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Inclusion of Indian government bonds
into major indices: A matter of time

The inclusion of Indian government bonds (G-Secs) into major government bond
indices such as the JPM GBI-EM Index (J.P.Morgan Government Bond Index - Emerging
Market), Bloomberg Global Aggregate Index, FTSE EM-GBI Index (FTSE Emerging
Markets Government Bond Index) is a matter of when, not if. The market conversation
around this topic started to gain traction in early 2021. Since then, the Indian
authorities have made meaningful progress towards making a case for inclusion by
improving areas such as reporting and custodian margins.

In past years, there have been several obstacles that have slowed India’s path toward
index inclusion, including among others, foreign ownership restrictions, settlement or
operational hurdles, and tax implications. The Indian government introduced Fully
Accessible Route (FAR) Indian government securities (G-Secs) in March of 2020 to
address the issue of foreign ownership limits. While FAR G-Secs currently comprise less
than half of outstanding G-Secs, the number and proportion relative to the overall G-
Sec space is growing. Indices are however expected to admit only FAR G-Secs once

index inclusion occurs.

Another concern is not being able to settle G-Secs via Euroclear. However, in our view,
achieving Euroclear settlement may not be as difficult as anticipated if the Indian
authorities can work out the details of the tax payment mechanism. Additionally, being
able to settle through Euroclear is not a deal-breaker for index inclusion.

Our estimate is that G-Sec inclusion into the JPM GBI-EM index suggesting it will be
announced in September of this year and that actual inclusion will take place six
months after that. Given the size of the G-Sec market, India’s local government bonds
are most likely to achieve a maximum of 10% weighting in the index upon joining
(Figure 1). This will come at the expense of other countries such as Thailand, Poland
and South Africa. On the other hand, as the Bloomberg Global Aggregate Index
includes the government bonds of several major countries, we expect G-Secs to only
occupy around 0.3 to 0.5% of the index once included.

Figure 1: Estimated country weight change in the JPM GBI - EM Index

CcCY Before After Difference
INR 0.0% 10.0% 10.0%
THB 10.0% 8.6% 1.4%
PLN 6.8% 5.5%

ZAR 10.0% 8.7%

CZK 4.9% 4.0%

COP 4.3% 34%

BRL 10.0% 9.2%

RON 3.6% 2.9%

HUF 2.9% 2.3%

MYR 10.0% 9.5%

PEN 2.4% 1.9%

CLP 2.0% 16%

EGP 1.6% 1.3%

TRY 1.0% 0.8%

MXMN 10.0% 9.9%

URU 0.2% 0.1%

DOM 01% 0.1%

PHP 0% 01%

RSD 0.3% 0.3%

IDR 10.0% 10.0%

CNY 10.0% 10.0%

Source: Bloomberg, Morgan Stanley, data as of September 2022
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The capital invested in products that track the JPM GBI-EM Index and Bloomberg Global
Aggregate Index is sizeable. The assets under management (AUM) tracking the former
index is approximately USD 300 billion while the AUM tracking the latter is much larger
at USD 2 to 2.5 trillion as of October 2021.' Therefore, we expect passive inflows into
Indian local G-Secs to be around USD 35 billion to USD 40 billion during 2023 and 2024.
To provide some context, current foreign ownership of FAR G-Secs is about 2.4%,
amounting to approximately USD 6.4 billion, while total foreign ownership of all G-Secs
is approximately USD 18 billion.

With sizable inflows expected into G-Secs in the coming years, we anticipate there to be
positive structural support for India’s local bond market. We've seen how this story pans
out based on earlier cases where a new country has been admitted into a major index.
We anticipate that active accounts will try to position themselves ahead of the passive
money before actual inclusion takes place. Passive inflows are likely to follow in adding
exposure, with less concern for the external environment than their active peers, until full
index inclusion is achieved.

As global investors become more comfortable and familiar with the local bond market,

they are likely to then branch out from local government bonds and look toward
corporate issuers. The most recent example of this path being China (Figure 2).

'Source: HSBC Research, data as of October 2021.

Figure 2: Foreign ownership of China policy bank bonds (PBBs) and China government
bonds (CGBs)
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Source: HSBC, data as of 1 July 2022.

History has shown us that when market conditions are more favorable, foreign
ownership flows tend to occur more rapidly, as demonstrated by countries like Mexico
and South Africa when these nations joined major global indices (Figure 3).
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Figure 3: Trend in foreign ownership and flows around inclusion in major indices
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Source: Central Bank websites, HSBC, data as of October 2021.

Investmentimplications

Currently, foreign ownership of Indian bonds is relatively low compared to its peer
countries (Figure 4). We therefore hold a positive medium-term view towards the Indian
local bond market given this potential positive catalyst. The expected inclusion of the G-
Secs into major government bond indices demonstrates the robustness of India’s
economic fundamentals and the financial openness that Indian authorities have been
striving for. We expect these drivers to positively impact investments in this space in the
medium to long term.

Figure 4: Foreign ownership of local currency government bonds
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Investmentrisks

The value of investments and any income will fluctuate (this may partly be the result of
exchange rate fluctuations) and investors may not get back the full amount invested.

When investing in less developed countries, you should be prepared to accept
significantly large fluctuations in value.
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The publication is marketing material and is not intended as a recommendation to
invest in any particular asset class, security, or strategy. Regulatory requirements that
require impartiality of investment/investment strategy recommendations are therefore
not applicable nor are any prohibitions to trade before publication. The information
provided is for illustrative purposes only, it should not be relied upon as
recommendations to buy or sell securities.

Where individuals or the business have expressed opinions, they are based on current
market conditions, they may differ from those of other investment professionals and
are subject to change without notice.

By accepting this document, you consent to communicate with us in English, unless you
inform us otherwise.

These materials may contain statements that are not purely historical in nature but are
“forward-looking statements.” These include, among other things, projections,
forecasts, estimates of income, yield or return, future performance targets, sample or
pro forma portfolio structures or portfolio composition, scenario analysis, specific
investment strategies and proposed or pro forma levels of diversification or sector
investment. These forward-looking statements can be identified by the use of forward
looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,”
“estimate,” “intend,” “continue,” “target,” “believe,” the negatives thereof, other
variations thereon or comparable terminology. Forward looking statements are based
upon certain assumptions, some of which are described herein. Actual events are
difficult to predict, are beyond the Issuer’s control, and may substantially differ from
those assumed. All forward-looking statements included herein are based on
information available on the date hereof and Invesco assumes no duty to update any
forward-looking statement.
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For the distribution of this document, Continental Europe is defined as Austria, Belgium,
Denmark, Finland, France, Germany, Greece, Italy, Ireland, Luxembourg, Netherlands,
Norway, Portugal, Spain, Sweden, and Switzerland.

All articles in this publication are written, unless otherwise stated, by Invesco
professionals. The opinions expressed are those of the author or Invesco, are based
upon current market conditions and are subject to change without notice. This
publication does not form part of any prospectus. This publication contains general
information only and does not take into account individual objectives, taxation position
or financial needs. Nor does this constitute a recommendation of the suitability of any
investment strategy for a particular investor.

This publication is issued:
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