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The article examines recent developments in

India's external debt profile and external

vulnerability indicators. India has been running

current account deficits (CAD) persistently since

2004-05. External debt flows have supplemented

equity flows in financing India's persistent CAD,

and have also helped build-up the necessary foreign

exchange reserve buffer to mitigate risks emanating

from adverse external developments. External debt,

despite the higher CAD, expanded modestly in

2018-19 as there was outflow of foreign portfolio

investors (FPI) investment from the debt segment

of domestic capital market. There was an increase

in H1 2019-20 due to higher inflows of ECB, non-

resident deposits, and short-term trade credit.

The valuation gains resulting from appreciation of

the US dollar against Indian rupee and other major

currencies partially offset the increase in India's

external debt at end-September 2019. Reflecting

lower repayments of commercial borrowings, debt

service to current receipts ratio declined at end-

September 2019 even with commercial borrowings

remaining the largest component of external debt,

followed by non-resident deposits and short-term

trade credit. Currency wise US dollar denominated

debt continued to be the largest component of

India's external debt. The borrower sector-wise

classification shows that the share of outstanding

debt of nonfinancial corporations in total debt was

the highest, followed by deposit-taking

corporations (except the central bank), general

government and other financial corporations. The

instrument-wise classification shows that the loans

were the largest component of external debt,

followed by currency and deposits, trade credit and

advances and debt securities.

External debt to GDP ratio is a standard measure

used to gauge a country's solvency and potential to

shift its production to exports so as to enhance its

debt repayment capacity. India's external debt

stock remained at around 20% of GDP since 2017-

18, falling from 23.80% and 23.40% in 2014-15 and

2015-16, respectively. The decline and stability of

external debt to GDP ratio may be attributed to

higher average growth of GDP than external debt.

Debt service (i.e., amortisation and interest

payments) provides information on the

requirement of resources of a country to servicing

its debt and potential crowding out of financial

resources and hence is useful to compare repayment

capacity of a country over the years. India's debt

service is generally compared to current receipts.

The debt service ratio witnessed a gradual decline

since 2015-16, reflecting primarily an improvement

in current receipts.

On original maturity basis, commercial

borrowings continued to be the largest component

of India's external debt, followed by non-resident

deposits, and short-term debt. Commercial bank

loans and FPI investments have been the two major

components of commercial borrowings. The share

of commercial bank loans in commercial

borrowings has witnessed a decline, while that of

ECB raised through securitised instruments

(including FCCB) and banks' overseas borrowings

have increased.

NR(E)RA deposits have been the largest

component of non-resident deposits followed by

FCNR(B) and NRO deposits. The share of

NR(E)RA deposits in total non-resident deposits

has increased and that of FCNR(B) deposits

An Assessment of India's External Debt Sustainability and Vulnerability

John V. Guria and JitendraSokal, RBI Bulletin, January 2020
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declined remarkably between end-March 2015 and

end-September 2019. The decline in the share of

FCNR(B) deposits reflects redemption of lumpy

deposits in 2016-17.

Short-term trade credit has been the largest

component of short-term debt since 2014-15. The

trade credit for tenor of 6 months to 1 year has been

the largest component of short-term trade credit.

However, the segment has overseen a gradual

decline since 2015, after the discontinuation of

Letters of Undertaking (LoUs) and Letters of

Comfort (LoCs) for trade credits since March 2018.

Short-term debt by residual maturity is a measure of

debt obligations (both long- and short-term by

original maturity) due for payment within next one

year and serves as an important indicator in

assessing liquidity risks. Short-term debt (by

residual maturity) comprised 42.90% of total

external debt at end-September 2019 as compared

with 38.50% at end-March 2015. 46% of the former

was originally raised with a maturity period of up

to one year. During the same period, the share of

non-resident deposits by residual maturity was the

highest at about 44% at end-March 2016, reflecting

redemption of lumpy FCNR(B) deposits during

September to November 2016.

An empirical analysis was undertaken by the

authors to observe the impact of US dollar

volatility on India's external debt. The results

confirmed that the appreciation of the US dollar

vis-à-vis the basket of major currencies (including

Indian rupee) reduces the stock of external debt in

US dollar terms significantly. A 1% appreciation of

the US dollar is associated with about 2% fall in the

stock of external debt. However, the CAD does not

come out to be significant driver of India's external

debt. This is probably due to the fact that India

receives a large amount of equity and other flows

(such as foreign direct and portfolio equity

investments) that finance India's CAD

significantly. CAD is also financed by reserves

when the above sources run up short.

A country's external vulnerability is assessed on the

basis of measures of reserve adequacy. Reserve

adequacy indicators are useful predictors of

incidence and depth of crisis. India's prudent

external sector management policies following the

balance of payments crisis of 1991 have ensured

maintaining sufficient cover of reserves for

meeting financing requirement of CAD as well as

external debt obligations. Reserves provided cover

77.80% of total external debt at end-September

2019. Reserve cover for short term debt, imports

and external financing was also deemed sufficient

as on end-September 2019.

In terms of stock of external debt at the end of 2018,

India was the third most externally indebted

county preceded by China and Brazil. In terms of

external debt to GDP ratio, however, India is better

placed as compared to its peers. Sectoral

composition of external debt shows the

governments in most of major EMEs have larger

share in total external debt than that in India.

Among non-government sectors, the share of debt

of India's other sectors (including other financial

corporations, nonfinancial corporations, and

NPISHs) in total debt is the highest. In terms of

reserve cover of external financing requirement,

India was better placed than few of its peers, and

was better placed than most of them in terms of

debt service ratio.

In conclusion, the paper states that the lower

growth of India's external debt as share of GDP in

the last three years has been due to a higher growth

in India's GDP. Most of India's peers outperform it

in terms of short term debt coverage by forex
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reserves, but since India's reserves cover more than

100% of its short term debt, it is not a major cause

of worry. The paper also constructs an external

vulnerability index for India, which has shown

volatile periods coinciding with major global

events such as the global financial crisis of 2009, the

taper tantrum of 2013, the unconventional

monetary policy post 2015 etc.

Source: www.rbi.org.in
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This paper explores the evolution of exchange rate

pass through (ERPT) to consumer price inflation

in emerging economies (EMEs). Seventeen EMEs

including India are chosen for the empirical

exercise, data for which are extracted between

Q1:2005 to Q1:2016. In their empirical analysis,

the authors derive ERPT from trade input prices to

the consumer price index.

Results obtained by the authors show that short-

term ERPT ranges between 8.90%-15.40%. ERPT is

higher for depreciation at 10% than appreciation.

The average ERPT has declined between the pre-

GFC period and the post-GFC period from 11.80%

to 8.70%. This decline is coincident with a

moderation in average inflation among EMEs

from 5.40% to 4.10%. These results bear out the

Taylor hypothesis - the credibility of the inflation

targeting framework has resulted in low and stable

inflation and well anchored expectations across

EMEs.

This has worked towards reducing ERPT and

endogenizing it into monetary policy. In the pre-

GFC period, ERPT is found to be smaller for large

changes in the exchange rate than for small

changes. Evidently, the results validate the NOEM

models pointing to strategic pricing by exporting

firms by considering local market conditions in

order to protect market shares in a world of supply

chains. On the other hand, in the post-GFC period,

large exchange rate changes induce higher ERPT

compared to smaller changes. In pricing to market,

firms may prefer to absorb small changes in the

exchange rate rather than lose market share but are

unlikely to prevent pass-through of large exchange

rate movements. Heterogeneity on account of the

nature of trade relationship with the rest of the

world - net exporter or importers - does matter.

Commodity importers do not pass through large

changes in exchange rate to inflation - staggered

pass through is preferred in order to maintain

market share. On the other hand, commodity

exporters prefer to pass on large changes in

exchange rate to inflation as they attempt to shore

up profit margins.

In conclusion, the paper states that the findings

should condition the monetary policy response to

exogenous price shocks that are transmitted to

domestic inflation through imported inputs.

Source: www.rbi.org.in

Exchange Rate Pass-through in Emerging Economies

Michael Debabrata Patra, Jeevan Kumar Khundrakpam and Joice John

RBI Working Paper No. 01/2020;
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The key features of digital finance include the ability

to use mobile devices, quickly authenticate identity,

and real time payment services. They can be applied

to hundreds of millions of customers, even for low

value transactions. As people obtain such verifiable

identities, they also have an easier time opening

bank accounts, obtaining credit and enrolling in

social welfare programmes. Transactions become

more efficient, with less leakage of value along the

path to the payee.

The challenge now is to improve payment services

within the formal financial system. Many central

banks and sovereigns have yet to provide an app-

based payment system that meets consumer needs as

outlined above and settles in fiat money inside the

central bank. The challenge of empowering

consumers with the data generated from their online

activity will be of increasing importance going

forward. The Indian population is becoming data

rich with increasing penetration of internet

connectivity and mobile phones. Simultaneously,

care should be taken that rights to privacy are

protected.

Independent single purpose technologies called

platforms are interconnected to perform general

purpose tasks known as technology stack. India

created a state of the art digital foundation

infrastructure based on two principles. It was to

build digital platforms as public goods so that both

public and private sector participants are able to

develop technological innovations, and to

incorporate data privacy and security in the design

of digital public goods. India's digital infrastructure

is designed to support both public and private sector

innovators, including big tech companies, to create

products that operate within the regulatory

framework.

India's unique identity system, Aadhaar, was the first

digital public good designed for the specific purpose

of authenticating individual identity. Various

platforms for verification, digital signature and

payments have been developed over Aadhaar. These

platforms are commonly known as rails as they serve

as an infrastructure for other applications to run.

The e-KYC rail digitalisation of the manual KYC

process was launched soon after Aadhaar. This

drastically reduced transaction costs for business

and enable greater access to bank accounts.

Subsequently, other rails such as digital signature,

digital repository and Unified Payments Interface

(UPI) were launched, each tackling a specific need.

Over the time, this collection of rails, all offered as

digital public goods has come to be known as India

stack. India stack promotes a host of new services,

from lending to insurance and wealth management.

Rails are broadly classified into three categories.

Identity rail allows the authentication of identity on

demand without the need for a physical presence, as

well as KYC, eSign and Digilocker. Payment rail,

where the UPI is single interoperable interface to

bank accounts allows instant financial transaction

and finally, the Data-sharing rail ensures data

privacy of customer data and financial transactions.

The first rail of India's digital financial

infrastructure is used to access a unique, verifiable

identity for each of its residents, available as a public

good. Aadhaar is a biometric identity that requires

minimal information and has a low marginal cost

per identification. When the individual accesses the

Aadhaar identity app, the app generates a temporary

“virtual ID” that connects to the original Aadhaar

number and can be used to verify the identity.

The design of digital financial infrastructure: lessons from India

BIS Papers, DerrylD'Silva, Zuzana Filková, Frank Packer and Siddharth Tiwari
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Furthermore, when the bank or other institutions

send an authentication to Aadhaar, the application

does not record the location or purpose of

authentication. Aadhaar has also served as the basis

for other significant policy initiatives such as the

Pradhan Mantri Jan Dhan Yojana(PMJDY) initiative

launched in 2014. The increase in financial

inclusion was also accompanied by a sharp

reduction in the exclusion of marginalised groups

more generally. In addition, Aadhaar has simplified

KYC processes used by many regulated entities like

banks and telecommunications. Applications like

Esign and DigiLocker have been developed with

Aadhaar link. Esign allows an individual to sign

documents digitally. On the other hand, DigiLocker

is an online repository of digital documents.

India has traditionally had a high level of cash usage.

The share of all payment card transactions, which

includes debit cards, credit cards, and prepaid

instruments in India, is below 8 percent of GDP. The

UPI system, developed by NPCI, works by

virtualising accounts, with uniform addresses along

the lines of email addresses. It allows a wide range of

methods for customers and operators to transfer

funds within the system, using any of the following:

a virtual payment address (VPA) or UPI ID, a mobile

number, a bank code and account number, an

Aadhaar number, or even a QR code, which has

captured any of the above information. With almost

all of the Indian banking industry's customers and

fintech companies able to access UPI and offer

instant payment services on it as well, the use of UPI

has expanded quite rapidly since its inception.

To deal with the enormous amount of data being

generated, the RBI established the legal framework

for a class of regulated data fiduciary entities, called

account aggregators, which enables customer data to

be shared within the regulated financial system with

the customer's knowledge and consent. Account

aggregators will facilitate the transfer of financial

data between various regulated financial

institutions.

In spite of the remarkable progress made on

financial inclusion over the last decade notably in

India and China, today some 1.70 billion

individuals remain unbanked, with virtually all of

them living in developing economies. The current

system penalises those who can afford it the least.

The rapid development of India's financial

infrastructure also offers some cautionary lessons.

The potential for fraud is exacerbated when

consumers are less educated and technologically

illiterate.

Source: www.bis.org
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