NBFCs will have to diversify
funding sources in 2024

[ssuances of commercial paper and bonds by non-bank lenders have started gathering pace
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on-bank lenders that bor-
row heavily from commer-
cial banks to lend further
may need todiversify their
funding sourcesin the year
ahead, given the rising competition for
bank credit, and higherrisk weights on
loans to these lenders, experts said.

In fact, issuances of commercial
paper, a short-term debt instrument,
and bonds have already started gather-
ing pace, they said.

In November, the Reserve Bank of
India (RBI) increased risk weights on
bank loans to non-banking financial
companies (NBFCs) and also on unse-
cured loans that NBFCs disburse to their
borrowers, by 25 percentage points
each. This move will make loans more
expensive asit requires them to set aside
more capital as a safety measure, likely
prompting them to passon the increase
in credit cost to customers.

“Increased competitive pressures,
margin compression on account of
funding cost increases, and assetquality
performance would be the keytrend to
monitorin the nextyear. Entities would
diversify their funding profiles
going forward, which shall be
the key differentiator,” said
A.M. Karthik, senior vice-
president and co-group
head, financialsector rat-
ings, lera Ltd.

Rapid credit expansion
in general, and specifically
in the unsecured consump-
tion and digital lending in the
recent past, prompted the banking reg-
ulatortoinstitutea series of precaution-
ary measures, Rarthik said. He charac-
terized 2023 as a year of regulatory
actions aimed at facilitating an orderly
and manageable credit expansion for
the NBFC sector.
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In November, the RBl increased risk weights on bank loansto NBFCs and also on

unsecured loans by NBFCs by 25 percentage points each.

Ananalysisin RBI's Septemberbulle-
tin found that domestic non-bankfinan-
ciers, especially those from the upper-
layercategory, have become more reliant
onbank borrowings compared to other
fundingsources. Under RBI'sscale-based
regulations, NBFCs are divided into four
layersaccording to theirsize, activity, and

baselayer, is followed by mid-
dle, upperandtoplayers.In
September, the regulator
releasedalistof15 NBFCs
including Tata Sons, Shri-
ram Finance and LIC
Housing Finance that are
partofthe upper layer.
: A section of non-bank len-
dershope the RBIreviews the risk
weight guidelines and differentiates
between NBFCs that lend for consump-
tion and those that lend to productive
sectorsof the economy.
“The idea is to improve funding
accessto productive sectors, but the reg-
ulations can lead to customers paying

perceived risks. The lowest, or
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more and makeNBFC loansless afforda-
ble,” said K.V. Srinivasan, chief execu-
tive officer of Profectus Capital, an
NBFC that lends to small businesses.
Srinivasan sees growth continuingin
the coming calendar year as well, and
expects little slowdown during the
months leading to the upcoming gen-
eral elections. A stable govern-
ment, Srinivasan said, would
allow infrastructure spend-
ing to continue next year,
and boost small busi-
nesses and lenders alike.,
Rating agency Crisil
expectsassetsunderman-
agement (AUM) of NBFCsto
expand 14-17%in FY25, helped
by a continued strong credit
demand across retail loan segments.
However, Crisil believes growth may be
moderately lower than16-18% expected
inthe current fiscal (FY24), since unse-
curedretail loans — the fastest growing
segment in the NBFC AUM pie so far—
are likely to slow down following the

of home loans and
vehicle finance

RBI'srisk weight guidelines.

“The two largest traditional segments
ofhome loans and vehicle finance now
comprise 25-27% each of the NBFC
AUM. Both segments are expected to
reportsteady growth,” said Ajit Velonie,
seniordirector, Crisil Ratings Ltd.

Velonie said that when it comes to
tapping funding avenues other than
banks, both debt capital markets and
securitisation have already seen a
rebound. Issuances of commercial
paper have increased and are at nearly
pre-covid levels, he said, adding that
bond issuancesare also gathering pace
and Crisil has seen arising share of mid-
sized NBFCs in issuances of non-con-
vertible debentures,

Non-bank lenders also said they are
looking at more co-lending arrange-
ments with banks. Shachindra Nath,
founder and managing director of U
GRO Capital, an NBFC focussed on
smallbusinesses, said that he expectsto
soon add afew private sector banksinits
co-lending funnel and get some of its
“innovative products” approved for
co-lending. Under RBI norms, banks
can co-originate loans with non-banks,
provided NBFCs have at least 20% expo-
sure in the joint loan.

“..in the next 12 months, we will
expand our reach through our
multiple channelsto provide
cash flow-based lending

products such as retailer
financing, revenue-based
financing, close-loop
salesinvoice discounting,
andapp-based credit plat-
forms,” said Nath.
Although banks continue to
be a primary source of funding for
NBFCs, at U Gro, they account for 38%
of the overall liability mix, he said. “We
have diversified our lender base
between banks, large NBFCs, capital
market, and high-quality development
financial institutions andimpact funds,”
Nath said.



