INDIA ECONOMICS

RATES
Bond versus Bank finance: An analysis of rates

In the current scenario, where interest rates are rising (20bps increase in
10Y Gsec yield in Feb’22, 15bps increase in AAA rated corporate yield and
18bps increase in AA+ paper of 10Y tenor), the primary challenge is
funding. Corporates with rating of AA and above have tended to get better
rates in the bond market. An exercise is conducted where we compare
1Year MCLR of banks with yield for corporates of different ratings. This is

done to see at what which rates bond/bank financing is a viable option.

Funding a constraint: The demand for credit is going to grow at a steady rate as
India embarks on the journey to achieve the $ 5 trillion mark of nominal GDP. This
will require substantial investment especially in infrastructure and manufacturing.
The main challenge is funding. For long term investment ideally, we need to have a
strong bond market. However, today there is a lot of reliance on banks for long term
capital even with the coexistence of bond market that have been growing quite
smartly. The catch is really that the corporate bond market is a restricted one for
companies. It tends to be the higher rated companies which can access this
segment. It is not surprising that the rest of the companies come back to banks for
borrowing.

There have been sturdy arguments that we need to have strong credit enhancements
in the system where the lower rated companies can get upgraded. But this is still work
in progress. The banks evidently have a major role to play still even though there

would be a new DFI in operation soon as the institution has already been established.

An analysis of cost of borrowing: Cost of borrowing is an important factor which
determines where companies borrow from. While the rating is the deciding factor, it is
instructive to analyse as to how the cost varies in the corporate bond market for
different rated paper. This can be juxtaposed with the MCLR of banks. The limitation is
that the MCLR is available for one year while the typical bond issuance is for tenures
that are more than 5 years. Notwithstanding this limitation, it would be still possible to
draw certain conclusions.

Concluding remarks: Corporates with rating of AA and above have tended to get
better rates in the bond market. In the current financial year this benefit has gone down
to lower rated paper too due to the general tendency of Gsec yields to be low. There is
however, no uniformity when comparing over different tenures as for 3 year tenure
bond markets were good for even A+ rated companies to begin with but with yields
going up since Nov'21, have made bank borrowing of higher advantage. Going
forward, the GSec movements and repo rate changes will hold the clue to interest rate
differential in the two segments.
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An exercise is conducted comparing different rates for corporates with different ratings
with 1Year MCLR of banks.

The purpose is to see at what rates corporates with different ratings have borrowed from
the bond market and at which level of rating bank channel seems the better option.

Here we have constructed tables for different tenor papers — 1 and 10 years for the
current financial year (monthly averages) and for the last 6 years (annual averages), to
examine if there have been any changes in these trends.

Computation is done using Bloomberg FIMMDA yield curve of different maturities and
taking daily average of the same to arrive at monthly or financial year values. Here too,
it must be pointed out that when FIMMDA provides these rates it is based on algorithms
as there could be no trading in several securities especially in the lower rated securities
such as BBB and lower and even A at times.

We distinguish between the MCLR of PSBs and PVBs to make the conclusions a bit
sharper.

The shaded areas are the rating categories which have interest rates in the bond
market lower than the corresponding 1 Year MCLR of PSBs (median rate). Thus, we
may arrive at a judgement that at those rates corporates are more likely to borrow from
the market. This is given in Table 1 and Table 2 for 1 year and 10 years paper for the
period April 2021 to January 2022. The 1 year paper though not very popular is
included here mainly because the tenure matches the MCLR one.

= For 1 Year paper, corporates with rating A- may have to resort to bank finance
considering the interest rate differential of borrowing.

= For 10 Year paper, AA, AA-, A+, A and A- corporates may consider the option
of borrowing through banks. The bond market is hospitable for AAA and AA+
rated paper of companies.
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Table 1: A- Rated corporates might go for lending through bank channels for 1 Year basis

1 Year

FY22 GSec AAA AA+ AA AA- A+ A A- MCLR*, PSBs | MCLR* PVBs
Apr 3.83 4.16 4.64 5.10 5.60 6.05 6.83 7.60 7.33 8.40
May 3.79 4.19 4.67 512 5.71 6.16 6.93 7.71 7.33 8.45
Jun 3.87 4.21 4.62 5.05 5.76 6.21 6.98 7.76 7.30 8.30
Jul 3.88 4.08 4.55 5.00 5.72 6.17 6.95 772 7.30 8.25
Aug 3.83 4.07 4.54 4.92 5.58 6.03 6.81 7.58 7.30 8.23
Sep 3.93 413 4.58 4.95 5.65 6.10 6.87 7.65 7.30 8.23
Oct 4.16 4.44 4.84 5.21 5.90 6.35 713 7.90 7.25 8.15
Nov 4.24 4.60 5.02 5.31 5.98 6.43 7.21 7.98 7.25 8.15
Dec 4.37 4.71 5.06 5.31 6.23 6.68 7.46 8.23 7.25 8.20
Jan 4.38 4.80 5.16 5.45 6.34 6.79 7.56 8.34 7.25 8.15

Source: Bloomberg, Bank of Baroda Research, *Median Rate, Note: Shaded areas are rates lucrative for market borrowing

Table 2: AA, AA-, A+, A and A- can resort to bank borrowing for 10 Year basis

10 Year

FY22 | Gsec10Year |  AAA AA+ AA AA- A+ A A- yxi"Pngs ye"a"r:"';,;s
Apr 6.06 677 728 753 8.00 845 923 10.00 733 8.40
May 6.00 681 731 756 7.94 839 917 9.94 733 845
Jun 6.02 6.80 730 755 801 846 923 10.01 730 8.30
Jul 6.17 6.77 724 754 797 842 919 997 730 825
Aug 6.22 696 744 774 8.00 845 9.22 10.00 730 823
Sep 6.18 684 738 765 792 837 9.5 9.92 730 823
oct 633 695 751 777 8.09 854 931 10.09 725 815
Nov 635 693 742 773 8.09 854 931 10.09 725 815
Dec 641 699 749 778 817 862 9.40 1047 725 8.20
Jan 6.60 715 763 7.94 837 882 9.60 1037 725 815

Source: Bloomberg, Bank of Baroda Research, *Median Rate, Note: Shaded areas are rates lucrative for market borrowing

It should be noted that the MCLR are the median rates and have been lower for PSBs
compared with PVBs. The same has been done for 3 and 5 years bonds below.

Table 3: On FY basis, for 3 year paper/loans prima facie companies with ratings above A/A+ would get lower rates
in the bond market. The others would have to go to banks.

3 Year

FY22 oec AAA AA+ AA AA- A+ A A- ygﬁ'ﬁs;s ygﬁ'ﬁ;s
Apr 484 517 5.67 6.03 6.86 731 8.08 8.86 7.33 8.40
May 472 5.10 5.62 6.00 6.61 7.06 783 861 7.33 8.45
Jun 5.03 5.22 571 6.05 668 7.3 7.90 8.68 7.30 8.30
Jul 5.15 5.26 5.76 6.12 673 7.8 7.96 8.73 7.30 8.25
Aug 463 5.26 5.77 6.08 664 7.09 787 8.64 7.30 8.23
Sep 488 5.17 5.69 6.01 653 6.98 7.75 853 7.30 8.23
Oct 5.05 5.42 5.89 6.23 676 721 7.99 8.76 7.5 8.15
Nov 511 5.52 6.01 6.20 6.86 731 8.09 8.86 7.5 8.15
Dec 5.18 5.64 6.11 6.33 7.00 745 8.23 9.00 7.25 8.20
Jan 531 5.78 6.30 6.51 719 7.64 8.41 9.19 7.25 8.15

Source: Bloomberg, Bank of Baroda Research, *Median Rate, Note: Shaded areas are rates lucrative for market borrowing
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Table 4: On FY basis, bond markets would be better for AAA, AA+ and AA securities for 5 year paper

5 Year

FY22 oec AAA AA+ AA AA- A+ A A- M;’:; 1 ye"'a‘r’,"g,és
Apr 5.85 596 6.52 6.79 754 7.99 8.76 9.54 733 8.40
May 5.58 581 6.30 6.64 7.26 771 8.49 9.26 733 8.45
Jun 5.61 5.90 641 6.71 7.35 780 8.58 9.35 730 8.30
Jul 5.72 6.08 6.5 6.88 747 792 8.70 947 7.30 8.25
Aug 5.71 601 6.49 6.79 7.49 7.94 8.72 9.49 7.30 823
Sep 5.62 594 6.45 672 742 787 8.65 9.42 730 823
oct 5.71 6.06 661 6.8 754 7.99 8.77 9.54 7.5 8.15
Nov 5.70 6.06 6.59 6.84 754 7.99 8.77 9.54 7.5 8.15
Dec 5.74 617 6.68 693 762 807 8.84 9.62 7.5 8.20
Jan 591 6.34 6.63 7.09 7.83 8.28 9.05 0.83 7.5 8.15

Source: Bloomberg, Bank of Baroda Research, *Median Rate, Note: Shaded areas are rates lucrative for market borrowing

In a situation where Gsec bond yields are increasing the same gets reflected in the
corporate bond yields. At the same time, we have seen that the MCLR will be driven
more by the policy action of RBI. This revolves more on the repo rate. Now we have a
situation where the repo rate has been held constant. But as Gsec yields increase, so
would those on the higher rated bonds and bank finance will be advantageous.

Therefore, while corporate yields are expected to increase in FY23 the pass through to
MCLR will be dependent on policy rate (repo), which will be more calibrated. Thus, for
particular rating corporates, financing through bank channels may seem viable and
banks may augment their credit demand through this route.

Tables 5-6 provide a view on average cost for various rating groups for different tenure
of securities over the full year with comparable yields on Gsec and MCLRs of banks.

Table 5: On FY basis, banks offered better rates for A and lower rated paper. In FY21, the pandemic year due to lower
Gsec rates bond market was offering lower rates for A rated paper

1 Year
Gsec AAA AA+ AA AA- A+ A A- ey A
FY17 6.64 741 769 790 820 8.80 935 960 925 958
FY18 638 719 739 757 777 840 896 938 845 9.00
FY19 697 829 857 877 887 9.54 1047 1073 8.62 923
FY20 577 6.84 722 745 768 8.13 891 968 843 927
FY21 378 459 518 541 564 6.00 6.86 764 747 869
FYTD22 4.06 434 477 514 586 631 7.08 786 729 825

Source: Bloomberg, Bank of Baroda Research, *Median Rate, FYTD22: Apr-Jan, Note: Shaded areas are rates better for market borrowing
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Table 6. On FY basis, banks would be preferred for funding if ratings were less than AA+

10 Year

I R R B R L yer, PSBs | yor, PVBs
FY17 6.95 7.86 8.29 8.44 8.80 9.40 9.95 10.20 9.25 9.58
FY18 6.93 7.79 8.15 8.31 8.68 9.31 9.87 10.29 8.45 9.00
FY19 767 8.64 9.04 9.20 9.27 9.95 10.58 11.14 8.62 9.23
FY20 6.71 7.86 8.39 8.49 8.58 9.03 9.81 10.58 8.43 9.27
Fy21 5.97 6.88 7.41 7.63 7.76 8.21 8.98 9.76 747 8.69
FYTD22 6.24 6.90 7.40 7.68 8.06 8.51 9.28 10.06 7.29 8.25

Source: Bloomberg, Bank of Baroda Research, *Median Rate, FYTD22: Apr-Jan, Note: Shaded areas are rates lucrative for market borrowing
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Disclaimer

The views expressed in this research note are personal views of the author(s) and do not necessarily reflect the views of Bank of Baroda. Nothing contained in this
publication shall constitute or be deemed to constitute an offer to sell/ purchase or as an invitation or solicitation to do so for any securities of any entity. Bank of Baroda
and/ or its Affiliates and its subsidiaries make no representation as to the accuracy; completeness or reliability of any information contained herein or otherwise provided
and hereby disclaim any liability with regard to the same. Bank of Baroda Group or its officers, employees, personnel, directors may be associated in a commercial or
personal capacity or may have a commercial interest including as proprietary traders in or with the securities and/ or companies or issues or matters as contained in
this publication and such commercial capacity or interest whether or not differing with or conflicting with this publication, shall not make or render Bank of Baroda Group
liable in any manner whatsoever & Bank of Baroda Group or any of its officers, employees, personnel, directors shall not be liable for any loss, damage, liability
whatsoever for any direct or indirect loss arising from the use or access of any information that may be displayed in this publication from time to time.

Visit us at www.bankofbaroda.com

Yy O O © 0N

For further details about this publication, please contact:

Economics Research Department
Bank of Baroda
chief.economist@bankofbaroda.com
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