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WHY IS INDIA OPTING FOR OVERSEAS BONDS?

Context:

+

The government plans to raise a part of its gross borrowing in external markets.

Why it is in News?

+

+

The Government, announced in the Budget speech, that it plans to raise a portion of its
gross borrowing from overseas markets.
The Government and the Reserve Bank of India (RBI) will reportedly finalise the plans for

the overseas issue of sovereign bonds by September.

What Is an Overseas Bond Issue?

+

e

A Government Bond or Sovereign Bond is a form of debt that the government undertakes
wherein it issues bonds with the promise to pay periodic interest payments and also repay
the entire face value of the bond on the maturity date.

So far, the government has only issued bonds in the domestic market.

According to the finance minister, India’s sovereign external debt to GDP ratio is among
the lowest around the world, at less than 5%.

Against this background, the government will start raising a part of its gross borrowing
programme in external markets in external currencies.

This according to the government would also have a beneficial impact on the demand for
government securities in India.

The market estimates that the government will only test the waters and borrow about $10

billion, which works out to about 10% of its gross market borrowing.

What are the Benefits of An Overseas Bond Issue?

+

+

+

The government has been arguing that the quantum of its borrowing within India is
‘crowding out’ the private sector.

In other words, it is saying that government borrowing is at such a level that there are not
enough funds available for the private sector to adequately meet its credit and investment
needs.

If the private sector cannot borrow adequately, then it cannot invest as it wants to, and

that cripples one major engine of economic growth.



According to the Finance Secretary, government borrowing accounts for about 80-85% of
domestic savings. He also said that the overseas borrowing programme allows the
government to maintain its gradual reduction of the fiscal deficit.

Had the government listened to some commentators and relaxed its fiscal deficit to say
4.4%, then this would have allowed it to borrow an additional 2 lakh crore from the
domestic market. However, this would have been 2 lakh crore that would not be available
now to the private sector for borrowing purposes.

Therefore, borrowing overseas allows the government to raise funds in such a way that
there is enough domestic credit available for the private sector.

It is important to note that the appetite of the international market for Indian bonds and
their price will also say a lot about how India is viewed globally on the risk factor.

For example, if the rate at which India can borrow overseas is low, then this would mean
the global market assigns a low risk to India defaulting.

This would undoubtedly be something the Narendra Modi government would take pride

in.

What are the Risks?

*

Several economists have expressed their concerns over the fact that India might follow the
path of some Central and South American countries such as Mexico and Brazil.

In the 1970s, several of these countries borrowed heavily overseas when the global market
was flush with liquidity. But then, when their currencies depreciated sharply a decade
later, these countries were in big trouble as they could not repay their debt.

India is not likely to be viewed as a risky proposition by the international market and so is
likely to fetch an attractive rate for the bonds.

Cheap and plentiful funds, however, should not encourage the government to borrow too
heavily from abroad.

Another risk to India from overseas borrowings is that this would lead to a quicker
increase to its foreign exchange reserves, which would lead to a stronger rupee at a time
when it is already appreciating against the dollar.

This, many experts say, would be an adverse outcome. A stronger rupee would encourage
imports at a time when the government is trying to curb them, and discourage exports at a
time when they are being encouraged.

On the other hand, rupee depreciation for whatever external reason would prove even
more disastrous as it would make it far more expensive for India to repay its external debt.
The third problem with an overseas bond issue is that the government would not be able to

inflate itself out of trouble.
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+ That is, in the domestic market, if the government does ever reach the stage where it is
finding it difficult to repay its debt, it can simply print more money, let inflation rise
quickly and repay its debt. This is not an option in an overseas bond issue.

+ The Indian government cannot print foreign currency to repay its debt.
What Does It Mean for The Domestic Market?

+ According to the government’s own reasoning, there are not enough funds in the domestic
market to cater to its needs as well as those of the private sector.

+ This shallowness of the bond market is not a good thing, especially at a time when the
government needs the bond market to finance several of its commitments.

+ The Ujwal Discom Assurance Yojana (UDAY) scheme, for example, involves State
governments taking over the debt of State power distribution companies and issuing bonds
to repay that debt. Or take the government’s Budget announcement of a further 70,000
crore capital infusion in public sector banks. A shallow bond market would make it

difficult for the government to expand any of these schemes.
Conclusion:

+ Ideally, the government should have enough revenue that it does not need to borrow as
much.

+ However, at a time when both direct and indirect tax collections have disappointed, the
government is forced to borrow to finance its expenditure.

+ In such a scenario, it is a welcome move for the private sector that the government is

leaving it room to borrow in the domestic market.
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