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+ Large firms have gained pricing power and energy efficiency,
and are likely to weather the oil price shock better ...

¢ ... than small and informal firms and their employees, who have
been on the receiving end of two back-to-back shocks

¢ The disruption in the informal sector eventually shows up in
GDP, though with a lag, and can be contained with apt policies

The macro impact of the ongoing commaodity price shock is significant and increasingly
well known. What is not as obvious is some of the more granular impact on firms and
consumers, which in turn could become the leading driver of growth trends.

Not all firms will be equally impacted by the oil price shock. We find that large firms have
outperformed small firms through the pandemic, gaining market share and being more
profitable. They are also likely to weather the oil price shock better, having become more
energy efficient over time and having more bargaining and pricing power than small firms.

Even before small firms had fully recovered from lockdown-led-disruption, they were
disproportionately hit by higher commaodity prices. This has even forced some small
manufacturers to shut shop.

It's not just the large firms that have done well, it’'s also their employees. Staff costs of
large firms have risen meaningfully, while those of small firms have stagnated.

So what proportion of Indians work in small establishments? 20% of the labour force
works in the formal sector and has benefitted from improved jobs and wages lately. 80%
works in the informal sector, divided equally between agriculture and non-agriculture. The
latter group, i.e. the 40% informal workers outside of agricultural fared poorly in the first
half of the pandemic and was just about recovering in the second half. The commodity
price shock is now threatening to reverse some of the recent gains of this group.

The impact of this may not be felt in official GDP estimates immediately. In the short run,
the Statistics Office assumes that trends in the formal sector are a good proxy for the
informal sector. This assumption overestimates GDP growth in periods when the informal
sector has been hurt more. If the weakness in the informal sector persists, it eventually
shows up as lower demand (even hurting the prospects of the formal sector) and growth.

The good news is that the right policy steps can help limit the pain endured by the
informal sector. On the fiscal front, remaining generous with social welfare spending and
sticking to capex plans outlined in the budget is key. It is clear from our analysis that
elevated prices are a growth drag, especially for small firms. The RBI can help limit the
second round impact of higher input prices by gradually tightening monetary policy.
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High oil prices are a
meaningful terms-of-trade
shock for India

The impact will be felt across
the government, corporates
and consumers

The government’s reaction
has large implications for
growth
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Even before India’s economic recovery coming out of the pandemic waves was complete?, a
large commodity price terms-of-trade shock? emerged as a new economic headwind. The macro
impact is significant and has become well-known. But what is not as obvious is some of the more
granular impact on firms and consumers, which could eventually become the leading driver of
growth trends over time.

The macro onslaught

The dominant narrative is that high oil and other commodity prices will slow growth by raising
the cost of production and lowering real purchasing power. The impact of higher commodity
prices will be felt across all economic variables.

We agree. Our sensitivities suggest that a USD30/b rise in oil prices (from USD70/b in 2021 to
say an average USD 100/b in 2022), could impact all the key macro variables significantly —
lower GDP growth by 0.9ppt, raise the current account deficit by 1.2% of GDP, and raise CPI
inflation rate by 1.05ppt.

If the central government cuts excise duties on oil by INR2.5/ltr for petrol and INR5/Itr for diesel,
which is half the quantum that it cut last year, the burden sharing ratio between the private
and public sector will be 50:50 (see chart 1).

Within the private sector, corporates tend to take 40% of the price pressures on their
margin, passing on 60% to consumers. Consumers face a double sting of high pump prices
and pass-through from corporates.

How the government reacts to a fall in oil tax revenues on the back of duty cuts has
implications for growth. If it runs a slightly higher-than-budgeted fiscal deficit rather than cut
expenditure, it will be more supportive to growth.

The RBI can help alleviate some of the bond market pressure which the large government
borrowing engenders. Some space for OMO g-sec purchases is emerging. An elevated current
account deficit (of 3.0% of GDP in FY23) is likely to lead to a large BoP deficit. The RBlI is likely
to sell dollars to smoothen the adjustment in the rupee, thereby draining rupee liquidity, and
creating the space for bond purchases. See table 1 for our key macro forecasts.

Chart 1: The growth cost of oil prices averaging cUSD100/b in 2022
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Source: HSBC estimates. Note: Negative reading indicates a gain.

1 We estimate that by December 2021, GDP was 3% above pre-pandemic levels, but 7% below the pre-pandemic trend.
2 In this report we are using oil price shock and commodity price shock interchangeably



Large firms have
outperformed small firms in
the pandemic period ...

... and the commodity price
shock will likely intensify this
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Table 1: India: Our key macroeconomic forecasts

Unit FY22f FY23f FY24f

(Apr'21-Mar'22) (Apr'22-Mar'23) (Apr'23-Mar'24)

Real gross domestic product (GDP) %y-0-y 8.6 6.8 5.7
Consumer price index (CPI) %y-0-y 55 56 5.0
Central government fiscal balance % GDP 6.9 6.5 6.0
Current account balance (C/A balance) % GDP -1.8 -3.0 29

Source: CEIC, RBI, HSBC estimates

So far so good. But this is not the full picture. The true impact on the economy is much more
nuanced. And getting the subtle shades right is at the heart of understanding the true impact of
the oil shock and the trajectory of GDP growth.

Firm size matters

While we did touch upon the impact of oil prices on corporates and consumers, all of them will
not face the impact equally. Through the pandemic, large and listed firms and their employees
have performed relatively better than small and informal firms2. And early indicators show that
the oil price shock is intensifying this divergence.

Our study of the RBI’s database of ¢2,700 firms shows that through the pandemic period, large
firms have taken away market share from smaller firms (see chart 2). Through this time, the
profitability of large firms has risen while that of small firms has not (see chart 3).

The outperformance of large firms through the pandemic is likely to be a result of several
factors — cost cutting, a lower interest rate environment, access to buoyant capital markets, and
ongoing formalisation.

Chart 2: Large firms have taken away Chart 3: The profitability of large firms has
market share from small firms risen while that of small firms has not
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0.6% 1 4Q21 vs pre-pandemic avg 2017-2019 15 - Dec-21vs Dec-19
oL o
0.4% 10 4
0.2% A

. 0.5 1
0.0% - . . —-— 00
0.2% 1 05 1 -

-0.4% - 1.0 -
< INR50m INR50m- INR100m-INR150m- >

Small firms Large firms
INR100m INR150m INR250m INR250m (paid-up capital <INR50M) (paid-up capital >INR250m)
Firm size by paid-up capital
Source: CEIC, HSBC calculations Source: CEIC, HSBC calculations

The underperformance of small firms comes in two distinct parts — one, the lockdown period
(during the two COVID-19 waves in early 2020 and early 2021, respectively), and two, the
commodity price shock period (commodity prices have been rising since mid-2021, see chart 4).
Small firms, particularly in the informal sector, typically have smaller cash buffers to withstand
long periods of shock*. Several weeks in lockdown is likely to have hurt them much more than it
hurt large firms. And just as they were reviving, the commodity price shock hit and pushed them
back into underperformance.

3 For small firms we only use listed small firms because we do not have rich data on unlisted small firms. Our assumption is
that if the smaller firms have underperformed in the listed space, that may also be true for the unlisted space, particularly
for the small informal firms.

4 India’s informal sector has a large number of small firms.
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For three reasons, we think the commodity price shock will hurt small firms more than large
firms. One, India has become more energy efficient over time (see chart 5), and this has been led
more by the large firms who have taken more efficiency enhancing steps than small firms (see
chart 6)°. Two, large firms, by their sheer size, may have more bargaining power than small firms,
when buying raw materials. Three, large firms have gained pricing power over the last two years
and are able to pass on more of the input cost increases to consumers (see chart 3).

Chart 4: Small firms have been hit twice — Chart 5: India has become more energy
first by lockdowns (across two waves), efficient over time
followed by the commodity price shock
1'%%6)f Operating profit-to-sales 20 - Qil intensity
Index Dec'19=100 1 .8 Barrels per USD 1000 of GDP
1.6 1
1.4 4
130 1.2 1
1.0 1
T 0.8 1
— 0.6 A
\ A T~
N/ 04 -
80 T T \ 0.2 T T T T T T
Sep-19 Jun-20 Mar-21 Dec-21 1966 1975 1984 1993 2002 2011 2020
Small firms (paid-up capital <INR50m)
Large firms (paid-up capital >INR250m) IN CH ASEAN
Source: CEIC, HSBC Source: BP, World Bank, IMF, HSBC

Chart 6: There seems to have been more technological innovation at large firms than
small firms
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In fact, it is clear that the burden of rising input costs since mid-2021 has been higher for small
firms (see chart 7). In fact, this has even pushed many small firms to shut shop (see chart 8). All
of this may show up even more starkly when the March 2022 corporate results data becomes
available.

To summarise, the oil shock will hurt, but large corporates have become more energy efficient and
have gained pricing power over the course of the pandemic, and as such may not suffer as much as
they would have if faced with a similar shock a couple of years ago. On the other hand, small firms
with lower bargaining and pricing power and lower technological efficiency, will likely take more of a
hit on their profitability.

5 Typically, small firms do not have adequate capital to invest upfront in energy efficiency. There are also information and
access to technology issues.



Large firm employees have
earned more than small firm
ones

Chart 7: The burden of rising input costs
has been higher for small firms...
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Chart 8: ... pushing many small
manufacturers to shut shop

% y-0-y Growth in number of manufacturers
3Q 2021 vs 3Q2020
0%
0% T

2%
49, -
6% -
8% -

-10%

-12%

-14%

-16%

-14%
Small manufacturers
(value size <INR1bn)

Large manufacturers
(value size >INRGbn)

Source: Nielsen Survey, HSBC

We also find that it’s not just the large firms that have done well, it's also their employees. Staff costs
of large firms have overshot pre-pandemic levels by a meaningful margin (especially after the

second wave of COVID-19 ended in mid-2021).

On the other hand, staff costs of small firms have stagnated at pre-pandemic levels, implying a
fall in the real purchasing power of their employees (see chart 9). The recently conducted ICE survey
shows that the poorest 20% have seen a 53% decline in their income between 2016 and 2021, while
the richest 20% have seen an 39% increase (see chart 10).

What is the proportion of people working in big versus small firms? How many amongst these
groups have done well and how many have not? This matters for demand dynamics and economic

growth in upcoming quarters.

Chart 9: The wages of small firm
employees have stagnated and large firm
employees have risen quickly
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Chart 10: Income inequality has risen
since 2016 as per the ICE survey
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A pivot from agriculture to non-agriculture ... will it last?

But first, a quick recap on the structure of India’s labour force.

Around 80% of India’s labour force is employed in the informal sector, and the remaining c20%
in the formal sector (see chart 11). Of the c80% informal sector workforce, half work in
agriculture (c40% of total workforce), and the remaining in non-agricultural sectors (c40% of
total workforce).

Of the c40% non-agricultural informal sector workers, about half live in rural India® and the
remaining in urban India’.

The 20% formal sector employees have done relatively better (than the 80% informal sector
employees). Both the outperformance of the larger formal sector firms (discussed above) as well as
wealth effects from buoyant stock markets have played a role. Job listings at agencies like Naukri
have recently overshot pre-pandemic levels (see chart 12).

Chart 11: Breakdown of India's labour force (% share of total)
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Chart 12: Job listings have overshot pre- Chart 13: Rural agriculture wages have
pandemic levels in recent months been slowing
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6 Working largely in the construction sector, followed by trade, transport and manufacturing
7 Dispersed widely across trade, hotels, transport, manufacturing, and the construction sector



20% of the labour force is in
the formal sector and has
benefitted from labour market
improvements

The fortunes of the 80% in
the informal sector haven’t
been as buoyant

Non-agricultural informal
sector workers had begun to
see some improvements,
which risk being reversed

Free to View ® Economics - India
28 March 2022

Chart 14: In urban India, more jobs were Chart 15: ... But LFPR is still well below
created as lockdowns ended ... pre-pandemic levels
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The fortunes of the 80% in the informal sector have not been as buoyant; and have also been
more varied, seeing a pivot from agriculture to non-agriculture over the last year.

Informal sector agricultural workers. The 40% agricultural workers did well in the first half of the
pandemic (around mid-2020 to mid-2021), led by good monsoons, exemption from lockdown and
government welfare spending in rural India.

Thereafter, wages in this sector began to slow from mid-2021, led again by a variety of factors —
some slowdown in the growth of NREGA outlays (since mid-2021), volatile monsoon rains, weaker
construction wages (with erratic rains hurting construction plans), and higher rural inflation (hurting
purchasing power). Putting all of this together, rural agriculture wages have been slowing (see chart
13).

Informal sector non-agricultural workers. The 40% non-agricultural workers didn’t do well in the
first half of the pandemic. But their fortunes began to improve gradually thereafter. In rural India, non-
agricultural wages, particularly construction-led, began to pick up (see chart 13). In urban India, more
jobs were created as lockdowns ended, individuals got vaccinated and demand for services began to
rise (see chart 14).

To be sure, the pivot from agriculture to non-agriculture in mid-2021 was still nascent. For instance,
the LFPR in urban India rose, but is still well under pre-pandemic levels (see chart 15).

And with the coming of the commodities shock, the risk is that this nascent improvement reverses.
And 40% of the informal workers who work outside of agriculture, and are associated with
small and informal firms, take a hit once again. This group, divided equally between rural and
urban India, is perhaps the most vulnerable at this point.

The less visible growth drag

Bringing it together, the impact of the commaodities price shock will manifest itself across various
channels, some clearly visible, others hidden.

The macro impact of the oil price shock is clear — the negative impact on government finances (if
the government cuts oil excise duties further), on corporates (who can’t pass on all cost increases),
and consumers (who face a double sting of higher pass-through and pump prices).

The more granular impact of the price shock is less visible — large firms and their employees will
be relatively less impacted (than they would have been under a similar shock a decade ago); while
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small firms and those associated with them (especially the 40% non-agricultural informal sector
labour force of India) will be doubly disrupted?®.

There are implications for GDP growth numbers. We have a lot of good data in India to help track
the formal sector. But we don’t have as much real time good data for the informal sector. In the short
run, the Statistics Office assumes that the trends in the formal sector are a good proxy for the
informal sector. But in periods when the informal sector underperforms the formal sector, this
assumption can lead to an overestimation of GDP. Meanwhile, if the weakness in the informal sector
persists, it eventually shows up as lower demand (even hurting the prospects of the formal sector)
and growth?®.

We do think that economic activity will be buoyant in the short run, led by pent-up services
demand and the ability of large firms to withstand the commaodity price shock better than before.

But growth could begin to slow thereafter if the weakness in the informal sector persists. The
good news is that the right policy steps can help limit that pain.

What are these steps?

The role of fiscal and monetary policy

Both fiscal and monetary policy can play a key role in limiting the disruption caused to small firms and
the informal sector.

On thefiscal front, it is important for the government to remain generous with social welfare
programmes for the informal sector (such as the rural NREGA scheme) for longer. India doesn’t have
an equivalent urban social welfare scheme, and government capex doubles up as one, providing
short term jobs. As such, we think that the expenditure plans announced in the budget earlier this
year should continue, and not be cut in the face of any revenue or expenditure pressures.

In addition, reforms are needed to help small businesses grow and over time naturally graduate from
informal to formal - for example, lowering the regulatory burden associated with growing firms.

On the monetary policy front, inflation control should come centre stage. It is clear from our
analysis above that the commodity price shock is a growth drag, especially for small firms. And while
the RBI cannot control the direct impact of this globally determined shock, it can help limit the second
round spread (for instance the rise in inflation expectation).

Gradual but immediate monetary policy tightening could do the trick and help create a balance
between inflation control and growth support.

8 First during the lockdowns, and now with higher input costs
9 This happened in the demonetization periods
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