HOME / BUSINESS / ECONOMY

RBI’s guidelines on State
‘guarantees’ on borrowings |
Explained

The RBI Working Group examining issues relating to guarantees given by
State governments has put forth certain recommendations to “facilitate
better fiscal management by the State Governments”.
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The story so far: On January 16, a working group constituted by the Reserve Bank of
India (RBI) made certain recommendations to address issues relating to guarantees
extended by State governments. The working group, constituted in July 2022, comprised
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guarantee ceiling, besides expanding the definition of what constitutes a ‘guarantee.’ As

per the apex banking regulator, the implementation is “expected to facilitate better fiscal

management by State governments.”
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.” The contract involves three parties: the principal debtor, creditor,
and surety. The entity to whom the guarantee is given is the ‘creditor’, the defaulting
entity on whose behalf the guarantee is given is called the ‘principal debtor’ and the
entity giving the guarantee (State governments in this context) is called the ‘surety’.

A guarantee must not be confused with an ‘indemnity’ contract that protects the lender
from loss caused to them by the conduct of the promisor (or the principal debtor).
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Finally, appropriate preconditions, such as period of guarantee, levy of (guarantee) fee to
cover risk, government representation on the management board of the borrowing entity,
and right to audit, among other things, must be specified.

What about risk determination, fee and ceiling?

Importantly, the Group suggested States conservatively keep the lowest slab at 100%.

Additionally, it deemed a ceiling on issuance of guarantees as “desirable.” The report
argues that should a guarantee be required to be invoked, it could lead to significant
fiscal stress on the state government. To manage the potential stress, for incremental
guarantees (additional guarantees) issued during a year, it proposes a ceiling at 5% of
Revenue Receipts or 0.5% of GSDP — whichever is less. And finally, the guarantee fee
must be reflective of the riskiness of the borrowers’ project and/or activities. Based on
the risk assessment, also taking into account the tenure, the base fee or minimum
guarantee fee must be set at a minimum of 2.5% per annum. Moreover, additional risk
premium may be considered based on the risk assessment.

What about disclosures and honouring commitments?

Statesgovernmentiguarantees. Availability of data, both from issuer and the lender, the
report states, may improve the credibility of the data reported by the State government.
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“Also, fresh guarantees issued by the State Government may not be readily accepted by
the lenders/investors,” it observes, adding, “It is, therefore, in the interest of the State
Governments to ensure that all guarantees in respect of loans and bonds, when there is a
default, are honoured without delay.”
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