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RBI move on consumer lending is a brake we needed!

What’s the Point? (A Brief Summary)

On November 16, 2023, RBI notified banks to increase the capital buffers for lending to certain forms of unsecured
consumer credits, including via credit cards and NBFCs. This comes in light of the high growth seen across consumer
lending in the system, along with some concerns being highlighted on higher delinquencies in smaller ticket sized
loans. This move by the RBI improves capital buffers and puts caution in action, that bodes well for the asset quality
cycle in the medium term, and ensures credit growth is met with higher risk awareness and financial stability.

How does this move work?

Banks are required to maintain certain capital buffers against the assets that they own and loans they advance. The
idea is to ensure that banks have the ability to withstand asset value reduction (on account of loans turning bad, etc.)
due to financial and economic stress, protect depositor's money and prevent the cascading effect of bank failures.

Risk Weights: As per the latest capital adequacy norms, termed as the Basel Il Capital Regulations, banks are
required to keep a minimum capital of ~11.5%* of Risk Weighted Assets. To account for different risks that different
assets have, different ‘Risk Weights’ are assigned. For example, sovereign papers / lending to the central government
carry a zero percent risk weight, lending to commercial real estate has a 100% risk weight, and risk weight to NPAs
where current provision is less than 20%, is 150%. This means that while banks need no* buffer for sovereign assets,

they need higher buffers for different kinds of lending.
*there are various adjustments made to 11.5% according to the size of bank, and various types of internal tools available
#Banks are required to keep liquidity buffers and total asset based buffers

Change in Risk Weights: On November 16, 2023, RBI notified increased risk weights to certain categories of lending.
Unsecured consumer credit exposure saw its risk weight change from 100% to 125% for scheduled commercial banks
(SCBs) and Non-Banking Finance Companies (NBFCs). Credit card receivables too, saw an increase of 25
percentage points in risk weight for both SCBs and NBFCs. Further, Bank credit to NBFCs also saw certain increases
in risk weights.

Putting Data into Perspective

Bad loans have seen a sharp drop in the system,
despite the shock induced by COVID-19

Capital Ratios have risen in line with lower NPAs
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Source: RBI Financial Stability Report, June 2023 (Link)
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Sharp Increase in Personal Loans in Credit Mix Banking Sector Valuations below average
(1 year forward Price to book ratio for the sector)
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Note: Valuation data as on 17 November, 2023
Source: CMIE, Investec Research

Conclusion

The Banking sector in India has seen a recovery from the corporate asset quality issues seen in the past decade, and
balance sheets both in the banking sector and the corporate sector today stand strong and resilient. Continuous
deleveraging and higher profitability have contributed to this. With improving capital spend outlook in the private sector,
credit growth has seen a comeback. Personal loans too, have seen a high growth on account of changing consumer
behaviours, easier access to credit, among other reasons.

This move by RBI could have some impact on credit growth in the retail sector. However, with overall capital adequacy
high, the immediate balance sheet impact is not very heavy at a sector level, while some players could need to
increase capital buffers / raise capital for further growth. While the outlook for credit growth remains strong, banking
sector valuations are below average. This move by RBI bodes well from medium term perspective for asset quality
and financial stability. RBI's continuous monitoring of the financial system and proactive actions to protect financial
stability further improve the outlook for macroeconomic stability for the economy as a whole.

Sources: Reserve Bank of India, CMIE, Investec Research, and other publicly available information

About Tuesday’s Talking Points (TTP): TTP is an effort by HDFC AMC to guide key conversations in the Indian financial
markets and investing ecosystem. We aspire to do this by providing relevant facts, along with our perspective on the issue
at hand. If you have a topic that you would like to be featured here please write to us at hello@hdfcfund.com

Disclaimer: Views expressed herein, involve known and unknown risks and uncertainties that could cause actual
results, performance, or events to differ materially from those expressed or implied herein. Stocks/Sectors/Views
referred are illustrative and should not be construed as an investment advice or a research report or a recommendation
by HDFC Mutual Fund (“the Fund”) / HDFC Asset Management Company Limited (HDFC AMC) to buy or sell the
stock or any other security. The Fund/ HDFC AMC is not indicating or guaranteeing returns on any investments. Past
performance may or may not be sustained in the future and is not a guarantee of any future returns. Readers should
seek professional advice before taking any investment related decisions.

MUTUAL FUND INVESTMENTS ARE SUBJECT TO MARKET RISKS, READ ALL SCHEME RELATED
DOCUMENTS CAREFULLY.
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