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Connecting the Dots 
 
What Doesn’t Kill You  
Makes You Stronger
Not so long ago, non-banking finance companies (NBFCs) were considered to 
be merely extracting a regulatory arbitrage over banks and could potentially be a 
systemic risk to the financial sector. At about one-sixth1 of the overall outstanding 
credit at the time of the global financial crisis, it was felt that there was a need to 
ensure more effective regulation. The Usha Thorat Committee was constituted 
by the Reserve Bank of India (RBI) in September 2010 to address some of these 
issues. At around that time, there was a clamor among NBFCs to apply for 
banking licenses. The commonly held view was that NBFCs would not be able 
to survive in their current avatar, and a banking license would be their ticket to 
salvation. In April 2014, barring two NBFCs, the rest of the applicants did not get 
banking licenses.2

Just as stock market investors were writing obituaries of NBFCs that did not 
make the cut for banking licenses, a new cycle was emerging for some of these 
companies. The guidelines for NBFCs released by the RBI in November 2014 
provided for more stringent recognition norms for nonperforming loans (NPLs) 
from 180 days past due to 90 days, but gave a three-and-a-half-year time frame for 
implementation. Similarly, the Tier I ratio requirement of 10% to be achieved by 
March 2017 was lower than the 12% proposed by the Usha Thorat Committee. 
This regulatory clarity helped, to a great degree, to clear the air of uncertainty for 
NBFCs. The asset quality for top-tier NBFCs over the last two years has held up 
better than expected. To add, from the beginning of 2014, the yield on 10-year 
government bonds, a rough proxy for wholesale borrowing costs of NBFCs, has 
come down by about 150bps. These factors led to an almost 100% rerating in 
NBFC valuations since early 2014, as measured by one-year forward estimated 
price to book (Display 1).
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1  Source: RBI, National Housing Bank (NHB), Kotak Institutional Equities. Data as of March 2009.
2  Source: RBI.
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hitherto adopted only by a few private sector banks. Many are 
systematically diversifying their loan books to avoid the risk of 
concentration in cyclical businesses. 

The outperformance of NBFCs has coincided with a period of 
rising stress in the corporate loan books of most state-owned and 
some private sector banks that were focussed on project finance. 
Arguably, these ‘corporate’ banks have been preoccupied with 
recognition and resolution of these nonperforming loans and have 
left an open space for NBFCs and consumer-focussed private 
sector banks to grab share. Moreover, these banks seem to be more 
than willing to fund these NBFCs, either to meet priority sector 
lending norms or merely because its ‘lazy banking’. Since the global 
financial crisis, the share of bank credit to NBFCs (including 
housing finance companies) has risen by 50% from ~6% to 9% 
(Display 2).

Display 2: Lazy Banking
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To conclude, as Bill Gates rightly says: “We always overestimate 
the change that will occur in the next two years and underestimate 
the change that will occur in the next 10.” The rise of NBFCs 
over the last few years clearly proves that their obituaries were 
premature. The financial sector will witness unprecedented 
changes in the coming years, and there will be new emerging 
models that will disrupt the old. It is difficult to predict what form 
or shape these will take. As Nandan Nilekani says in a foreword to 
a recent report7 by Credit Suisse: “(The) gale winds of disruption 
and innovation, brought upon by technology, regulations 
and government action, will fundamentally alter the banking 
industry… The future will belong to those who show speed, 
imagination and the boldness to embrace change!”

Display 1: The Rerating of NBFCs

Jan 15Oct 14July 14Apl 14Jan 14 July 16Apl 16Jan 16Oct 15July 15Apl 15
7.0

7.5

8.0

8.5

Rolling P/B (RHS)10Y GSec Yield %

9.0
% X

1.5

2.0

2.5

3.0

3.5

Source: Bloomberg, company data, Kotak Institutional Equities.  
Data as of July 2016

NBFCs that have built a credit platform in areas related to 
consumer lending have been strong outperformers in the stock 
markets. While high-street branches in the metro cities, a wide 
network of ATMs and high-decibel advertising make it appear 
that private sector banks are leading the charge in retail lending, 
NBFCs are quite close on their heels. A closer look at the consumer 
lending book in India reveals that the top 12 NBFCs with about 
US$92 billion of retail loans are barely 5% smaller in size than the 
corresponding retail books of the top five private sector banks.3 
NBFCs now have a large presence in most retail lending segments 
and are estimated to account for a 44% share in automobile loans 
and a 52% share in loans against property.4 

Over the last two years, the overall loan book of NBFCs grew at 
16% annually, or almost twice as fast as bank credit growth over the 
same period.5 There is a huge unmet demand for credit among small 
enterprises, where cash flows are difficult to assess and a residential 
property may be the only collateral. The distribution reach of many 
NBFCs remain unmatched by banks in areas such as microfinance, 
used-vehicle financing or rural housing. Microfinance is seeing 
a huge boom after having absorbed the shocks from the Andhra 
Pradesh crisis five years ago. The market leader among microfinance 
companies almost tripled its loan book last year.6 The microfinance 
borrowers were historically dependent on the unorganized money 
lenders or self-help groups. The ramp-up of robust databases 
by credit bureaus has helped, in no small measure, to keep a 
check on the credit quality of retail borrowers. This has made 
small-ticket loans for consumer durables a more viable proposition. 
The better-quality NBFCs have introduced many best practices 

3  Source: Company Data, Kotak Institutional Equities. Data as of 
March 2016.

4  Source: Company Data, Kotak Institutional Equities. Data as of 
March 2016.

5  Source: RBI, NHB. Data as of March 2016.
6  Source: Micro Finance Institutions Network (MFIN). Data as of 
March 2016.

7  Source: The Ideas Engine - The quick and the dead, June 2016, 
Credit Suisse.
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This material is for Professional Clients only, except in the 
U.S. where the material may be redistributed or used with the 
general public.
The views and opinions are those of the author as of the date of 
publication and are subject to change at any time and may not 
necessarily come to pass. The views expressed do not reflect the 
opinions of all portfolio managers at Morgan Stanley Investment 
Management (MSIM) or the views of the firm as a whole, and 
may not be reflected in all the strategies and products that the 
Firm offers.

Forecasts and/or estimates provided herein are subject to change 
and may not actually come to pass. Information regarding expected 
market returns and market outlooks is based on the research, 
analysis and opinions of the authors. These conclusions are 
speculative in nature, may not come to pass and are not intended 
to predict the future performance of any specific Morgan Stanley 
Investment Management product.

Certain information herein is based on data obtained from third 
party sources believed to be reliable. However, we have not verified 
this information, and we make no representations whatsoever as 
to its accuracy or completeness.

All information provided has been prepared solely for information 
purposes and does not constitute an offer or a recommendation 
to buy or sell any particular security or to adopt any specific 
investment strategy. The information herein has not been based 
on a consideration of any individual investor circumstances and is 
not investment advice, nor should it be construed in any way as 
tax, accounting, legal or regulatory advice. To that end, investors 
should seek independent legal and financial advice, including advice 
as to tax consequences, before making any investment decision.

Investing involves risks including the possible loss of principal. 
Investments in foreign markets entail special risks such as currency, 
political, economic, and market risks. The risks of investing in 
emerging-market countries are greater than the risks generally 
associated with foreign investments.
Charts and graphs provided herein are for illustrative purposes 
only. Past performance is no guarantee of future results.
The indexes are unmanaged and do not include any expenses, 
fees or sales charges. It is not possible to invest directly in an 
index. Any index referred to herein is the intellectual property 
(including registered trademarks) of the applicable licensor. Any 
product based on an index is in no way sponsored, endorsed, sold 
or promoted by the applicable licensor and it shall not have any 
liability with respect thereto.

This communication is not a product of Morgan Stanley’s 
Research Department and should not be regarded as a research 
recommendation. The information contained herein has not 
been prepared in accordance with legal requirements designed 
to promote the independence of investment research and is not 
subject to any prohibition on dealing ahead of the dissemination 
of investment research.

Morgan Stanley Research reports are created, in their entirety, by 
the Morgan Stanley Research Department which is a separate entity 
from MSIM. MSIM does not create research reports in any form 

and the views expressed in the Morgan Stanley Research reports 
may not necessarily reflect the views of MSIM. Morgan Stanley 
Research does not undertake to advise you of changes in the 
opinions or information set forth in these materials. You should 
note the date on each report. In addition, analysts and regulatory 
disclosures are available in the research reports.

This communication is only intended for and will be only 
distributed to persons resident in jurisdictions where such 
distribution or availability would not be contrary to local laws 
or regulations.
EMEA:
Issued and approved in the United Kingdom by Morgan Stanley 
Investment Management Limited, 25 Cabot Square, Canary Wharf, 
London E14 4QA, authorized and regulated by the Financial 
Conduct Authority, for distribution to Professional Clients only 
and must not be relied upon or acted upon by Retail Clients 
(each as defined in the UK Financial Conduct Authority’s rules).

U.S
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY 
LOSE VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT 
AGENCY | NOT A DEPOSIT
Hong Kong:
This document has been issued by Morgan Stanley Asia Limited for 
use in Hong Kong and shall only be made available to “professional 
investors” as defined under the Securities and Futures Ordinance 
of Hong Kong (Cap 571). The contents of this document have not 
been reviewed nor approved by any regulatory authority including 
the Securities and Futures Commission in Hong Kong. Accordingly, 
save where an exemption is available under the relevant law, this 
document shall not be issued, circulated, distributed, directed at, 
or made available to, the public in Hong Kong.

Singapore:
This document may not be circulated or distributed, whether 
directly or indirectly, to persons in Singapore other than to (i) an 
accredited investor (ii) an expert investor or (iii) an institutional 
investor as defined in Section 4A of the Securities and Futures 
Act, Chapter 289 of Singapore (“SFA”); or (iv) otherwise pursuant 
to, and in accordance with the conditions of, any other applicable 
provision of the SFA.

Australia:
This publication is disseminated in Australia by Morgan Stanley 
Investment Management (Australia) Pty Limited ACN: 122040037, 
AFSL No. 314182, which accept responsibility for its contents. This 
publication, and any access to it, is intended only for “wholesale 
clients” within the meaning of the Australian Corporations Act.

Morgan Stanley Investment Management is the asset management 
division of Morgan Stanley.

All information contained herein is proprietary and is protected 
under copyright law.
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