-section 6, and finally followed by the
concluding sub-section on some forward-looking
perspectives.

2. Money Market

[1.4.4 After the global market turmoil during
March 2020 when financial spreads spiked and the
money market rates firmed up, the money market
stabilised through the rest of 2020-21 amidst
proactive liquidity management by the Reserve
Bank, using several instruments at its command.

11.4.5 Toaddress any liquidity shortage during the
pandemic and the unusual expansion in currency
in circulation due to pandemic-stricken tendency
to hold cash, the Reserve Bank conducted

2 National Securities Depository Ltd. (NSDL) and Institute of International Finance (IIF).
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liquidity management operations through a variety
of conventional and unconventional instruments
as set out in chapters Ill and V.

[1.4.6 Furthermore, as part of the AatmaNirbhar
Bharat programme announced by the Government
of India (Gol) in May 2020, the Reserve Bank
notified a special liquidity scheme at the repo
rate to improve the liquidity position of Non-
Banking Financial Companies/Housing Finance
Companies (NBFCs/HFCs) to avoid any potential
systemic risks to the financial sector on July 1,
2020. The aggregate principal amount invested
by the Reserve Bank under the scheme stood at
37,126 crore.

[1.4.7 The weighted average call rate (WACR) in
the unsecured call money market — the operating
target of monetary policy — remained within the
policy corridor with a downward bias till mid-
October 2020 before slipping below the reverse
repo rate, reflecting surplus liquidity conditions
(Chart 11.4.1). The average spread of the WACR
over the policy repo rate increased to (-) 63 bps
in 2020-21 from (-) 9 bps in 2019-20 as surplus

liquidity in the banking system prevailed during the
entire year. In H2: 2020-21, overnight collateralised
and uncollateralised rates, and at times 91-day
treasury bills (T-Bills) and commercial paper (CP)
rates, fell below the reverse repo rate.

[1.4.8 During 2020-21, volatility in the call money
market, measured by the coefficient of variation?
of the WACR, increased to 8.34 from 7.55 in
2019-20, reflecting swings in liquidity conditions.
The triparty repo as well as the market repo rates
remained below the WACR by 37 bps and 38 bps,
respectively, on an average.

11.4.9 The average daily volume in the money
market (call money, triparty repo and market repo
taken together, excluding Saturdays) increased
by 39 per cent to ¥3,36,371 crore during 2020-21
from %2,42,658 crore in 2019-20 (April-March).
Volumes in the triparty repo and market repo
segments increased and they accounted for 69
per cent and 28 per cent, respectively, of the
total money market volume (call/triparty repo and
market repo) during 2020-21 as compared with 68
per cent and 25 per cent, respectively, in 2019-20

Chart I1.4.1: Money Market Rates and Policy Corridor
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24 Coefficient of variation is measured as a ratio of standard deviation to the mean.
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(Chart 11.4.2). In the call money segment, average
daily volumes decreased by 34 per cent during
the year to 310,993 crore (from 316,558 crore),
reducing market share to 3 per cent from 7 per
cent in the previous year.

[1.4.10 Interest rates on other money market
instruments, viz.,, 91-day T-Bills, certificates of
deposit (CDs) and CPs generally softened on
account of surplus liquidity during 2020-21. With
the decrease in the policy repo rate and proactive
liquidity augmenting measures by the Reserve
Bank, the spread of CD rates over T-bill rates
narrowed significantly from 44 bps in Q1:2020-
21 to 7 bps during Q2:2020-21, but widened
marginally during Q3:2020-21 to 8 bps. Spreads
of CD rates over T-bill rates, however, narrowed to
6 bps in Q4: 2020-21 (Chart 11.4.3).

[1.4.11 The average daily spread of 3-month
CP(NBFC) rates over the 91-day T-bill rates
decreased from 31 bps during Q2:2020-21 to 22
bps in Q8:2020-21, before increasing to 35 bps
in Q4:2020-21. The weighted average discount
rates in the primary CP market, which hardened
in end-September 2020 to 4.6 per cent, softened

Chart II.4.3: Spread of 3-Month CP and CD Rate
over 91-day T-Bill Rate
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thereafter by about 100 bps to 3.7 per cent as at
end-December 2020, before inching up thereafter
to 4.7 per cent by end-March 2021 (Chart 11.4.3).
Similarly, the 3-month CP rates for both NBFCs
and non-NBFCs hardened as well. The 3-month
CP (NBFC) rate increased from 3.4 per cent at
end-December 2020 to 3.5 per cent by end-March
2021. Concomitantly, the 3-month CP (non-NBFC)
rate increased from 3.3 per cent at end-December
2020 to 3.7 per cent at end-March 2021.

[1.4.12 In the primary market, fresh issuance of
CDs decreased to %1.3 lakh crore during 2020-21
as compared with 3.9 lakh crore in the previous
year (April-March). New issuance of CPs in the
primary market also decreased to ¥17.4 lakh
crore in 2020-21 from %22.0 lakh crore in 2019-20
(April-March).

3. G-sec Market

1.4.13 In  April 2020, the G-sec Vyields
hardened initially due to selling pressure from
FPls, expectation of increase in government
borrowing, rise in US treasury yields and
adverse developments in mutual fund sector
leading to redemption stress and intensified
liquidity pressures. However, yields softened
later tracking the Reserve Bank’s announcement
of special liquidity facility for mutual funds (SLF-
MF), conduct of OMOs and decline in crude oil
prices. In the month of May 2020, bond vyields
again rose due to upward revision of gross
market borrowings of Gol for 2020-21 to 312 lakh
crore from the budgeted level of 7.8 lakh crore
but fell subsequently after the monetary policy
committee (MPC) reduced the repo rate by 40 bps.
In June 2020, G-sec yields hardened as market
sentiment was dampened by the downgrade in
India’s sovereign rating to a negative outlook by
Moody’s Investor service from Baa2 to Baag3,
escalation of Indo-China border tensions and
selling pressure from FPls. Movement in US
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treasury yields and crude oil prices also weighed
on the yield movements. Overall, during Q1:2020-
21, the 10-year generic G-sec yield softened by
25 bps to close lower at 5.89 per cent on June
30, 2020.

[1.4.14 During Q2:2020-21, the 10-year generic
G-sec yield hardened by 13 bps, tracking higher
than expected CPI data prints for June 2020 and
July 2020, status quo on the policy rate in the
August 2020 meeting of the MPC and subsequent
MPC minutes reflecting concerns on elevated
inflation. Subsequently, a series of measures
announced by the Reserve Bank to foster orderly
market conditions on August 31,2020 led to asharp
decline in bond yields. Furthermore, bond yields
drew comfort from a series of OMOs carried out
by the Reserve Bank. The release of lower-than-
expected CPI data for August 2020 and reports
that the Gol is unlikely to announce additional
market borrowings in H2:2020-21 supported bond
yields.

[1.4.15 In Q3:2020-21, softening of G-sec yield
continued, and it declined by 13 basis points in
October 2020 in response to an unchanged
borrowing calendar for the second half of
2020-21, announcement of conduct of OMO in
State Development Loans (SDL), increase in
size of OMO purchases, and extension of held-
to-maturity (HTM) benefit by one more year up to
March 31, 2022. During November 2020, G-sec
yields moved in a narrow range and hardened
marginally by 3 basis points. In December, yields
declined marginally as upward pressure on yields
due to increase in crude oil prices and profit
booking was more than offset owing to reduced
supply pressure as the Reserve Bank decided
not to accept any bids for benchmark paper in

primary auction in end-December. Overall, the
10-year generic G-sec yield declined by 15 bps in
Q3:2020-21.

[1.4.16 In Q4:2020-21, the G-sec yield initially
softened on the back of buying support by mutual
funds and foreign banks. It rebounded thereafter
and remained elevated after the government
announced additional borrowing of 80,000 crore
for 2020-21 and indicated elevated borrowing of
around %12 lakh crore for 2021-22. The increase
in US Treasury yields and rebound in crude oll
prices also contributed to the upward movement
in bond vyields. In Q4, the 10-year generic G-sec
yield hardened by 30 bps to close at 6.17 per cent
on March 31, 2021 (Chart 11.4.4).

11.4.17 With the introduction of the fully accessible
route (FAR)?® with effect from April 1, 2020,
FPIs have three routes to invest in G-secs, viz.,,
general route with investment limits set under
the medium-term framework (MTF), voluntary

Chart II.4.4: 10 year G-sec Generic Yield
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% Under FAR, certain categories of central government securities were opened fully for non-resident investors without any restrictions, apart

from being available to domestic investors as well.
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retention route (VRR) and FAR. The limit for FPI
investments in G-sec under MTF for the year
2020-21 was set at %3,38,062 crore. During
April 2020 - March 2021, FPIs sold G-secs for
31,104 crore under the general route. However,
FPls invested 317,211 crore under the FAR route
during the same period excluding 15,199 crore
that was transferred from the general window
to the FAR scheme at the commencement of
the latter. Incidentally, the number of securities
included under the FAR scheme increased from
five (with outstanding stock of ¥4,34,224 crore
as on April 1, 2020) to twelve securities (with
outstanding stock of 11,79,423 crore as on
March 31, 2021). FPIs also invested 3789 crore
in G-secs during April 2020 - March 2021 through
the VRR which has a combined investment limit
of %1,50,000 crore for G-secs and corporate
bonds. The State Development Loans (SDLs)
also witnessed FPIs buying for 399 crore during
the same period.

4. Corporate Debt Market

[1.4.18 Corporate bond yields largely tracked
G-sec yields. Financing conditions in the
corporate bond market, which withessed a
brief period of stress during March-April 2020
triggered by the outbreak of COVID-19, eased
significantly in the remainder of 2020-21, with the
average yields on AAA-rated 5-year corporate
bonds falling to its lowest level since 2004.
During 2020-21, the AAA-rated 5-year bond
yields of public sector undertakings (PSUs);
financial institutions (FIs) & banks; NBFCs and
corporates softened by 50 bps, 101 bps and 114
bps, respectively, reflecting the transmission of
monetary policy rate cuts to the corporate bond
yields, surplus liquidity conditions and the effect
of targeted measures by the Reserve Bank and
the government. Furthermore, encouraging
reports on COVID-19 vaccine development
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and approvals for inoculations improved market
sentiment. The yield on AAA-rated 5-year bonds
closed at 5.92 per cent for PSUs, Fls and banks;
6.29 per cent for NBFCs; and 6.14 per cent for
corporates at end-March 2021.

[1.4.19 During 2020-21, the risk premium or
spread on AAA-rated 5-year bonds (over 5-year
G-sec) decreased from 18 bps to (-) 14 bps for
PSUs, Fls and banks; 107 bps to 23 bps for
NBFCs and 104 bps to 8 bps for corporates.
The narrowing of spreads was also visible
across the rating segments of corporate bonds.
The deployment of several conventional and
unconventional tools by the Reserve Bank such
as Long-term Repo Operations (LTROs), Targeted
LTROs (TLTROs) and Special Liquidity Facility
for Mutual Funds (SLF-MF), supplemented with
measures undertaken by the government such
as special liquidity scheme and partial credit
guarantee scheme for NBFCs, helped easing of
liquidity premiums in the corporate bond market.
The average daily secondary market turnover
in the corporate bond market increased by 25.7
per cent y-o-y to 310,889 crore in Q1:2020-21,
aided by the regulatory requirement of investing
a part of TLTRO funds in the secondary market,
but witnessed some moderation subsequently.
Overall, the average daily turnover decreased to
37,671 crore during 2020-21 from ¥8,532 crore in
the previous year (Chart 11.4.5).

[1.4.20 Liquidity infusion by the Reserve Bank
played a key role in supporting primary corporate
bond issuances, which increased by 13.4 per cent
to a record 7.8 lakh crore during 2020-21 under
easy liquidity conditions coupled with softening
of yields. Corporates mobilised higher resources
from the bond market to seize the benefit of lower
costs. Private placements remained the preferred
choice for corporates, accounting for 98.7 per
cent of total resources mobilised through the bond
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Chart I1.4.5: Turnover and AAA-rated 5-Year Yield
Spread in Corporate Bond Market
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market. Outstanding corporate bonds increased
by 11.8 per cent y-o-y to ¥35.1 lakh crore, ie.,
18.2 per cent of GDP at end-December 2020.
Investments by FPIs in corporate bonds decreased
to ¥1.33 lakh crore at end-March 2021 from %1.73
lakh crore at end-March 2020. Consequently,
utilisation of the approved limit by FPIs declined

to 24.5 per cent at end-March 2021 from 54.5 per
cent at end-March 2020.

5. Equity Market

[1.4.21 After undergoing sharp corrections
in Q4:2019-20 amidst the tragic outbreak of
COVID-19, the Indian equity market made a strong
V-shaped recovery in 2020-21 following decisive
monetary and fiscal policy responses, gradual
easing of COVID-19 induced lockdown measures
and strong FPI inflows. Furthermore, the sharp
rebound in global peers amid stimulus measures
by governments and monetary authorities
worldwide, coupled with encouraging reports on
development of coronavirus vaccine supported
the domestic equity market recovery from April
2020. Overall, during 2020-21, the BSE Sensex
surged by 68.0 per cent to close at 49,509 while
the Nifty 50 increased by 70.9 per cent to close
at 14,691 on March 31, 2021. India VIX, which
captures short-term volatility of Nifty 50, declined
to 20.6 per cent at end-March 2021 after soaring
to the unusually high level of 83.6 per cent on
March 24, 2020 (Chart 11.4.6).

Chart II.4.6: Equity Market
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[1.4.22 The Indian equity market commenced the
year with a sharp rebound, posting its biggest
monthly gain in 11 years during April 2020. The
BSE Sensex surged by 14.4 per cent during
the month on the hopes of a second round
of stimulus measures by the government and
announcement of various liquidity measures
by the Reserve Bank. Encouraging reports of
COVID-19 drug trials and easing of lockdown
measures in major economies lifted market
sentiment. However, the upside in equities was
capped by dismal economic data, sharp decline in
crude oil prices and closure of six debt schemes
by a mutual fund. The Reserve Bank responded
quickly, providing a special liquidity facility of
¥ 50,000 crore for mutual funds and stemming
a run of redemptions under various mutual fund
schemes. The downtrend deepened in May 2020
in sync with global peers amid escalation in the
US-China diplomatic issues and fear of a second
wave of coronavirus infections as economies
started lifting lockdowns. The announcement of
the “AatmaNirbhar Bharat” stimulus package and
a large policy repo rate cut by the Reserve Bank
on May 22 provided some breather to domestic
equities.

[1.4.23 The equity market rebounded in June 2020
with the BSE Sensex posting its best quarterly
return (18.5 per cent) since 2009, driven by strong
global cues amidst re-opening of economies and
additional stimulus measures by the European
Central Bank (ECB). However, the rally proved
transient as bearish sentiment gripped markets
following a persistent rise in COVID-19 cases,
simmering India-China border tensions and a
grim economic outlook for India projected by
various agencies. The recovery resumed in July
and August on the back of encouraging reports
on coronavirus vaccine trials and more supportive
measures from national authorities globally. On the
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domestic front, the rally was driven by the reports
of dis-engagement between India and China
over the border dispute, better than expected
corporate earnings results for Q1: 2020-21,
strong FPI inflows and announcement of a series
of growth supportive measures by the Reserve
Bank. However, the sentiment reversed towards
the end of August due to fresh escalation in Indo-
China border tensions. Trading turned cautious
ahead of the implementation of new trading norms
on margin requirements by the Securities and
Exchange Board of India (SEBI).

11.4.24 The markets remained under pressure
in September as the unabated rise in COVID-19
cases in Europe triggered fears of a second wave
of infections and associated lockdown measures.
The BSE Sensex plunged sharply by 1,115 points
on September 24, its biggest intra-day fall in
more than four months, tracking sharp sell-offs
in global equities. However, bullish sentiments
returned to markets in October following opening
up of the economy under ‘Unlock 5’ guidelines,
improvement in the manufacturing purchasing
managers’ index (PMI) for September 2020 and
strong goods and services tax (GST) collection
data for September 2020 - indicating resumption
in domestic manufacturing activity. Furthermore,
upbeat Q2:2020-21 earning results and the
announcement of a slew of liquidity and regulatory
measures by the Reserve Bank aided the upswing.
However, domestic equities witnessed cautious
trading towards the end of the month following
uncertainty surrounding the US Presidential
elections.

[1.4.25 The Indian equity market rallied to record
high levels in November 2020 on the back of
sharp increase in global equities on positive
developments around COVID-19 vaccines
and expectations that trade wars might ease
following US Presidential elections (Box 11.4.1).
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Box 11.4.1
Is the Bubble in Stock Markets Rational?

Prices of risky assets surged across countries to record
high levels during the year on the back of unparalleled levels
of monetary and fiscal stimulus, and the turn in market
sentiments following positive news on the development
of and access to vaccines and the end of uncertainty
surrounding US election results. The widening gap between
stretched asset prices relative to prospects for recovery in
real economic activity, however, emerged as a global policy
concern (BIS, 2020; IMF, 2020).

India’s equity prices also surged to record highs, with
the benchmark index (Sensex) crossing 50,000 mark on
January 21, 2021 to touch a peak of 52,154 on February
15, 2021, which represents a 100.7 per cent increase from
the slump just before beginning of the nationwide lockdown
(i.e., since March 23, 2020) and a 68.0 per cent increase
over the year 2020-21. This order of asset price inflation in
the context of the estimated 8 per cent contraction in GDP in
2020-21 poses the risk of a bubble.

Literature on the subject highlights several fundamental
determinants of equity prices, viz., GDP growth, inflation,
and money supply (Tiryaki et al., 2019; Khan and Khan,
2018). An autoregressive distributed lag (ARDL) model is
estimated by regressing stock prices (Sensex) on money
supply (M3, as a proxy of liquidity), the economic outlook
(OECD composite lead indicator - CLI) and foreign portfolio
investments in the secondary equity market for the period
April 2005 to December 2020. The results suggest that the
stock price index is mainly driven by money supply and
FPI investments. Economic prospects also contribute to
movement in the stock market, but the impact is relatively

less compared to money supply and FPI. This assessment
shows that liquidity injected to support economic recovery
can lead to unintended consequences in the form of
inflationary asset prices and providing a reason that
liquidity support cannot be expected to be unrestrained and
indefinite and may require calibrated unwinding once the
pandemic waves are flattened and real economy is firmly
on recovery path. Even considering the above expectations
earning growth of the corporates, the stock prices cannot
be explained by fundamentals alone. Present valuations, as
in the past, are supported by improved corporate earnings.
This part of Sensex increase can be seen as rational.

LOG(SENSEX) = - 6.26 + 0.60"" LOG(M3) +
(-1.34) (4.51)™

1.46 LOG(CLI) + 0.0005" FPI
(1.66) (1.81)

ECM = -0.05 (-4.57)"™

Bounds Test:

F-statistic 4.09 [Critical value at 5 per cent - 1(0): 2.79; I(1):
3.67]

Bounds test rejects the null hypothesis of no level relationship
at 5 per cent level.

LM Test p-value = 0.30, ARCH test p-value = 0.39

*: Significant at 10 per cent level.

***: Significant at 1 per cent level.

Note: Figures in parentheses are t-statistics.

Another approach to assess stock market valuation is to
compare the price-to-earnings (P/E) ratio with its historical
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Chart 1: Sensex and P/E Ratio
a: Trailing P/E Ratio of Sensex b: Sensex and Equity Risk Premium (ERP)
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trend. The deviation of the actual P/E from its long-run trend
shows that the ratio is overvalued (Chart 1a). Measures
of dividend yield also signal that markets are getting
overpriced. A decomposition of changes in equity prices
indicate that the rise in equity prices during 2016 to early
2020 was mainly supported by a decrease in interest rates
and Equity Risk Premium (ERP), with increase in forward
earnings expectations contributing to a lesser extent (Chart
1b). Thereafter, a spike in ERP on COVID-19 concerns
initially contributed to equity prices declining sharply to
compensate for increased risks. However, equity prices
registered an impressive recovery, subsequently, aided by
easing of ERP. Currently, dividend yields have fallen below
their long-term trends. As such, two-way price movements
are possible going forward.

Furthermore, the run-up in domestic equities was
sustained by the government’s approval of the
%1.5 lakh crore production-linked incentive (PLI)
scheme for 10 manufacturing sectors and record
high FPI inflows. Market sentiment remained
exuberant during December 2020 on better than
expected GDP data for Q2:2020-21 and upward
revision in India’s GDP forecast for 2020-21 by the
Reserve Bank and various global agencies. The
benchmark indices hit record high levels during
the month on upbeat IIP data for October 2020
and hopes of a faster global economic recovery
after the passage of the US stimulus package and
the Brexit trade deal. Markets wilted, however,
under reports of a new strain of coronavirus in
several countries, leading to imposition of fresh
lockdowns and travel restrictions.

[1.4.26 Domestic markets remained largely
volatile in January 2021 as investors weighed
the roll-out of coronavirus vaccines in the country
and upbeat corporate results for Q3:2020-21
against the persistent rise in COVID-19 cases
across the globe. The benchmark hit 50,000 mark
in intra-day trade for the first time in history on
January 21, 2021 before paring all the gains on
concerns over reports of a fresh face-off between
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India and China at the border, weak global cues
over the stretched valuations in US equities and
cautious trading ahead of the Union Budget.
Reversing the weak momentum towards the end
of January 2021, the benchmark achieved a fresh
high of 52,154 on February 15, 2021 buoyed by
budgetary proposals, optimistic outlook on revival
of GDP growth by the Reserve Bank and positive
cues from global markets. However, markets
declined towards the end of the month following
a surge in the US treasury yields, rise in crude
oil prices and fresh spikes in COVID-19 cases in
certain Indian states. Markets commenced on an
optimistic note in March 2021 buoyed by release of
positive Q3:2020-21 GDP data and encouraging
reports for February 2021 on auto sales, GST
collections, manufacturing and services PMI.
Market ebullience, however, sobered reflecting
concerns over inflation and imposition of fresh
COVID-induced restrictions in some parts of the
country.

[1.4.27 The total market capitalisation of BSE listed
companies scaled to record level of ¥204.3 lakh
crore at end-March 2021 registering an increase
of 80 per cent over that of ¥113.5 lakh crore at
end-March 2020. The market capitalisation to
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GDP ratio crossed 100 per cent in January 2021
for the first time in over a decade. There has been a

surge in IPOs during 2020-21 as also the number
currently in the pipeline (Box 11.4.2).

Box 11.4.2
The Phenomena of Listing Returns in India: Some Exploration

Equity markets experienced a roller-coaster ride,
rebounding steeply from their March 2020 downturn. The
exuberance witnessed in the secondary market gripped
the primary market, with the year 2020-21 turning out to
be an extraordinary one for initial public offers (IPOs) by
Indian companies, as 21 out of 29 IPOs have generated
positive returns for investors on listing (Chart 1). A sector-
wise analysis of 201 IPOs over the last 10 years (2011-12
to 2020-21) indicates that IPOs from consumer staples and
healthcare sectors generated the highest listing gains in
India (Chart 2).

The underpricing of IPO is one of the most commonly studied
puzzles in the field of corporate finance. Underpricing of an
IPO is said to have taken place when the stock generates
higher prices on the first day of listing, called the listing
returns. In the literature, information asymmetry is regarded
as the root cause of underpricing (Rock, 1986) - a winner’s
curse model is at work wherein the issuer deliberately
underprices its IPO to attract uninformed investors. Other
reasons are providing compensation to investors by the
issuers for undertaking ex-ante uncertainty risk.

An attempt has been made to examine the factors
underlying the underpricing in IPOs in the Indian context
using three sets of variables: market specific variables
such as oversubscription, lagged market return and lagged
volatility; firm characteristics such as age, leverage, growth,
profitability and valuation indicators; and IPO specific
variables such as IPO size. The data relate to the mainboard

Chart 1: Main board IPO Listing Returns in Last 10 Years
(Scrip-Wise)
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Source: Bloomberg and RBI staff calculations.

Chart 2: Main board IPO Average Listing Returns in
Last 10 Years (Sector-Wise)
Consumer Staples 27.5
Health Care 21.4
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Materials 15.4
Information Technology 15.2
Consumer Discretionary 14.6
Financials 12.7
Communication Services 4.3
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Per cent
Note: Only those sectors with at least five IPOs during last 10-year period are
considered.
Source: Bloomberg and RBI staff calculations.

IPOs that were listed on the BSE and the NSE during
2011-12 to 2020-21. The following regression model
has been estimated to determine the influence of each
characteristic on the adjusted IPO returns, which are
calculated as the raw IPO returns minus the BSE Sensex
returns on the IPO listing day (adjusted returns are preferred
over raw returns to control for the effect of general market on
IPO performance).

Adjusted_Rtn; = B, + B, Oversubscription; + ;Sensex_lagZmreturn;
+ B3VIX lag2mavg; + B4ln_Age; + BsDER; + BsROE;
+ ByPat2ygrowth; + BgPE; + Bgln_IPOsize;
+ Sector;

Where,

Adjusted_Rtn = Adjusted IPO returns; Oversubscription =
Number of application of shares/ number of shares issued
by the company; Sensex_lag2mreturn = absolute Sensex
returns in two months preceding the IPO; VIX_lag2mavg =
average VIX in two months preceding the IPO; Ln_Age =
log of the difference between date of incorporation and IPO
listing date; DER = debt to equity ratio; ROE = return on
equity; Pat2ygrowth = compounded annual growth rate of
profit after tax in the last 2 years; PE = price-earnings ratio;
and Ln_IPOsize = log of size of IPO proceeds. The model
also controls for sector specific dummies.

The coefficient of oversubscription rate is found to be
positive and highly significant in explaining the IPO’s initial

(Contd.)
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Table 1: Determinants of IPO Returns
(Dependent variable: Adjusted_Rtn)

Explanatory Variables Coefficient
1 2
Oversubscription 0.44**
Sensex_lag2mreturn 0.90*
VIX_lag2mavg -0.85
In_Age -2.33
DER 1.7
ROE 0.17
Pat2ygrowth 0.02
PE -0.09
In_IPO size 6.2

*: Significant at 5 per cent level.
Source: RBI staff calculations.

**: Significant at 1 per cent level.

returns (Table 1) and supports the findings of earlier studies
(Leong, 2015). Intuitively, a higher oversubscription rate is
a signal to the investors in the secondary market on the
potential increase in share prices and expected returns
(Chart 3). The results also show a positive and significant
relationship between lagged Sensex returns and IPO
returns, suggesting that IPOs issued during the boom period
are relatively more underpriced, which is broadly in line
with past studies (e.g., Bhattacharya, 2017). However, the
firm specific characteristics are found to be not statistically
significant in explaining the price run-ups on the IPO listing
day. Further, the negative coefficient of the average VIX is
not statistically significant. Thus, the decadal high average
IPO listing returns of 36 per cent realised during 2020-21
might have been fuelled by an average oversubscription rate

[1.4.28 Barring April and September 2020, FPIs
remained net buyers in the Indian equity market
with  November witnessing record inflows of
%70,896 crore (Chart 11.4.7a). The Indian equity
market has received a net FPI inflow of ¥2.8 lakh
crore in 2020-21, as against a net FPI outflow of
36,204 crore during the previous year. However,
mutual funds were net sellers during 2020-21 to
the tune of ¥1.2 lakh crore.

[1.4.29 The direct participation of retail investors
in equities withessed an increase during the year,
with the opening of 1.43 crore demat accounts
during 2020-21, as against 50 lakh demat accounts
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Chart 3: Average Main board IPO Listing Returns,
Sensex Returns and IPO Oversubscription
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opened during the previous year. Further, retail
holdings in companies listed on NSE increased to
6.9 per cent as at end-March 2021 from 6.5 per
cent as at end-March 2020. In value terms, the
retail holdings in NSE listed companies increased
to ¥13.6 lakh crore at end-March 2021 as against
%7.2 lakh crore at end-March 2020 (Chart 11.4.7b).

Primary Market Resource Mobilisation

[1.4.30 The primary segment of the equity
market witnessed increased activity during 2020-
21. Resource mobilisation through initial public
offers (IPOs), follow-on public offers (FPOs) and
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Chart I1.4.7: Investment in Equity

a: Net Investment in Equity by Institutional Investors
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rights issues increased by 43.1 per cent to 1.1
lakh crore during 2020-21 from ¥76,965 crore in
the previous year (Appendix Table 5). Of these,
346,060 crore were mobilised through 57 IPO/
FPO issues, out of which 27 issues amounting
to 3246 crore were listed on the small and
medium enterprises (SME) platform of the BSE
and the NSE. Resource mobilisation through
rights issues increased to ¥64,059 crore during
2020-21 from 55,642 crore in the previous
year. Resource mobilisation through preferential
allotment and qualified institutional placement
(QIP) decreased to 1.2 lakh crore during
2020-21, as against %2.3 lakh crore during the
previous year.

[1.4.31 Net resources mobilised by mutual funds
increased sharply by 146 per cent to ¥2.15 lakh
crore during 2020-21 due to favourable base effect
as mutual funds had witnessed sharp outflows,
largely led by open-ended debt-oriented schemes,
during March 2020 on concerns over the spread
of COVID-19. Equity-oriented schemes witnessed
net redemption of 339,327 crore in 2020-21 as
against net mobilisation of 381,597 lakh crore in
2019-20. Assets under management (AUM) of
equity-oriented mutual funds increased by 66.0
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per cent to ¥10.0 lakh crore at end-March 2021
from %6.0 lakh crore at end-March 2020.

6. Foreign Exchange Market

[1.4.32 In the foreign exchange market, turnoverin
both merchant and the inter-bank segments were
lower than previous year’s levels during the first
half of the year on account of disruptions related
to COVID-19. Turnover returned to previous year’s
levels during the latter part of the year with some
segments (merchant spot and inter-bank swaps)
exhibiting higher activity.

[1.4.33 The Indian rupee touched an all-time
intra-day low of ¥76.91/USD in April 2020,
with moderate volatility in relation to its peers
at the height of pandemic. It then traded
with an appreciating bias during the rest of
2020-21. In the ensuing period, the rupee
recovered with return of risk appetite for EME
currencies following unlocking of economic
activities but concerns over COVID-19 infections
led the rupee to trade sideways in Q1:2020-
21. Tracking gains in other EME currencies, the
rupee strengthened in Q2:2020-21, led by robust
FPI inflows following optimism over recovery in
economic activity before registering some losses
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owingto escalationinbordertensionsin September
2020. The announcement of development of
COVID-19 vaccines in November 2020 leading
to flow of capital towards EMEs, coupled with
improvement in sentiment due to uptick in the
growth momentum, resulted in gains for the Indian
rupee. In Q4: 2020-21, the Indian rupee remained
supported by FPI and merchant-related inflows.
However, during the last week of February, the
rupee traded with a sharp depreciating bias
tracking global risk-off sentiments post sell-
offs in US bonds triggered by higher inflation
expectations and poor auction demand. Overall,
the Indian rupee gained by 3.5 per cent (based on
USD/INR closing rates as at end-March 2021 over
end-March 2020) but underperformed vis-a-vis its
Asian peers during 2020-21 [Chart 11.4.8].

[1.4.34 On an average basis, in tandem with
movements in the nominal exchange rates of the
rupee, the 40-currency nominal effective exchange
rate (NEER) depreciated in 2020-21 (y-o-y). The
40-currency NEER depreciated by 4.2 per cent,
however, the 40-currency real effective exchange
rate (REER) remained almost stable in 2020-21.

Chart II.4.8: Movement in Rupee, US Dollar,
Crude Oil Price and EM Currency Index
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[1.4.35 Forward premia mostly remained anchored
in short tenors on account of surplus liquidity in
the system. However, hardening was witnessed
towards the end of 2020-21 amid surplus dollars
and paying interest ahead of the year-end. Longer
tenors also saw some hardening, tracking the
steepened G-sec curve.

7. Conclusion

11.4.36 Insum,the Reserve Bank undertook a slew
of measures to instil confidence in the financial
markets and the economy. These measures not
only ensured orderly market conditions, but also
accelerated the pace of recovery as reflected in
high frequency economicindicators. The unwinding
of some of the policy measures undertaken in
the wake of pandemic warrants a calibrated
and gradual approach. Going forward, financial
market movements would be guided by progress
in containing the COVID-19 pandemic, especially
through administration of vaccines, the pace of
recovery of the global and the domestic economies
and developments in global liquidity and financial
conditions.

I.5 GOVERNMENT FINANCES

[1.5.1 In 2020-21, when general government
finances recorded large deviations from budget
estimates across the globe, India was no
exception. In order to protect lives and livelihoods,
and contain the spread of the pandemic,
governments unleashed large scale fiscal stimuli
of above the line as well as below the line
liquidity support measures amounting to around
US$ 16 trillion, including US$ 5.7 trillion in the
form of quasi fiscal operations and guarantees
(Chart 11.5.1a). Consequently, fiscal deficits and
debt levels shot up around the world in 2020
reflecting a large erosion in revenues due to the
contraction in output, and increases in spending to
bolster the safety nets. Average overall deficit as a
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share of GDP reached 11.7 per cent for advanced
economies, 9.8 per cent for emerging market
economies, and 5.5 per cent for low-income
developing countries. Average public debt in the
world surged to an unprecedented 97 per cent of

GDP in 2020. In 2021, fiscal deficits are expected
to remain elevated but to moderate from peak
levels as revenues recover partly and temporary
pandemic-related expenditures come down (IMF,
2021)% (Chart 11.5.1b).

Chart II.5.1: Fiscal Support, Fiscal Balance and Gross Debt in G-20 Countries

a. Support Measures

b. Fiscal Balance

c. Gross Debt

Note: Fiscal balance and gross debt figures are not available for Argentina in 2021.
Source: World Economic Outlook, April 2021 and Fiscal Monitor, April 2021, IMF.

2 IMF (2021), ‘Fiscal Monitor - A Fair Shot’, International Monetary Fund, Washington D.C., April.
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[1.5.2 India’s gross debt in 2020-21 was higher
than most of the developing countries (except
Brazil and Argentina) in the G-20 group, but lower
than the advanced countries (Chart 11.5.1c¢). India’s
general government fiscal deficit and gross debt
ratios are projected to shrink in 2021-22.

[1.5.3 Against this backdrop, sub-sections 2 and
3 present the position of Central Government
finances in 2020-21 and 2021-22, respectively.
Similarly, sub-sections 4 and 5 outline the
developments in state government finances
during 2020-21 and 2021-22. General government
finances are discussed in sub-section 6. The final
section sets out concluding remarks and some
policy perspectives.

2. Central Government Finances in 2020-21

[1.5.4 In the wake of the pandemic, the Union
Government announced a series of economic
reform measures which cumulatively amounted to
%17.2 lakh crore (Table 11.5.1). Within a fortnight
of COVID-19 being declared a pandemic, i.e., on
March 26, 2020, the government announced the
Pradhan Mantri Garib Kalyan Package (PMGKP)
which focused on protecting lives and livelihoods

Table 11.5.1: Fiscal Package Announced by the
Union Government

(% crore)
S.No. Scheme Amount
1 2 3
1 Pradhan Mantri Garib Kalyan Package 1,70,000
2 PM's Health Package 15,000
3.  Revenue Loss due to Tax Relief Measures 7,800
4. AatmaNirbhar Bharat Abhiyan 1.0 11,02,650
5 PMGKP Anna Yojana Extension 82,911
6 AatmaNirbhar Bharat Abhiyan 2.0 73,000
7 AatmaNirbhar Bharat Abhiyan 3.0 2,65,080
8. Total 17,16,441

Source: Press Information Bureau, Gol.
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of vulnerable sections of the population through
measures like free foodgrains to the poor; direct
benefit transfers to women, senior citizens and
poor disabled; and paying both employee and
employer contribution to provident fund corpuses
for organised sector workers. The second set of
stimulus measures named AatmaNirbhar Bharat
Abhiyan 1.0 (May 13-17) focused on providing
liquidity support through government guarantees
and low interest rate loans to micro, small and
medium enterprises (MSMEs), non-banking
financial companies (NBFCs), microfinance
institutions (MFIs), housing finance companies
(HFCs) and power distribution companies
(DISCOMs) to help keep them afloat. Several
structural reforms in sectors like coal, minerals,
defence production and civil aviation were also
part of this package, which were expected to have
a salutary impact on growth in the long-term.

[1.5.5 Once travel restrictions were eased and
economic activity started to gain momentum,
AatmaNirbhar Bharat Abhiyan 2.0 (October 12)
was announced. It included both consumption-
based measures in the form of leave travel
concession (LTC) cash voucher scheme and
interest free loans for government employees and
investment measures in the form of increase in
the capex budget of the Union Government and
interest free loans to state governments for capital
expenditure. The thrust on capital expenditure was
continued in the AatmaNirbhar Bharat Abhiyan
3.0 (November 12), which included, inter alia,
additional outlay for Pradhan Mantri Awas Yojana
- Urban, further increase in the capex budget,
equity infusion in the National Investment and
Infrastructure Fund (NIIF) and a production-linked
incentive (PLI) scheme for 10 identified sectors
to boost domestic manufacturing, investment and
employment at an estimated cost of 1.5 lakh
crore to the exchequer over the next five years.
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[1.5.6 The total fiscal package does not reflect
the true fiscal cost to the Union Government
as it includes below the line items like liquidity
support measures as well. Furthermore, the
Union Government also undertook expenditure
rationalisation measures in order to cut down
avoidable outgoes during the year. Thus, the total
expenditure of the Union Government increased
from ¥30.4 lakh crore in BE to ¥34.5 lakh crore in
RE. This also includes the increase in expenditure
arising on account of on-budgeting of a large part
of outstanding loans availed in lieu of subsidies
by the Food Corporation of India (FCI) from the
National Small Savings Fund (NSSF), a practice
which was followed since 2016-17.

3. Central Government Finances in 2021-22

[1.5.7 The Union Budget 2021-22 has set the
stage for a strong revival. This is sought to be
achieved by increasing the buoyancy of tax
revenue through improved compliance, and by
increased receipts from monetisation of assets

(Table 11.5.2). Efforts at improving tax buoyancy
are not reliant on additional taxation. The budget
also aims at better compliance through use of data
analytics and artificial intelligence. At the same
time, the scope of faceless assessment has been
broadened by bringing all pending assessment
cases within the purview of the scheme. There
has also been a renewed push to disinvestment
and asset monetisation in the budget through the
new public sector enterprise policy, which aims
to minimise the presence of central public sector
enterprises (CPSEs) and create more space for
the private sector. Asset monetisation aims at
generating new sources of revenue by unlocking
of value in unutilised or underutilised public
assets. The government has indicated that it plans
to set up a pipeline to monetise 100 government-
owned assets over a period of time which may
bring in investment opportunities of ¥2.5 lakh
crore. It also has a strong disinvestment plan. Four
broad strategic areas (atomic energy, space and

Table 11.5.2: Central Government's Fiscal Performance

(Per cent of GDP)
Item 2004-08 2008-10 2010-15 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21 2021-22
(RE) (BE)
1 2 3 4 5 6 7 8 9 10 11 12
Non-debt Receipts 11.0 9.7 9.5 9.2 9.1 9.4 9.1 8.8 8.6 8.2 8.9
Gross Tax Revenue (a+b) 10.7 10.4 10.2 10.0 10.6 111 11.2 11.0 9.9 9.7 9.9
a) Direct Tax 5.1 6.0 5.7 5.6 5.4 5.5 5.9 6.0 5.2 4.6 5.0
b) Indirect Tax 5.6 4.4 45 4.4 5.2 5.6 5.4 5.0 4.7 5.1 5.0
Net Tax Revenue 7.9 7.6 7.3 7.2 6.9 7.2 7.3 6.9 6.7 6.9 6.9
Non-tax Revenue 2.2 1.8 1.8 1.6 1.8 1.8 1.1 1.2 1.6 1.1 1.1
Non-debt Capital Receipts 0.9 0.3 0.4 0.4 0.5 0.4 0.7 0.6 0.3 0.2 0.8
Total Expenditure 14.5 16.1 14.4 13.3 13.0 12.8 12.5 12.2 13.2 17.6 15.6
Revenue Expenditure 12.1 14.4 12.6 11.8 11.2 11.0 11.0 10.6 11.6 15.4 13.1
Capital Expenditure 2.4 1.7 1.8 1.6 1.8 1.8 1.5 1.6 1.6 2.2 2.5
Revenue Deficit 2.0 5.0 3.5 2.9 25 2.1 2.6 2.4 3.3 7.4 5.1
Gross Fiscal Deficit 3.5 6.3 4.9 41 3.9 3.5 3.5 3.4 4.6 9.4 6.8

BE: Budget Estimates. RE: Revised Estimates.

Note: Going by the principle of using latest available GDP data for any year, GDP used for 2020-21 (RE) is the latest available Second Advance
Estimates (released on February 26, 2021). In view of this, the fiscal indicators as per cent of GDP given in this table may at times
marginally vary from those reported in the Union Budget Documents.

Source: Union Budget Documents.
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Chart I1.5.2: Ministry-wise Breakdown of Capital
Expenditure - 2021-22 (Per cent of Total)
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Chart I1.5.3: Sources of Financing Gross Fiscal Deficit
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defence; power, petroleum, coal and minerals;
transport and telecommunications; and financial
services) have been identified, where CPSEs will
have a minimal presence. In all other non-strategic
sectors, CPSEs will be either privatised or closed.

1.5.8 In 2021-22, the counter-cyclical fiscal
supporttothe economy is to be maintained through
capital expenditure, which is expected to increase
to 2.5 per cent of GDP from an average of 1.7 per
cent during 2010-20, even as revenue expenditure
is set to see some contraction over 2020-21 (RE)
(Chart 11.5.2). The sizeable deviation in gross fiscal
deficit in 2020-21 and 2021-22 has necessitated a
quantum jump in market borrowings of the Union
Government, which remain the primary source
of financing the deficit, followed by access to the
NSSF (Chart 11.5.3).

4. State Finances in 2020-21?7

[1.5.9 State finances have, in general, shown
consolidation vis-a-vis budgeted levels over the
last three years - 2017-18 to 2019-20% - primarily
driven by large cuts in capital expenditure. For
2020-21, states had budgeted a combined GFD
of 2.8 per cent of GDP; more than half of them
budgeted for revenue surpluses (Table 11.5.3).
COVID-19 undermined these fiscal targets and
associated receipts for 2020-21 (BE). ‘Scissor
effects’ - loss of revenues due to demand
slowdown, coupled with higher expenditure
associated with the pandemic - are likely to erode
state finances in 2020-21, with the GFD-GDP
ratio projected at 4.0 per cent, with an upside
bias (RBI, 2020)%°. The duration of stress on state
finances is contingent upon factors like tenure of

27 Based on the 2020-21 (BE) for all states, and provisional accounts (PA) data retrieved from the Comptroller and Auditor General of India
(CAG) website for 23 states (excluding Arunachal Pradesh, Assam, Bihar, Goa and Maharashtra), for the period April 2020 to February 2021.

28 Based on PA data retrieved from CAG website for 27 states, augmented with 2019-20 budget estimates for Delhi, Goa, Jammu and Kashmir
and Puducherry. For the fiscal year 2019-20, the consolidated fiscal position of all states, in terms of the GFD-GDP ratio, is at 2.4 per cent in
2019-20 (PA), closer to (but lower than) the BE of 2.6 per cent for 2019-20.

2 RBI (2020), ‘State Finances: A Study of Budgets of 2020-21’, Reserve Bank of India, Mumbai.
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Table 11.5.3: Fiscal Position of States

(% lakh crore)

2017-18 2018-19 2019-20 (BE) 2019-20 (PA) 2020-21 (BE)

1 2 3 4 5 6
. Revenue Receipts 23.21 26.21 31.54 26.86 33.27
(13.6) (13.8) (14.9) (12.4) (14.8)

1. Capital Receipts 0.40 0.41 0.62 1.35 0.16
(0.2) 0.2) (0.3) (0.6) (0.1)

I1l. Revenue Expenditure 23.40 26.38 31.46 27.89 33.27
(13.7) (13.9) (14.9) (12.9) (14.8)

IV. Capital Expenditure 4.31 4.87 6.22 5.46 6.46
(2.5) (2.6) (2.9) (2.5) (2.9)

a. Capital Outlay 3.94 4.40 5.81 4.25 5.98
(2.3) (2.3) (2.8) (2.0) 2.7)

b. Loans and Advances by States 0.38 0.47 0.41 0.41 0.48
0.2) (0.3) (0.1) (0.2) (0.2)

V. Fiscal Deficit/ Surplus 4.10 4.63 5.54 5.25 6.26
(2.4) (2.4) (2.6) (2.4) (2.8)

V1. Revenue Deficit/ Surplus 0.19 0.18 -0.08 1.41 0.00
(0.1) (0.1) (-0.0) (0.7) (0.0)

Note: 1. Figures in parentheses are per cent of GDP.

2. Data for 2019-20 Provisional Accounts (PA) are accounts figures of all states available with CAG, augmented with 2019-20 BE
estimates for Delhi, Goa, Jammu and Kashmir and Puducherry.

Source: Budget documents of state governments; CAG and MOSPI.

lockdown and risks of renewed waves of infections
all of which make traditional backward-looking tax
buoyancy forecasting models unreliable.

[1.5.10 The provisional accounts (PA) for states
for H1:2020-21 (April-September 2020) indicate
that their GFD-GDP ratio stood at 3.8 per cent,
substantially higher than the budget estimate of
2.8 per cent for the year as a whole. Extending the
analysis further to include the data for October-
February 2020-21, it is found that the revenue
receipts of state governments, after witnessing
a sharp contraction till September 2020 due to
the pandemic-induced lockdown, have recovered
partially with gradual resumption in economic
activity. During April-February 2020-21, states’
revenue expenditure growth remained muted as
higher increase in revenue expenditure during the
initial months to mitigate the impact of the pandemic
was offset by subsequent re-prioritisation of some
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allocations, viz., dearness allowance freeze;
deferment of part or full salaries and wages; and
deduction from salary. Typically, states’ fiscal
response to COVID-19 should have reflected in
a larger increase in revenue expenditure in 2020-
21 than budgeted. These spendings, coupled with
revenue receipts’ shortfall, are likely to convert
revenue surpluses as budgeted in 2020-21 into
deficits. On the capex side, states have a tendency
to cut back their capital expenditure by almost 0.5
per cent of GDP, on an average, to meet fiscal
responsibility legislation (FRL) - prescribed deficit
targets. A similar tendency relative to PA is seen
in 2020-21, particularly since states have not
been able to start much capex in H1 because of
the lockdown (Q1) and monsoons (Q2). Going
forward, however, states are likely to increase
capex through investment in healthcare, social
housing, education and environmental protection
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to support a more resilient and inclusive recovery.
Any significant cut in capex by states, driven by
funding constraints, may counteract the growth
impact of the capex push of the centre.

5. State Finances in 2021-22

[1.5.11 As per the information available for 17
state governments, the GFD has been budgeted
at 3.2 per cent of GSDP in 2021-22 as against
4.1 per cent in 2020-21 (RE). This is in line with
the Fifteenth Finance Commission’s (FC-XV)
recommendation on the revised fiscal roadmap for
states. The consolidation over the previous year
has been sought to be achieved primarily through
enhanced revenue receipts and cut in revenue
expenditure while hiking capex (Table 11.5.4;
Appendix Table 6).

[1.5.12 State finances, which have been under
stress on the revenue front, are likely to get some
support from the FC-XV’s recommendations,

Table 11.5.4: State Government Finances
2021-22*: Key Indicators
(Per cent of GSDP)

ltem 2019-20 2020-21  2020-21 2021-22

(BE) (RE) (BE)
1 2 3 4 5
Revenue Deficit 0.0 -0.1 1.5 0.3
Gross Fiscal Deficit 2.1 2.4 41 3.2
Primary Deficit 0.6 1.0 2.4 1.5

*: Data pertain to seventeen states that have presented their final
budgets for 2021-22.
Source: Budget documents of state governments.

particularly with respect to grants, which are slated
to rise in the award period (Box I1.5.1).

6. General Government Finances

[1.5.13 As per the latest available information for
2020-21 - RE for centre and BE for states - the
general government deficit and debt have soared
to around 12.6 per cent and 90 per cent of GDP,

Box II.5.1
15" Finance Commission Recommendations: A Comparative Analysis

The full report of the FC-XV (Chairman: Shri N. K. Singh)
covering the period 2021-26 was submitted on November 9,
2020 and was placed before the Parliament on February 1,
2021. There are three aspects to the recommendations in a
historical context: tax devolution, grants and fiscal roadmap/
rules.

Tax Devolution

The base of union taxes shareable with the states was
considerably widened by the Eleventh Finance Commission
(FC-XI) which recommended that all union taxes, excluding
cesses and surcharges, should be shareable with states
(earlier only excise duty and income tax collections were
shareable). Since then, successive finance commissions
have made increments in the devolution ratio, with the
Fourteenth Finance Commission (FC-XIV) making a
radical departure by recommending a significantly higher
share in view of the abolition of the planning commission
and cessation of plan grants, thus making tax devolution
the primary vehicle for federal transfers. Nevertheless,
the increase in devolution ratio did not translate into a
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commensurate rise in the devolved taxes due to the
proliferation of cesses and surcharges that are excluded
from the divisible pool of union taxes. FC-XV was guided by
stability and continuity in tax transfers and has maintained
the tax devolution ratio (adjusting for the share attributable
to Jammu and Kashmir) recommended by its predecessor.
As regards the inter se distribution of taxes among states
(horizontal sharing), equity-based criteria have dominated
in determining the share of individual states since the
Eighth Finance Commission (FC-VIII), thus making the
tax devolution progressive. In case of the FC-XV, the most
significant change in the criteria for determining the share of
individual states is to move the population census from 1971
to 2011. It has introduced a new criterion of demographic
performance - the product of the inverse of the total fertility
rate as per 2011 population census, and a state’s population
in 1971 - to reward states that have successfully brought
down population growth. The other major change is the re-
introduction of the criterion for tax effort that was used by the

(Contd.)
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X X" and XII™ Finance Commissions, but was done away
with by the XIlI"™ and XIV" Finance Commissions (Table 1).

Grants-in-Aid

The FC-XV has made a significant departure from its
predecessor in recommending a historically high share of
grants in total transfers. Compositionally, grants to local
bodies have the highest share in finance commission grants
since the FC-XIII, followed by post devolution revenue deficit
grants, both of which have seen their share in total transfers
rise consecutively in the last two finance commission
recommendations. The FC-XV has brought back sector- and
state- specific grants that were a regular feature till the FC-
XllI; the Union Government has, however, indicated that it
will give due consideration to these grants while revisiting
the centrally sponsored schemes (Chart 1).

Fiscal Roadmap/Rules

Successive finance commissions have recommended debt
and deficit targets as well as institutional changes to make
governments accountable and transparent in the conduct
of fiscal policy. The FC-XII, the FC-XIIl and the FC-XIV
recommended elimination of revenue deficits and limiting
the fiscal deficit to GDP ratio to 3 per cent at both levels
of government. As regards institutional measures, FC-
Xl recommended the creation of a sinking fund for debt
repayments and a guarantee redemption fund to safeguard
states finances from invocation of guarantees, both of which
have been implemented by the majority of states. The FC-
XIV recommended exclusion of state governments from

Chart 1: Grants-in-aid Recommended and
their Composition

= 1% N
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tate and Sector Specific Grants  Local Bodies
lisaster Rellef 'ost Devolution Revenue Deficit Grants

Source: Finance Commission Reports.

NSSF operations from April 1, 2015 (existing obligations
on servicing and repayments to be fulfilled). The FC-XV
has made significant relaxations in the fiscal deficit and
debt targets in view of the pandemic induced slowdown.
The gross fiscal deficit (GFD) for the Union Government is
recommended on an elevated path with the terminal year
(2025-26) target in the range of 3.5 to 4.5 per cent of GDP
and the normal net borrowing limit of state governments has
been relaxed to 4 per cent of GSDP in 2021-22 and 3.5 per
cent of GSDP in 2022-23, with an additional allowance of
0.5 per cent for the four year period of 2021-22 to 2024-25
conditioned upon improvement in operational and financial
performance of power distribution companies (DISCOMSs). It
has also made a recommendation to appoint a high-powered
inter-governmental committee to examine the issue of debt
sustainability (Table 2).

Table 1: Tax Devolution: Vertical Devolution and Horizontal Sharing Criteria

FC Period Vertical Devolution Criteria for Horizontal Sharing Between States
Tax States’ Need and Cost Disability Equity Performance
?qevt(')lmzr /SGhare Population  Population Area Forest Infrastructure  Income Fiscal Tax Fiscal Demographic
atio ( ross (1971) (2011) Adjusted  Cover Distance Distance Capacity Effort Discipline Performance
Central Tax .
Per Distance
Taxes) Revenue .
Capita
1 2 3 4 5 6 7 8 9 10 11 12 13
FC-XI 29.5 26.6 10.0 7.5 7.5 62.5 5.0 75
(2000-2005)
FC-XII 30.5 25.9 25.0 10.0 50.0 7.5 7.5
(2005-2010)
FC-XIl 32.0 27.9 25.0 10.0 47.5 - 17.5
(2010-2015)
FC-XIV 42.0 34.4 17.5 10.0 15.0 7.5 50.0 - -
(2015-2020)
FC-XV 41.0 - - 15.0 15.0 10.0 45.0 25 12.5
(2020-2026)
Source: EPW Research Foundation; Union Budget 2020-21; Finance Commission Reports and Reddy et al., (2019).
(Contd.)
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Table 2: Fiscal Roadmap / Rules Recommended by Finance Commissions

Finance General Government Finances Central Government Finances Finances of State Governments
Commission
and Tenure Debt and Deficit ~ Other Targets/ Measures Debt and Deficit Other Targets/ Debt and Deficit Other Targets/
Targets Measures Measures
1 2 3 4 5 6 7
FC-XII Debt-GDP ratio Tax-GDP target of 17.6 Long-term debt- Achieve interest Long-term debt-GDP Enactment of FRL
(2005-10) of 75 per cent by per centby 2009-10. GDP ratio to be 28 payments to revenue ratio to be 28 per cent; legislation to define
2009-10. per cent; GFD-GDP receipts ratio of 28 per GFD-GDP ratio of 3 deficit targets;
ratio of 3 per cent; cent by 2009-10. per cent; eliminate creation of sinking fund
eliminate  revenue revenue deficit by for future repayments
deficit by 2008-09. 2008-09. of borrowings;
creation of guarantee
redemption fund to
meet requirement of
their invocation.
FC-XIll Debt-GDP ratio Resource  requirement Debt-GDP ratio of Disinvestment receipts Debt-GDP ratio of Amend/enact FRBM
(2010-15) of 68 per cent by of states in case of 44.8 per cent by to be kept in a 24.3percentby2014- Acts to build in the
2014-15 macroeconomic  shocks 2014-15; eliminate consolidated fund and 15; eliminate revenue fiscal reform  path;
to be managed through revenue deficit by notin the public account deficit by 2014-15. state-specific grants
additional borrowings by 2014-15. of the centre. to be conditional on
the Centre to be devolved compliance.
to the states as per the
tax devolution formula.
FC-XIV Transparent accounting GFD-GDP ratio of Amendment of the GFD-GDP ratio of 3 Exclusion of state
(2015-20) for the performance of 3 per cent by 2016- FRBM act to reflect per cent; additional governments from
publicsectorundertakings 17 and thereafter. the fiscal roadmap, incentive based NSSF operations from
(guarantees, off- Eliminate revenue omit the  definition borrowingupto0.5per April 1, 2015 (existing
budget borrowings and deficit by 2019-20. of effective revenue cent of GSDP based obligations on servicing
accumulated losses) deficit and mandate on achieving targets and repayments to be
to be made available the establishment of on revenue deficit, fulfilled).
annually with the budget an independent fiscal interest payments -
presentation. council. revenue receipts ratio
and debt-GSDP ratio.
FC-XV GFD-GDP ratio Restructuring of FRBM In the baseline - Normal limit of net -
(2020-26) glide path from 9.3 Act and time-table for scenario, GFD-GDP borrowings to be 4
per centin 2021-22 defining and achieving ratio glide path from per cent in 2021-22,
to 6.8 per cent in debt sustainability 6 per cent in 2021- 3.5 per cent in 2022-
2025-26; projected to be examined by a 22 to 4 per cent in 23 and 3 per cent of
debt-GDP ratio high-powered inter- 2025-26%; projected GSDP from 2023-24
of 85.7 per cent governmental group. debt-GDP ratio to 2025-26; incentive
in 2025-26, after of 56.6 per cent based additional
peaking at 89.6 per in 2025-26, after borrowings of 0.5 per
cent in 2022-23. peaking at 62.9 per cent of GSDP from
cent in 2021-22. 2021-22 to 2024-25.
References:

1. Ministry of Finance (2020), ‘Report of the Fifteenth Finance
New Delhi.

2. Reddy, Y. V. and G. R. Reddy (2019), ‘Indian Fiscal Federalism’, Oxford University Press, New Delhi.

respectively. These figures are likely to go up
further once the revised estimates of all states
are available. Such high levels of deficit and debt

Commission’, Ministry of Finance, Government of India,

are likely to pose challenges in financing, once

private

investment

picks up

Appendix Table 7).

(Chart 11.5.4;

30 In the Union Budget 2021-22, the government has proposed to reach a fiscal deficit level below 4.5 per cent of GDP by 2025-26, with a fairly
steady decline over the period.
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Chart I1.5.4: Resource Gap
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7. Conclusion

11.5.14 In sum, the deterioration in major fiscal
indicators in 2020-21 may be attributed to the
pandemic superimposed on a cyclical slowdown in
tax revenues and a counter-pandemic fiscal push
through higher government expenditure. Going
forward, as growth revives and economy gets
back on track, it is important for the government
to adhere to a clear exit strategy and build fiscal
buffers, which can be tapped into in events of
future shocks to growth.

1.6 EXTERNAL SECTOR

[1.6.1 India’s external sector was impacted by
worsening of both external and domestic demand
conditions amidst the COVID-19 pandemic
during 2020-21. A recession-driven fall in imports
and favourable terms of trade compressed
the merchandise trade deficit during the year.
Notwithstanding a fall in remittances driven by
deterioration in the economies of source countries,
the compressed trade deficit is likely to translate
into a current account surplus for the first time
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on an annual basis after 2003-04. With inflows of
foreign direct and portfolio investment remaining
strong, these developments led to a large reserve
accretion during the year.

[1.6.2 Against this backdrop, global economic
and financial conditions in which these shifts
in external balances occurred are outlined in
sub-section 2, followed by a discussion on
merchandise trade and invisibles in sub-sections
3 and 4, respectively. An analysis of capital flows
is provided in sub-section 5, with an assessment
of external sustainability in sub-section 6, followed
by concluding observations.

2. Global Economic Conditions

[1.6.3 The COVID-19 pandemic took a severe
toll on global economic activity in H1:2020.
Global demand plunged following a very sharp
compression in consumption and a collapse in
investment and international commodity prices.
Propelled up by massive policy support by both
governments and central banks, however, major
economies recorded a sequential pick-up in
Q3:2020. Even as intensification of containment
measures in response to a strong resurgence of
coronavirus infections across various countries
posed downside risks, progress with vaccines and
inoculation drives lifted expectations and reduced
uncertainty on the global economic outlook as
reflected in improvement in global economic
projections for 2020 by the IMF in January 2021
and April 2021 (contraction of 3.5 per cent and 3.3
per cent, respectively) [Chart 11.6.1]. With demand
conditions normalising alongside easing of supply
and mobility disruptions in an environment of
sustained policy support, a faster economic
recovery is expected in 2021.

11.6.4 World merchandise trade activity also
appears to be gaining momentum from the
contraction of 21 per cent in Q2 (Chart 11.6.1).
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Chart II.6.1: Real GDP and World Trade Volume Projections (Y-o-Y Growth)
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Note: World trade in WTO projection relates to merchandise trade while that in IMF projection pertains to trade in goods and services.

A contraction of 6 per cent in Q3:2020 and an
expansion of 2 per cent in Q4:2020 has signalled
the turnaround. Services trade that contracted
28 per cent in Q2 is taking longer to revive. The
WTQO’s goods trade barometer recovered from
84.5 in August to 103.9 in December 2020°%' but
components of trade are since showing some
signs of deceleration. Since the pandemic,
travel and tourism have been the most impacted
sectors due to a sharp cutback in global migration
and imposition of travel restrictions. The impact
of COVID-19 on global remittances, already
discernible in 2020, may extend to 2021, as
demand for expatriate workers may not recover
fully amongst source countries.

11.6.5 Lockdowns also impacted cross-border
investment across greenfield projects as well as
cross-border mergers and acquisitions, leading to
a decline in global foreign direct investment flows
by 38 per cent in 2020.%2 Europe faced a sudden
stop, but developing economies, especially in

Asia, fared better. After the COVID-19 pandemic
triggered a massive portfolio outflow from EMEs
in March 2020, the rapid and unprecedented
response from governments and central banks,
steps by the US Federal Reserve to support dollar
liquidity, weakening of the US dollar, and the
quick recovery in China helped rekindle portfolio
flows in Q4:2020. Benefitting from reflation trade,
EMEs hosted portfolio inflows to the tune of US$
518 billion during 2020-21 (April-March), of which
almost 77 per cent has been into debt markets.
Boosted by resurgence in capital flows and fall
in US dollar, EME currencies recovered during
April-dune 2020 and remained stable thereafter.
Starting March 2020, massive purchases by
central banks and reflation trade helped suppress
bonds’ yields globally and the revival in risk
appetite gave a much-needed impetus to foreign
portfolio investors in acquisitions of EME assets.
From Q3:2020, a broad-based recovery also set
in upon commodity markets.

31 Launched in 2019, WTO'’s services trade barometer for December 2020 at 104.7 suggests recovery in services trade.
% ‘FDI in Figures’, OECD (April 2021); and Investment Trend Monitor, UNCTAD (January 2021).
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3. Merchandise Trade

[1.6.6 Against the backdrop of the collapse in
world trade, India’s merchandise exports and
imports contracted by 7.3 per cent and 18.0
per cent, respectively, during 2020-21. A fall in
prices®, combined with a decline in volume by
3.5 per cent, pulled down exports. The stringent
measures, which were imposed domestically to
curb the spread of the pandemic disrupted export
supply chains, especially in Q1:2020-21. Only
pharmaceuticals, agricultural products and iron
ore could withstand the onslaught of the pandemic
(Table 11.6.1). A revival gained strength in Q3, on
the back of growth in non-oil exports (3.1 per cent)
(Charts 11.6.2a and 11.6.2b).

[1.6.7 There was a decline in petroleum, oil and
lubricant exports by 37.3 per cent during 2020-
21, reflecting the effect of a drop in global crude
oil prices. The decline in volume was smallerat 15
per cent. Production wars within OPEC plus and
ensuing supply-demand mismatches triggered
the steep fall in oil prices, with settlement prices
for West Texas Intermediate futures closing in

Table 11.6.1: India’s Merchandise Trade

Value in

US$ Billion

Growth Rate (Y-0-Y)
in Per Cent

2018-19 2019-20 2020-21 2018-19 2019-20 2020-21

1 2 3 4 5 6 7
Exports

Q1 82.1 80.9 51.3 14.7 -1.4 -36.6

Q2 81.4 78.2 741 9.7 -3.9 -5.3

Q3 80.6 79.1 75.7 4.7 -1.9 -4.3

Q4 86.0 75.1 89.5 6.7 -12.7 19.2

Annual 330.1 3134  290.6 8.8 -5.1 -7.3
Imports

Q1 128.7  130.1 61.3 12.7 1.1 -52.9

Q2 1329 118.0 88.3 22.8 -11.3 -25.2

Q3 130.7 1161 110.5 8.1 -11.2 -4.8

Q4 121.7 110.5 130.9 0.3 -9.2 18.4

Annual 5141 474.7 389.2 10.6 -7.7 -18.0

Trade Balance

Q1 -46.6 -49.2 -9.9

Q2 -51.5 -39.7 -14.1

Q3 -50.1 -37.1 -34.9

Q4 -35.7 -35.4 -41.4

Annual  -184.0 -161.3 -98.6

Note: Quarterly figures will not add up to annual figures.
Source: DGCI&S.

negative territory on April 20, 2020 while Brent
crude prices dipped briefly below US$ 20 per

Chart II.6.2: Moderation in Contraction in Non-Oil Exports and Relative Contribution in Export Growth
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barrel on April 27, 2020. However, oil price
dynamics gradually changed during the year with
supply restraints more rigorously observed by
OPEC plus, supported by additional voluntary
production cuts by the OPEC’s largest producers
in June 2020 and January 2021. Later in March
2021, the production cuts were extended till April
2021.

[1.6.8 As pointed out earlier, drugs and
pharmaceutical exports maintained positive
growth during 2020-21, these exports grew by
18.1 per cent (US$ 24.4 billion) on a y-o-y basis.
This resilient performance can be attributed to
leveraging existing competencies in generic
medicines production. India has a sizeable
presence in the case of medicine exports, being
the third largest exporter globally in volume terms.

Moreover, Indian pharmaceutical companies
supply around 50 per cent of vaccines globally.
This expertise has been leveraged by Indian
pharma companies to enter into partnerships with
global pharma companies to produce COVID-19
vaccines. India has been highly dependent on
China for Active Pharmaceutical Ingredients
(APIs) imports; however, the recent Production-
Linked Incentive (PLI) scheme addresses the
API concentration risks and aims to make India’s
manufacturing process globally competitive with a
focus on increasing exports. The pharmaceutical
sector has received around one-tenth of the total
financial outlay under the PLI scheme and this
move is expected to create economies of scale
and strengthen India’s integration with global
value chains (Box 11.6.1).

Box 11.6.1
COVID-19 Pandemic - Opportunities and Challenges for Indian Pharmaceutical Exports

The COVID-19 pandemic has placed the US$1 trillion globall
medical exports market at the centre stage of the global
growth recovery. The World Health Organisation (WHO)
suggested that a substantial portion of the world population
needs to be vaccinated to develop herd immunity against
COVID-19. On a conservative estimate of an average price
of US$ 8 per vaccine®, export opportunities to the tune of
US$ 31 to US$ 36 billion are estimated to open up at the
global level. By undertaking research and development
(R&D) activity at an unprecedented speed, vaccines have
been developed in a record nine months. New ground-
breaking (mRNA) techniques have also been employed,
which reportedly will have the potential to cure many
incurable diseases like cancer and Parkinson’s, opening up
new revenue streams for the pharma sector.

India’s pharma sector contributes around 2 per cent to
GDP and 6.6 per cent to total merchandise exports. India
is the 12" largest exporter of medical goods in the world
and India’s pharma exports grew faster than world exports
during the last two decades. Furthermore, India is a major
supplier to least developed and developing countries.
According to data analytics company Airfinity, India would

3 Average COVID-19 vaccine price of US$ 8 taken from UNICEF.
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be the leading supplier of the COVID-19 vaccine after the
US in coming years (Chart 1a to 1c). Indian pharmaceutical
firms have already started rolling out COVID-19 vaccine by
leveraging on existing infrastructure and a skilled labour
force. As on March 15, 2021, India had supplied total 586.4
lakh COVID-19 vaccines to 71 countries comprising grants
(81.3 lakh), commercial exports (339.7 lakh) and under the
COVAX platform (165.5 lakh). However, following the second
wave and the pressing need to upscale vaccination in India,
some moderation in its exports is expected in the short-term.

In order to analyse the comparative advantage of Indian
pharma companies, a panel fixed effect regression model
for 67 pharmaceutical firms is estimated by using Prowess
database, with exports to sales ratio as an explanatory
variable and covering the sample period of 2010-11 to
2019-20, following the empirical specification (Rentala et al.,
2017):

Vie=ao+ ;X +Te +T; + &

where the dependent variable (V) is exports by ‘i firm as a
proportion of its sales in the ‘' year. X represents a vector
of firm-specific explanatory variables, viz., imports intensity,
measured as the ratio of the imports of raw materials to

(Contd.)
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Chart 1: India - A Leading Exporter of Medical Products
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overall purchase of raw material of a firm; research and
development intensity, measured by the ratio of research
and development expenditure to sales; leverage ratio,
measured as total debt as a percentage of total assets;
capital intensity, which is measured as net fixed assets as a
percentage of total sales in the given year; and profitability,
measured by the ratio of profits after tax to sales. T, and
T, are time fixed effects and firm fixed effects to control for
conditions in different financial years and in different firms,
respectively.

Empirical findings suggest that, R&D, import intensity,
capital intensity and profit after tax are important factors that

Table 1: Export Intensity of India’s
Pharmaceutical Industry

Explanatory Variables Dependent Variable: Export Intensity
1 2
Profit after Tax 0.07*
(2.87)
R&D Intensity 0.69*
(3.97)
Capital Intensity 0.03*
(3.38)
Leverage -0.02
(1.2)
Import intensity 0.10*
(2.93)
No. of Companies 67
Time Fixed Effects YES
Company Fixed Effects YES
R-squared 0.86

*: Significant at 1 per cent level.
Source: Prowess (CMIE); and RBI staff estimates.
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influence exports intensity (Table 1). Indian pharmaceutical
companies spend only around 8-13 per cent of their
turnover on R&D. Higher R&D expenditure improves product
quality and enhances competitiveness in foreign markets
(Grossman and Helpman, 1991). India’s pharma export
sector relies heavily on imports of Active Pharmaceutical
Ingredients (APIs), especially in the case of bulk drugs and
this is corroborated by the empirical findings which suggest
that import intensity is statistically significant.

The government has already taken several initiatives to
reduce import dependency in certain key drug intermediates
and APIs. Priority has also been accorded to boost R&D and
original design capabilities through the PLI scheme. These
actions bode well for raising the export potential of domestic
pharma companies.
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[1.6.9 Iron ore exports have shown robust growth
of 86.8 per cent on y-o0-y basis (US$ 4.9 billion)
during 2020-21, posting double-digit growth in all
months. The growth in iron ore exports was due
to higher export volumes, aided by rising iron ore
prices. In recent years, China has been the major
export destination, accounting for more than four-
fifths of India’s total iron ore exports. Concerns
over Brazil's iron ore supply and ongoing trade
tensions between Australia and China have
vacated additional space for India (Chart 11.6.3).
As a result, the supply-demand mismatch led to
a steep rise in iron ore prices since June 2020 to
record levels.

[1.6.10 Agricultural exports also showed resilience
in COVID-19 times. According to the WTO, trade in
agricultural products has been more resilient than
overalltrade.Initially, countries focused on ensuring
food security by imposing exports restrictions
and stockpiling food products; however, later on,
there was a switch in policies towards supporting
agricultural producers and mending supply chains
by relaxing export restrictions.

I1.6.11 In India as well, agricultural exports which
contracted in Q1:2020-21 rebounded sharply in
subsequent quarters. The recovery was aided by a
bumper kharif harvest creating favourable supply
conditions (Chart 11.6.4).

[1.6.12 Engineering goods - accounting for
around one-fourth of India’s total merchandise
export basket - contracted sharply in Q1:2020-21
as major export destinations imposed lockdowns.
However, there has been a revival from Q2:2020-
21 and a strong rebound in Q4:2020-21, especially
in March 2021. Within this sector, exports of
base metals including iron and steel, copper
and products, zinc and products, and aluminium
and products witnessed positive growth. The
sharp industrial recovery in China and other
East Asian economies, which emerged relatively
unscathed from COVID-19, led to increased
demand for base metal exports from India. On the
other hand, exports of transport-related goods,
including motor vehicles, ships, auto components
have slumped, thereby pulling down the growth
of overall engineering goods. The PLI scheme

Chart I1.6.3: China’s Iron Ore Imports Profile
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Chart II.6.4: Relative Contribution of Commodities in
Agricultural Export Growth
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Chart I1.6.5: Engineering Goods and Gems and Jewellery Exports

a: Engineering Goods Exports Growth-2020-21
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has been introduced for many components of
engineering goods, including automobile and auto
components and speciality steel. Furthermore,
PLI schemes for manufacturing of white goods
(air conditioners and light emitting diodes), high-
efficiency solar photovoltaic modules, telecom
and networking goods and advance chemistry cell
(ACC) battery are expected to boost electronic
goods exports and also support engineering
good exports through economies of scale
(Chart 11.6.5a).

11.6.13 Gems and jewellery exports, which
were contracting in 2019-20, slumped further in
2020-21 due to COVID-19 related demand
and supply disruptions. The contraction was
particularly severe in Q1:2020-21, but export
growth finally returned into positive territory in
November 2020 due to revival in demand for
pearls and precious stones (Chart 11.6.5b). Gold
jewellery, which is the other major component,
remains in a deep contractionary mode. The UAE
used to be the largest destination of gold jewellery
exports, accounting for more than 50 per cent of
India’s total gold jewellery exports. However, travel

3% Refer to footnote in Para I1.6.6.
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restrictions and the reluctance of Indian exporters
to ship goods on credit owing to the uncertainty
created by COVID-19 led to a massive slump in
exports of gold jewellery to the UAE.

1.6.14 As stated earlier, the outbreak of
COVID-19 resulted in severe supply and demand-
side disruptions, India’s merchandise imports,
which witnessed a slowdown during 2019,
started to recover in January and February 2020.
However, with the spread of the pandemic, import
growth registered the biggest contraction in 30
years in April 2020, contracting by 59.7 per cent
as against a growth of 6.1 per cent in April 2019.
The contraction was also reflected in volume
terms. As per the latest available data, imports
declined to US$ 389.2 billion in 2020-21 from US$
474.7 billion in 2019-20, a decline of 18.0 per cent
(Table 11.6.1). The contraction in imports has been
due to price and volume effects, with import volume
estimated to have declined by 8.9 per cent®.

11.6.15 The sectoral composition reveals that
the contraction in imports was broad-based. The
rolling out of stimulus packages, along with the
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Chart I1.6.6: Share of Sectors Showing Positive Growth in Import Basket and Relative Contribution in Import Growth
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gradual easing-up of lockdown measures during
the festival season, resulted in a recovery in
domestic demand (Chart 11.6.6a). Commodity-
wise, petroleum, oil and lubricants (POL), transport
equipment, machinery, coal, pearl and precious
stones and iron and steel are the major sectors
which pulled down import growth during the year
(Chart 11.6.6b).

[1.6.16 India is the world’s third-largest crude oil
consumer after the US and China, with an import
dependency of nearly 85 per cent, POL plays
a critical role in total import payments.®® With
the imposition of lockdown and travel curbs, the
demand for POL collapsed, and POL import bill
fell to US$ 82.4 billion (a decline of 36.9 per cent,
y-0-y) during 2020-21 from US$ 130.6 billion in
the corresponding period of the previous year.
Lower POL imports reflected a fall in international
crude oil prices (Indian basket) by 25.9 per cent
(y-0-y) along with an estimated decline in volumes
by 13.8 per cent.

[1.6.17 Irag and Saudi Arabia remained the largest
crude oil suppliers for India, though their share

declined during the period. Venezuela, which
was amongst India’s major crude oil suppliers,
witnessed a steep decline in its share (0.9 per
cent in April-February 2021 compared to 4.6 per
cent in 2019-20) after the US imposed sanctions.
By contrast, the UAE, Qatar and the US gained
share in India’s POL imports (Chart 11.6.7).

Chart I1.6.7: Share of Trading Partner in India’s Crude
Oil Import Basket
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36 Snapshot of India’s Oil & Gas Data (August 2020), Petroleum Planning & Analysis Cell (PPAC), Ministry of Petroleum & Natural Gas, Government

of India.
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Chart I1.6.8: Gold Imports and Gold Recycling
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[1.6.18 India is one of the biggest consumer of
gold, but it imported its lowest monthly volumes
in April 2020, reflecting a significant fall in
demand in the pandemic. However, gold imports,
in value terms, picked up in Q2 and have
continued to remain at an elevated level since
then. The growth in gold imports has been
essentially driven by steep rise in global gold
prices, though even in volume terms they have
recovered to levels seen last year (Chart 11.6.8a).
In particular during Q4:2020-21, several factors,
ranging from base effect to pre-festival impact
(Akshaya Tritiya), pent up wedding induced
demand contributed to the sharp surge in
gold imports. According to a recent report by
the World Gold Council, high gold prices
supported an increase in global recycling of
gold, which spiked sharply in Q2 and Q3:2020
(Chart 11.6.8b).

[1.6.19 Non-oil non-gold imports, which started
contracting from Q4:2018-19, witnessed a
rebound in growth after seven quarters in
Q3:2020-21, particularly in December 2020.
Electronic goods, pearls and precious stones
and chemicals were major contributors to the
expansion during Q4:2020-21.

11.L6.20 The pandemic deepened the slowdown
in imports of capital goods - an indicator of
investment demand in an economy — which
contracted by 28.3 per cent in April-November
2020 vis-a-vis 2.2 per cent a year earlier. All major
sub-sectors witnessed a sharp slump, i.e., iron and
steel, machine tools, machinery and transport
equipment. Capital goods imports turned positive
from December 2020 as recovery in the Indian
economy gained traction (Chart 11.6.9).

Chart I1.6.9: Decomposition of Capital Goods
Import Growth

25
15

Per cent (Y-0-Y)

© o O Q0 Q QO QQ Q T o

T2 f33agayTeTa

~ O O B B =5 2 35 8 § 8 &
g g <)

czs 253375858 38¢8¢

A ] Q

ransport Equipment ‘roject Goods

'rofessional Instrument, Optical Goods, etc.
Aachinery, Electrical & Non-electrical fachine Tools

Iron & Steel Jlectronic Goods
Source: RBI staff calculations based on DGCI&S data.




ANNUAL REPORT 2020-21

Chart I1.6.10: Top Import Sources for Electronic Goods:
Sub-Sectors
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[1.6.21 India’s electronic goods imports registered
a marginal contraction of 0.1 per cent to US$
54.3 billion in 2020-21 from US$ 54.4 billion in
2019-20. India is a net importer of electronic
goods, the trade deficit of the electronic goods
sector expanded to US$ 43.2 billion in 2020-
21 from US$ 42.7 billion in the previous year®”
(Chart 11.6.10). Destination-wise, China is the
major source partner for almost all the product

categories. COVID-19 induced global lockdown
caused supply-side disruptions due to which the
need to diversify source partners has gained
utmost importance. Accordingly, the government
recently took two major policy initiatives to attract
large scale investment in the electronics sector by
way of the PLI scheme for large scale electronics
manufacturing and the Scheme for Promotion
of Manufacturing of Electronic Components
and Semiconductors (SPECS). Several global
manufacturing companies are expected to expand
their manufacturing base in India. As this sector
has strong backward and forward linkages, this, in
turn, will foster expansion of domestic production
capacity and boost exports with induction of newer
technologies under AatmaNirbhar Bharat.

[1.6.22 During April-February 2020-21, the
bilateral trade deficit with China declined,
whereas the trade surplus with the US increased.
Overall, as the decline in imports was larger
than exports, the trade deficit narrowed to US$
98.6 billion in 2020-21 from US$ 161.3 billion in
the corresponding period of last year, reflecting
the impact of both stringent lockdown measures
and subdued economic activity due to COVID-19
(Charts 11.6.11a and 11.6.11b).

Chart II.6.11: Decomposition of Trade Balance

a: Sources of Changes in India’s Trade Balance Between
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37 India’s dependency on electronic goods imports is high, with around 83 per cent of India’s total trade in electronics goods comprising imports

during 2020-21.
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4. Invisibles

[1.6.23 Net receipts from invisibles, reflecting
cross-border transactions of services, income and
transfers, remained relatively resilient to the global
shock on the back of stable services earnings
(Chart11.6.12). While demand for software services
exports remained strong and remittances receipts
improved sequentially in Q2 and Q3, the outgo
from primary income account increased with rise
in net income payments to overseas investors.

[1.6.24 The ongoing pandemic and the resultant
supply chain disruptions severely impacted
world trade in commercial services in 2020
(Chart 11.6.13). India’s services exports remained
relatively resilient and showed signs of gradual
recovery, primarily on the back of robust software
exports earnings. Despite global headwinds,
software services, accounting for more than
40 per cent of India’s total services exports,
witnessed steady growth as major IT companies
capitalised on growing global demand for
business transformation initiatives to enhance
digital presence and migrate to cloud services in

Chart II.6.12: Composition of India’s Services Exports
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Chart I1.6.13: Country-wise Export of Services
(April-December 2020)
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the aftermath of the world-wide lockdown. Travel
and transportation services were severely hit by
the imposition of lockdown and travel restrictions
world-wide (Chart 11.6.14). Among other services,
business and financial services, which mainly
relates to off-site services, withessed steady flows
albeit at a moderated pace.

Chart I1.6.14: Travel Receipts in Major Travel
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Chart I1.6.15: Inward Remittances Across Major
Recipient Countries
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Chart I1.6.16: Composition of India’s Current
Account Balance
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[1.6.25 There was an exodus of migrant workers
from host countries, resulting in a decline in global
remittances flows in 2020 (Chart 11.6.15). India,
being the highest recipient of inbound remittances,
recorded a decline of 5.4 per cent in remittances
flows in April-December 2020-21. Although
remittances rebounded gradually from this initial
setback, flows remained below their pre-crisis
levels. Nevertheless, India remained the largest
recipient with a share of 11.8 per cent in global
remittances in 2020 (World Bank, May 2021).

[1.6.26 The income account, primarily reflecting
net cross-borderincome payments associated with
the production process and ownership of financial
and other non-produced assets, recorded higher
net outflows in April-December 2020-21 relative to
the preceding year. On account of moderation in
gross investment income receipts owing to lower
interest earnings on foreign currency assets and
higher income payments on debt and non-debt
liabilities, the net outgo remained higher on a
year-on-year basis.

11.6.27 In April-December 2020-21, the current
account recorded a surplus of 1.7 per cent of
GDP as against a deficit of 1.2 per cent a year ago

94

(Chart 11.6.16). After registering a record surplus in
Q1:2020-21, the current account surplus narrowed
in Q2 and turned negative in Q3 as the pace of
contraction eased for both merchandise exports
and imports and the trade deficit widened. Positive
net terms of trade owing to modest crude oil prices
and a decline in import volume contributed to the
surplus in April-December 2020-21 (Chart 11.6.17).

Chart II.6.17: Sources of Incremental Current
Account Balance
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5. External Financing

[1.6.28 Among the major components of financial
flows, foreign direct and portfolio investment
inflows were large; however, loans in the form of
external commercial borrowings, trade credit and
banking capital recorded net outflows. With the
current account in surplus, the accretion to foreign
exchange reserves on a BoP basis (excluding
valuation changes) was of the order of US$ 83.9
billion in April-December 2020 (Chart 11.6.18 and
Appendix Table 8).

11.6.29 Capital flows were dominated by FDI
which turned out to be higher than a year ago
both in gross and net terms (Table 11.6.2). FDI
limits were enhanced in the areas of defence

Table 11.6.2: Foreign Direct Investment Inflows
(USS$ billion)

2017-18 2018-19 2019-20 2020-21

Chart II.6.18: Financing of Current Account Deficit
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manufacturing to 74 per cent under the automatic
route from 49 per cent earlier. There was a steady
improvement in the OECD’s FDI restrictiveness
index — from 0.244 in 2015 to 0.207 in 2019. The

1 2 3 4 5
expansion of the PLI scheme has the potential
1.Net FDI (1.1 - 1.2) 30.3 307 430 434 _ _ _
1.1 Net Inward FDI 3904 433 560 547 to attract foreign companies that are looking to
(1.11-11.2) diversify their presence in global supply chains. In
1.1.1 Gross Inflows 61.0 62.0 74.4 81.7 ., .
14.2 Repatriation/ 015 187 184 271 2020-21, India’s FDI performance .was in sharp
Disinvestment contrast to the global FDI.*® India crossed a
1.2 Net Outward FDI 91 126 130 113 milestone of cumulative FDI equity inflows of
Source: RBI. US$ 500 billion since April 2000 (Box I1.6.2).
Box 11.6.2

Is FDI COVID-Proof?

The unprecedented shock of the global pandemic impacted
cross-border movement of capital flows, particularly in the
form of foreign direct investment (FDI). Global FDI flows
declined by 38 per cent in 2020 ( OECD, 2021), to their
lowest level since 2005 (Chart 1). Lockdowns around the
world not only caused delay in existing investment projects
but also forced global companies to reassess their new
projects.

% OECD (2021), ‘FDI in Figures’ April.
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Among the major economies, India and China are the
only economies that bucked the global trend in FDI inflows
(Chart 2). In the case of India, the bulk of these investments
went into e-commerce and digital platforms, with mega
deals in Indian companies mirroring the growing business
prospects for digital operations worldwide.

(Contd.)
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Chart 1: Trend in Global FDI

Source: OECD.

Even though FDI inflows were stronger in 2020-21, their
distribution was highly skewed (Chart 3). The coefficient
of variation of FDI flows (based on transaction size) was
larger during the pandemic period, implying concentration in
distribution. The lower incidence of transactions points to the
underlying weakness in FDI inflows during the year. Without

Chart 2: FDI Inflows during the COVID Period
(% change in 2020 over 2019)

Source: OECD.

During 2020-21, computer services attracted the
largest FDI inflows (accounting for 43.9 per cent),
followed by transport, manufacturing, retail and
wholesale trade, and financial services. Country-
wise, Singapore and the USA remained major
sources of FDI equity inflows (accounting for 55.4
per cent of total flows), followed by Mauritius, the
United Arab Emirates, Saudi Arabia, the Cayman
Islands, and the Netherlands (Chart 11.6.19 and
Appendix Table 9).

[1.6.30 Besides equity investment, reinvested
earnings (i.e., profits deemed to be invested)
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Chart 3: Distribution of FDI Equity (Share of Companies)

Source: RBI staff calculations.

the top five FDI deals, FDI inflows during 2020-21 would
have declined by about third of their level a year ago. The
number of FDI transactions declined by 31 per cent during
the pandemic period, while their average size decreased
marginally (Table 1).

Going forward, the pipeline of FDI for 2021-22 could be
supported by the thrust given to PLI, and domestic growth
prospects.

Table 1: Number and Size of FDI Transactions
(Without Top 5 High Value Transactions)

Period Number of Transactions Average Size (US$ Million)
1 2 3

2019-20 19,330 1.8

2020-21 13,278 1.7

Source: RBI; and RBI staff calculations.

Reference:

OECD (2021), ‘FDI in Figures’ April.

of FDI companies and inter-corporate debt
transactions between affiliated enterprises were
also robust, amounting to US$ 15.7 billion during
April-December 2020-21.

[1.6.31 Outward FDI recorded a y-o-y decline by
13 per cent to US$ 11.3 billion during 2020-21,
reflecting the broad-based decline in FDI flows
across different regions of the world. Singapore,
the USA, Mauritius, the Netherlands and the UK
were the major destinations, together accounting
for around 73 per cent of India’s outward FDI.
Business services; manufacturing; restaurants and
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Chart I1.6.19: Source Country-wise Inflow of Chart I1.6.20: Net Foreign Portfolio Flows to India
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hotels; agriculture and mining; and construction 11.6.33 Amid falling real vyields and large

were the top five sectors attracting India’s overseas
direct investment during the year.

[1.6.32 Portfolio flows recovered during the year
from their March lows. Notwithstanding a sell-
off in the debt segment in Q1:2020-21, large
exposures of foreign portfolio investors in the
equity segment in subsequent quarters took the
total inflows to US$ 37.1 billion during 2020-21
(Chart 11.6.20). Ample global liquidity driven by
unprecedented monetary easing improved global
financial conditions. Optimism on vaccines and
fiscal stimulus in the US also triggered risk-on
sentiments among foreign investors and caused
surges in capital flows in EMEs, including India
in  November-December 2020. These flows,
however, moderated in Q4:2020-21, in response
to the high valuations in equities and increased
supplies in bond markets. While the domestic
equity segment hosted the largest ever net
inflows in 2020 (calendar year), the debt segment
withessed a record sell-off during the same
period.

government borrowings during the year, FPIs
reduced their exposure in the debt segment, with
a utilisation rate of about 28 per cent of the total
investment limit of G-sec and state development
loans as on March 31, 2021. While the utilisation
rate of specified government securities available
under the ‘fully accessible route’ introduced in
March 2020 for FPIs was 2.7 per cent, the use of
the investment limit available under the voluntary
retention route was to the tune of 72 per cent,
albeit mainly through corporate bonds. As on
March 31, 2021, FPIs held 24.5 per cent of the
general investment limit in corporate bonds (i.e.,
15 per cent of the outstanding stock), which was
lower than 54.5 per cent of the limit a year ago.

11.6.34 Around 67 per cent of the FPI inflows
were recorded in top three sectors, viz., financial
services (39 per cent), software and services
(17 per cent) and oil and gas (11 per cent)
(Chart 11.6.21). Portfolio flows to the banking
sector remained encouraging as banks raised
capital in time to mitigate COVID-19 concerns®,

3% During 2020-21, FPI equity inflows into banking sector stood at % 3.88 lakh crore vis-a-vis an outflow of ¥ 2.15 lakh crore a year ago.
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Chart I1.6.21: Change in FPIs’ Exposure in
Equity Market
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Chart I1.6.22: Weighted Average Interest Margin on
Cumulative ECBs
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with added momentum from government’s
decision to privatise some state-owned
banks. Lockdown-induced reliance on digital
transactions in the payments system improved
the outlook of IT and IT enabled services.
Among other sectors, investor optimism was
noteworthy in automobiles and auto components
and pharmaceuticals and biotechnology sectors.
As at end-March 2021, assets under custody
were dominated by US-based portfolio investors
followed by Mauritius, Luxembourg, Singapore,
and the UK. The limit for FPIs under VRR
was increased to 1,50,000 crore in January
2020, and in view of the disruptions caused by
COVID-19, FPIs were subsequently allowed
additional time of three months to invest 75 per
cent of their committed portfolio size. Cumulative
FPI investment under VRR (which was introduced
in March 2019) was US$ 14.8 billion till March
31, 2021.

[1.L6.35 There was a decrease in external
commercial borrowing agreements. Fresh
disbursements of ECBs were lower in 2020-21,

98

than their level a year ago and firms pre-paid
ECBs. As repayments exceeded fresh disbursals
in view of higher borrowing costs than a year ago
(Chart 11.6.22), ECBs recorded net outflow of
US$ 0.6 billion during 2020-21 vis-a-vis inflows
of US$ 21.7 billion a year ago (Chart 11.6.23).

Chart I1.6.23: External Commercial Borrowings to
India (Net)
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Chart I1.6.24: End Use of ECB (2020-21)
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[1.6.36 ECBs raised during the year were mainly
utiised for on-lending/sub-lending, followed
by infrastructure development, refinancing of
earlier borrowings, working capital, new projects,
overseas acquisition and refinancing of rupee loans
(Chart 11.6.24). Within ECBSs, rupee denominated
loans and rupee denominated bonds (RDBs)
accounted for 6.0 per cent of the total agreement
amount as compared with 7.1 per cent a year ago.
Furthermore, the share of hedged loans/bonds
(other than rupee denominated borrowings) stood
lower at 51.3 per cent as compared with 56.7 per
cent a year ago. RDBs recorded net outflows of
US$ 0.9 billion lower than the outflows of US$ 1.3
billion in the corresponding period last year.

[1.6.37 External financing requirements for
merchandise imports in the form of short-term
credit also declined. As repayments exceeded
fresh credit availed by importers, there was net
outflow of US$ 1.8 billion in April-December
2020-21. Around 36 per cent of the trade credit
was raised for imports of crude oil, gold, coal and
copper.
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Table 11.6.3: Flows under Non-Resident

Deposit Accounts
(USS$ billion)

2017-18 2018-19 2019-20 2020-21

1 2 3 4 5

1. Non-Resident External

(Rupee) Account 71 7.3 5.6 8.8
2. Non-Resident

Ordinary Account 1.5 1.9 2.0 2.3
3. Foreign Currency Non-

Resident(B) Account 1.0 1.1 1.1 -3.8
Non-Resident Deposits
(1+2+43) 9.7 10.4 8.6 7.4
Source: RBI.
[1.6.38 With robust inflows in Non-Resident

(External) Rupee (NRE) account, which constitutes
around 72 per cent of total outstanding NRI
deposits, net inflows into non-resident deposits
accounts were US$ 7.4 billion during 2020-21,
lower than their level a year ago (Table 11.6.3).
While NRE account and NRO account witnessed
inflows of US$ 8.8 billion and US$ 2.3 billion,
respectively, FCNR(B) deposits recorded outflows
of US$ 3.8 billion, partly due to weakening of the
US dollar.

6. Vulnerability Indicators

11.6.39 India’s external debt at 21.4 per cent of
GDP for end-December 2020 remained lower than
that of emerging market peers. At end-December
2020, India’s external debt increased by US$ 5.3
billion (i.e., 1.0 per cent) from its level at end-
March 2020, primarily on account of non-resident
deposits. The increase was also contributed by
valuation loss of US$ 11.4 billion resulting from
the depreciation of the US dollar against the
Indian rupee and major currencies (such as euro,
yen, and SDR). Excluding the valuation effect,
external debt would have decreased by US$ 6.1
billion instead of increasing by US$ 5.3 billion.
Commercial borrowings remained the largest
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Table 11.6.4: External Vulnerability Indicators (End-March)

(Per cent, unless indicated otherwise)

Indicator 2013 2019 2020 End-Dec 2020
1 2 3 4 5
1. External Debt to GDP Ratio 22.4 19.9 20.6 21.4
2. Ratio of Short-term Debt (original maturity) to Total Debt 23.6 20.0 19.1 18.4
3. Ratio of Short-term Debt (residual maturity) to Total Debt 421 434 424 44.8
4. Ratio of Concessional Debt to Total Debt 11.1 8.7 8.8 9.1
5. Ratio of Reserves to Total Debt 71.3 76.0 85.6 104.0
6. Ratio of Short-term Debt (original maturity) to Reserves 33.1 26.3 22.4 17.7
7. Ratio of Short-term Debt (residual maturity) to Reserves 59.0 57.0 49.6 43.1
8. Reserve Cover of Imports (in months) 7.0 9.6 12.0 18.6
9. Debt Service Ratio (debt service to current receipts) 5.9 6.4 6.5 9.0
10. External Debt (US$ billion) 409.4 543.1 558.2 563.5
11. Net International Investment Position (NIIP) (US$ billion) -326.7 -436.9 -375.2 -340.5
12. NIIP/GDP ratio -17.8 -16.0 -13.9 -12.9
13. CAB/GDP ratio -4.8 -2.1 -0.9 1.7

Note: CAB/GDP ratio in column 5 pertains to April-December 2020.
Source: RBI and Government of India.

component of external debt, with a share of 36.9
per cent, followed by non-resident deposits (24.9
per cent) and short-term trade credit (17.7 per
cent). Total debt increased from 20.6 per cent of
GDP at end-March 2020 to 21.4 per cent at end-
December 2020. Similarly, short-term debt (on
residual maturity basis) increased during the year.
A sizeable accretion in reserves, however, led to
an improvement in other vulnerability indicators
such as reserve cover of short-term debt (on
residual maturity basis) and imports. India’s net
international investment position (NIIP) improved
by US$ 34.6 billion (i.e., fall in net claims of
non-residents on India) during the same period
(Table 11.6.4).

[1.6.40 The accretion to the reserves, which
reached a historic high of US$ 590.3 billion at
end-January 2021 and were at US$ 577.0 billion
at end-March 2021, was driven by robust foreign
portfolio and direct investments, and the current
account surplus in H1:2020-21. In 2020-21,
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India’s reserves accumulation was to the tune of
US$ 99.2 billion.

7. Conclusion

[1.6.41 Going forward, the outlook for India’s
external sector will continue to be determined by
pandemic’s impact on demand and supply side
dynamics, globally and in India. The thrust in the
budget on easy access to certain raw materials
augurs well for export recovery. Waning terms
of trade gains in view of rising global crude oll
prices and subdued flows of remittances may
pose downside risks. However, the improvement
in terms of external vulnerability indicators,
adequate level of foreign exchange reserves and
sound domestic macroeconomic fundamentals
would help the economy withstand spillovers of
global adverse macro-financial shocks. Global
financial conditions remain easy but can alter
rapidly. Various reform measures undertaken by
the government have the potential to keep the
external sector sustainable.
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PART TWO: THE WORKING AND OPERATIONS OF
THE RESERVE BANK OF INDIA

III

MONETARY POLICY OPERATIONS

Monetary policy and lLiquidity operations during 2020-21 were geaved towards mitigating the impact of
COVID-19 pandemic. The monetary policy committee (MPC) cut the policy vepo vate by 115 basis points
(bps) during March-May 2020, on top of a cumulative veduction of 135 bps during February 2019 to
February 2020. Backed by conventional and unconventional liquidity measuves, these actions bolstered
financial market sentiments while ensuving ovderly market conditions. Intevest vates and bond yields declined
across market segments and spreads narvowed, with a distinct improvement in monetary transmission.

1.1 Monetary policy and liquidity operations
during 2020-21 were geared towards mitigating the
adverse impact of the unprecedented economic
devastation brought by the COVID-19 pandemic on
the Indian economy. Supply disruptions imposed
persistent upside price pressures, with inflation
ruling above the upper tolerance band for six
consecutive months during June-November 2020.
The monetary policy committee (MPC) maintained
status quo on the policy repo rate during June
2020 to February 2021 after a sizeable cut of 115
basis points (bps) during March-May 2020. Given
the growth-inflation dynamics, the MPC decided
to continue with the accommodative stance as
long as necessary to revive growth on a durable
basis and mitigate the impact of COVID-19 on the
economy, while ensuring that inflation remains
within the target going forward. These decisions
were in consonance with the objective of achieving
the medium-term target for consumer price index
(CPI) inflation of 4 per cent within a band of +/- 2
per cent, while supporting growth.

101

1.2 During 2020-21, the Reserve Bank
undertook several conventional and
unconventional measures to address liquidity
constraints in the face of COVID-19 related
dislocations. This unprecedented response eased
financial stress, unclogged monetary transmission
and credit flows while ensuring financial stability.
With fears of liquidity drying up being dispelled,
financial market sentiments were bolstered while
ensuring orderly market conditions. Interest
rates and bond yields declined across market
segments and spreads narrowed to pre-COVID
levels. Corporate bond issuances benefitted from
surplus liquidity conditions which enabled record
number of issuances at reasonably low costs.
Despite a significant jump in market borrowings,
the government could raise funds at the lowest
weighted average cost in 17 years along with the
highest weighted average maturity of the stock of
public debt on record.

1.3  Surplus liquidity conditions, coupled with
the external benchmark-based pricing of floating
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rate loans, led to a considerable improvement in
monetary transmission during 2020-21. Interest
rates on outstanding loans declined for a majority
of the sectors. The external benchmark-linked
framework incentivised banks to adjust their term
as well as saving deposit rates to protect their
net interest margins, thereby improving monetary
transmission.

1.4  Against the above backdrop, Section 2
presents the implementation status of the agenda
set for 2020-21 along with major developments,
while Section 3 sets out the agenda for 2021-22.
Concluding observations are in the last section.

2. Agenda for 2020-21: Implementation Status

Goals Set for 2020-21
.5 In last years Annual Report, the
Department had set out the following goals:

e Strengthening nowcasting of inflation

with wider information systems, including
commodity price monitoring (Utkarsh)
[Para 111.6];

e Augmenting the external sector block of
the quarterly projection model (QPM) by
incorporating capital inflows dynamics
for an improved analysis of external
spillovers and feedback mechanisms, and
recalibration of the QPM based on recent
empirical estimates (Utkarsh) [Para I11.6];

e Analysis of MPC voting patterns (Utkarsh)
[Para 111.6];

e Assessing the efficacy of the conventional
[open market operation (OMO)] and
unconventional [long-term repo operation
(LTRO) and targeted LTRO (TLTRO)]
monetary policy instruments (Para 111.6);
and
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e Understanding the dynamics of banks’
holdings of government securities and
credit growth to assess the relative roles
of crowding out and portfolio re-balancing
(Para ll1.6).

Implementation Status of Goals

.6 A number of studies were undertaken
during 2020-21 to strengthen the analytical inputs
for the conduct of monetary policy and liquidity
management. They included: strengthening
nowcasting of inflation with wider information
system, including commodity price monitoring;
augmenting the external sector block of QPM
by incorporating capital inflows dynamics and
recalibration of the QPM based on recent empirical
estimates; analysis of MPC voting pattern; the
impact of LTRO and TLTRO on bond markets;
dynamics of banks’ holdings of government
securities and credit growth to assess the relative
roles of crowding out and portfolio rebalancing;
analysing and forecasting currency demand in
India; evaluating the impact of asset quality of
banks on credit channel of monetary policy;
constructing an economic activity index for India;
revisiting the determinants of term premium in
India; examining the pass-through of global food
prices to domestic prices in emerging market
economies (EMEs); and assessing volatility
spillover from US monetary policy on select EMEs,
including India.

Major Developments
Monetary Policy

.7 The COVID-19 pandemic triggered
extreme risk aversion and elevated volatility in
financial markets, necessitating an advancement
in the MPC’s first two meetings scheduled for
March 31, April 1 and 3, 2020 and June 3-5, 2020
to March 24, 26 and 27, 2020 and May 20-22,
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2020, respectively. In the March 2020 meeting, the
MPC noted that macroeconomic risks brought on
by the pandemic, both on the demand and supply
sides, could be severe and there was a need to
do whatever necessary to shield the domestic
economy from the pandemic. The MPC, therefore,
voted unanimously for a sizeable reduction in the
policy repo rate. With a 4 to 2 majority, the repo
rate was cut by 75 bps to 4.40 per cent, while
2 members voted for a reduction of 50 bps. All
members voted unanimously to continue with
the accommodative stance as long as necessary
to revive growth and mitigate the impact of
COVID-19 on the economy, while ensuring that
inflation remained within the target. In the May
2020 meeting, with the growth outlook remaining
sombre, the MPC decided to reduce the policy
repo rate by another 40 bps to 4.0 per cent to pre-
emptively use available space to ease financial
conditions further to mitigate the adverse impact
of the pandemic on the economy. Five members
voted for a reduction in policy repo rate by 40 bps
and one member voted for a reduction of 25 bps.
The MPC also voted unanimously to continue with
the accommodative stance set out in its March
meeting.’

[11.8 By the time of the August 2020 bi-monthly
review, there was greater clarity on the likely
recovery of economic activity in Q2, led by the
rural economy. However, for the year 2020-21,
real GDP growth was expected to be negative. On
inflation, though the release of June CPI was still
not normalised in terms of data coverage, headline
inflation ruled above the upper tolerance threshold

of 6 per cent. Issues in data reliability, coupled with
high retail mark-ups amidst the pandemic added
uncertainty to the inflation outlook. Accordingly,
the MPC decided to pause and remain watchful for
a durable reduction in inflation to use the available
space to support the revival of the economy.

.9  The October 2020 policy? was held in
a setting in which high frequency indicators
suggested recovery of economic activity in
Q2:2020-21, after a record contraction in real GDP
in Q1:2020-21. Headline CPI inflation continued
to remain above the upper tolerance threshold as
price pressures accentuated across food, fuel, and
core sub-groups due to supply disruptions, high
retail margins, high indirect taxes on petroleum
products and higher cost of doing business in the
post-lockdown period. The rural economy was
expected to strengthen further while the recovery
in urban demand was seen as lagging due to social
distancing norms. Moreover, private investment
and exports were likely to remain subdued. Real
GDP was projected to contract by 9.5 per cent
during 2020-21, with GDP growth moving into
the positive zone by Q4:2020-21 and placed
at 20.6 per cent in Q1:2021-22. CPI headline
inflation was projected to moderate to 5.4-4.5 per
cent in H2:2020-21 and further to 4.3 per cent
in Q1:2021-22, with risks broadly balanced. The
MPC noted that the revival of the economy from
the unprecedented COVID-19 pandemic assumed
the highest priority in the conduct of monetary
policy. On the elevated inflation, the MPC judged
that the underlying factors were essentially supply
shocks which were likely to dissipate over the

' For details, see chapter Ill (Paragraphs 111.12 and I1.13) of the Annual Report 2019-20, Reserve Bank of India (RBI).

2 On October 5, 2020, the Government of India reconstituted the MPC, with the expiry of the term of earlier external members of the MPC,
by onboarding Prof. Ashima Goyal, Professor, Indira Gandhi Institute of Development Research, Mumbai; Prof. Jayanth R. Varma, Professor,
Indian Institute of Management, Ahmedabad; and Dr. Shashanka Bhide, Senior Adviser, National Council of Applied Economic Research, Delhi.
The October 2020 MPC meeting was the first meeting of these external MPC members. Earlier, w.e.f. the August MPC meeting, Dr. Mridul K.
Saggar, Executive Director, Reserve Bank, joined the MPC on his nomination by the Central Board.
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ensuing months as the economy unlocked, supply
chains were restored, and activity normalised and
as such these could be looked through in setting
the monetary policy stance. Accordingly, the
MPC voted unanimously to keep the policy repo
rate unchanged. With a vote of 5 to 1, the MPC
also decided to continue with the accommodative
monetary policy stance as long as necessary — at
least during the current financial year and into the
next financial year — to revive growth on a durable
basis and mitigate the impact of COVID-19 on the
economy, while ensuring that inflation remains
within the target going forward.

.10 By the time of the December 2020
meeting, the economic recovery had progressed
further, but alongside the intensification of
inflationary pressures. The contraction in real GDP
in Q2:2020-21 was shallower than anticipated,
and high frequency indicators suggested that
recovery was gaining traction in Q3:2020-21. With
a projected positive growth of (+) 0.1 per cent in
Q3:2020-21 and (+) 0.7 per cent in Q4:2020-21,
real GDP was expected to contract by 7.5 per cent
in 2020-21, lower than the contraction of 9.5 per
cent in the October 2020 assessment. In H1:2021-
22, the expansion was projected to gather pace
at (+) 21.9 per cent to (+) 6.5 per cent, with risks
broadly balanced. Inflation pressures, however,
turned out to be higher than anticipated, with CPI
inflation inching up to 7.6 per cent in October
2020 on a broad-based surge in food and core
inflation and outlook remaining adverse with
continuing high retail price margins, rising crude
oil prices and stickiness imparted on account of
cost-push pressures. Reflecting these pressures,
the inflation projections were revised upwards to
6.8-5.8 per cent in H2:2020-21 and 5.2-4.6 per
cent in H1:2021-22, with risks broadly balanced.
However, with the signs of recovery far from being
broad-based and dependent on sustained policy
support, the MPC voted unanimously to maintain
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status quo on the policy repo rate and continue
with the accommodative stance as set out in its
October resolution.

[l1.11  In the run up to the sixth bi-monthly policy
in February 2021, inflation moderated sharply
to 4.6 per cent in December 2020. Taking into
account the significant correction in food inflation
on the one hand and the persisting core inflation
pressures on the other, the projection for CPI
inflation was revised to 5.2 per cent in Q4:2020-
21, 5.2 per cent to 5.0 per cent in H1:2021-22
and 4.3 per cent in Q3:2021-22, with risks broadly
balanced. On the growth outlook, the MPC was of
the view that rural demand was likely to remain
resilient on good prospects of agriculture while
urban demand and demand for contact-intensive
services were expected to strengthen with the
substantial fall in COVID-19 cases and the spread
of vaccination. Consumer confidence was reviving
and business expectations remained upbeat.
Taking into account these considerations and
the Union Budget 2021-22 proposals, real GDP
growth was projected at 10.5 per cent in 2021-22
—in the range of 26.2 to 8.3 per centin H1 and 6.0
per cent in Q3. Given the softening in inflation as
also the need for continued policy support to rest
the growth recovery on a firmer footing, the MPC
unanimously voted for keeping the policy repo
rate unchanged at 4 per cent and continue with
the accommodative stance till the prospects of a
sustained recovery are well secured while closely
monitoring the evolving outlook for inflation.

The Operating Framework: Liquidity Management

.12 The operating framework of monetary
policy aims at aligning the operating target —
the weighted average call rate (WACR) — with
the policy repo rate through proactive liquidity
management, consistent with the stance of
monetary policy. In the face of COVID-19 related
stress and the large contraction in output,
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and in consonance with the monetary policy
stance, the Reserve Bank undertook several
monetary policy measures, both conventional
and unconventional, during 2020-21, driven by
the goals of (i) improving monetary transmission;
(i) facilitating and incentivising bank credit flows;
(iii) addressing sector-specific liquidity constraints
in the face of COVID-19 related dislocations; and
(iv) reinvigorating markets by easing financial
stress and ensuring financial stability.

Drivers and Management of Liquidity

.13 The concatenation of heightened financial
stress, widening spreads, and seizure of market
liquidity exacerbated by highly volatile capital
flows on account of the pandemic warranted
proactive measures by the Reserve Bank starting
Q4:2019-20. Total liquidity augmenting measures
announced by the Reserve Bank (up to March
31, 2021) since February 2020 have aggregated
to ¥13.6 lakh crore (6.9 per cent of nominal GDP
for 2020-21). The main drivers of liquidity were the
Reserve Bank’s forex operations and expansion
in currency in circulation (CiC) — liquidity injection
through the former more than offset the leakage
from the heightened precautionary currency
demand during the pandemic (Chart Illl.1a).
The conventional and unconventional monetary

policy measures augmented system liquidity. The
consequent large liquidity surplus was mopped up
through overnight fixed rate reverse repos under
the liquidity adjustment facility (LAF) (Chart 11l.1b).

.14 In Q1:2020-21, the expansion in CiC
drained system liquidity by 32.13 lakh crore which
was more than offset by liquidity injections through
(i) targeted long-term repo operations (TLTROs)
(387,891 crore), (i) OMO purchases (31.2 lakh
crore) and (iii) the forex operations (31.0 lakh
crore). Additionally, the Reserve Bank announced
special liquidity facility for mutual funds (SLF-
MF) worth ¥50,000 crore although its utilisation
was confined to only %2,430 crore. Moreover,
the Reserve Bank provided special refinance
facilities for a total amount of 365,000 crore to
All India Financial Institutions (AlFIs) comprising
(i) 25,000 crore to National Bank for Agriculture
and Rural Development (NABARD) for refinancing
regional rural banks (RRBs), cooperative
banks and micro finance institutions (MFIs);
(i) 15,000 crore to Small Industries Development
Bank of India (SIDBI) for on-lending/refinancing;
(iii) ¥10,000 crore to National Housing Bank
(NHB) for supporting housing finance companies
(HFCs); and (iv) ¥15,000 crore to Export Import
Bank of India (EXIM Bank) to enable it to avalil

Chart III.1: Drivers and Management of Liquidity
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US dollar swap facility for its foreign exchange
requirements.® Overall, the surplus liquidity
resulted in average daily net absorption under
the LAF amounting to ¥4.72 lakh crore during
the quarter. During Q1:2020-21, the Reserve
Bank also conducted one special OMO involving
simultaneous purchase and sale of securities,
which were liquidity neutral, to distribute liquidity
more evenly across the yield curve and improve
transmission.

.15 In order to encourage banks to deploy
surplus funds in investments and loans in
productive sectors of the economy, the fixed rate
reverse repo rate under the LAF was reduced
by 25 bps (from 4.0 per cent to 3.75 per cent)
without concomitant changes in the MSF and the
repo rate on April 17, 2020, thereby widening the
asymmetric corridor.

[11.16 In Q2:2020-21, forex purchase operations
augmented system liquidity by 2.1 lakh crore
while the Reserve Bank injected 327,862 crores
through OMOs, even as expansion in CiC
remained muted (Chart 111.2). As a result, surplus
liquidity persisted, although the average daily net
absorption moderated to ¥3.9 lakh crore during
the quarter. As part of the AatmaNirbhar Bharat
package, the Government of India (Gol) approved
a scheme of 30,000 crore to improve liquidity
position of NBFCs (including MFIs)/HFCs with a
view to avoiding any potential systemic risks to the
financial sector. Under the scheme introduced on
July 1, 2020, the Reserve Bank provided liquidity
by subscribing to government guaranteed special
securities issued by a Special Purpose Vehicle
(SPV).

[11.17 To reduce the cost of funds, banks that
had availed of funds under LTROs in February-

Chart III.2: Discretionary Liquidity,
Autonomous Drivers and Reverse Repo
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March 2020 at the then prevailing repo rate (5.15
per cent) were given an option in September 2020
of reversing these transactions before maturity by
availing fresh funds at the reduced repo rate of 4.0
per cent. Banks repaid 31,23,572 crore under this
facility — nearly 98.8 per cent of ¥1,25,117 crore
availed under the various LTROs. The Reserve
Bank also conducted five special OMOs during
Q2:2020-21. Furthermore, the Reserve Bank
increased the limits under Held-to-Maturity (HTM)
category from 19.5 per cent to 22 per cent of net
demand and time liabilities (NDTL) in respect of
statutory liquidity ratio (SLR) securities acquired
on or after September 1, 2020 to engender orderly
market conditions.

.18 In QB3:2020-21, expansion in currency
demand (395,181 crore) and the Reserve Bank’s
forex purchase operations (32.0 lakh crore)
were the main drivers of liquidity. In addition,
durable liquidity amounting to 89,140 crore was
injected through OMOs; the Reserve Bank also

3 Subsequently in August 2020, the Reserve Bank provided additional special liquidity facility of 35,000 crore each to the NHB and NABARD

at the policy repo rate, taking the total refinance to AlFls to 375,000 crore.
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conducted six auctions of special OMOs during
this period. Consequently, net absorptions under
the LAF rose to ¥5.33 lakh crore during the
quarter. Banks returned TLTRO funds amounting
to 337,348 crore — about 33.1 per cent of the
total amount of ¥1,12,900 crore availed — under
a scheme similar to the return of LTRO funds.
To nurture the revival of activity in specific
sectors that have multiplier effects on growth
through both forward and backward linkages, the
Reserve Bank announced ‘On tap TLTROs’ with
tenors of up to three years for a total amount of
up to %1,00,000 crore at a floating rate linked to
the policy repo rate. Liquidity availed by banks
under the scheme is required to be deployed in
corporate bonds, commercial papers, and non-
convertible debentures issued by entities in
specific sectors over and above the outstanding
level of their investments in such instruments
as on September 30, 2020. The liquidity availed
under the scheme can also be used to extend
bank loans to these sectors. Furthermore, as a
special case, the Reserve Bank conducted three
OMOs in State Development Loans (SDLs) to
improve their liquidity and facilitate efficient pricing
in Q3:2020-21. The Reserve Bank also stressed
that financial market stability and the orderly
evolution of the yield curve are public goods, the
benefits of which accrue to all stakeholders in the
economy.

.19 Following the COVID-19 outbreak,
staff and IT resources were severely affected
and the thinning out of activity impacted financial
market liquidity and increased volatility in the prices
of financial products. Accordingly, it was decided
to shorten trading hours for various markets
regulated by the Reserve Bank effective April 7,
2020. Subsequently, with the phased removal of
lockdown and easing of restrictions on movement
of people and resumption of normal functioning of
offices, it was decided to restore the trading hours
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in a phased manner beginning November 9, 2020.

.20 During Q4:2020-21, amidst very large
surplus liquidity conditions, the Reserve Bank
on January 8, 2021 announced steps to move
towards normal liquidity management operations
in a phased manner and accordingly it conducted
five 14-day variable rate reverse repo (VRRR)
auctions of %2 lakh crore each on January 15,
January 29, February 12, February 26 and March
12, 2021. The liquidity absorbed through the fixed
rate reverse repo increased from a fortnightly
average of ¥4.3 lakh crore during January 16-29,
2021 to %4.9 lakh crore during January 30 - March
31, 2021. The Reserve Bank also reiterated its
commitment to provide ample liquidity in the
system. With the paramount objective of reviving
the economy, the Reserve Bank announced
additional measures on February 5, 2021 which
included (i) allowing lending by banks to NBFCs
under the TLTRO on Tap scheme for incremental
lending to specified stressed sectors; (ii) gradual
restoration of the CRR in two phases in a non-
disruptive manner to 3.5 per cent effective from
March 27, 2021 and 4.0 per cent effective from
May 22, 2021; (iii) extension of relaxation in availing
funds under MSF by dipping into SLR up to 3.0
per cent of NDTL until September 30, 2021; and
(iv) exemption from CRR maintenance for credit
flow to new micro, small, and medium enterprise
(MSME) borrowers, for exposures up to 325 lakh
per borrower for credit extended up to October 1,
2021. To meet any additional/ unforeseen demand
for liquidity and to provide flexibility to the banking
system in year-end liquidity management, the
Reserve Bank decided to conduct two fine-tuning
variable rate repo auctions of ¥ 25,000 crore each
on March 26 and March 31, 2021 of 11-day and
5-day tenors, respectively. Furthermore, it was
decided not to conduct the 14-day VRRR auction
on March 26 to ensure the availability of ample
liquidity for managing year-end requirements.
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.21 During 2020-21, nineteen auctions of
operation twists (OTs) were conducted. In March,
the scale of OTs was increased to 315,000 crore
(on March 4) and subsequently an asymmetric
OT having a liquidity impact (purchase 320,000
crore; sales ¥15,000 crore) was conducted

through net OMO purchases amounted to
%3.13 lakh crore during 2020-21. The central
bank’s traditional lender of last resort (LOLR)
function has expanded with the growing
importance of financial markets and the need
to resolve institution specific liquidity problems

on March 10, 2021 which elicited favourable from turning into wider systemic strains
market response. Overall, the liquidity injected (Box I1I.1).
Box IlI.1

The Lender of Last Resort

Commercial banks undertake maturity transformations
when they fund themselves with shorter-term liquid deposits
and make loans and advances which are relatively less
liquid and of longer duration. This exposes them, inter alia,
to asset-liability mismatches. In the aftermath of the 2008
global financial crisis, therefore, regulators have mandated
that banks have to hold high-quality liquid assets to deal with
such stresses.

The central bank’s regular liquidity operations address
system-wide liquidity mismatches. In the case of bank-
specific stress events that cannot be mitigated by own
liquidity buffers and if in addition, access to system level
liquidity is constrained or not available, recourse to the
central bank’s lender of last resort (LOLR) facility can be
made for a solvent but illiquid bank against good collateral
at a penal rate in line with the Bagehot (1873) principle. With
the growing role of financial markets, the traditional LOLR
function has widened to encompass supporting financial
markets to prevent asset fire sales; central banks are thus
also emerging as market maker of the last resort (MMLR)
(Hauser, 2021). In the time of COVID-19, major central
banks have expanded eligible counterparties and eased
collateral requirements, and provided support at reduced
penalty rates (BIS, 2020).

A survey of major central banks shows that in the US,
the Federal Reserve retains the power to extend discount
window loans to individual depository institutions facing
funding pressures, or to banks more generally to address
broader financial stresses (Fischer, 2016). In the euro area,
the European Central Bank (ECB) norms for LOLR support
require the credit institutions to meet the solvency criteria
(minimum capital requirements or a credible prospect of
recapitalisation). LOLR support is usually for less than 12
months at a penalty rate (ECB, 2020). The Bank of England
has strengthened safeguards for its LOLR support through
better supervisory and resolution frameworks, transparent
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terms for access, pricing and collateral and stronger
accountability and governance norms (Hauser, 2016). The
Bank of Japan agrees to LOLR support if, inter alia, there
is no alternative to the provision of central bank funds, and
financial soundness is not impaired (Hiroshi Nakaso, 2014).

In India, the Reserve Bank of India can provide emergency
liquidity assistance to stressed but solvent individual
banks to foster macroeconomic and financial stability. The
troubled financial institution is expected to first exhaust all
the resources it can obtain from the market and from the
Reserve Bank’s regular liquidity facilities (like LAF and
MSF), before requesting for the LOLR support. The Reserve
Bank can provide LOLR assistance under the Reserve Bank
of India Act, 1934. It typically does so against specified
collaterals, preferably the central or state governments’
securities, and with appropriate haircuts. The LOLR support
is typically provided for short periods of up to 90 days at a
penalty rate above the repo rate.

In the case of weak commercial banks, the Reserve Bank’s
endeavour is to strengthen such banks through appropriate
and timely restructuring or mergers and acquisitions, given
the paramount objective of financial stability, and then
provide LOLR support, as needed, to the restructured/
amalgamated entity. Moreover, the Deposit Insurance and
Credit Guarantee Corporation (DICGC), a wholly owned
subsidiary of the Reserve Bank, insures bank deposits up
to %5 lakh. As a result, 98.1 per cent of the deposit accounts
are fully covered as on March 31, 2021, as against the
international benchmark of 80 per cent. The combination
of regular liquidity operations, the LOLR support, the pre-
emptive restructuring/amalgamation of weak banks and
a liberal deposit insurance cover has fostered financial
stability, avoiding commercial bank failures.

Following the outbreak of the COVID-19 pandemic, the
Reserve Bank of India took a number of conventional and
(Contd.)
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unconventional measures to protect the financial system and
support the real economy, guided by the age-old wisdom
summarised in the Bagehot's dictum (Das, 2020). In its
LOLR role, the Reserve Bank extended emergency support
to a couple of commercial banks facing idiosyncratic stress
and special liquidity facilities (SLF) to All India Financial
Institutions (AIFIs)*, while also providing and maintaining
ample surplus systemic liquidity through open market
operations, reduction in the cash reserve ratio, long-term
repo operations (including targeted at stressed sectors and
issuers) and special liquidity facility for mutual funds.

Overall, the Reserve Bank is empowered with a
comprehensive, effective and independent mandate to
perform its LOLR responsibilities in the interest of systemic
stability, including resolutions in the form of restructuring/
reconstruction, amalgamation and liquidation while
preserving the strength and soundness of its own balance
sheet through a robust economic capital framework.
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interest rates declined and spreads narrowed
across market segments (Table 11l.1). Abundance
of liquidity in the system, coupled with reductions

Table lll.1: Financial Markets - Rates and Spread

Instrument Interest Rates (per cent) Spread over Policy Rate (bps)
As on As on Variation As on As on Variation
March 26, 2020 March 31, 2021 (in bps) March 26, 2020 March 31, 2021 (in bps)
1 2 3 (4=38-2) 5 6 (7 =6-5)
3-month CD 7.95 3.28 -467 280 72 -352
3-month T-bill 5.04 3.27 -177 -1 -73 -62
CP (3-month) 6.74 3.65 -309 159 -35 -194
Corporate Bonds Spread over G-sec yield of corresponding maturity (bps)
(i) AAA (1-yr) 7.76 4.15 -361 246 29 -217
(i) AAA (3-yr) 8.47 5.40 -307 276 22 -254
(iii) AAA (5-yr) 7.84 6.14 -170 141 8 -133
(iv) AA (3-yr) 9.15 6.17 -298 344 99 -245
(v) BBB- (3-yr) 12.29 10.05 -224 658 487 -171
10-yr G-sec 6.22 6.17 -5 - - -

Sources: CCIL (F-TRAC), FIMMDA, and Bloomberg.

4 AlFIs that received liquidity support were the National Bank for Agriculture and Rural Development (NABARD), the Small Industries Development
Bank of India (SIDBI), the National Housing Bank (NHB) and the Export Import Bank of India (EXIM Bank). Such liquidity support was provided
to bolster the liquidity position of these institutions under stressed financial market conditions in the wake of pandemic so that they can continue

to support credit flow to the real economy.
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in the policy rate, also induced record issuance
of corporate bonds, even from entities with the
lowest investment rating (BBB-). Overall, the
Indian experience suggests that unconventional
monetary policy measures can be effective even
before conventional monetary policy has reached
the zero lower bound.

Operating Target and Policy Rate

[1.23 During 2020-21, the WACR the
operating target — remained within the corridor on
all days with a downward bias up to October 2020.
Since then, the WACR and other money market
rates traded below the reverse repo rate with the
persistence of surplus liquidity engendered by
large capital inflows (Chart Il1.3).

Chart III.3: Policy Corridor and WACR

4.5l

4.0
-

835

bt

o

[*%

3.0
[elejololojololololololololololololololololol ) s bnimnimbnin
e 000 aaaaaad
OO S ek L dtvwcccmmbeMm
886888 538000 S8
AMAMMMWIMHAA%&SMWWNDDDJJ$$__M

I~
SO R L RRRE L TRt r S e
- WACR Repo Rate

Reverse Repo Rate —— MSF Rate

Source: RBI.

Monetary Policy Transmission

.24 Monetary transmission — changes in
banks’ deposit and lending rates in response to
the changes in the policy repo rate — improved
considerably during 2020-21 aided by persistence
of systemic surplus liquidity, sluggish credit
demand and the mandated external benchmark-
based pricing of floating rate loans to select
sectors (Table 11.2).°

.25 The external benchmark-based pricing of
loans effective October 1, 2019 has also imparted
more flexibility in setting banks’ deposit rates
and MCLR-based loans. As the change in the
lending rates in case of loans linked to an external
benchmark is independent of the change in the
deposit rate unlike MCLR-based loan pricing,
banks need to cut their deposit rates — both
savings and term deposits — to protect their net
interest margins (NIMs). The reduction in term
deposit rates applies only to fresh term deposits,
while the reduction of rates in the case of saving
deposits applies across the board. The saving
deposit rates of five major banks, which ranged
3.25-3.50 per cent in September 2019, were
placed at 2.70-3.00 per cent in March 2021.5
Changes in banks’ saving deposit rates bring
about an instantaneous change in the banks’ cost
of funds, and in turn, in the MCLR and the lending
rates on fresh rupee loans (provided the spread
over the MCLR remains relatively stable). Thus,
the impact of introduction of external benchmark-
based pricing of loans on monetary transmission

5 The Reserve Bank mandated all scheduled commercial banks (excluding regional rural banks) to link all new floating rate personal or retail
loans and floating rate loans to micro and small enterprises (MSEs) to the policy repo rate or 3-month T-bill rate or 6-month T-bill rate or any
other benchmark market interest rate published by Financial Benchmarks India Private Ltd. (FBIL), effective October 1, 2019. It was extended

to medium enterprises, effective April 1, 2020.

8 The median saving deposit rate was 3 per cent for domestic banks in March 2021.
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Table lll.2: Transmission to Deposit and Lending Interest Rates

Period Repo
Rate
Median Term
Deposit Rate
1 2 3
April 2018 to March 2019 25 5
April 2019 to March 2020 -185 -49
April 2020 to March 2021 -40 -137

Tightening Phase:
June 2018 to January 2019 50 0

Easing Phase:

February 2019 to September 2019 -110 -9
(Pre-External Benchmark Period)

October 2019 to March 2021 -140 -176
(External Benchmark Period)

February 2019 to March 2021 -250 -205

WADTDR: Weighted Average Domestic Term Deposit Rate.
MCLR: Marginal Cost of Funds-based Lending Rate.
Sources: Special Monthly Return VIAB, RBI; and banks’ websites.

has encompassed even sectors that are not linked
to external benchmark loan pricing. Unlike in the
previous year when WALR on outstanding loans
declined at a slower pace than that on fresh
rupee loans, WALRs on both outstanding and
fresh loans declined in tandem during 2020-21
as banks are required to reset interest rates on

Term Deposit Rates

(Basis points)

Lending Rates

WADTDR 1 - Year WALR - WALR - Fresh
Median Outstanding Rupee Loans

MCLR Rupee Loans
4 5 6 7
22 45 0 39
-51 -60 -25 -91
-100 -90 -79 -79
20 35 2 57
-7 -30 2 -40
-146 -120 -108 -154
-153 -150 -106 -194

WALR: Weighted Average Lending Rate.

outstanding loans linked to the prevailing MCLR,
which is typically of 1-year tenor or to the external
benchmark, which has a maximum duration of
3-months.

.26 Across bank groups, the transmission
to deposit and lending interest rates has been
uneven (Chart lIl.4). Foreign banks’ low cost and

Chart III.4: Variation in Deposit and Lending Rates of SCBs

a: Tightening Phase (June 2018-January 2019)

PSB: Public Sector Banks. PVT: Private Sector Banks.
Source: RBI.
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b: Easing Phase (February 2019-March 2021)

Foreign: Foreign Banks. SCBs: Scheduled Commercial Banks.
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lower duration deposits enable them to make quick
adjustments in response to policy rate changes.
On the other hand, the public sector banks depend
more on retail term deposits and face competition
from alternative saving instruments like small
savings, constraining them from lowering rates
in sync with the policy rate. Following foreign
banks, private sector banks exhibited greater
transmission in terms of WADTDR. However,
WALR on fresh rupee loans and outstanding
loans declined more for public sector banks than
their private counterparts.

Sectoral Lending Rates

.27 During 2020-21, interest rates on
outstanding loans declined for a majority of
the sectors, with sharp declines observed for
professional services and other personal loans
(Table 111.3).

External Benchmark

[11.28 Among the available options for external
benchmark, majority of banks, i.e., 39 out of 65
banks, have adopted the Reserve Bank’s policy
repo rate as the external benchmark for floating
rate loans to the retail and MSME sectors as at

Table Ill.4: External Benchmarks of
Commercial Banks - March 2021

Bank Group Policy CD OIS MIBOR 3-Month Sector Total

Repo T Bill Specific

Rate Benchmark*
1 2 3 4 5 6 7 8
PSB (11) 11 - - - - - M
Private 17 1 - - - 2 20
Banks (21)#
Foreign 11 1 - 3 6 2 28
Banks (33)#
SCBs (65)# 39 2 - 3 6 4 54

*: Sector specific benchmarks include MIBOR, OIS, 10-year G-sec,
and CD rates.

#: One private sector bank and 10 foreign banks reported nil.
Note: Figures in parentheses refer to the number of banks that
responded to the survey.

Source: RBI.

end-March 2021 (Table 1ll.4). Four banks have
adopted sector-specific benchmarks.

.29 In the case of loans linked to the policy
repo rate, the median spread in respect of fresh
rupee loans (i.e., median WALR over the repo
rate) was the highest for other personal loans,
followed by MSME loans (Table III.5). Among
the domestic bank-groups, private sector banks
typically charged a higher spread vis-a-vis public
sector banks.

Table 111.3: Sector-wise WALR of SCBs (Excluding RRBs) - Outstanding Rupee Loans

(Per cent)
End-Month Agriculture Industry MSMEs Infrastructure Trade Professional Personal Loans Rupee
(Large) Services - - - - Export
Housing Vehicle Education Credit Other$ Credit

Card
1 2 3 4 5 6 7 8 9 10 11 12 13
Mar-20 10.06 9.38 10.53 9.73 8.98 9.90 8.71 10.05 10.59 2890 12.06 7.31
Jun-20 9.82 9.18 10.27 9.25 8.77 9.67 8.35 10.07 10.35 29.39 11.78 8.07
Sep-20 9.74 8.99 10.05 9.32 877 9.53 8.08 9.99 10.08 29.79 11.56 7.55
Dec-20 9.70 8.75 9.84 9.15  8.49 8.52 7.84 9.79 9.87 30.38 11.23 7.38
Mar-21 9.72 8.53 9.77 9.02 8.64 8.45 7.66 9.66 9.59 31.90 10.95 6.76

Variation (Percentage Points)

2020-21 -0.34 -0.85 -0.76 -0.71  -0.34 -1.45 -1.05  -0.39 -1.00 3.00 -1.11 -0.55

$: Other than housing, vehicle, education and credit card loans.
Source: Special Monthly Return VIAB, RBI.
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Table lll.5: Loans linked to External
Benchmark — Median Spread over Policy
Repo Rate: March 2021

(Percentage points)

Bank Group Personal Loans Loans
to
Housing Vehicle Education Other MSME
Personal
Loans
1 2 3 4 5 6
Public Sector
Banks 3.6 4.8 4.5 6.8 6.1
Private Sector
Banks 6.3 71 7.4 7.8 7.6
Domestic
Banks 4.4 5.1 4.8 7.0 6.5
Source: RBI.
.30 A significant improvement has been

observed in the transmission to all new loans
sanctioned in respect of sectors where new
floating rate loans have been linked to the external
benchmark. The WALRs on housing, vehicle and
other personal loans have declined significantly
since the introduction of external benchmarks,
i.e., during October 2019-March 2021 (Chart 111.5).
The decline was the sharpest in the case of other
personal loans (181 bps), followed by MSME loans

Chart III.5: WALR on Personal Loans and Loans to
MSMESs : Variation (October 2019-March 2021)
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(179 bps); during the same period, the decline in
WALR on fresh rupee loans across all sectors was
lower at 154 bps.

3. Agenda for 2021-22

[11.31 Section45-ZA ofthe RBI Act, 1934 requires
that the Central Government shall, in consultation
with the Reserve Bank, determine the inflation
target in terms of CPI once in every five years. The
Department would support the operationalisation
of the mandated inflation target for the 5-year
period (2021-26) with high quality analysis/
outlook on inflation and growth, alternative policy
scenarios and liquidity assessment. Against this
backdrop, the Department would undertake the
following:

e Strengthen nowcasts of food inflation
using customised Agmarknet data sourced
from Ministry of Agriculture and Farmers

Welfare;

Understand the common and idiosyncratic
components of inflation for a better grasp
of underlying inflation;

Upgrade GDP nowcasting and forecasting
framework using high-frequency data;

Implementthe augmented and recalibrated
QPM to generate medium-term forecasts
and risk assessment (Utkarsh);

Refine liquidity forecasting and explore
additional tools for liquidity management
during 2021-22 and evaluate the Reserve
Bank’s liquidity measures on financial
markets using event study method;

Examine the behaviour of credit cycles in
India; and

Improve data management by a complete
migration of submission of returns on
sectoral credit, CRR and SLR maintenance
by SCBs, interest rates on bank deposits
and loans to XBRL reporting format.
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4. Conclusion

[11.32 Monetary policy in 2020-21 had to deal
with the twin challenge of reviving growth from
the ravages of COVID-19 while also ensuring
that inflation eased from above the upper
tolerance band to align with the target. A range
of conventional and unconventional monetary,
and liquidity measures ensured adequate
surplus systemic liquidity to address COVID-19
related stress in the financial markets and were
successful in ensuring a significant softening of
interest rates across the spectrum and narrowing
of risk spreads to pre-COVID levels and facilitated
large flows through the corporate bond market.
Transmission to banks’ deposit and lending rates
improved significantly on the back of surplus
liquidity conditions and the mandated external
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benchmark system of the pricing of loans for
specified sectors.

.38 The pace of economic recovery in
2020-21 turned out to be faster than earlier
anticipations. Yet the outlook is weighed down by
several uncertainties, and would depend upon
the evolving trajectory of COVID-19 infections
and vaccinations. A durable recovery will be
dependent on continued policy support. Inflation
remains a key concern and constrains monetary
policy from using the space available to act in
support of growth. Further efforts are necessary
to mitigate supply-side driven inflation pressures.
Monetary policy will monitor closely all threats to
price stability to anchor broader macroeconomic
and financial stability while continuing with the
accommodative stance.



IV

CREDIT DELIVERY AND
FINANCIAL INCLUSION

In the foce of challenges due to COVID-19 pandemic, ensuving cffective credit delivery and expanding the
reach of financial inclusion remained a priovity for the Reserve Bank. The ongoing efforts under the financial
inclusion plans were intensified, including rveview of priovity sector lending guidelines and introduction of
co-lending model. The implementation of the recommendations made by the Expert Committee on MSMEs and
Internal Working Group to Review Agricultural Credit were the notable developments during the year. Efforts
towards financial litevacy ave being sustained by expanding the veach of Centves for Financial Literacy (CFL)
to all blocks in the country and also vevising the Financial Awarveness Messages Booklet.

IV.1  The Reserve Bank continued its focus on
strengthening the credit delivery mechanisms to
ensure adequate and timely flow of credit to all
productive sectors of the economy, especially
agriculture and micro, small and medium
enterprises (MSMEs), and also ensuring the
availability of banking services to all sections of
the society. The overarching philosophy of the
Reserve Bank behind prescribing the priority
sector lending (PSL) target for banks is to enable
sections of society, which though creditworthy, are
unable to access the formal banking system, for
adequate and timely credit. The PSL guidelines
were reviewed during the year with an objective
to harmonise various instructions issued to
commercial banks, small finance banks (SFBs),
regional rural banks (RRBs), urban cooperative
banks (UCBs) and local area banks (LABs); align
these guidelines with emerging national priorities
and bring sharper focus on inclusive development.

IV.2 The Government of India notified new
definition for classifying enterprises as MSMEs,
using composite criteria of investment and
turnover, effective July 1, 2020. As per the revised
definition, an enterprise is micro where the
investment in plant and machinery or equipment
does not exceed %1 crore and turnover does not
exceed 35 crore. An enterprise is now classified
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as small enterprise, where the investment in plant
and machinery or equipment does not exceed 310
crore and turnover does not exceed %50 crore.
For classification as a medium enterprise, the
investment in plant and machinery or equipment
should not exceed 50 crore and turnover should
not exceed 3250 crore.

IV.3 In order to provide greater operational
flexibility to banks and NBFCs for reaching out
to priority sector, a revised scheme, renamed as
co-lending model (CLM) was introduced, effective
November 5, 2020. The primary focus of the
revised scheme is to improve the flow of credit
to the unserved and underserved sectors of the
economy and make available funds to the ultimate
beneficiary at an affordable cost, considering the
comparative advantage of lower cost of funds of
banks and greater reach of NBFCs.

IV.4 In order to have a planned and structured
approach to further financial inclusion, banks have
been advised to prepare Financial Inclusion Plans
(FIPs). The progress made by banks under FIPs
is reported to the Reserve Bank on a monthly
basis. It was also decided to expand the reach of
the CFLs to the entire country by scaling up the
pilot CFL project in a phased manner, in line with
the recommendation of the National Strategy for
Financial Inclusion (NSFI).
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IV.5 Against this backdrop, the rest of the
chapter is organised into three sections. The
implementation status of the agenda for 2020-
21 is presented in section 2. It also covers the
performance of credit flow to priority sectors and
developments with respect to financial inclusion
and financial literacy. The agenda for 2021-22
is provided in section 3. The chapter has been
summarised at the end.

2. Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

IV.6 Last year, the Department had set out the
following goals:

e Review of Train the Trainer (TOT)
programme for capacity building of
business correspondents (BCs) and BC
Registry (Utkarsh) [Para IV.7];

e Develop online financial literacy modules
for specific target audience (Utkarsh)
[Para IV.8];

e Complete the end-line impact assessment
survey of the pilot project on CFL (Utkarsh)

[Para IV.9];

e Monitor implementation of the
recommendations of the  “Expert
Committee on MSMEs” and “Internal

Working Group to Review Agricultural
Credit” (Utkarsh) [Para IV.10 - IV.11];

e Monitor implementation of the National
Strategy for Financial Education (NSFE)
[Para IV.12]; and

* Review of guidelines of PSL (Para IV.13).
Implementation Status of Goals

IV.7 During 2020-21, a pan-India survey
was undertaken through regional offices of the
Reserve Bank, among bank officials and BCs,
in virtual mode to assess the efficacy of various
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initiatives taken to strengthen the BC model viz.,
the BC Certification Programme, the two-tier ToT
programme and BC Registry. Analysis of the
findings of the survey will be used for necessary
course of action, wherever required.

IV.8 Based on financial literacy survey and
inputs from financial sector regulators, the
National Centre for Financial Education (NCFE)
has developed online financial literacy modules for
specific target groups, viz., entrepreneurs, school
children, self-help groups (SHGs), senior citizens
and farmers.

IV.9 The end-line impact assessment survey
of the pilot project on CFL, which was scheduled
to be undertaken in November 2020, could not
be carried out due to the disruptions caused by
the COVID-19 pandemic. The survey is now
scheduled to be completed by September 2021.

IV.10 The Expert Committee on MSMEs had
made 37 broad recommendations. Out of 21
recommendations pertaining to the Reserve Bank,
11 have already been implemented and some are
under consideration. The major recommendations,
which were implemented, include (i) introduction of
video-based Know Your Customer (KYC) norms;
(i) increase in the threshold limit for regulatory
retail portfolio of banks from 5 crore to 37.5 crore;
(iii) creation of Payment Infrastructure Development
Fund (PIDF) to provide impetus to acceptance
infrastructure to promote digital payments and
commerce platforms for rural MSMEs; and
(iv) co-lending model for all NBFCs.

IV.11 The Internal Working Group (IWG)
to review agricultural credit had made 29
recommendations. Out of 12 recommendations
pertaining to the Reserve Bank, 10 have
already been implemented. Some of the major
recommendations, which were implemented
during the year, are (i) enhancing the sub-target
of small and marginal farmers under PSL from 8
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per cent to 10 per cent of adjusted net bank credit
(ANBC) in a phased manner over a period of three
years till 2023-24; (ii) addressing regional disparity
in credit by assigning a higher weights to the
incremental priority sector credit in the identified
districts where the credit flow is comparatively
lower; (iii) classifying loans up to %2 lakh to
individuals solely engaged in allied activities under
sub-target of small and marginal farmers; (iv)
study on priority sector lending certificate (PSLC)
for identifying the lending strategies of banks and
making it mandatory for RRBs to contribute to
rural infrastructure development fund (RIDF) in
the event of PSL shortfall; and (v) review of scale
of finance for crop cultivation.

IV.12 NCFE is entrusted with the responsibility
to implement the recommendations laid down in
the NSFE for the period 2020-25. The progress
made towards implementation is monitored by
the Technical Group on Financial Inclusion and
Financial Literacy (TGFIFL) under the aegis of
the Sub-Committee of the Financial Stability and
Development Council (FSDC-SC).

IV.13 The revised Master Directions on PSL
were issued on September 4, 2020. These Master
Directions, inter alia, encompass guidelines on
PSL for all commercial banks, RRBs, SFBs, UCBs
and LABs, with an objective to harmonise the
various instructions.

CREDIT DELIVERY
Priority Sector

IV. 14 The priority sector lending for scheduled
commercial banks stood at 40.54 per cent in
2020-21 (as at the end of December 2020).
Among bank groups, while public sector banks
continued to achieve the prescribed PSL target
of 40 per cent, a marginal shortfall was observed
for private sector banks and foreign banks
(Table IV.1). As per the extant guidelines, in case
of shortfall in achieving priority sector targets/sub-
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Table IV.1: Achievement of Priority Sector
Lending Targets

(% Crore)

Year Public Sector  Private Sector Foreign
Banks Banks Banks

1 2 3 4
2019-20 23,14,242 12,72,745 1,67,095
(41.05) (40.32) (40.80)

2020-21 23,79,790 14,04,824 1,783,945
(April-December)* (40.98) (39.89) (39.85)

*: Provisional data.

Note: Figures in parentheses are percentage to ANBC or credit
equivalent of off balance sheet exposure (CEOBE), whichever is
higher.

Source: Priority sector returns submitted by SCBs.

targets by SCBs, as decided by the Reserve Bank
from time to time, they are advised to allocate
amounts for contribution to RIDF established with
NABARD and other funds with NABARD / NHB /
SIDBI / Micro Units Development and Refinance
Agency (MUDRA).

IV.15 The total trading volume of PSLCs
recorded a growth of 25.9 per cent and stood
at ¥5.89 lakh crore in 2020-21 as compared
with 43.1 per cent growth a year ago. Among
the four PSLC categories, the highest trading
was observed in the case of PSLC-general
and PSLC-small and marginal farmer with the
transaction volumes being 32.26 lakh crore and
%1.98 lakh crore, respectively, for the year ended
March 31, 2021.

Review of Priority Sector Guidelines

IV.16 A review of the PSL guidelines was
undertaken during the year. As part of the review
it was decided to implement an incentive and dis-
incentive framework by ranking districts based on
per capita PSL credit. A higher weightage (125
per cent) will be assigned for incremental priority
sector credit in districts with comparatively lower
flow of priority sector credit and a lower weightage
of (90 per cent) will be assigned for incremental
priority sector credit in districts with comparatively
higher flow of priority sector credit (Box IV.1).
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Box IV.1
Addressing Regional Disparities in the Flow of Priority Sector Credit

Priority Sector Lending (PSL) was formalised in 1972. The
lending targets were first advised to the banks by the Reserve
Bank in 1974. Since then, the underlying philosophy of
priority sector guidelines has been to facilitate flow of credit
to such sections of society, which though creditworthy, are
unable to access credit from the formal financial institutions.
The guidelines have remained purpose/ activity specific
since their inception. In order to provide an easier access
to credit to all such sections of society by affecting bank
location and lending practices, banking sector in India
was regulated between the bank nationalisation in 1969
and the onset of financial liberalisation in 1990. Findings
suggest that regulation of the Indian banking sector played
a key role in directing bank credit towards the poor, and
that easier access to bank credit and saving opportunities
was associated with a significant decline in rural poverty
(Burgess, Pande, and Wong, 2005). However, flow of credit
to different regions was uneven on account of various factors
and there has been a demand for ensuring parity in the flow
of credit across the different regions of the country. In this
regard, the ‘Internal Working Group to Review Agricultural
Credit’ (Chairman: Shri M. K. Jain), set up by the Reserve
Bank in 2019, had flagged the issue of regional disparity in
credit flow to agriculture.

The Committee recommended that PSL guidelines should
be re-visited to explore the feasibility of introducing suitable
measures for improving the credit offtake in underserved
regions. Accordingly, PSL guidelines were reviewed and an
incentive framework was put in place for banks, effective
April 1, 2021, to address the regional disparities in the flow
of priority sector credit. While higher weight (125 per cent)

IV.17 Some of the important changes brought
out under the PSL guidelines after their review are
set out below:

* The targets prescribed for “small and
marginal farmers” and “weaker sections”
are being increased in a phased manner.

e Bank finance to start-ups (up to %50
crore); loans to farmers for installation of
solar power plants for solarisation of grid
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will be assigned for incremental priority sector credit in the
identified districts where credit flow is comparatively lower
(per capita PSL less than %6,000), a lower weight (90 per
cent) would be assigned to incremental priority sector credit
in identified districts where the credit flow is comparatively
higher (per capita PSL greater than ¥25,000). RRBs, UCBs,
LABs and foreign banks [including wholly owned subsidiary
(WoS)] would be exempted from adjustments of weights
in PSL achievement due to their currently limited area of
operation/catering to a niche segment.

To operationalise the framework, all districts have been
ranked based on per capita credit flow to priority sector and
the same will remain valid for a period of three years, i.e., up
to year 2023-24 and will be reviewed thereafter. The incentive
framework is aimed to encourage banks to channelise higher
credit flow to the districts, which presently are faced with low
credit penetration. With the above framework in place, it is
expected that the issue of regional disparity shall be taken
cognisance of by banks at their corporate strategy level and
the banking system would be able to realise the commercial
benefit through the incentive structure.

However, regional disparities in credit flow are on account
of multiple factors and would need a multi-stakeholder
approach for increasing the flow of credit in the underserved
areas. The Reserve Bank’s efforts of ensuring higher credit
flow need to be effectively complimented by central and state
governments in increasing the credit absorption capacity in
underserved areas for a sustainable change.

Reference:

Burgess, R, Pande, R, and Wong, Grace (2005), ‘Banking
for the Poor: Evidence from India’, Journal of the European
Economic Association, Volume 3, Issue 2-3.

connected agriculture pumps; and loans
for setting up compressed bio gas (CBG)
plants were included as fresh categories
eligible for finance under priority sector.

* Highercreditlimit was specified for Farmers
Producers Organisations (FPOs)/Farmers
Producers Companies (FPCs) undertaking
farming with assured marketing of their
produce at a pre-determined price.
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In order to improve health infrastructure,
credit limit for health infrastructure
(including Ayushman Bharat) was doubled.

The cap on credit was increased under
renewable energy category from %15 crore
to %30 crore to ensure unit level business
sustainability.

Loans to individuals up to 320 lakh for
education purposes, will be considered as
eligible for priority sector status.

Co-Lending by Banks and NBFCs to Priority
Sector

IV.18 The circular on co-lending model (CLM)
was issued on November 5, 2020, with the
objective to better leverage the comparative
advantages of the banks and NBFCs in a
collaborative effort in respect of all categories of
PSL.The primary focus of the revised scheme is to
improve the synergy between banks and NBFCs
considering the lower cost of funds from banks
and greater reach of the NBFCs. The scheme
envisages improved flow of credit to the unserved
and underserved sectors of the economy and
make available funds to the ultimate beneficiary
at an affordable cost. While the earlier scheme of
co-origination allowed banks to partner with only
non-deposit taking systemically important NBFCs
(NBFCs-ND-SI), the revised scheme allows co-
lending with all registered NBFCs [including

housing finance companies (HFCs)] based on
a prior agreement. While NBFCs are required
to retain a minimum of 20 per cent share of the
individual loans on their books, greater operational
flexibility under the revised model allows banks to
either mandatorily take their share of the individual
loans originated by the NBFCs in their books as
per the terms of the agreement, or to retain the
discretion to reject certain loans after their due
diligence prior to taking in their books. Banks may
claim priority sector status in respect of their share
of credit while adhering to the specified conditions.
Banks and NBFCs are required to formulate
board-approved policies for entering into the CLM
with the objective to make funds available to the
ultimate beneficiary at an affordable cost.

Flow of Credit to Agriculture

IV.19 The Government of India (Gol) fixes the
agricultural credit target every year for commercial
banks, RRBs and rural co-operative banks. During
2020-21, against the target of ¥15 lakh crore,
banks achieved 75.1 per cent of the target (311.27
lakh crore) as on December 31, 2020, of which
commercial banks, RRBs and rural co-operative
banks achieved 78.6 per cent, 74.2 per cent
and 59.3 per cent, respectively, of their targets
(Table 1V.2).

IV.20 The Kisan Credit Card (KCC) provides
adequate and timely bank credit to farmers

Table 1V.2: Targets and Achievements for Agricultural Credit

(% Crore)
Year Commercial Banks Rural Co-operative Banks RRBs Total
Target Achievement Target Achievement Target Achievement Target  Achievement
1 2 3 4 5 6 7 8 9
2019-2020 9,72,000 10,61,215 2,02,500 1,49,694 1,75,500 1,62,857  13,50,000 13,73,766
2020-2021 10,81,978 8,50,543 2,25,946 1,33,976 1,92,076 1,42,603  15,00,000 11,27,121

(April-December)*

*: Data are provisional. While the target for agricultural credit is set for the full year (April 2020 - March 2021), the achievement is given for April

2020 - December 2020.

Source: National Bank for Agriculture and Rural Development (NABARD).

119



ANNUAL REPORT 2020-21

Table 1V.3: Kisan Credit Card (KCC) Scheme

(Number in Lakh, Amount in ¥ Crore)

Year Number of Outstanding Outstanding
Operative Crop Loan  Term Loan

KCCs
1 2 3 4
2019-20 241.50 4,23,587.80 46,555.80
2020-21 275.95 4,12,749.23 47,644.70

(April-December)*

*: Provisional data.

Source: Public sector banks and private sector banks.

under a single window for cultivation and other
needs, including for consumption, investment and
insurance (Table IV.3).

Relief Measures for Natural Calamities

IV.21 Currently, the National Disaster
Management Framework of the Gol covers 12
types of natural calamities under its ambit, viz,,
cyclone; drought; earthquake; fire; floods; tsunami;
hailstorm; landslide; avalanche; cloud burst; pest
attack; and cold wave/frost. Accordingly, the
Reserve Bank has mandated banks to provide
relief where the crop loss assessed was 33 per
cent or more in the areas affected by these natural
calamities. The relief measures by banks, inter alia,
include restructuring/rescheduling existing loans
and sanctioning fresh loans as per the emerging
requirement of the eligible borrowers. During
2020-21, natural calamity/riots or disturbances
were declared by four states, viz., Karnataka,
Rajasthan, West Bengal and Maharashtra.
Cyclone Amphan caused widespread devastation

Table 1V.4: Relief Measures for
Natural Calamities
(Number in Lakh, Amount in % Crore)

Fresh Finance/
Relending Provided

Year Loans Restructured/
Rescheduled

No.of Amount No.of Amount

Accounts Accounts
1 2 3 4 5
2019-20 9.04 13,296 10.06 32,639
2020-21 1.40 2,164 10.20 8,560

(April-December)*

*: Provisional data.
Source: State Level Bankers’ Committees (SLBCs).

in West Bengal in May 2020. Rajasthan was
affected by extreme locust attack in May 2020,
while it saw hailstorms in the month of July 2020.
Karnataka experienced crop losses due to flood in
September 2020, while Maharashtra saw drought
in Gadchiroli district in October 2020. Fresh loans
were provided by banks to the calamity affected
persons during 2020-21, while their past loans
were also restructured/rescheduled by banks
during the same period (Table 1V.4).

Bank Credit to the MSME Sector

IV.22 Increasing credit flow to the MSMEs
has been a policy priority for the Reserve Bank
and Government. On a year-on-year basis, the
outstanding credit to MSMEs by scheduled
commercial banks increased by 8.9 per cent
in December 2020 (6.2 per cent a year ago)
[Table 1V.5].

Table 1V.5: Bank Credit to MSMEs

(Number in Lakh, Amount in ¥ Crore)

Year Micro Enterprises Small Enterprises Medium Enterprises MSMEs
No. of Amount No. of Amount No. of Amount No. of Amount
Accounts Outstanding Accounts Outstanding Accounts Outstanding Accounts Outstanding
1 2 3 4 5 6 7 8 9
Dec-2019 328.93 7,04,278 23.81 6,35,933 3.07 2,08,134 355.82 15,48,344
Dec-2020 394.48 7,63,109 23.20 6,52,292 5.32 2,70,924 423.00 16,86,325

Source: Priority sector returns submitted by SCBs.
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FINANCIAL INCLUSION

National Strategy for Financial Inclusion (NSFI):

2019-24

IV.23 The NSFI: 2019-24 document lays down
several milestones and action plans to be
implemented during the period of strategy with
two recommendations pertaining to financial
literacy (development of financial literacy modules
with specific target orientation) and consumer
protection (development of a robust customer
grievance portal) to be implemented during
2020-21. National Centre for Financial Education
(NCFE) has developed relevant modules in the
form of audio-visual content/booklets for the
target groups. In order to have a robust grievance
redressal portal, the Complaint Management
System (CMS) launched by the Reserve Bank
acts as a common electronic platform for lodging,
tracking and redressal status of the grievances.
Further, the Reserve Bank has also introduced
Online Dispute Resolution (ODR) system for
resolving customer disputes and grievances
pertaining to digital payments.

Financial Inclusion Plan

IV.24 In order to have a planned and structured
approach to financial inclusion, banks have been
advised to put in place Financial Inclusion Plans
(FIPs). These FIPs capture banks’ achievements
on parameters such as the number of outlets
(branches and BCs), Basic Savings Bank Deposit
Accounts (BSBDAs), overdraft facilities availed
in these accounts, transactions in KCCs and
General Credit Cards (GCCs) and transactions
through the Business Correspondents -
Information and Communication Technology
(BC-ICT) channel. The progress made on these
parameters as at the end of December 2020 is
set out in Table IV.6.
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Table 1V.6: Financial Inclusion Plan: A
Progress Report

Particulars Mar Dec Dec
2010 2019 2020°%

1 2 3 4

Banking Outlets in Villages-

Branches 33,378 54,481 55,073

Banking Outlets in Villages

>2000*-BCs 8,390 1,28,980 8,51,272

Banking Outlets in Villages

<2000*-BCs 25,784 3,83,864 3,85,537

Total Banking Outlets in Villages

-BCs 34,174 5,12,844 12,36,809"

Banking Outlets in Villages -

Other Modes 142 3,473 3,440

Banking Outlets in Villages

-Total 67,694 5,70,798 12,95,322

Urban Locations Covered

Through BCs 447 5,51,327  3,24,345

BSBDA - Through Branches

(No. in Lakh) 600 2,558 2,891

BSBDA - Through Branches

(Amount in Crore) 4,400 90,731 1,25,898

BSBDA - Through BCs

(No. in Lakh) 130 3,409 3,601

BSBDA - Through BCs

(Amount in Crore) 1,100 62,095 77,163

BSBDA - Total (No. in Lakh) 735 5,967 6,492

BSBDA - Total (Amount in

Crore) 5,500 1,52,826 2,03,061

OD Facility Availed in BSBDAs

(No. in Lakh) 2 62 59

OD Facility Availed in BSBDAs

(Amount in Crore) 10 455 500

KCC - Total (No. in Lakh) 240 479 490

KCC - Total (Amount in Crore) 1,24,000 7,09,377 6,79,136

GCC - Total (No. in Lakh) 10 200 199

GCC - Total (Amount in Crore) 3,500 1,84,918 1,73,968

ICT-A/Cs-BC-Total Transactions

(No. in Lakh)# 270 22,500 35,183

ICT-A/Cs-BC-Total Transactions

(Amount in Crore)# 700 6,06,589 8,28,795

*: Village population.
reclassification done by a bank.

#: Transactions during the year. $: Provisional data.
Source: FIP returns submitted by banks.

A: Significant increase in numbers is due to
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Assignment of Lead Bank Responsibility

IV.25 The assignment of lead bank responsibility
to a designated bank in every district was
undertaken by the Reserve Bank. As at end-
March 2021, 12 public sector banks and one
private sector bank were assigned lead bank
responsibility, covering at present 730 districts
across the country.

Universal Access to Financial Services in Every
Village Within 5 Km Radius/Hamlet of 500
Households in Hilly Areas

IV.26 Providing banking access to every village
within a 5 km radius/hamlet of 500 households
in hilly areas is one of the key objectives of the
National Strategy for Financial Inclusion (NSFI)
for the period 2019-24. As per the status reported
by the concerned State/Union Territory Level
Bankers’ Committees’ (SLBC/UTLBC) convenor
banks, the milestone has been fully achieved in
22 states and 6 UTs as on March 31, 2021. The
percentage of coverage of all identified villages/
hamlets across the country is 99.87 per cent.

FINANCIAL LITERACY

IV.27  Developing financial literacy content for
schoolchildrenis one of the strategic goals of NSFE:
2020-2025. So far 13 state educational boards
have included modules on financial education
in their school curriculum. NCFE is in dialogue
with NCERT regarding integration of financial
education in school curriculum for classes VI-X.
NCERT is also developing e-Learning resources
on financial literacy wherein NCFE would be
contributing to content development on the basis
of inputs received from various stakeholders.

IV.28 Consequent upon implementation of the
pilot CFL project in 100 blocks (including 20 CFLs
in tribal blocks), steps were initiated during the
year to expand the reach of CFLs to all blocks in
the country in a phased manner.
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IV.29 As at the end of December 2020, there
were 1,478 Financial Literacy Centres (FLCs)
in the country. While 1,48,444 financial literacy
activities were undertaken during 2019-20 (April-
March), a total of 45,588 financial literacy activities
were conducted by the FLCs during the period
April-December 2020. The restrictions towards
mass gathering of people at public places have
hampered conduct of physical financial education
programmes across the country. With a view
to ensure continued dissemination of financial
education programmes across the country,
regional offices of the Reserve Bank undertook
financial education programmes through virtual
mode and also leveraged local cable TV and
community radio to spread financial awareness
messages.

Revision of Financial Awareness Messages
Booklet (FAME)

IV. 30 Recognising the need to develop
standardised content to meet the requirements
of the general audience for financial awareness
on important banking aspects, the Reserve Bank
developed the FAME bookletin 2016. The contents
of the booklet were disseminated through financial
literacy programmes and camps organised by
FLCs and rural branches of banks. Keeping in view
the changes in the financial services landscape,
the content of the booklet was revised to cover
20 important messages across the four themes
of financial competencies, basic banking, digital
financial literacy and consumer protection. The
revised booklet has been made available in 11
regional languages and is placed on the Reserve
Bank’s Financial Education website for wider
dissemination.

Observing Financial Literacy Week 2021

IV.31 The Financial Literacy Week (FLW) is
an initiative of the Reserve Bank to promote
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awareness among masses/various sections of
the population on key topics through a focused
campaign every year. During 2020-21, FLW
was observed between February 8-12, 2021 on
the theme of “Credit Discipline and Credit from
Formal Institutions”, with focus on responsible
borrowing, borrowing from formal institutions
and timely repayments. During this week banks
were advised to disseminate the information and
create awareness amongst its customers and
general public. Further, the Reserve Bank also
undertook a centralised mass media campaign
during February 2021 to disseminate essential
financial awareness messages on the theme to
the general public.

3. Agenda for 2021-22

IV.32 The Department would pursue the
following goals under Utkarsh towards achieving
greater financial inclusion and credit delivery:

* Implementation of the milestones under
NSFI:2019-24;

* Monitor implementation of the remaining
recommendations of the Expert Committee
on MSMEs;
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e Complete the end-line impact assessment
survey of the pilot project on CFL; and

e Expansion of CFL project by setting
up 1,199 CFLs covering 3,592 blocks
across the country and increase financial
education levels across the country.

4. Conclusion

IV.33 In sum, during the year, the Reserve
Bank implemented the recommendations
of the Expert Committee on MSME and the
Internal Working Group on Agricultural Credit to
improve inclusiveness and also enhance flow of
credit to these sectors. Further, revised Master
Directions on PSL were issued to harmonise the
various instructions. Co-lending was introduced
to improve the flow of credit to the unserved
and underserved sectors of the economy at
an affordable cost and scale up of the pilot
CFL project was initiated to cover the entire
country in a phased manner. Going ahead,
the implementation of the recommendations
laid down under the NSFI document and
strengthening financial literacy will be the key
areas of focus for the Reserve Bank.
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FINANCIAL"MARKETS AND
FOREIGN EXCHANGE MANAGEMENT

The Reserve Bank continued its efforts to further develop and deepen varvious segments of the financial markets
by broadening participation, easing access, improving financial market infrastructure and creating integrated
surveillance systems for maintaining marvket integrity. In vesponse to the pandemic, adequate liquidity in the
system vemmined a dominant objective duving the year. Concurvently, measures weve undertaken to streamline
regulations relating to foreign exchange to align them with the evolving business and economic environment,
encompassing liberalisation of the capital account and rationalisation of veporting requivements.

VA During 2020-21, the Reserve Bank
continued to develop financial markets in terms
of easing access and broadening participation,
creation of integrated market surveillance systems
and improving financial market infrastructure.
Liquidity management operations involved both
conventional and unconventional measures for
ensuring the availability of adequate liquidity in the
system. Policy measures were also undertaken to
facilitate external trade and investments, and to
alleviate stress due to COVID-19.

V.2 Against this backdrop, the rest of the
chapter is structured into four sections. Measures
undertaken to develop financial markets are
covered in Section 2. Liquidity management
and foreign exchange market operations are
the theme of Section 3. In Section 4, the focus
is on measures undertaken to facilitate external
trade and payments while promoting orderly
development of the foreign exchange market.
Concluding observations are set out in the last
section.

2. FINANCIAL MARKETS REGULATION

DEPARTMENT (FMRD)
V.3 The Financial Markets Regulation
Department (FMRD) is entrusted with the

development, regulation and surveillance of
money, government securities (G-secs), interest
rate derivatives, foreign exchange and credit
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derivative markets. The Department undertook
several measures in pursuance of this mandate to
fulfil the objectives set for 2020-21.

Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

V.4 The Department had set out the following
goals for 2020-21:

e A framework for exchange of initial
and variation margin for non-centrally
cleared derivative contracts, facilitated by
legislation for bilateral netting of qualified
financial contracts as announced in the
Union Budget 2020-21 (Utkarsh) [Para

V.5];

e Review of directions on credit default
swaps (CDS) with a view to broadening
the base of CDS writers and simplifying
operational guidelines in the light of the
legislation on bilateral netting of qualified
financial contracts (Utkarsh) [Para V.6];
and

e Review of the directions on interest rate
derivatives with a view to easing access,
removing segmentation between onshore
and offshore markets and
transparency (Para V.7).

improving
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Implementation Status of Goals

V.5 The Department issued draft directions
on variation margin in September 2020 for public
feedback. The passing of the Bilateral Netting of
Qualified Financial Contracts Act in September
2020 is expected to facilitate the implementation
of exchange of margin. In this regard, regulations
under the Foreign Exchange Management Act
(FEMA), 1999 and circular were issued in October
2020 and February 2021, respectively, to enable
the exchange of margin between a resident and
non-resident, for permitted derivative contracts.

V.6 Directions on credit derivatives were
reviewed in consultation with the concerned
stakeholders, and draft CDS directions were
issued in February 2021.

V.7 Draft directions on rupee interest rate
derivatives (IRD), proposing that all rupee IRD
transactions of market makers and their related
entities globally are to be accounted for in
India, were issued in September 2020 for public
feedback. This measure is aimed at encouraging
higher non-resident participation, enhancing the
role of domestic market makers in the offshore
market, improving transparency, and achieving
better regulatory oversight.

Major Initiatives

Easing Access and Broadening Participation in
the Financial Market

V.8 Regional Rural Banks (RRBs) have been
allowed to participate in the call/notice/term
money market as both borrowers and lenders,
subject to prudential limits and other guidelines
as prescribed for scheduled commercial banks.
This is expected to facilitate more efficient
management of liquidity at competitive rates by
the RRBs.

V.9 A well-functioning money market is
a crucial link in the chain of monetary policy
transmission by facilitating pricing and liquidity in
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other financial markets. Directions on call, notice
and term money, certificates of deposit (CDs) and
commercial papers (CPs), and non-convertible
debentures (NCDs) with original maturity of less
than one year were comprehensively reviewed
and rationalised. The revised draft directions
were released in early-December 2020 for public
feedback. The aim is to bring in consistency across
products in terms of issuers, investors and other
participants.

V.10 The Department initiated the process of
international settlement of Indian government
securities (G-secs) through International Central
Securities Depository (ICSD) in consultation
with the Government of India, ICSDs and other
stakeholders. Clients of ICSDs would be able
to invest in Indian G-sec without registering
themselves as foreign portfolio investors (FPIs).

Creation of Integrated Market Surveillance
System

V.11 Considering the importance of surveillance
systems for financial markets, the Department
decided to implement an information technology
(IT)-enabled integrated market surveillance
system (IMSS). After obtaining expression of
interest (Eol) from interested vendors, a request
for proposal (RFP) was floated for which interest
from two bidders was received, which are
being examined from a technical point of view,
including surveillance requirements. The IMSS
would augment the analytics and surveillance
capabilities of the Department.

Improving Financial Market Infrastructure

V.12  With a view to increasing the operational
efficiency and trading volume in illiquid
government securities as also to decrease the
cost of transactions, Clearcorp Dealing Systems
(India) Ltd. (CDSL) was authorised to introduce
a request for quote (RFQ) dealing mode in the
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Negotiated Dealing System-Order Matching
(NDS-OM) platform for illiquid government
securities. The RFQ mode is expected to enable
market participants to directly and simultaneously
seek/provide quotes from/to multiple counter
parties through the NDS-OM platform.

V.13 The CDSL was authorised to introduce
FX-Forward in the FX-Retail module of their
FX-Clear platform to widen access of forex
derivatives to retail players. The FX-Retail module
was introduced in 2019, with FX-cash/tom/spot
products, to promote retail access to forex market.

V.14  As part of efforts underway to increase
access to government securities market for retail
investors, the CDSL was granted in-principle
approval to develop an IT-based solution for
enabling retail investors to directly access the
government securities market through their demat
accounts.

Ensuring High Standards of Governance and
Conduct in OTC Derivative Market

V.15 The comprehensive guidelines on
derivatives were first issued in 2007 to
focus on aspects of customer suitability and
appropriateness, governance arrangements
and risk management for OTC derivatives. The
guidelines have been reviewed with a view to
catering to the growing sophistication of financial
markets, changes in regulations relating to
interest rate and foreign exchange derivatives,
increasing non-resident participation and in
line with international best practices. The draft
directions on market-makers in OTC derivatives
were released in December 2020 for the public
feedback. The revised directions seek to promote
efficient access to derivative markets while
ensuring high standards of governance and
conduct in OTC derivative business by market-
makers.
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Agenda for 2021-22

V.16  For the year 2021-22, the Department
proposes the following goals:

e Draft directions for implementing the
exchange of initial margin for non-centrally
cleared derivatives (NCCDs) in India shall
be issued by the second quarter of 2021-
22 (Utkarsh);

e A government securities lending and
borrowing mechanism (GSLBM), which
will augment the existing market for
‘special repos’, is expected to be launched
by the Clearing Corporation of India Ltd.
(CCIL) in the second quarter of 2021-22;
and

e Continuing with its efforts towards better
aggregation and transparency under the
Legal Entity Identifier (LEI) requirements
for reporting of derivative transactions,
the Unique Transaction Identifier (UTI)
framework shall be implemented in India
in line with the international progress
made in this regard.

3. FINANCIAL MARKETS OPERATIONS
DEPARTMENT (FMOD)
V.17 The Financial Markets Operations

Department (FMOD) is entrusted with two primary
responsibilities: conduct of liquidity management
operations for maintaining an appropriate level of
liquidity in the financial system for monetary policy
transmission; and ensuring orderly conditions
in the forex market through both onshore and
offshore operations.

Agenda 2020-21: Implementation Status
Goals Set for 2020-21

V.18 During the year, the Department had set
out the following goals:
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e To carry out liquidity management
operations effectively, including through
additional liquidity management tools, in
line with the stance of monetary policy
(Utkarsh) [Para V.19];

e To monitor and modulate evolving liquidity
conditions to ensure alignment of the
weighted average call money rate (WACR)
with the policy repo rate (Para V.20-26);

e To conduct foreign exchange operations in
an effective manner to curb undue volatility
in the USD/INR exchange rate (Para V.30);
and

e To continue policy-oriented research on
financial markets (Para V.31).

Implementation Status of Goals
Money Market and Liquidity Management

V.19  System liquidity continued to be in surplus
mode during 2020-21 on account of various
liquidity augmenting measures undertaken by
the Reserve Bank in the post-COVID-19 period,
and large capital inflows. The Reserve Bank used
several instruments, viz., term repo, reverse repo,
variable rate reverse repo and MSF under the
liquidity adjustment facility (LAF), open market
operations (OMOs), OMOs in state development
loans (SDLs) and special OMOs of simultaneous
sale and purchase of G-secs.

V.20  With regard to provision of durable liquidity,
the Reserve Bank conducted 27 OMO auctions
during 2020-21 (April-March), which included
combination of outright purchase OMOs, special
OMOs and OMO purchase auctions in SDLs (3
auctions conducted on October 22, November 5
and December 23, 2020 for aggregate amount of
¥30,000 crore). During 2020-21, the Reserve Bank
made net purchase of ¥3,13,295 crore through
OMOs.
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V.21 Banks that had availed funds under
Long-Term Repo Operation (LTRO) in 2019-20
(April-March), and Targeted LTRO (TLTRO) and
TLTRO 2.0 in 2019-20 and 2020-21, were allowed
to reverse these transactions before maturity and
avail new funds at the prevailing lower repo rate. An
aggregate amount of 31,23,572 crore and 337,348
crore was repaid by banks under the LTRO and
TLTRO schemes, respectively.

V.22  Focusing on revival of activity in specific
sectors by providing sufficient liquidity, on tap
TLTROs with tenors of up to three years for a total
amount of up to ¥1.0 lakh crore at a floating rate
linked to the policy repo rate were introduced in
October 2020, with the facility made available
up to March 31, 2021 and further extended up
to September 30, 2021. Effective December 4,
2020, it was decided to expand on tap TLTROs to
other stressed sectors in synergy with the credit
guarantee available under the Emergency Credit
Line Guarantee Scheme (ECLGS 2.0) of the
government. With effect from February 5, 2021,
banks were permitted to provide funds under the
on tap TLTRO scheme to Non-Banking Financial
Companies (NBFCs) for incremental lending to
specified stressed sectors.

V.23 To assuage liquidity pressures on account
of advance tax outflows, two 56-day term repo
auctions for a total amount of ¥1.0 lakh crore
were conducted at the existing repo rate in mid-
September, involving total liquidity injection to the
tune of 31,000 crore. In order to manage year-
end liquidity pressure, two fine-tuning variable
rate repo operations of 11-day and 5-day tenors
were conducted in end-March 2021, involving total
liquidity injection to the tune of 500 crore.

V24 As part of the AatmaNirbhar Bharat
package announced by the Government of India
(Gol) in May 2020, a scheme was introduced
by the Reserve Bank through a special purpose
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vehicle (SPV) to improve the liquidity position of
specific financial entities - non-banking financial
companies (NBFCs); micro-finance institutions
(MFIs); and housing finance companies (HFCs).
An aggregate amount of ¥7,126 crore (principal
amount) was invested by the Reserve Bank
through this scheme.

V.25 The Reserve Bank introduced the
automated sweep-in and sweep-out (ASISO)
facility on its e-Kuber system on August 6, 2020
in order to provide eligible LAF/MSF participants
greater flexibility in managing their end of the day
cash reserve ratio (CRR) balances.

V.26 The Reserve Bank decided to allow select
RRBs to access the LAF and MSF facilities with
a view to facilitate better liquidity management.

G-sec Market

V.27  The limit under the held-to-maturity (HTM)
category was increased from 19.5 per cent to
22.0 per cent of NDTL until March 31, 2023,
in respect of SLR securities acquired between
September 1, 2020 and March 31, 2022, to
engender orderly market conditions and ensure
congenial financing conditions with a clear glide
path for restoration of HTM limits.

V.28 OMO operations undertaken during the
year helped to keep the 10-year G-sec yield
anchored, despite concerns arising from higher
government debt supply, higher CPI inflation
and continued foreign portfolio investment (FPI)
outflows in the debt segment (Box V.1).

Box V.1
Mitigating COVID-19 Impact on Bond Market through Dynamic Approach in
Open Market Operations

The Reserve Bank embarked upon a multi-pronged
approach to ensure that financial conditions remain
congenial while implementing the enlarged market
borrowing programme of the Government of India (Gol) in a
non-disruptive manner. The average generic G-sec yields for
5-year and 10-year were at decadal lows (Chart 1), which

Chart 1: Generic G-sec Yield (Average)

Source: Bloomberg and RBI.

' Weighted average cut-off yield of primary auctions was considered.
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Chart 2: Weighted Average Cut-off Yield and
Maturity of Issues in Primary Auctions

Source: Bloomberg and RBI.

facilitated record Gol borrowing at the lowest weighted
average yield' (Chart 2).

In the backdrop of surplus system liquidity, liquidity neutral
special OMOs (19) were conducted in conjunction with

(Contd...)
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outright OMOs (5). The scope of OMOs was further extended
to State Development Loans (3) to improve liquidity and
facilitate efficient pricing therein. During April 2020 - March
2021, the Reserve Bank made a record gross purchase of
securities amounting to ¥5,09,295 crore (33,02,132 crore
through 27 auctions and 32,07,163 crore through other
operations?) [Chart 3]. The gross and net purchase amount
stood at ¥3,78,821 crore and %1,94,396 crore, respectively,
during July 2020 - March 2021.

In order to provide effective support to the market, and to
avoid disruptive effects on interest rates in the economy,
OMOs by Reserve Bank were stepped up both in terms of
frequency and quantum from September 2020 onwards.
Consequently, the gross securities purchased through
OMOs as a percentage of gross Gol issuances jumped
from 8 per cent in July 2020 to 63 per cent in March 2021,
while in case of the 10-year and above securities, the share
jumped from 5 per cent in July 2020 to a high of 59 per
cent in March 2021. This made a pivotal contribution toward
keeping interest rates in alignment with the formulated
monetary policy.

Foreign Exchange Market

V.29 During the year, the rupee traded with a
generally appreciating bias amidst broad-based
weakness in the US dollar on the back of reversal
of risk sentiments, owing to the improvement in
COVID-19 pandemic situation globally. A record
amount of foreign investment inflows into Indian
equity markets also supported the rupee.

2 Both gross and net purchases on trade date basis.
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Purchase of a mix of liquid and illiquid securities in the
OMOs smoothened the distribution of liquidity in specific
tenors of the yield curve. Additionally, the Reserve Bank’s
support through dynamic usage of OMOs helped retain
appetite of market participants amid continuous supply of
government securities. This not only assured the market
of the Reserve Bank’s support leading to a resilient and
stable government securities market, but also engendered
congenial conditions for other segments of financial
markets that price financial instruments off the government
securities’ yield curve. The active participation in various
OMOs can be gauged from the fact that the average offer
to cover ratio remained at 5.16 in July 2020-March 2021 as
against 3.85 in July 2019 - June 2020 period.

A comparison of change in generic 10-year government bond
yields of emerging market peers and specific developed
markets during July 2020 to March 2021 reveals that Indian
yields hardened by around 28 basis points (bps) as against
hardening of 78 bps for Thailand, 66 bps for South Korea
and 35 bps for China (Chart 4).

V.30 The Reserve Bank intervened in the
forex market through operations in the onshore/
offshore OTC and exchange traded currency
derivatives (ETCD) segments in order to maintain
orderly market conditions by containing excessive
volatility in the exchange rate.
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Research/Analytical Studies

V.31 The Department carried out research/
analytical studies on issues such as the
relationship between the Reserve Bank’s liquidity
operations and money market volumes; effects of
the Reserve Bank’s communication on financial
markets; volatility in the Indian rupee (INR) market;
the impact of the Reserve Bank’s special open
market operations on G-sec and corporate bond
markets; and liquidity management in the time of
COVID-19.

Agenda for 2021-22

V.32 During the year 2021-22, the Department
plans to achieve the following goals:

e To carry out liquidity management
operations effectively through all available
liquidity management tools, in line with the
stance of monetary policy (Utkarsh);

e To continue to conduct foreign exchange
operations in an effective manner to curb
undue volatility in the USD/INR exchange
rate; and

e To continue policy-oriented research on
financial markets.

4. FOREIGN EXCHANGE DEPARTMENT (FED)

V.33 During the year, the Department continued
its endeavour to frame simple yet comprehensive,
time consistent and principle-based policies to
facilitate external trade and payments. Several
steps were taken for enhancing ease of doing
business, including aligning the regulatory
framework to the needs of the evolving business
practices and economic environment.

Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

V.34 The Department had set out the following
goals for 2020-21:
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A complete review of the reporting
requirements under various regulations
in order to make reporting aligned with
specific requirements, simple and efficient
(Utkarsh) [Para V.36-40];

o Rationalisation of Overseas Direct
Investment (ODI) regulations to make
them simpler and more principles-based
(Utkarsh) [Para V.41];

e Introduction of late submission fee for
delayed reporting of ODI by Indian Parties/
Resident Indians (Utkarsh) [Para V.41];

o Rationalisation of various provisions
on foreign exchange and currency
under Foreign Exchange Management
Regulations, 2015, such as export and
import of currency; realisation, repatriation
and surrender of foreign exchange;
possession; and retention of foreign
currency unified under a single regulation
(Para V.42); and

e Conduct of awareness programmes and
creation of digital content on an ongoing
basis (Utkarsh) [Para V.43).

Implementation Status of Goals

Liberalisation and Rationalisation of Trade
Guidelines

V.35 Automatic caution-listing of the exporters
was discontinued from October 9, 2020 to
make the system more exporter friendly. The
revised system is expected to provide flexibility
to exporters and to improve their negotiating
power with overseas buyers. Under the revised
norms, exporters will be caution-listed by the
Reserve Bank on the recommendations made by
the authorised dealer (AD) banks based on the
track record of the exporter or in cases where the
exporter had come to the adverse notice of a law
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enforcement agency or other serious grounds.
Similarly, AD banks would make recommendations
to the Reserve Bank for de-caution-listing an
exporter as per a laid down procedure.

V.36 AD banks were allowed to regularise
cases of dispatch of shipping documents by the
exporter directly to the consignee or his agent
resident in the country of final destination of goods,
irrespective of the value of export shipment, but
subject to certain conditions.

V.37 The procedure of write-off of unrealised
export bills was revised whereby AD banks might,
on the request of the exporter, write-off unrealised
export bills without any limit, in addition to the
existing delegated powers.

V.38 AD banks were permitted to set off
outstanding export receivables against outstanding
import payables of their exporters/importers with
their overseas group/associate companies, either
on net or gross basis, through an in-house or
outsourced centralised settlement arrangement,
in addition to bilateral settlement.

V.39 AD banks through whom export proceeds
were originally realised were allowed to consider
requests for refund of export proceeds of goods
exported from India without insisting on the
requirement of re-import of goods where the
exported goods have been auctioned or destroyed
by the port/customs/health authorities/any other
accredited agency in the importing country,
subject to submission of satisfactory documentary
evidence.

Review of Reporting Requirements under FEMA

V.40 The Reserve Bank had earlier prescribed
various reports and forms to be submitted by/
through Authorised Persons for the effective
administration of FEMA and the rules and
regulations framed thereunder. Considering the
latest technological advancements as well as the
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recent changes in FEMA regulations on account
of rationalisation of various notifications, it was
decided to carry out a comprehensive review
of the extant reporting requirements under
FEMA. Accordingly, an Internal Committee was
formed in January 2020 to review all returns/
reports prescribed under FEMA and recommend
suggestions for rationalisation. A total number of
67 returns were reviewed by the Committee with
respect to their relevance, mode of filing, format
and frequency. Based on the recommendations
made by the Committee, 17 returns/reports were
discontinued with immediate effect vide circular
dated November 13, 2020. The discontinuation of
the above returns has decreased the total number
of reports/returns to be submitted under FEMA,
thereby reducing the cost of compliance for the
reporting entities and improving thereby the ease
of doing business.

Rationalisation of Overseas Investment
Regulations
V.41 The review of overseas investment

regulations, including a proposal to introduce late
submission fee for delayed reporting of ODI by
Indian Parties/Resident Indians, has been initiated
in consultation with the government.

Authorised Persons and Remittances

V.42 The Foreign Exchange Management
(Exportand Import of Currency) Regulations, 2015
were amended and the changes were notified on
August 18, 2020.

Conducting Awareness Programmes and Creation
of Digital Content

V.43 The conduct of FEMA awareness
programmes during the year was limited due to
COVID-19 pandemic. Regional offices, however,
conducted some workshops for Authorised
Persons and FEMA exhibition-cum-townhall
events during the year.
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Major Initiatives

Skill Development and Necessary IT Systems
Upgradation

V.44 The Software Platform for External

Commercial Borrowings and Trade Credits
Reporting and Approval (SPECTRA)
encompassing the complete lifecycle from

the receipt of application to communication of
decision and reporting of transactions is under
implementation, and is presently in the user
acceptance test phase.

V.45 The online package for full-fledged
money changers (FFMCs)/upgraded FFMCs
(AD Category Il) relating to licensing, renewal,
reporting, cancellation and inspection is under
implementation, and is presently in the user
acceptance test phase.

Administration of Foreign Exchange Management
(Non-Debt Instruments) Rules

V.46 Amendments were made to the FEMA
1999 through the Finance Act, 2015 enabling
the central government to frame rules for any
class or classes of capital account transactions
not involving debt instruments, while the
Reserve Bank would continue to regulate capital
account transactions involving debt instruments.
Furthermore, the government will make rules
laying down the instruments to be determined
as debt instruments. The amendments and the
non-debt instrument (NDI) rules were notified in
October 2019. An amendment notification dated
July 27, 2020 was issued by the government
whereby the Reserve Bank has been entrusted
with the administration of the NDI rules.

Establishment of Branch Office (BO)/Liaison
Office (LO)/Project Office (PO)

V.47 Consequent to the Hon’ble Supreme
Court’s judgement that advocates enrolled under
the Advocates Act 1961 alone are entitled to
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practice law in India and that foreign law firms/
companies or foreign lawyers cannot practice the
profession of law in India, AD Category - | banks
have been directed not to grant any approval to
any foreign legal firm for setting up an office or
other place of business in India under FEMA for
practicing the legal profession in India.

Measures Undertaken to Alleviate COVID-19
Related Stress

V.48 Due to the COVID-19 pandemic and
considering the difficulties being faced in
submitting returns, external commercial borrowing
(ECB) returns were allowed to be submitted
by borrowers through email without chartered
accountant (CA)/company secretary (CS)
certification, till resumption of normal operations.
Similarly, considering the difficulties expressed
by applicants in submitting payment instruments
for paying compounding amount within 15 days of
compounding order during the lockdown, payment
of compounding amount beyond time limit was
permitted.

Customer Service

V.49 The Department has strengthened its
communication with stakeholders, especially AD
banks, through frequent updation of frequently
asked questions (FAQs) and taking feedback. The
Foreign Investment Reporting and Management
System (FIRMS) application for reporting of
foreign inward investment has been made
more robust and user friendly. Furthermore, the
standard operating procedure (SOP) for dealing
with requests relating to waiver of late submission
fee (LSF) has been issued to the regional offices
(ROs).

Agenda for 2021-22

V.50 The Department’s strategy for 2021-22
is to focus on consolidating and carrying forward

all the initiatives which were undertaken in the
previous year. The emphasis will remain on
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ensuring that the FEMA operating framework
is in conformity with the needs of the evolving
macroeconomic environment. Accordingly, the
Department has formulated the following strategic
action plan for 2021-22:

e Continue rationalisation of the FEMA
regulations by consolidating existing
regulations of similar subjects, remove
hard-coding to obviate frequent issuance
of amendment notifications and aligning
definitions across notifications/regulations;

e Take the exercise of rationalising the
overseas investment regulations forward;

e Timely completion of ongoing software
projects, viz., SPECTRA and Authorised
Person (AP) connect (Utkarsh);

e A rationalised master direction for non-
debt instruments will be issued as Foreign
Exchange Management (Non-debt
Instruments) Rules have been notified by
the government; and

e Conduct awareness programmes and
create digital content on an ongoing basis
(Utkarsh).
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5. CONCLUSION

V.51 In sum, the Reserve Bank undertook
several conventional and unconventional
measures for liquidity management in the
wake of COVID-19. The Reserve Bank’s asset
purchases remained limited to purchases of
risk-free sovereign bonds and, therefore, its
unconventional measures did not dilute its
balance sheet quality. Hence, it succeeded in
infusing liquidity to unfreeze the markets without
compromising on the core principles of central
banking, that could otherwise have impaired
market forces and discipline. Further, Reserve
Bank’s proactive communication strategy through
forward guidance ensured cooperative outcomes.
The Reserve Bank’s response to the pandemic
illustrated that central banks, ready to walk an
extra mile, can aid the recovery process through
the provision of ample liquidity in the system, while
maintaining financial stability, dispelled illiquidity
fears and thereby bolstered market sentiments.
Going forward, unwinding of monetary stimulus
through a well-calibrated and sequenced manner
is needed to nurture green shoots until recovery
gains traction.



VI

REGULATION, SUPERVISION AND
FINANCIAL STABILITY

Preserving financial stability while continuing to build a vesilient and stable financial system took a centre stage
in the year 2020-21, even as alleviating stress in various sectors of the economy and seqgments of the financinl
sector assumed importance as the year was marked with vavages of the COVID-19 pandemic. Accordingly,
while several regulatory and supervisory measures weve undertaken in vesponse to the outbreak of the pandemic
to address transient issues, in alignment with the long-term objective, the vequlatory and supervisory framework
was streamlined acvoss vegulated/supervised entities and strengthened, to maintain conformity with global best
practices. Harnessing technology for customer services, strengthening fraud detection and consumer protection
were also pursued as concurvent objectives. Capacity building of the personnel dealing with supervision, vequlation,
Sfinancial stability and enforcement functions was priovitised.

VI.1  The chapter discusses regulatory and
supervisory measures undertaken during the year
to strengthen the financial system and preserve
financial stability. As part of the overall objective
of aligning the regulatory/supervisory framework
with global best practices, important strides in the
areas of corporate governance, cyber security and
compliance functions in banks were made. Steps
towards developing a robust securitisation and
secondary loan market in India were undertaken.
Regional Rural Banks (RRBs) were provided
additional avenues for liquidity management.
The process of submitting statutory returns and
supervisory disclosure by banks withessed further
automation.

VI.2 In other areas, consequent to transfer of
regulation of housing finance companies (HFCs)
from National Housing Bank (NHB) to the Reserve
Bank with effect from August 9, 2019, the regulatory
framework for the HFCs was comprehensively
reviewed after a consultation process with the
stakeholders and a revised regulatory framework
was put in place in October 2020. As part of
this, definition of housing finance business was
introduced and principal business criteria were
laid down with timelines for its phased introduction
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for entities to qualify as non-banking financial
company-HFCs (NBFC-HFCs), failing which the
entities were to be treated as NBFC-Investment
and Credit Companies (NBFC-ICCs). Instructions
were also provided for enhancing net owned fund
(NOF) and for the phased introduction of Liquidity
Risk Management Framework (LRM) and Liquidity
Coverage Ratio (LCR). The guidelines also
covered loan-to-value (LTV) requirements and levy
of foreclosure charges. With these changes HFC
regulations were harmonised with the regulations
for other NBFCs to some extent. With the revised
framework, the foundation has been provided for
an orderly growth of the housing finance in pursuit
of economic and social objectives, especially as
the housing construction and housing markets
have a multiplier effect on economic activity and job
creation. Their sound regulation is, nevertheless,
important as the sector is known to have caused
booms and bust with ripple effects for the rest of
the economy.

VI.3 The Reserve Bank had reviewed the
guidelines for core investment companies (CICs)
earlier in August 2020, taking into account the
recommendations of the Working Group chaired
by Shri Tapan Ray. Under the revised guidelines,
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in computing Adjusted Net Worth (ANW), the
direct or indirect capital contribution made by
one CIC in another CIC, in excess of 10 per
cent of owned funds of the investing CIC, is to
be deducted. Given the earlier experience with
the opacities of the complex CIC structures
evading regulation and supervision, the Reserve
Bank also addressed the complexity in group
structures and existence of multiple CICs within
a group by restricting the number of layers of
CICs within a Group (including the parent CIC)
to two, irrespective of the extent of direct or
indirect holding/control exercised by a CIC in the
other CIC. Several other regulatory guidelines,
including those on corporate governance and
disclosures were also laid down.

V1.4  During the year, the Reserve Bank
continued with its endeavour of strengthening
the supervisory framework of the scheduled
commercial banks (SCBs), urban cooperative
banks (UCBs) and NBFCs. The Reserve Bank has
strengthened its off-site supervisory framework
for identifying risks early by using various tools.
This has been complemented by creating a
graded supervisory action framework, so as to
enable early stage supervisory action, which is
critical to prevent vulnerabilities from escalating
or becoming acute. Accordingly, the supervisory
approach of the Reserve Bank is now more forward
looking, root-cause oriented, and incorporating
both quantitative and qualitative elements into
supervisory assessments. Significant initiatives
were taken towards furthering specialisation and
addressing the issue of asymmetry of information
by way of: a) integration of supervisory functions
meant for different supervised entities (SEs); b)
specialisation and reinforcement of supervision
through both vertical and horizontal risk
assessments, and c¢) setting up a dedicated College
of Supervisors (CoS) for capacity development.
While continuing the efforts to strengthen the
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supervisory function, actions are also being taken
to harness supervisory technology (SupTech).

VI.5 In the cooperative banking space,
amendment in Banking Regulation (BR) Act,
1949 (as applicable to cooperative societies) not
only improved Reserve Bank’s regulatory powers
over cooperative banks, but also paved the way
for improving the governance and functioning of
UCBs. Other major developments during the year
included adoption of a calibrated supervisory
approach for UCBs.

VI.6  The rest of this chapter is divided into five
sections. Section 2 deals with the mandate and
functions of the Financial Stability Unit (FSU).
Section 3 addresses various regulatory measures
undertaken by the Department of Regulation
(DoR). Section 4 covers several supervisory
measures undertaken by the Department of
Supervision (DoS), and enforcement actions
carried out by the Enforcement Department (EFD)
during the year. Section 5 highlights the role
played by the Consumer Education and Protection
Department (CEPD) and the Deposit Insurance
and Credit Guarantee Corporation (DICGC)
in protecting consumer interests, spreading
awareness and upholding consumer confidence.
The departments have also set out agenda for
2021-22 in their respective sections. Concluding
observations are set out in the last section.

2. FINANCIAL STABILITY UNIT (FSU)

VI.7  The mandate of the Financial Stability Unit
(FSU) is to monitor the stability and soundness
of the financial system by examining risks to
financial stability, undertaking macro-prudential
surveillance through systemic stress tests,
undertaking financial network analysis and by
disseminating early warning information through
the Financial Stability Report (FSR). It also
functions as a secretariat to the Sub-Committee
of the Financial Stability and Development



ANNUAL REPORT 2020-21

Council (FSDC), an institutional mechanism of
regulators for maintaining financial stability and
monitoring macro-prudential regulation in the
country.

Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

V1.8 The Department had set out the following
goals for 2020-21:

e Strengthening the  stress  testing
framework/methodology by incorporating
evolving best practices (Utkarsh) [Para
VI.9];

e Publishing the FSR on a timely basis with
state of play analysis (Para VI.10);

e Conducting macro-prudential surveillance
(ParaVI.11); and

e Conducting meetings of the FSDC Sub-
Committee (FSDC-SC) [Para VI.12 - VI.13].

Implementation Status of Goals

V1.9  As part of strengthening the stress testing
framework, latest international practices were
reviewed. Possible channels of feedback in the
macro-stress environment were identified.

VI.10 The December 2020 issue of the FSR
was published on January 11, 2021, rescheduled
to incorporate the first advance estimates of
national income for 2020-21, released by the
National Statistical Office on January 7, 2021.
The FSR reflected the collective assessment
of the FSDC-SC on the balance of risks around
financial stability. The FSR highlighted the active
intervention of central banks and fiscal authorities
across the world to stabilise financial markets,
risks of spillovers and macro-financial implications,
the disconnect between financial markets and real
sector activity, profitability and capital adequacy
of banks with some moderation in balance sheet
stress and still subdued bank credit.
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VI.11 Macro stress tests indicated a deterioration
in scheduled commercial banks’ (SCBs) asset
quality and capital buffers under adverse
scenarios. The regular macro-stress testing
framework of the Department was augmented to
capture the underlying state of banks’ portfolios
under the cover of regulatory forbearances.

VI.12 In its meeting held on August 31, 2020,
the FSDC-SC reviewed major developments in
global and domestic macroeconomic conditions
and in financial markets impinging on financial
stability; and undertook discussions related to
inter-regulatory coordination and review of the
initiatives and activities of National Centre for
Financial Education (NCFE).Inthe meeting held on
January 13, 2021, the Sub-Committee, inter alia,
discussed scope for improvements in insolvency
resolution under the Insolvency and Bankruptcy
Code (IBC), 2016, utilisation of data with the
Central Know Your Customer (KYC) Records
Registry and changes in the regulatory framework
relating to Alternative Investment Funds (AlFs)
set up in the International Financial Services
Centre (IFSC), among others. In these meetings,
the Sub-Committee also reviewed the activities
of various technical groups under its purview
and the functioning of State Level Coordination
Committees (SLCCs) in various states/union
territories (UTs). The regulators reaffirmed their
commitment to continue coordinating on various
initiatives and measures to strengthen the financial
sector in the extraordinarily challenging times.

Impact of COVID-19 Pandemic

VI.13 The FSU is primarily entrusted with
macro-prudential surveillance and the smooth
functioning of the FSDC-SC. The imposition of the
lockdown and challenges in terms of restricted
access to databases, information systems and
software were overcome through remote access
and virtual interactions, including in case of the
FSDC-SC meetings.
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Agenda for 2021-22

VI.14 In the year ahead, FSU will focus on the
following:

e Strengthening the  stress  testing
framework/methodology by incorporating
evolving best practices (Utkarsh);

e Conducting macro-prudential surveillance;

e Publishing the FSR on a timely and
updated basis; and

e Conducting meetings of the FSDC-SC.

3. REGULATION OF FINANCIAL
INTERMEDIARIES

Department of Regulation (DoR)
Commercial Banks

VI.15 The Department of Regulation (DoR) is
the nodal Department for regulation of commercial
banks for ensuring a healthy and competitive
banking system, which provides cost effective
and inclusive banking services. The regulatory
framework is fine-tuned as per the requirements of
the Indian economy while adapting to international
best practices.

Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

VI.16 The Department had set out the following
goals under Utkarsh for regulation of commercial
banks in 2020-21:

e Convergence of the Reserve Bank's
Regulations with Basel Ill Standards:
Draft guidelines on credit risk and market
risk would be issued, in conformity with
Basel Ill standards, along with the final
guidelines on Interest Rate Risk in
Banking Book (IRRBB); draft guidelines
on minimum capital requirements
for operational risk under Basel |l
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standardised approach (SA) will also be
issued. However, to free up banks and
supervisors to respond to economic
impact of COVID-19 pandemic, the Basel
Committee on Banking Supervision
(BCBS) has deferred the implementation
of Basel lll standards by one year to
January 1, 2023 (Para VI.17-18).

Implementation Status of Goals

Convergence of the Reserve Bank’s Regulations
with Basel Il Standards

VI.17 The Basel committee's oversight body -
the Group of Central Bank Governors and Heads
of Supervision (GHOS) - has endorsed a set
of measures to provide additional operational
capacity for banks and supervisors to respond to
the immediate financial stability priorities resulting
from the impact of COVID-19 pandemic on the
global banking system. One of the measures
already endorsed by the GHOS on March 27,
2020 was to defer the timeline for implementation
of Basel lll standards from January 1, 2022 to
January 1, 2023.

VI.18 The target date for issuance of draft Basel
[Il guidelines on credit, market and operational
risk, as also final guidelines on interest rate risk
in banking book has been deferred to September
2021.

Major Developments

Revised Guidelines on Securitisation and Sale of
Loan Exposures

VI.19 Draft framework on securitisation,
issued on June 8, 2020 for public comments,
is being examined and the final guidelines will
be issued shortly. Aimed at development of a
strong and robust securitisation market in India,
while incentivising simpler, transparent and
comparable (STC) securitisation structures,
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the revised guidelines attempt to align the
regulatory framework with the Basel guidelines
on securitisation that have come into force
effective January 1, 2018. The revisions also take
into consideration the recommendations of the
Committee on Development of Housing Finance
Securitisation Market in India (Chair: Dr. Harsh
Vardhan) and the Task Force on the Development
of Secondary Market for Corporate Loans (Chair:
Shri T. N. Manoharan), which were set up by the
Reserve Bank in May 2019.

VI.20 Apart from reviewing the securitisation
guidelines, itwas also decided to comprehensively
revisit the guidelines for sale of loan exposures,
stressed as well as those not in default, which
are currently spread across various circulars, and
accordingly a draft comprehensive framework for
sale of loan exposures was released on June 8,
2020. These guidelines on sale of loan exposures
have been specific to the asset classification of
the loan exposure being transferred and/or the
nature of the entity to which such loan exposure
is being transferred as well as the mode of
transfer of the loan exposures. A review was
also necessitated by the need to dovetail the
guidelines on sale of loan exposures with the
Insolvency and Bankruptcy Code (IBC), 2016
and the Prudential Framework for Resolution of
Stressed Assets, which have been significant
developments towards building a robust
resolution paradigm in India in the recent past.
Further, based on the recommendations of the
above-mentioned task force, it was announced
in the Statement on Developmental and
Regulatory Policies of December 5, 2019 that
the Reserve Bank will facilitate the setting up of
a self-regulatory body - Secondary Loan Market
Association (SLMA) - that was then registered on
August 26, 2020. SLMA is currently examining
the various measures for the development of the
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secondary loan market, including standardisation
of loan documentation and loan sales platform.

Opening of Current Accounts by Banks

VI.21 With a view to ensuring credit discipline,
instructions were issued on August 6, 2020 on the
manner of opening of cash credit/overdraft (CC/
OD) and collection/current accounts with banks
depending upon the aggregate credit exposure
of the banking system to a borrower. In case of
customers who have not availed any credit facilities
from the banking system, there are no restrictions
on opening of such accounts. Further, banks have
been permitted vide circular dated December 14,
2020, to open activity-specific accounts without
restrictions, if mandated under various statutes/
instructions issued by various regulators including
the Reserve Bank.

Regulatory Retail Portfolio - Revised Limit for Risk
Weight

VI.22 In order to reduce the cost of credit for the
regulatory retail segment consisting of individuals
and small businesses (i.e., with turnover of up to
%50 crore), as also in harmonisation with the Basel
guidelines, the threshold qualifying exposure for
inclusion in this segment was increased from %5
crore to ¥7.5 crore vide circular dated October
12, 2020. Thus, the risk weight of 75 per cent will
apply to all fresh exposures and also to existing
exposures where incremental exposure may be
taken by the banks up to the revised limit of ¥7.5
crore. This measure is expected to increase the
much-needed credit flow to the small business
segment.

RRBs - Liquidity Adjustment Facility (LAF) and
Marginal Standing Facility (MSF)

VI.23 In order to provide an additional avenue
for liquidity management, LAF and MSF were
extended to scheduled RRBs, subject to meeting
certain conditions, on December 4, 2020.
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Amalgamation of the Lakshmi Vilas Bank (LVB)
Ltd. with DBS Bank India Ltd.

VI.24 The financial position of ‘The Lakshmi
Vilas Bank (LVB) Ltd’ had undergone a steady
decline with the bank incurring continuous
losses since 2018, eroding its net worth.
Absence of any viable strategic plan, declining
advances, mounting non-performing assets,
failure to raise capital or bring a strategic
investor, regular outflow of liquidity and serious
governance issues necessitated the Reserve
Bank to take immediate action in the public
interest and particularly in the interest of the
depositors. Accordingly, on November 17, 2020,
the Central Government imposed moratorium
on LVB Ltd. up to December 16, 2020 and the
Reserve Bank superseded the Board of Directors
and appointed an Administrator. The Central
Government accorded its sanction to the scheme
of amalgamation and notified the ‘Lakshmi Vilas
Bank Ltd. (Amalgamation with DBS Bank India
Ltd.) Scheme 2020’ on November 25, 2020,
which came into effect on November 27, 2020.

Submission of Statutory Returns by SCBs in
Electronic Form on eXtensible Business Reporting
Language (XBRL) Live Site

VI.25 To improve efficiency of submission
of statutory returns while doing away with the
drudgery of physical submission and cost of
logistics involved, thereby reducing carbon
footprints, it has been decided to dispense with
the practice of submission of hard copy of Form
A (CRR) and Form VIII (SLR), with effect from
reporting Friday August 28, 2020. The SCBs have
been advised to submit these returns in electronic
form on XBRL live site using digital signatures of
two authorised officials.

Regulatory Response to COVID-19 Pandemic

V.26 The regulatory measures initiated in
response to the outbreak of pandemic are reviewed
on an ongoing basis. Further, additional measures
have been taken or existing measures have been
fine-tuned depending upon the prevailing situation
at the time of such reviews. These measures were
broadly in line with the cross-country regulatory
response to the pandemic (Box VI.1).

Box VI.1
COVID-19 Related Regulatory Measures - A Cross-country Perspective

During 2020-21, the global central banks and governments
have taken extraordinary measures to mitigate the
economic and financial spillover risks from the COVID-19
pandemic. Central banks in all geographies responded
swiftly and deployed all options available in their toolkit,
both conventional and unconventional, to support their
economies. The universally used measures were policy
rate reductions and provision of domestic and foreign
exchange liquidity. Where the banking system is concerned,
banks in general had higher capital before the onset of the
COVID-19 pandemic than what they had before the global
financial crisis (GFC), enabling the authorities to deploy
an array of policies to support economic activity, ability of
banks to lend and aid recovery. At the Bank for International
Settlements (BIS), a group of central bank Governors and
heads of supervision endorsed a gamut of measures to
enhance the operational capacity of banks’ supervisors to
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respond to the immediate financial stability priorities. The
implementation dates of the Basel 1l standards, the revised
Pillar 3 disclosure requirements and the revised market risk
framework have been deferred by one year to January 1,
2023. Basel Committee on Banking Supervision (BCBS)
amended its transitional arrangements for the regulatory
capital treatment of expected credit losses (ECL) accounting
to give countries more flexibility on the manner of phasing
in ECL on regulatory capital. Some actions in the area of
prudential regulation are summarised below:

Moratorium and Asset Classification Guidance: Many
countries (such as Argentina, Brazil, China, India, France,
Hong Kong, the United States - US, and the United Kingdom
- UK) provided guidance on restructuring of existing loans
stressed due to the pandemic and also indicated that

(Contd.)
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loans that were granted a repayment deferral need not be
regarded as restructured. Some authorities provided that a
moratorium does not trigger automatic loan reclassification
as ‘default’ for supervisory reporting purposes. In some
countries like India, the payment moratorium period was
to be excluded from the number of days past due for the
purpose of asset classification.

Basel Ill Capital and Liquidity Buffers: Many authorities
(such as Australia, Canada, Switzerland, Germany, Euro
Area, Japan, Hong Kong, Korea, Mexico, Russia, Singapore,
the UK, and the US) have encouraged or more forcefully
recommended financial institutions to use their capital and
liquidity buffers to support lending. The BCBS has also
clarified that a measured drawdown of banks’ Basel Il
buffers is anticipated and appropriate in the current period
of stress. The liquidity buffers like the Liquidity Coverage
Ratios (LCR) were temporarily eased in many countries
(e.g., India, Indonesia, the UK, Brazil and Sweden). A
number of jurisdictions (such as Switzerland, Germany,
France, Sweden, and the UK) decided to lower or reduce the
countercyclical capital buffer (CCyB) to zero. The UK gave
clear guidance that the buffer will remain at that level for at
least 12 months. Some countries reduced the CCyB partially
(Hong Kong). A few others temporarily reduced other types of
capital buffers, such as for domestic systemically important
banks or the capital conservation buffer (CCB). In India, the
date of implementation of the last tranche of CCB (0.625 per
cent) was deferred.

Leverage: A number of authorities (such as Canada,
Switzerland, and the US) have temporarily modified the

leverage ratio rule to exclude reserves or deposits at
the central bank from calculation without commensurate
recalibration of the minimum leverage ratio requirement.
Some countries have also excluded government bond
holdings from banks’ leverage exposure on a temporary
basis to facilitate large asset purchase programmes.

Restraining Dividend Pay-outs: Measures were taken
to conserve the capital levels in banks through restrain
on dividend distributions and on share buybacks either
by regulation or strong administrative guidance, imposed
in numerous countries (such as Argentina, Australia,
Brazil, Canada, Switzerland, Germany, Euro Area, India,
Mexico, Russia, Sweden, Singapore, the UK, and South
Africa). Some prudential and regulatory authorities
recommended that banks should suspend the payment
of dividends and share buybacks until end 2020 or even
cancel outstanding 2019 dividends (Prudential Regulatory
Authority, the UK).

A summary of cross-country measures is provided in Table
1. It can be seen that the central banks in the emerging
market economies have deployed almost all tools pertaining
to prudential rules and regulations; and liquidity and lending
that the advanced economies central banks employed.
However, the advanced economies central banks have been
more prolific in the use of asset purchases/sales and forex
swaps. Besides these measures, in EU, UK and India, the
regulatory authorities have allowed delay in submission
of different regulatory reports/financial statements during
COVID-19 outbreak.

Table 1: Measures Taken by Central Banks during COVID-19 Pandemic

Type of Tool Prudential Rules and Regulations

Measures Capital Liquidity Payout

Requirements Requirements Restrictions
us
EA
JP
GB
CA
AU
CH
BR
CN
ID
IN
KR
MX
ZA

US: United States
CH: Switzerland BR: Brazil

MX: Mexico ZA: South Africa
Source: BIS, RBI and other Central Banks’ websites.

v

Advanced
Economies

NENENENEN

Emerging Market
Economies

NN N NN N N NENENENEN
NN N N N N SN NENENENENEN

ANENENENEN

EA/EU: Euro Area JP: Japan

CN: China

Liquidity and Lending
Liquidity
Measures

NENENENENEN

NN NENENRS

GB: Great Britain
ID: Indonesia
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Asset Purchases/Sales FX Swap

Commercial
Paper

Specialised Government
Lending Bonds

Corporate USD Swap
Bond Line

ANENENEN
ENENENENESEN
ANENENENEN
ENENENENEN
NN NN

A NENENEN
ANENEN

ENENEN
ENEN

CA: Canada
IN: India

AU: Australia
KR: Korea
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VI.27 A list of the regulatory measures taken in
response to the outbreak of the pandemic, are
summarised below. Going forward, the regulatory
response will continue to be calibrated in response
to the evolving situation, based on an assessment
of the likely economic impact, a review of the
efficacy of previous measures and the objective to
preserve soundness:

Distressed Assets Fund - Subordinate
Debt for Stressed Micro, Small and
Medium Enterprises (MSMEs): Banks
were permitted vide circular dated July 1,
2020 to reckon the funds infused by the
promoters in their MSME units through
loans availed under the government’s
credit guarantee scheme for subordinate
debt for stressed MSMEs as equity/quasi
equity from the promoters for purpose of
debt-equity computation.

Resolution Framework for COVID-19
Pandemic Related Stress: Instructions
were issued on August 6, 2020 through
which a window under the Prudential
Framework on Resolution of Stressed
Assets, issued on June 7, 2019, was
provided enabling the lenders to implement
a resolution plan in respect of eligible
corporate exposures without change
in ownership and personal loans, while
classifying such exposures as standard,
subject to specified conditions. The
Resolution Framework was to be invoked
till December 31, 2020 and the resolution
plan had to be implemented within 90
days (personal loans) and 180 days (other
eligible loans) from the date of invocation.
Further, the recommendations of the
expert committee constituted under the
framework were issued on September 7,
2020. A list of frequently asked questions
(FAQs) was also released based on
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the queries received on the resolution
framework.

MSME  Sector - Restructuring of
Advances: Existing loans to MSMEs
where the banks, AlFls and NBFCs have
aggregate exposure of not more than 325
crore and are classified as 'standard' as
on March 1, 2020, were permitted to be
restructured without a downgrade in the
asset classification. The restructuring has
to be implemented by March 31, 2021. A
circular to this effect was issued on August
6, 2020.

LTV Ratio for Loans against Gold
Ornaments and Jewellery for Non-
agricultural Purposes: To mitigate the
economic impact of the COVID-19
pandemic on households, entrepreneurs
and small businesses, LTV for loans
against pledge of gold ornaments and
jewellery for non-agricultural purposes
was increased from 75 per cent to 90 per
cent. This enhanced LTV was applicable
up to March 31, 2021.

Individual Housing Loans - Rationalisation
of Risk Weights: As per earlier regulations,
claims secured by residential property
falling under the category of individual
housing loans were assigned differential
risk weights based on the size of the
loan as well as the LTV. Recognising
the criticality of real estate sector in the
economic recovery, it was decided as a
countercyclical measure to rationalise the
risk weights irrespective of the size of the
loan amount and accordingly, instructions
were issued to banks on October 16, 2020.
The risk weights for all new housing loans
to be sanctioned on or after October 16,
2020 and up to March 31, 2022 shall be as
under (Table VI.1):
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Table VI.1: LTV Ratio and Risk Weights

LTV Ratio (Per cent) Risk Weight (Per cent)
1 2 L4
<80 35
>80 and < 90 50

e Large Exposure Framework (LEF): In

terms of LEF guidelines dated June 3,
2019, exposures to Government of India
and state governments which are eligible
for zero per cent risk weight under the
Basel lll - capital regulation framework °
of the Reserve Bank are exempted from
LEF limits. On a review and in line with the
Basel guidelines, it was decided to exempt
exposures to foreign sovereigns or their
central banks from LEF that attract zero
per cent risk weight, subject to certain
conditions. Accordingly, instructions were
issued to banks on February 24, 2021.
Further, the date of applicability of the
LEF guidelines to non-centrally cleared
derivative exposures has been deferred
to September 30, 2021 vide circular dated
March 23, 2021.

¢ In the backdrop of the COVID-19 related
challenges, the Reserve Bank took
certain other regulatory measures. The
implementation of net stable funding ratio o
(NSFR) guidelines, which were to come
into effect from October 1, 2020 onwards,
were deferred till October 1, 2021. In
order to aid the recovery process in the
backdrop of COVID-19 related stress,
the implementation of the last tranche
of 0.625 per cent of capital conservation
buffer (CCB) was also deferred till October
1, 2021. Based on a review and empirical
testing of the countercyclical capital buffer
(CCyB) indicators, including the credit-to-
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GDP gap as a main indicator, activation of
the buffer was not found to be necessary.

After a review of earlier instruction, banks
were advised to not make any dividend
payment on equity shares from the profits
pertaining to the financial year ended
March 31, 2020.

Other Initiatives

V1.28 Some of the other initiatives during 2020-21
were as follows:

A Discussion Paper on ‘Governance in
Commercial Banks in India’ was issued
by the Reserve Bank on June 11, 2020 to
review the framework for governance in the
commercial banks. Based on the feedback
received, a comprehensive review of the
framework has been done, and a Master
Direction on governance will be issued
in due course. In the interim, to address
a few operative aspects received through
such feedback, instructions with regard
to the Chair and meetings of the board,
composition of certain committees of the
board, age, tenure and remuneration of
directors, and appointment of the whole-
time directors (WTDs) has been issued on
April 26, 2021.

An Internal Working Group (IWG) was
constituted to review the extant guidelines
on ownership and corporate structure
for Indian private sector banks. The IWG
has submitted its report with certain
recommendations relating to promoters’
stake, setting up of new banks by large
corporate/industrial houses, conversion of
large sized NBFCs into banks, conversion
of payments banks (PBs) into small finance
banks (SFBs), initial capital requirement
for licensing of new banks, Non-Operative
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Financial Holding Company (NOFHC)
structure for banks and harmonisation in
different licensing guidelines. The report
was placed on the Reserve Bank’s website
on November 20, 2020 for comments of
stakeholders and members of the public.
The comments and suggestions received
are under examination.

e The revised guidelines for compensation
have come into play from April 1, 2020.
Its impact on the compensation structure
and practices as well as the performance
of the banks shall be subject of enhanced
regulatory and supervisory oversight
going forward, even while executive
compensation practices in banks will be
evaluated in the context of differentiation
within and between commercial banking
segments.

Agenda for 2021-22

VI.29 For the year ending March 31, 2022,
the Department will focus on the following key
deliverables in respect of the commercial banks:

e Issuing draft guidelines on capital
charge for credit risk (SA), market risk,
operational risk and output floor, as part
of convergence of the Reserve Bank’s
regulations with Basel Il standards;

e Issue of final guidelines on securitisation
of assets not in default; and

e Issue of final guidelines on transfer of loan
exposures.

Cooperative Banks

VI.30 The Reserve Bank continues to play a
key role in strengthening the cooperative banking
sector by fortifying the regulatory and supervisory
framework. In this context, the Department took
several initiatives in 2020-21 in pursuance of the
agenda set in the beginning of the year.
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Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

VI.31 The Department had set out the following
goals for cooperative banks in 2020-21:

e Refinement of the regulatory framework
for cooperative banks with a view to
strengthening the sector and protecting the
interest of the depositors and borrowers
(Para VI.32);

e Bringing out a discussion paper on
strengthening the regulatory framework
for capital adequacy in UCBs (Para VI1.33);

e Putting in place a Supervisory Action
Framework (SAF) for the state cooperative
banks (StCBs) and district central
cooperative banks (DCCBs) [Para VI.33];
and

e Faster resolution of weak UCBs which
are under All-Inclusive Directions (AID)
[Para VI.33].

Implementation Status of Goals

Discussion Paper on Policy Framework for
Consolidation of UCB Sector

VI.32 Large number of UCBs are community/
region-based which hinders the process of
mergers among UCBs and consolidation in the
sector. On a proposal made by the Reserve Bank,
the BR Act, 1949 (as applicable to co-operative
societies) has been amended. Among others,
the functions of governance, capital, audit and
amalgamation have now been brought under the
ambit of the Reserve Bank. An expert committee
to provide a road map for strengthening the UCB
sector leveraging on the amendments, set up in
February 2021, will be, inter alia, examining the
prospects of consolidation in UCB sector as one of
its terms of reference. Further action in the matter
will be taken based on the recommendations of
the committee.
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Strengthening Regulatory Framework

VI.33 Initiatives in this regard during 2020-21
were as follows:

e The amendment in the BR Act, 1949
(as applicable to cooperative societies -
AACS) has brought in significant changes
in the statutory provisions applicable on
cooperative banks. The Department is
in the process of amending the extant
instructions and issuing new guidelines
wherever required.

e The aforesaid amendments in the BR Act
would have implications on enhancing the
ability of UCBs to raise capital. The expert
committee on UCBs will be examining
the related issues as one of its terms of
reference.

e The draft SAF for StCBs and DCCBs is at
the stage of consultation with National Bank
for Agriculture and Rural Development
(NABARD), being the supervisor of these
banks.

e Speeding up the resolution of weak
UCBs which are under AID is an ongoing
process and the possibilities of using
amended provisions of the BR Act are
under examination.

Major Developments
System-Based Asset Classification — UCBs

VI.34 In order to improve the efficiency,
transparency and integrity of the asset
classification process, UCBs with total assets of
32,000 crore or above as on March 31, 2020, have
been advised to implement the system-based
asset classification with effect from June 30, 2021.
Further, those UCBs with total assets of 31,000
crore or above but less than 32,000 crore as on
March 31, 2020 and which have self-assessed
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themselves as being at Level Il or Level IV based
on their digital depth and interconnectedness
to the payment systems landscape in terms
of the circular dated December 31, 2019 on
“Comprehensive Cyber Security Framework for
UCBs” of the Reserve Bank, have been advised to
implement the same with effect from September
30, 2021. Instructions to this effect were issued to
UCBs on August 12, 2020.

Submission of Returns under Section 31 of the
BR Act, 1949 (AACS) - Extension of time

VI.35 In view of the difficulties faced by
cooperative banks in submission of the returns
due to the COVID-19 pandemic, the timeline for
furnishing the returns under section 31 (read
with section 56) of the Act for the financial year
ended on March 31, 2020 was initially extended
by three months, i.e., till September 30, 2020, and
was subsequently further extended till December
31, 2020. Circulars to this effect were issued on
August 26 and October 13, 2020, respectively.

Interest Subvention Scheme for MSMEs -
Cooperative Banks

VI.36 All cooperative banks were included as
Eligible Lending Institutions (ELIs) under the
“Interest Subvention Scheme (ISS) for MSMEs
2018” of the Government of India with effect from
March 3, 2020. The ISS for MSMEs 2018 (as
amended) provides for an interest relief of two
per cent per annum to eligible MSMEs on their
outstanding fresh/incremental term loan/working
capital and limited to the extent of 1 crore during
the period of its validity, subject to the conditions
prescribed in the Scheme.

Loans and Advances to Directors, Relatives, and
Firms/Concerns

VI.37 UCBs were advised on February 5,
2021 not to make, provide or renew any loans
and advances or extend any other financial



REGULATION, SUPERVISION AND FINANCIAL STABILITY

accommodation to or on behalf of their directors or
their relatives, or to the firms/companies/concerns
in which the directors or their relatives are
interested (collectively called as “director-related
loans”). Further, the directors or their relatives
or the firms/companies/concerns in which the
directors or their relatives are interested shall also
not stand as surety/guarantor to the loans and
advances or any other financial accommodation
sanctioned by UCBs.

Voluntary Amalgamation of UCBs

V.38 On March 23, 2021, the Reserve
Bank issued Master Direction on voluntary
amalgamation of UCBs under the provisions of
Section 44A, read with Section 56 of the Banking
Regulation (BR) Act, 1949 as amended vide BR
(Amendment) Act, 2020 (39 of 2020). The Master
Direction lays down the process for the sanction of
the Reserve Bank for voluntary amalgamation of
two or more UCBs.

Agenda for 2021-22

VI.39 The agenda for cooperative banks in
2021-22 would include the following under Utkarsh:

e Setting up of an Umbrella Organisation
(UO) for UCBs: National Co-operative
Finance and Development Corporation
Ltd. was incorporated on April 18, 2020 as
a non-government public limited company
under the Companies Act 2013, having its
registered office in New Delhi. The process
of enrolment of UCBs as shareholder
members of the UO is in progress. The UO
is required to apply to the Reserve Bank
for obtaining certificate of registration as
NBFC; and

Discussion Paper on Consolidation of
UCB Sector: An expert committee on UCBs
set up in February 2021 is examining, inter
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alia, the prospects of consolidation in UCB
sector as one of its terms of reference.
Further action in the matter will be taken
based on the recommendations of the
committee.

Non-Banking Financial Companies (NBFCs)

V1.40 NBFCs play an important role in providing
credit by complementing the efforts of commercial
banks, providing last mile financial intermediation
and catering to niche sectors. The Department is
entrusted with the responsibility of regulating the
NBFC sector.

Agenda for 2020-21: Implementation Status
Goals Set for 2020-21

VI.41 The Department had set out the following
goals in respect of NBFCs in 2020-21:

e Review of Regulatory Arbitrage between
Banks and NBFCs - with a view to
harmonise the regulations of NBFCs with

those of banks (Utkarsh) [Para V1.42];

Scale-based Approach to Regulation of
NBFCs - with a view to identify a small set
of ‘systemically significant’ NBFCs, which
can potentially impact financial stability
as also to adopt a graded regulatory
framework for the NBFCs (Para V1.42);

Issuance of Master Directions for HFCs
- proposals for defining the term housing
finance, introduction of principal business
criteria, qualifying assets for HFCs and
classification of HFCs as systemically
important were placed on the Reserve
Bank's website on June 17, 2020 for public
comments and, the revised regulations
were issued based on receipt of comments
(Para VI1.43 - V1.44); and
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e  Comprehensive Review of CIC Guidelines
- in view of the failure of a CIC and its
adverse impact on the non-banking
financial sector, the Reserve Bank
constituted aWorking Group (WG) to review
the regulatory and supervisory framework
of CICs, whose recommendations are set
to shape the overall policy approach to
CICs (Para V1.45).

Implementation Status of Goals

Review of Regulatory Arbitrage between Banks
and NBFCs; and Scale-based Approach to
Regulation of NBFCs

VI.42 A discussion paper titled ‘Revised
Regulatory Framework for NBFCs - A Scale-
based Approach’ was issued for public comments
on January 22, 2021 (Box VI.2). This discussion

Box VI.2
Revised Regulatory Framework for NBFCs - A Scale-Based Approach

Over the years, NBFC sector has undergone considerable
evolution. Higher risk appetite of NBFCs has contributed to
their size, complexity and interconnectedness making some
of these entities systemically significant, posing potential
threat to financial stability.

In this overall context, the Reserve Bank has released
a discussion paper on Revised Regulatory Framework
for NBFCs - A Scale-Based Approach. Aimed at
development of a strong, well governed and resilient
NBFC sector, the discussion paper proposes a scale-
based regulatory framework, founded on the principle
of proportionality. The degree of regulatory/supervisory
interventions will depend on the risk inherent in the
operation of an NBFC and the extent of spillover risks
it is likely to pose to the financial system. The proposed
regulatory framework would place NBFCs into various
layers based on the need for differentiated regulations for
NBFCs falling in each layer.

The lowest layer will comprise NBFCs currently classified
as non-systemically important non-deposit taking NBFCs
(NBFC-ND). The threshold for NBFCs falling in the layer
will be raised to 1,000 crore. Additionally, certain NBFCs
considered to be inherently less risky in their operations will
fall in this layer, including peer-to-peer lending platforms,
NBFC-account aggregators, non-operative financial holding
companies and type | NBFCs. NBFCs in this layer will
continue to be governed by extant regulations applicable
for NBFC-ND. However, the regulatory framework would
be supplemented by enhanced governance and disclosure
standards.

The middle layer will consist of systemically important
non-deposit taking NBFCs (NBFC-ND-SI) and deposit
taking NBFCs (NBFC-D). In addition, a few other types
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of NBFCs, such as housing finance companies (HFCs),
infrastructure finance companies, infrastructure debt funds,
standalone primary dealers (SPDs) and core investment
companies (CICs) will also feature in this layer on the basis
of their activity. These NBFCs shall be subject to regulatory
structure as applicable for NBFC-ND-SI and NBFC-D at
present. However, adverse regulatory arbitrage vis-a-vis
banks is proposed to be addressed in order to reduce
systemic risk spillovers, where required. Though CICs and
SPDs will fall in the middle layer of the regulatory pyramid,
the existing regulations specifically applicable to them, will
continue to pr