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REPORT OF HIGH LEVEL COMMITTEE ON BALANCE OF 
PAYMENTS 

EXECUTIVE SUMMARY 

I .  INTRODUCTION (v) Invisible acoount, which had given 
considerable support to balance of A High Level Committee on Balance of payments in the past, showed a sharp 

Payments was constituted by the Government deterioration. 
under the Chairmanship of Dr. C. Rangaraian, 
with Secretary, Department of ~oonornic-Affairs The Committee identified the following as the 
PEA), Secretary, Department of Industrial most important lessons learnt from the 
Development, Secretary, Ministry of Commerce, management of balance of payments in the 
Secretary and Chief Consultant, DEA, and a Seventh Plan. 
nominee of Governor, RBI, as Members and Joint 
Secretary (Exemal Commercial Borrowing), 
DEA, as Member Secretary, (vide G. 0. No. 1 
(24)/'9 1 -BP dated November 19, 199 1). 

2. LESSONS OF RECENT EXPERIENCE 

The Committee reviewed the developments in 
the external sector during the Seventh Plan. The 
highlights of these developments were: 

(i) There was a rise in the debt service ratio 
from 13.6 per cent to 21.0 per cent; 

(ii) Use of &serves was rninimised mainly on 
account of capital flows and also as a 
result of recourse to short-term debt to 
finance imports of canalised commodities; 

(iii) Exports achieved a very high growth rate 
except in the first year of the Plan. The 
share of manufautured exports increased 
but import-intensity also rose sharply. The 
growth rate in imports was broadly in line 
with the ODP growth; 

(iv) Although non-oil imports (in U.S Dollars) 
rO@ on an average annual rate of over 12 
p cant the total import bill did not rise 
becruse of relatively lower oil prices 
despite the volume of import of POL 
incrensing significantly; and 

(i) No country can live beyond its means for 
long without running into difficulties. 
Budgetary deficit, revenue deficit and 
fiscal deficit all have implications for the 
drafting of resources from the household 
and other sectors. Combined with 
inadequate returns on investments made 
out of borrowings, they contribute to a 
situation wherein the environment was 
not conducive to a healthy balance of 
payments situation. 

(ii) The current account deficit must be 
limited to a level that can be sustained 
by normal capital flows. The'overhang of 
continuous current account deficit can be 
corrected only in the medium-term. 

(iii) Export possibilities of India have been 
grossly under-estimated and the import- 
intensity of a stra'eqy of import 
substitution not under :,od adequately. 

(iv) There was an under-estimation of the 
impact of unrealistic exchange rate on tiae 
diversion of foreign exchange inflows 
from official to private channels. 

(v) The composition of capital flows is even 
more important than their size in as mu& 
as they affect the future liabilitiee a bth 
capital and current account. 



(vi) While the opportunities avaWbk through 
foreign investments were not exploited 
there was reliance on high-cost NRI 
deposits and external commercial 
borowings which, though rekatively 
inexpensive at that time, tended to result 
in bunched repayments. 

(vii) An appropriate real effective exchange 
rate would constitute a necessary though 
not sufficient condition for export growth. 

(viii) The level of foreign currency reserves 
and their management should be such as 
to provide assurance to international 
financial and trading community about 
the country's ability to service its 
obligations. 

and well thought out giving adequate notice to the 
domestic industry both in order to cushion the 
impact on revenues and to ensure that there is a 
reasonable opportunity to Indian industry to 
become inrernatio~rtlly uaq~Wve.  

The Committee noted with satisfaction that the 
c h a n p  in the area of Foreign Exchange Budget 
provided the necessary pre-conditions for a 
gradual movement towards fuller convertibility of 
the mpee on current account. It, therefore, 
recommended ha t  the mechanism of allocation of 
foreign exchange should be dispensed with from 
199394. The Committee expected the financial 
advisers in the Ministries to exercise appropriate 
control over foreign exchange expenditure just as 
they were e x p a a d  to exercise control over rupee 
expendimre. 

3. REVIEW OF RECENT DEVELOPMENTS 

The C o m m i m  submitted an Inberim Repart The C m  noted that the f r d o m  gmwed 
to: users in sourcing foreign exchange for tbeir which outlined the Libera l id  Exchange Rate rwiremcntr had resulted in lol only of Management System (LERMS) in February 1992. operations but also relatively lower cost ac which The LERMS with effect from external ccmmercial debt had been made available March 1, 1992 as a first step towards the full 

convertibility of the r ~ p e e  on current account. The to Indian entities. It was found that the drawal 
new system attempted to combine the advantages of fareign currency loans had been l e d  than in 
of a relatively stable managed float and the the previous years, but the overall availability of 
balancing properties of freely floating rate of foreign exchange for import of capital goods had 
exchange by creating two exchange rate channels. matched the demand. 

With the downward adjustment of the external 
value of the rupee in 1991 and the introduction 
of LERMS in March 1992. the rupee cost of the 
imports have gone up considerably and 
consequently the basis on which custam duty has 
been levied had grown larger. Accord~ngly h e  
tariff levels can be reduced without adversely 
affecting the q m t m  of revenue accruing to the 
exchequer from this source. If this is not done, 
high tariff rates combined with higher import 
values would push up the cost of imports to a 
considerable extent. The Committee was of the 
view that from the point of view of improving 
export competitiveness it is necessary to ensure 
LhgZ custom tariff levels are comparable to those 
prevailing in competitor umSries, m ~ &  of which 
have reduced their rates subamtidty. Tlrlc pnocess 
of such a reform should, hmvwer, k -ed 

4. BROAD POLICY CONSIDERATIONS 

The Committee noted the need for redefining 
self-reliance in the light of the following statemeat 
of the Finance Minister: "Our vision of a self- 
reliant economy should be of an economy which 
can meet all its import requirements through 
exports, without undue dependence on artificial 
external props such as foreign aid." Over the 
medium-term; therefore, the Committee considers 
that an atmosphere of iiberal trade regime with 
a self-correcting awbqp rate and a gradual 
momaaml international . . 
w d d  have ba ta the b#irc W v m .  

The Committee f d t  that thsre should l)r a 
disoinct sh* in the policy framework in favour 
of equity as egaizut debt in the mawr  of capital 
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racaips fKlm abroad. It mcognhd that direct 
fomign investmat would contain both equity and 
debt, and the system of approvals would be 
applicable to all extuna1 debt. Hence, as an 
operational guideline, the Committee 
racommended that the approval of debt (excluding 
aid f m  bilateral and multilateral sources) linked 
to equity be limited to a ratio of 2:l. 
The Cornmittbe felt that considerations of 

prudtnt debt management would imply restricting 
growth in the stock of NRI deposits, containing 
net addition to other external commercial 
borrowings outstanding and a cautious recourse to 
instnunents such as India Development Bonds. 
Recourse to external debt for balance of payments 
support would have to be discouraged unless it 
is on concessional tams or with a very long 
maturity. Recourse to exceptional financing, 
including IMF credit would be inevitable, but the 
objective would be to phase out such needs by 
the terminal year of the Eighth Plan. 
5. EXCHANGE RATE POLICY 

The Committee recommended that 
consideration be givcn to (i) a realistic exchange 
rate, (ii) avoiding use of exchange mechanisms for 
subsidisation, (iii) maintaining adequate level of 
reserves to take care of short-term fluctuations, 
(iv) continuing the process of liberalisation on 
current account, and (v) reinforcing effective 
control over capital transactions. The key to the 
maintenance of a realistic and a stable exchange . . rate is con!amq inflation through macro- 
wmomic policies and ensuring net capital 
receipts of t& wale assumed in BOP projections. 

The Committee made the following 
obsqvaticms on the working of LERMS: 

(i) After the introduction of LERMS the 
nape axcharge rate was quite stable and 
there were very few volatile fluctuations 
in tb muLet. 
One major expactrrtion from LERMS was 
that the 8ap between the hawala rate and 
S r r t ~ w r v o u k l b b r o u g h t d o M  
and hawrla aans~icms would be 
alidmted. Though the hrwala market 
htill exists, thc gap b a w m  drc hawala 

rate and the market rate appcus to have 
narrowed down considerably and Ule 
tumwer in hawala transactions was also 
reported to have come down substantially. 

(iii) Exim Scrips were not adplicable to 
beneficiaries of inward remittances undu 
the earlier regime but under LERMS 60 
per cent of inward remittances were also 
converted at market rate. This was 
expected to improve remittances through 
official channel. However, the procedural 
delays for remittance. through the 
banking system and the incomplete 
reforms under FERA appeared to have 
constrained the realisation of full b e d ~ t s  
of LERMS. 

(iv) Exporters justifiably felt that since 40 per 
cent of their export proceeds were being 
converted at the official rate of exchange, 
LERMS actually carried a tax on exports. 

(v) The general belief that LERMS was only 
an interim measure and that full 
convertibility of the mpee on curent 
account might be introduced at any time 
in the near future appeared to have 
resulted in a postponement of foreign 
investment decisions. 

(vi) In terms of magnitudes of flows, the 
expectation that 40 per cent of current 
account receipts would finance spacial 
imports appeared to have been fully 
realised. 

The Committee, in the light of experience 
gained under LERMS, considered two options in 
moving towards convertibility on current account; 
change the propor~ons to reduce transactions at 
official rate as an intermediate step or to bring 
about a unified market without any intermediate 
smp. 
The Committee noted that while the 

intesmediate step would have the adwmtalge of 
moderation in inflationary pressures and fiscal 
deficits, Ihe earlier disadvanUgg~ such as the 
implicit tax, albeit to a lesser extent, 013 exportdi 
and inward ranittturces, &. would w t i n u e  to 
exist. 
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The unified rate system, under which the 
exchange rate for all foreign exchange 
transactions would be determined by the market 
forces, would have the advantages of the 
elimination of the tax on exports and inward 
remittances, removal of the contradictions in 
respect of ACU transactions, transactions with the 
erstwhile USSR and the remittances and payments 
through NRE accounts and an end to uncertainties 
and the related anticipatory actions. As against 
this, some risks and disadvantages such as 
inflation on account of higher prices for essential 
comrnodiiies, strains on containing the fiscal 
deficit because of the higher budgetary provision 
needed for the debt servicing and the import needs 
of defence, higher cost of importing fertilizers 
affecting both prices for farmers and the amount 
of subsidy needed, etc., were noted. 

In weighing the advantages and the 
disadvntages, the Committee took into account, 
factors such as the relative stability of the market 
rate of exchange of the rupee leading to the 
expectation that the unified rate will be in 
alignment with the market rate established in the 
past few months, the measures taken to transmit 
changes in exchange rate to the domestic prices 
of POL and the favorable macroeconomic 
indicators such as the lower rate of inflation, the 
anticipated growth rate and the sustainable fiscal 
deficits inspiring confidence to effect changes. 

The Committee. after weighing the advantages 
and the disadvantages of the two options, 
recommended that a decision be taken to unify 
the exchange rate, as an important step towards 
full co~~vertibility. 

6. FOREIGN CURRENCY RESERVES 

T h e  Commit tee  made a general  
recommendation that a reserve target range should 
be fixed from time to time and the foreign 
currency reserves should always be within the 
range and not allowed to fall below the floor. It 
hap traditionally been the practice to view the 
level of desirable resewes as to percentage of the 
annual imports, e.g. reaerves enough to meet three 
months' imports or four months' imports. 
However, this approach would be inadequae when 

a large number of msactions and payment 
liabilities other than those relating co import of 
commodities arise. Thus, liabilities may uiae 
either for discharging short-term debt obligations 
or servicing of durn-term debt, both intarcrrt 
and principal. Hence, the Comrni ttee 
recommended that while d c t e m i i g  the target 
level of reawes due attention should be paid to 
the payment obligations in addition to lhe level 
of imports. 

The Committee recommended that the option 
of RBI converting gold into foreign currency 
reserves should be constantly reviewed though an 
immediate case for exercising such an option is 
not established. Additionally, the Commiuee 
recommended that a part of gold reserves, say 30 
per cent, should be available for conversion at 
short notice into currency resources to meet 
contingencies. 

7. EXTERNAL ASSISTANCE 

Considering the vital role that can be played 
by timely utilisation of external assistance in 
placing the country's balance of payrnqts position 
on a sound footing, the Committee recbmmcnded 
that immediate action be considered in the 
following areas: 

(i) A review of the existing projects with a 
view to identifying those where the 
progress is slow, those that need 
redefining of project scope or coverage 
and where cancellation would be better 
than continuing to pay commitment fees 
and keeping them in our books. 

(ii) As recommended by the National 
Development Council, 100 per cent of 
extanal assistance may be passed on to 
the States for all sectors. 

(iii) Additional Central assistance may be 
released to the States on a monthly basis. 
The advances at any point of time may 
be limited to around I? per cent of the 
accepted reimbursement during the yew. 

(iv) Slnce availability of rum m a r c a s  is 
one of the major mtrrint8, priority may 
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be aaoar&d to eWcmdly-aided projects 
in makiing plan allocations and 
wrrcaponding budget provisions. 
However, o w d l  mource availability has 
m be i n m a d  to Gnsure adequate and 
timely absorption of extarnal aid without 
wxificing the larger segment of projects 
other than those externally aided. 

(v) The contracting procedures will have to 
be streamlined and decentralised so that 
refcraw to Government would become 
unnecessary. General guidelines on 
evaluation poceduns should suffice. 

With a view to el- certain ambiguities 
in the administrotion of extanal assistance, the 
Committee r e c m  that the Department of 
Ecanomic Affairs may conthe to play the role 
of a nodal agency in terms of developing pipellne 
(to specifically ad& the issue of resource 
availability, commitment of user-unit and issues 
of direct lendinsJon-lending/additionality), 
negotiating exaenul assistance and monitoring 
impleaneatation. However, the issue of direct 
lending vs on-lending should r e c o w  the need 
for disintermediation by Government. 
Consequently a framework is recommended 
indicating the different uses, users and methods 
to be adopted for different categories of external 
assistance. 

The rupee debt of the country is of three 
categories, viz, NRI deposits denominated in 
rupees but nqayable in foreign currency, NRI 
deposits denominated and repayable in rupees, and 
bilueral arrangeu~%U~, especially with the former 
Soviat Onion, where the debt is expected to be 
discharged by exporting goods and services to 
non-'?midents but li~b-i~dts am expressed in rupee 
terms as pa a g a d  ram. Tbe committee noted 
that India rad Russia have reached a new 
a g r e r e m a n t o a d r c ~ m f o t d e t e m n i a i n g ~  
rum V ~ W  of rtre Rouble &xnninated debt. 
8. COMMEAkCUL %ORROWiNCS 

control w e r  individual rransactidns the 
performance in regard to e x m l  cammarcia1 
borrowings was satisfactory. However, the events 
following the Gulf crisis led to a drastic changc 
in India's commercial borrowing prospacts and 
policies. The flow of funds virtually stopped when 
the Credit Rating Agencies announced a down- 
grading of the rating for India and Indiah entities 
in 1990. 

With this background the Committee identified 
the major issues that have to be addressed in the 
context of external commercial borrowings. The 
Committee recommended the following approach. 

(i) Considering the maturity profiles and the 
fact that a large part of external 
commercial debt is through institutional 
sources, the amounts that can be subjected 
to =finance would be just abut US $ 500 
million per year for the next two years. 
As long as there is a possibility of raising 
commercial borrowings with longer 
maturity to sustain the overall balance 
there is no advantage in giving signals of 
distortion for such small amounts by 
taking recourse to debt refinance 
mechanism. 

(ii) There is a danger that recowse to debt- 
equity swaps would reinforce sentiments 
that would equate India with some of the 
countries that have defaulted in honouring 
their debt obligations. The Committee, 
therefore, concluded that debt-equity 
conversion was not a desirable option for 
debt management in India. 

(iii) There is a need to keep the option of 
sovereign borrowing in external 
commercial markets open, but it should 
be exercised when the need and cost- 
advantage are established. 

(iv) The Committee felt that (a) caution 
shwld be exercised in creating permanent 
institutions or corpMate bodies for 
mobilisiig gold; (b) gold kwlds may be 
launched immediately a8 an expcrimcat; 
and (c) a review be rmde of tbk 
mYvlmicP of wch r sbxm in k993-94. 
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(v) The practices of liability management 
should be encouraged. 

(vi) On an average the disbursements of 
external commercial borrowings should 
not excecd US $ 2.5 billion per year 
during the Eighth Five Year Plan. 

(vii) No approval should be accorded for any 
commercial borrowing with a maturity of 
less than five years. 

(viii) The Committee r - w  a cautious 
approach to guarantee for external 
borrowings. 

9. NRI DEPOSITS 
The Committee, recommended that there was 

a need for a deliberate policy shift with regard 
to FCNR deposits with a view to reducing 
volatility and the cost and to make it attract the 
genuine savings of NRIs. To this end, the 
Committee suggested that the NRI deposit scheme 
be modified on the following terms : 

(a) FCNR deposits should have a minimum 
maturity of one year; and 

(b) The differential between international 
interest rates and FCNR rates should be 
progressively reduced to ensure that the 
scheme benefits only the genuine savers. 

The Committee was also of the opinion that a 
market for, NRI Bonds should be developed to 
satisfy the investor appetite among NRIs for some 
form of medium-term investments in India with 
facility for secondary trading. 

10. SHORT-TERM DEBT 
The Committee noted that serious concerns had 

been expnxsed about the level of short-term debt 
and its contribution to the crisis situation in the 
recemt past. 

In the light of past experience, the Committee 
recommended that the policy of the Government 
and the RBI in regard to the mangemant of short- 
term debt should be on thc following lines: 

(i) Stm-tenn debt should be penniW only far 
traderelated purposes and undet nonnal team; 

(ii) Recoyrsc to short-term dabt should not be 
taken as an instrument for protecting the resemis; 
(iii) No roll-over beyond six month should be 
resorted to in regard to any s~~ facilities 
without careful consideration of the implicatio~t%' 
(iv) Any short-mrm debt not gov& by tht 
above considerations should be specifically 
approved by RBI after satisfying itself that 
recourse to such debt was trade-related a on 
genuine cost considerations; and (v) RBI should 
set up a monitoring system fa ohart-tenn debt so 
that it is possible to arcartain with a reasonable 
amount of accu& the extent of such debt that 
may be outstaruhq at my point of time. 

11. STRUCTURE OF EXI%RNAL DEBT 

The Committee noted with satisfaction thc 
Reports of the Policy Group rrnd Task Force on 
External Debt Statistics af Iadia and its won 
by the Govmment and the Reserve Bank of India. 
The Committee also noted that a Standing Higb 
Level Committee on Debt Managanent had been 
constituted by the Govemmant. They would 
facilitate irnprovemants in the struq%um and 
mangement of external debt. 

In regard to the future directions in the svuctun 
of debt. the Comrniuet rccom- necessary 
policy and procedural changes to bring about th+ 
following: quick disbursement of concessional and 
semi-concessional flows; disintermediation of 
Government to the maximum extent in aid and 
flows; absorption of aid only when it is conristent 
with the requirements of the enltrprise concan#d 
or depament/State concerned; and contimration 
of NRI &posits at a level thu w o ~ l d  enma no 
net outlflw but with langu mawitia pf!Ilc; 
insistence q j  a minimum maturity of five yea% 
for commercial bmowings except for puqam? of 
cansolidaijm of g h a t - k m  debt; tsooune to 
commercial sourcts of financing d l y  bo 
meet foreign wrency e x p d h r w ,  jmtkululy 
for m-tradeable goods, priority #ctora iika oil 
and fertilizer, e x j m  QI.isnad d t r ,  etc., ar 
borrowings thrlktd witb inflow of *, llnd 8 
-4 @icy of lFu- by 
sovereign a poWt lulcaa ffnradd rad badcing 
inrtikrtions. 
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12. FOREIGN INVESTMENT 
The C o d W  f d t  that the steps already taken 

would go a l a g  way in promoting the Widence 
of foreign investors for investing in India. The 
Committee noted the important parameters of a 
global nature that would determine the scope and 
limits for foreign investments in the immediate 
future and examined the concerns of foreign 
investors. 

Having recognised the concerns of the foreign 
invesfors, the Committee, recommended that a 
National Investment Law be seriously consided 
wbfying the existing policy and practices relating 
to dividend repatriation, disinvestment, non- 
discrimination subject to conditions that may be 
specified, employment of foreign nationals, non- 
expopiation, and sanction and servicing of 
external commercial borrowings. Such a law could 
also provide for policy procedures and 
institutional framework for approval of 
investments u m k  the non-automatic route, 
according pioneer status or domestic-investor 
status, new ins-& of private commercial 
flows and applicability of local or international 
laws. !Such an Investment Law need not in any 
way exclude consideration of bilateral investment 
treaties. 
nie Committee noted with satisfaction the most 

recent liberalisation measures in FERA and 
recommended that an appropriate framework be 
evolved to promote Indian investment abroad in 
desired directions, countries and sectors in 
addition to likalising procedures. 

To achieve the targets set forth in the Eighth 
Plan and reflmed in the balance of payments 
pjec3bm in this Ryrat, the Commi~ee 
recommarrdad measures for export promotion 
including 

(i) Molvcsaent towards fuller condbi l i ty  of 
rfis rupee since partial convertibility 
impom r tax on exports; 

(iii) Stability of existing export iwmtivcs, i. 
e., an assurance Uut the incentives wmkl 
continue; 

(iv) Encouraging deemed exports by mcnsures 
such as freedom for Indian bidders to bid 
in foreign currency when they bid under 
ICB procedures (since implemented); 

(v) Simplification of Export-Impon Policy 
especially replacing quantitative curbs on 
exports with duties. 

14. BOP PROJECTIONS FOR MEDIUM- 
TERM 

In making the balance of payments projections 
the Committee kept in view (a) the macro- 
economic parameters as envisaged in the Eighth 
Plan. (b) likely impact of the policy changes, (c) 
outlook and prospects of international trade. and 
(d) updated estimates for 1991-92 and the latest 
available estimates for 1992-93. 

An average annual growth in exports of at kast 
15 per cent in dollar terms over the medium-term 
is considered necessary as well as feasible. The 
Committee strongly recommcndcd that trade 
policy and exchange rate regime be managed not 
only in a stable manner but also oriented towards 
export promotion. 

The Committee believed that the import growth 
rate might be marginally highex than wlurt had 
been estimated on the basis of import elasticity 
to GDP at 1.5. 

Net inflows in the 'Invisibles' c o m w  of the 
current account are estimated to contribute almost 
a negligible share even though there would be a 
turn around from a net outflow within a year or 
two. 

'Ihe Committcc felt that the order of currant 
wcount deficit envisaged, viz. 1.6 pcr cent of 
GDP, can be m6t through a sustrinrMas level of 
nct capital receipts. 



1146 RESERVE BANK OF WDIA BULLETIN AQMI 1993 

export perfmimcc, better 'Invisibles' receipts 
and higher investment inflows all of which is not 
impossible. 

IS. BALANCE OF PAYMENTS - 
STATISTICAL ISSUES 

Thc Committee rtcornrntnded certain changes 
in the compilation and presentation of balance of 
payments statistics. Having identified the major 
factors contributing towards a difference between 
DGCI&S data and BOP data in respect of imports, 
the Committee recommended that 

(i) All Defence debt may be formally 
registered as commercial debt as per the 
normal practice; 

(ii) Debt in respect of rupee payment area 
(RPA) may be reflected separately in the 
capital account consistent with recently 
concluded Rupee-Rouble Agreement; 

(iii) In respect of Defence debt to general 
curru1cy area (GCA) principal repayment 
is to be reflected in the capital account 
and interest payment under 'Invisibles'; 

(iv) Where imports do not pass through 
customs declaration, concerned agencies 
may be requested to report in a 
consolidated form the value of imports on 
a routine basis for purposes of 
incorporation into the customs data; and 

(v) Information system may be established 
through Ministry of Shipping and 
Ministry of Petroleum to obtain 
information on payments made but not 
reflected in customs data. 

The Committee recoinmended (hat a Technical 
Oroup be appointed by RBI wi!h representatives 
from the Ministry of Finance and the Ministry of 
Cammerce similar to the Policy Group on External 
Debt Statistics, to review in detail, timeliness 
oaanpilstim methods and suitability of reporting 
system for purposes: of management of balance 
of payments. 

THE MAIN REPORT* 
1. INTRODUCTION 
1.1 A High Lcvel Committee on Bdance of 
Payments was constituted by the Gov- 
under the ChairrnUp of Dr. C. Rangarajm, 
with Secretary, Department of Economic Affairs 
(DEA), Secretary, Dyrartment of Industrial 
Development, Scmtary, Ministry of Commerce, 
Secretary and Chief Consuitant, DEA, a &nee 
of Governor RBI, as Member snd Joint Secrcmy 
(External Commercial Borrowing), DEA, as 
member-Secretary (Vide 0. 0. No. 1 (24)191-BP 
dated 19-11-1991). The following a n  the terms 
of reference :- 

(a) To make projections of the various 
elemeots in Balance of Payments over the 
next five years and estimate the financing 
gap taking into account the repayment 
obligations; 

(b) To study the appropriate mix of capital 
flows and to suggest measures to bring 
about the desired changes; 

(c) To examine and suggest ways of changing 
the existing structure of debt; 

@) To examine the possibility of converting 
certain types of existing debt into quity, 
to suggest ways to enhance the flows of 
invisible earnings, including private 
remittances through the banking system; 
and 

(e) To examine the functioning of the existing 
exchange rate regime in the context of the 
move to Exim-Scrip and to canslda the 
implications of a shift to conv&ility on 
current transactions in the near future. 

1.2 In order to tackle the severe BOP crisis 
faced by the-country during 1990-91 and 1991- 
92 the Government took ocveral ~~y 
measures such u the raising of fodgn cumncy 
resources using gold the dawnward adjustment of 
the e x m a l  value of the Rupee, QIstic 
curtri-t af knpmts, etc., to pafll the acanomy 
back from the kmk af Mwlt  m debt service. 
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solution to the p f ~ b l m .  the Government 
undertoolc policy initiativas such as a macro- 
economic stabiliation programme through a 
planned reduction in fiscal deficit and, a trade 
policy reform to create an environment which 
would give an impetus to increase India's share 
in world trade, in general, and growth in the 
country's exports, in particular. The package 
included Industrial Policy Reforms to promote a 
more efficient and competitive industrial economy 
and reforms to improve and streamline the 
working of the public enterprises. It was in this 
context that the need for making medium-term 
projections of the country's BOP scenario and for 
evolving appropriate measures to bring down the 
current account deficits to sustainable levels was 
felt. The formulation of the Eighth Five Year Plan 
warranted that these policy initiatives be 
integrated with a medium-term strategy for the 
management of the external sector. 

1.3 The Committee was required to give its 
report by March 1, 1992. However, it submitted 
an interim report and sought extension of time 
which was granted by the Government. In the 
conkxt of the allencompassing and complex 
nature of the tasks entrusted to the Committee, the 
members have been holding continuous and 
extensive discussions among themselves and with 
the other officials. Various background papers 
prepared in RBI, GO1 and the Planning 
Commission on several aspects of BOP 
management and policy were made use of by the 
Committee in its work. 

2. LESSONS OF RECENT EXPERIENCE 
2.1 Tbe Committee noted the following 
developments during the .Seventh Plan. 

(a) There was a widening of current account 
deficit, the ratio of such deficit to GDP 
avtraging 2.4 percent as against the 
projection of 1.6 per cent; 

(b) Qrrcat llccoum deficit was financed by 
extcmal assistance, commercial borrowings 
luad &posits by m-rwidcnt Indians 
iacrca$ing the dabttservice ratio from 13.6 
p l M C d h t t 0 2 1 p ~ 0 ~ t b y b d 0 f t f i e  
Plm; 

(c) Use of reserves was rninimised mainly dn 
account of capital flows and partly due to 
recourse to short-term debt to finance 
imports of canalised commoditias; 

(d) Exports achieved a very high growth rate 
except in the first year of the Plan; 

(e) The share of manufactured export8 
increased but their import-intensity also 
rose sharply; 

(f) The growth rate in imports was broadly in 
line with GDP growth; 

(g) The non-DGCIS imports, mostly acoounted 
for by defence. increased substantially (the 
other factors being procedural variations in 
exchange rate adopted and difference in 
timing of payments vis-a-vis commodity 
movement); 

(h) Non-oil imports (in US dollars) rose at an 
average annual rate of over 12 percent but 
total import bill did not rise because of the 
fortuitous circumstances of relatively lower 
oil prices, though volume of import of POL 
increased significantly; and 

(i) The invisible account which had given 
considerable support to the balance of 
payments in the past showed a sharp 
deterioration with stagnant earnings from 
tourism, a modest increase in private 
transfers and mounting interest burden. 

2.2 Thus, the positive developments on the 
export front were overshadowed by the structural 
problems in external sector. With the onset of the 
Gulf crisis and political uncertainties such a 
fragile situation resulted in a crisis situation of 
such magnitude that economic policy making had 
to be almost totally devoted to the management 
of balance of payments during 1991-92. The Gulf 
crisis had an immediate effect on W a ' s  oil 
import bill. It could however, have b man@ 
with appropriate restraints on impwts but for tfic 
liquidity crisis caused by tt# rapd withdrawal d 
NRI &posits and dedal of m a 1  ~ x x a s  tb 
external cornmereid brwrowrn, as a amlt d dre 
downgrading of India's credit rrrt@, TStG lquibity 
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crisis expressed itself in terms of a total denial 
of short-term facilities and difficulties in 
lmouring letters of credit. Such a' situation 
required harsh measures of import restriction, 
access to exceptional financing through IMF, 
World Bank, ADB and bilateral channels and 
temporary utilisation of gold available with 
Government and RBI for raising foreign currency 
resourcers to meet contractual commitments. 

2.3 The Committee noted that, with the onset of 
relative political stability and initiation of a 
package of economic reforms, there had been 
some restoration of international confidence. Even 
so, the sustainability of balance of payments 
required not only substantial s u p p t  from 
multilateral and bilateral agencies but also 
recourse to two somewhat extraordinary measures. 
namely, an Amnesty Scheme by which private 
remittances were encouraged and the India 
Development Bonds at a relatively high cost. 

2.4 The Committee, after a careful review of 
experience, identified the following as the most 
important lessons of experience in the 
management of balance payments. 

(a) No country can live beyond its means for 
long wi thout  c r ea t ing  adverse  
consequences. Thus, budgetary deficit, 
which has implications for money supply, 
revenue deficit, which has implications for 
the resources available out of current 
revenues for developmental expenditures. 
and fiscal deficit, which has implications 
for the amount of resources drafted from 
the household and other sectors combined 
with inadequate returns on investments 
made out of borrowings, all contributed to 
a situation where the macro-economic 
environment was not exactly conducive to 
a stable balance of payments situation. 

(b) Current account deficit must be limited to 
a level that can be sustained by normal 
capital fiows. What is normal cannot be 
defined but it could be reasonably assessed. 
While current account deficit in any 
particular year for reasons such as drought 
or volatility in POL prices may be 

inevitable, persistent deficits financad by 
relatively expensive capital flows am 
bound to adversely affect the sustainability 
of balance of payments. 

(c) Overhang of persistent cwrent account 
deficits can be corrected only in the 
medium-term. In other words, while a 
sustainable balance of paymcnts position 
may be defined as a level of current 
account deficit that can be met by normal 
capital flows, to achieve such a goal of 
sustainability, there would be need for 
exceptional financing during the transition 
to a stable situalion. 

(d) In respect of exports, it is clear that the 
export possibilities of India have been 
grossly underestimated and the import 
intensity of a strategy of import substitution 
not understood adequately. Export 
acceleration on a sustained basis would 
require across-the-board improvements in 
infrastructure, labour productivity 
efficiency of industry and in the macro- 
economic environment. 

(e) Management of imports requires a focused 
attention on a few commodities or users of 
importance rather than an attempt to 
control a large number of small and 
individual transactions. Thus the three 
important areas which would ensure 
substantial import substitution are POL 
products, fertilizers and imports on account 
of defence. As a medium-term strategy, 
there is need to concentrate on reducing the 
dependence cm imports in-respect of these 
products. . 

(0 In regard to the invisible account, the 
impact of an wealis t ic  exchange rate on 
the diversion of foreign exchange infiows 
from official to private channels was 
under-estimated. The impact of intemt 
burden on invisibh was not fully 
mognizad. The potential d Wsrn hr 
poviding balmce of papeas mpport is 
fit to be fully exploited. 
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(g) While current account transactions can be 
subjected to short-term restrictions, the 
liabilities created out of debt will have to 
be dishtrged and hence a medium-term 
frmcwork requires considerations of debt 
liabilities that have already been incurred 
as also the sustainable level and 
composition of external debt that can be 
incurred afresh. 

(h) The normal capital flows have a 
quantitative relation to the financing of 
current account deficit in a particular year, 
but the composition of such capital flows 
is mrwc important in as much as it affects 
the future liabilities on both capital and 
current accounts. Further, the use to which 
the capital flows are directly applied will 
determine the capability to service 
liabilities. 

(i) At a time when the aid flows were getting 
constrained and their concessionality flows 
gradually eroded, reliance was placed on 
high-cost NRI deposits which proved to be 
volatile. External commercial borrowings, 
which were relatively inexpensive have, 
however, tended to result in bunched 
repayments. The window of opportunities 
available through encouraging foreign 
investments has not been exploited though 
other countries have accessed this source 
on a large scale. The volatility of flows in 
capital account and the link of such flows 
with BOP performance require greater 
attention in future. 

(i) White a numbtr of factors such as world 
demand, quality of products, marketing 
skills and supply availabilities have a 
b d i g  on e x p  growth in the medium- 
term, an appropriate real effective 
exchange raw would constitute a necessary 
though not sufficient condition for export 
m*. 

(k) The lcrel of foreign currency reserves and 
tl#r management d such reserves should be 
such as to provide the much needed 
amrana to the international financial and 

trading community about the country's 
ability to service its obligations. Hence s 
targeted level of resesves a8 a proponiop1 
of imports would be required to convince 
the international community about the 
deterrnmation to mange the external sector 
on a sustainable basis. 

3. REVIEW OF RECENT 
DEVELOPMENTS 

3.1 The Committee submitted an interim 
report on the partial convertibility of Rupee 
(PCR) in February, 1992. (The Report may be 
seen at appendix). The Liberalized Exchange 
Rate Management System (LERMS) was 
introduced with effect from March 1, 1W2 as 
a first step towards full convertibility of the 
Rupee on current account. The main objectives 
behind the introduction of LERMS were tb 
fulfillment of the need for a market-oriented and 
flexible exchange rate mechanism as a means to 
achieve self-reliance through improved export 
performance and a reduction in the scope f a  
illegal transactions in foreign exchange w that the 
flow of inward remittances into the country can 
be increased substantially. With the introduction 
of PCR, except for a few essential commodilies, 
the task of allocating scarce foreign currency 
resources to various uses has been shifted f m  
GOI/RFiI to the market and price acts es the 
vehicle for such allocation. The PCR system 
attempts to combine the advantages of a relatively 
stable managed float and the BOP balancing 
properties of freely floating rate of exchange, by 
creating two exchange rate channels. In the 
market channel the exchange rate is determined 
by the demand for and supply of foreign 
exchange, where access is free for all foreign 
exchange transactions (wih a few exceptions). h 
the official channel the exchange rate continues 
to be determined by the RBI but access is 
resuicted. 

3.2 Since under the new trade policy, all goods 
may be freely imported excepl those included in 
a short Negative List, Govemmenl bas inked 
ceased to control the quantum of impMJs iato tk 
country and through that the demand fot forelm 
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exchange. This function, as mentioned earlier, is 
now being determined by the price ruling in the 
market. Thus, under the new strategy for 
managing BOP, the market, through its pricing 
mechanism, would regulate to a large extent the 
quantum of permissible (trade account), 
authorised (invisible account) and approved 
(capital account) transactions that would be put 
through by the public. If the relaxation of import 
trade controls were to result in an increasing 
demand for foreign exchange, the consequent rise 
in its price would provide an incentive for export 
growth. 

3.3 Having assigned a crucial role for the market 
forces of demand and supply in the determination 
of the external value of rhe Rupee, it has become 
imperative to have an efficient institutional 
arrangement in place that would monitor the 
functioning of the system closely, reduce acute 
imbalances between demand and supply and the 
consequent volatility in exchange rates and review 
the official exchange rate with reference to the 
market rate on a regular basis. The Committee 
noted that such systems have been put in place 
in the form of a Standing Group on the 
forecasting of Foreign Exchange Reserves 
(RBI), the Balance of Payments Monitoring 
Group (Ministry of Finance) and the 
Committee on Transitional Arrangements 
(RBI/MOF/MOC). 

3.4 With the liberalisation measures being 
introduced to revitalise the economy and the goal 
of self-reliance having been redefind in a more 
positive sense, the role of customs duty in the 
counlry's fiscal structure has had to be re-oriented. 
It has been recognized that a growing economy 
needs to import a larger volume of fuel and other 
important industrial inputs and also capital goods 
signifying technological upgradation and that such 
imports should be financed by its own exports and 
not through external support like foreign aid. 
Further, it has been noted that for boosting exports 
to the required extent, the prime requisite would 
be to make Indian industry internationally 
competitive. With the downward adjustment of the 
external value of the Rupee in 1991 and Lhe 

introduction of LERMS in March, 1992, the rupee 
cost of imports has gone up considerably and, 
consequently, the base on which customs duty is 
levied has grown larger. Accordingly, the tariff 
levels can be reduced without adversely affecting 
the quantum of revenue accruing to the exchequer 
from this source. if this is not done, high tariff 
rates combined with higher import values would 
push up the cost of imports to a considerable 
extent, thereby affecting the competitiveness of 
Indian Industry and possibly causing cost-push 
inflation. Therefore, the Committee is of the 
view that from the point of view of improving 
export competitiveness it is necessary to ensure 
that customs tariff levels are comparable to 
those prevailing in our competitor countries, 
many of whom have reduced their customs 
duty rates substantially. The process of such a 
reform should, however, be structured, and 
well thought out giving adequate notice to the 
domestic industry both in order to cushion the 
impact on revenue and to ensure that there is 
a reasonable opportunity for Indian industry to 
become internationally competitive. 

3.5 The highlights of the new Exim-Policy are: 
i) External trade is free subject only to a negative 
list of imports and a negative list of exports; ii) 
Negative list of imports is the smallest ever; iii) 
Negative list of exports has been pruned; iv) 
Negative lists would be administered, as far as 
possible, by general schemes. Case-bycase 
licensing would be minimised. Actual user 
conditions have becn eliminated except in a few 
special cases; v) Import of capital goods has been 
liberalised. They are no longer in the negative list 
of imports. Imports of second-hand capital goods 
have been allowed, in some sectors without 
licence and in others under licence; vi) Raw 
material imports have been liberalised. Barring a 
few items, they are no longer in the negative list 
of imports; vii) Value-based Advance Licences 
have been introduced with self-certification, they 
being made available for Export Houses, Trading 
Houses and Star Trading Houses; viii) The EOU 
and the EPZ schemes have been liberalised. These 
schemes have been extended also to agriculture, 
horticulture, acquaculture, poultry and animal 



RESERVE BANK OF INDIA B U L L m  

husbandry. ~ ~ U / E P Z  units may now export 
thnwgb Export Houses, Trading ~ o u f s  and Star 
Trading Houses; ix) The definition of Deemed 
Exports has been aueamlinad, x) The crucial roles 
of EPZs, Export HOUWS, Trading Houses and Star 
Trading Houses have been racognised; and xi) A 
national campaign for quality awareness is 
proposed to be launched. The Committee noted 
that there had been an orderly transition h r n  
import compression to import of required 
commodities and that imports had proved to 
be price elastic. There appears to be a distinct 
reduction in inventory levels because of the 
assured supply of imported commodities and the 
high cost of holding inventory. There is also 
judgemental evidence to show that some amount 
of import substitution is taking place in the 
economy. 
3.6 Exports, however, have not picked up 
rapidly largely because of the climate of recession 
prevailing in the industrialised countries, the 
disruption in rupee trade with the former USSR 
and also the time-lag between reforms and results. 
There is, however. clear evidence of acceleration 
in the rate of growth of exports to general 
currency areas, especially in the very recent past. 
The Committee concluded that it would, 
therefore, be premature now to evaluate fully 
the export performance of the industry on the 
basis of the reforms introduced, though the 
trends are distinctly encouraging. 

3.7 The foreign exchange budget of Government 
of India traditionally covered almost the entire 
requirements of foreign exchange of the public 
sector. However, the coverage has been drastically 
reviewed for 1992-93. Firstly, canalisation is itself 
resricted to a few commodities as part of the 
EXIM policy. Even here, the foreign exchange 
budget is restricted to foreign exchange made 
available at official rate and therefore to select 
POL products and fertilizers. Allocations, 
however, are made for import of foodgrains from 
the foreign exchange budget. Ln regard to some 
other &a1 amunodities which are canalised. 
such as edible oils, access to market rate is 
ParrniUed and hance they do not form part of the 
foreign exchange budget. This approach helps in 

passing on international prices to the domes& 
market moderated by appropriate fiscal policies. 
Thus immunising the management of e x t m l  
sector from domestic policies in respect of prices 
of individual commodities has added some 
stability to the management of the external sector. 
Secondly, even with regard to the Departments, 
during 1992-93 a number of pulic sector 
undertakings which were originally part of the 
foreign exchange budget were removed therefrom. 
This gave them greater autonomy. Even public 
sector undertakings of Defence have been 
removed from the foreign exchange budget. 
Thirdly, even in regard to foreign exchange 
requirements for the Departments, the foreign 
exchange budget was made applicable only for 
acquisition of goods for which foreign exchange 
was made available at official rates. Fourthly, the 
Departments as well as the canalising agenciks are 
permitted to access foreign exchange at the market 
rate if their requirements exceed what has been 
provided for in the foreign exchange budget. This 
gave freedom and manoeuverability to the various 
agencies to promptly mwt the domestic demands 
without being constrained by foreign exchange 
budget allocations. Fifthly, in order to ensure 
proper management of foreign exchange reserves, 
the outflow of foreign exchange at the official rate 
through the foreign exchange budget is subjected 
LO management in cash terms by imposing 
monthly ceilings on drawal of such foreign 
exchange. Finally, the practice of utilising the 
canalising agencies as instruments of protecting 
the foreign exchange reserves by encouraging 
them to import commodities under short-term 
credit arrangements has been discouraged with a 
view to eliminating such a p r d u r e  altogethex 
as soon as possible. The Committee noted that all 
these measures tended to impart the necessary 
freedom to the various agencies within the public 
sector in managing their foreign exchange needs 
and give incentives for saving on foreign 
exchange. Inventory management has also becn 
made easier. The incentive to export and earn 
foreign exchange has been provided for the public 
sector undertakings. The Committee mted with 
satidaction that these measures in the area of 
Foreign Exchange Budget I- aeccrsuy 
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pre-conditions for a gradual movement towards 
fuller convertibility of the rupee on current 
account. It, therefore, recommends that with 
the objective of moving towards full 
convertibility, the mechanism of allocating 
foreign exchange should be dispensed with 
from 1993-94. The Committee expects the 
financial advisers in the ministries to exercise 
appropriate control over foreign exchange 
expenditure just as they are expected to 
exercise control over rupee expenditure. 

3.8 The import of raw material components was 
till recently facilitated by the availability of 
foreign exchange partly through normal channels 
and for some time being linked with Exim Scrips. 
Such a differentiated and administered approach 
has been replaced by the general arrangement of 
access through market rate and for select 
commodities access through foreign exchange at 
the official rate. Further, the insistence on utilising 
short-term credits to protect reserves was 
dispensed with once the crisis situation was 
overcome. On the whole, therefore, the import of 
raw materials and components is now governed 
by a free access to foreign exchange without the 
constraints of specific user-wise allocative 
mechanisms. In regard to capital goods the 
traditional approach has been to indicate the 
sources of foreign exchange including, in 
particular, linkage with foreign currency loans 
either through the Development financial 
Institutions or by insistence on direct external 
commercial borrowings. In some cases there was 
a linkage with utilisation of bilateral credits. This 
system which required a number of clearances 
within the Government and by various financial 
agencies-domestic as well as international-has 
now been replaced by freedom to the individual 
entrepreneurs to decide on the source of funding 
for import of capital goods. The users are now 
at liberty to choose the means of financing 
depending on their own requirements and market 
conditions. The mix would be debt, equity or 
foreign exchange from the market. Thus, both the 
providers of foreign capital and the users of 
foreign capital in India are at liberty to negoriw 
and utilise the sources depending on 
requirements. This procedure has imparted grew 

freedom and competitivenms in uanaw;tiane 
relating to ex&md borrowings. The CoMnCtr:clb 
noted that the ffeedom granted to users in 
sourcing foreign exchange for their 
requirements has rcsulttd In not only ease of 
operations but also relatively lower cost at 
which exernal commercial debt was made 
available to Indian entities. It was natod that 
the drawal of foreign currency loans had btcn 
less than in previous years, but the overall 
availability of foreign exchange for import of 
capital goods had matched the demand. 

3.9 The Committee noted the following 
parameters of the new Industrial Policy and 
steps taken by the Government to attract 
foreign investment: 

(a) Majority foreign ownership, even up to 
100% in certain sectors. is allowed. 

(b) Foreign equity proposals need not 
necessarily be accompanied by foreign 
technology agreement. 

(c) Automatic approval is given by the Reserve 
Bank of India for diiect foreign hrvestment 
up to 5 1 % foreign equity in 34 high priority 
industries if foreign equity covers the 
capital requirements of imported capital 
goods which must comprise plant and 
machinery which are new and not second- 
hand. 

(d) Automatic approval by the Reserve Bank 
of India for majority foreign equity holding 
up to 5 1 % in trading companies primarily 
engaged in export activities subject to the 
condition of dividend .balancing for a 
period of 7 years. 

(e) Pro$sals outside the criteria in (c) & (d) 
aretobeconsidercdby t h e ~ t a r i a t o f  
Industrial ApprovalsJPOreign Investment 
Ramtion Board/Rojecc Approval B d .  

(0 Automatic approval for raising foreign 
equity up to 51% in the existing componias 
also allowed by the RBI providrtid the 
propcwd activithw rra hr thc bigh p l d W  
area. 
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(g) For foreign tachnology agreements in high 
priority industries, automatic approval 
allowed subject to the condition that the 
lump sum payment does not exceed Rs. I 
crore and royalty d m  not exceed 5% on 
domestic sales and 8% on exports. 

(h) Payment of dividends only in the case of 
consumer goals industries would be 
monitored by the RBI to ensure that 
outflows on account of dividend payments 
are balanced by export earnings. The 
general condition of dividend balancing has 
been withdrawn for items other than 
consumer goods. 

(i) All payments flowing from the approval of 
foreign technology agreements are to be 
met through foreign exchange purchased at 
the market rate. 

(i) Phased manufacturing programme is no 
longer applicable. 

(k) Disinvestment of equity by foreign 
investors can'take place at the market rates 
on the stock exchanges. 

(1) India signed the Multilateral Investment 
Guarantee Agency Protocol on 13-4-1 992. 

(m) General permission is now granted to 
companies with more than 40% non- 
resident interests to accept appoinunent as 
an agent or technical or management 
adviser of any company in India in any 
activity of a trading/commercial or 
industrial nature. 

(n) Companies with more than 40% foreign 
interest may now borrow money and accept 
deposits in India far which the Reserve 
Bank of India will accord general 
permission. 

(0) Companh with more than 40% foreign 
equity am gpMICd general permission to 
deal in immovable property in India. 

Cp) Fmign, c~mgrnits have also been 
pumiwd by RBI to open liaison offices 
and 'brm~iwi in India an raccipi of 
rppilic- from ibem. 

(q) Foreign companh are now fiat to UIBCI 
their trade marks for domastic t a b .  

4. BROAD POLICY CONSIDERATIOMS 

4.1 The committe deliberated on mqjor policy 
considerations relevant to management of balance 
of payments viz. redefinition of self-reliance in 
trade policy, convertibility of the rupee, the 
approaches to medium-term development, 
emphasis on foreign equity flows, optimum 
utilisation of debt, role of tariffs, management of 
external sector qnd need for transparency. 

Redefinition of self-reliance and trade policy 

4.2 The first step, in our long tenn strategy to 
tackle the country's BOP problems, it was felt, 
would be to reexamine our earlier understanding 
of one of the key objectives we had set for 
ourselves, namely, self-reliance. In this respect, it 
would be apt to quote from he speech made by 
the Honourable Finance Minister, while presenting 
the Budget for 1992-93. 

"Self-reliance in today's world of integrated 
global markets cannot be achieved m l y  by 
reducing import dependence and insulating the 
economy from the world. Following that path will 
only lead to more import controls and promohe 
inefficiency and corruption. It will perpetuate an 
environment in which Indian entrepreneurs will 
not have the flexibility they need to compete with 
other developing countries in world markets. The 
resulting inability to export will actually make us 
more rather than less dependent on the outside 
world. Our vision of a self-reliant economy should 
be of an cconomy which can meet all its import 
requirements through exports, without undue 
dependence on artificial external props such as 
foreign aid." 

4.3 In this background, the approach to stlf' 
reliance has been set by the Committee in tbc 
following terms. 

(a) Improve export earnings anQ receipt8 oa 
invisible account, wpecirrlly on account d 
tourism and runitsancts; 

(b) Ensure that lscntial inq~~F& ltdce place mB 
grmenlly i m m  ara f+WitW to Uw, 
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available receipts on current accounl 
supplemented by a sustainable level of net 
capital receipts; 

(c) Aim at a sustainable level of net capital 
receipts by gradual reduction in exceptional 
financing (such as IMF facilities and fast 
disbursing flows from multilateral/bilateral 
agencies) and debt servicing burden; 

(d) Add to the foreign exchange reserves to 
avoid a contingency of "liquidity crisis"; 
and 

(e) Eliminate dependence on short-term debt 
for BOP support by restricting the use of 
short-tenn facilities up to a six-month 
period for trade-related purposes, under 
normal terms, on a voluntary basis by 
importing agencies concerned. 

Convertibility and trade policy changes 

indusuy, ban on impons of consumer goods, and 
a very small list of items subject to quantitative 
restrictions as an interim measure. 

4.6 Over the medium-term, therefore, the 
Committee considers that an atmaphere of 
liberal trade regime with self-correcting 
mechanism of exchange rate and a gradual 
movement towards  internat ional  
competitiveness would have to be the basic 
objectives. 
The Planning Commission's Approach 

4.7 The Eighth Five Year Plan estimates the 
sustainable level of cunent account deficit for the 
next five years at 1.6% of the GDP. This has to 
be treated as a ceiling rather than as a target. 
Secondly, exports are expected by the commission 
to grow at a rate of 13.6% in volume terms. 
However, the initial conditions of world recession, 
uncertainties in trade in rupee payment areas and 

4.4 While announcing the new trade pol,cy last the extent of impact of reform measures will have 
year, the G~~~~~~~ mentioned its intenlions to to be reckoned with. Thirdly, the import elasticity 
move towards full convertibility of the rupee on GDP growth has been by the 
the trade account. T~~ PCR has been introduced Planning Commission at 1.5. However, given the 
to provide a boost to e n p s  as well a to efficient low level of at the binning of Five 
import substitution, to reduce the scope for Year due 
bureaucratic controls and to reduce the incentives by the limited access to 
for illegal transactions in foreign exchange. capital receipts, the average growth rate in imports 

may be higher than what is indicated by import 
4.5 The strategy of managing trade followed till 
recently was to partly subsidise exporters to make 
up for negative protection implicit in the domestic 
policy and contain imports through canalisation, 
physical controls and restricted regime of imports 
in general. Such an administered system led to 
current account deficits well beyond what was 
sustainable, resulting in increased recourse to 

elasticity. Finally, consistent with the PlaMing 
Commission's approach both in terms of access 
and sustainability, debt should be restricted, the 
composition of the capital account should sbow 
a distinct bias in favour of equity, and there should 
be continued reliance on external assistance and 
a decline in the recourse to commercial sources 
and NRI deposits. 

commercial borrowings and volatile NRI deposits; 
short-term debt of less than one year was rolled 4.8 The C~mmittee thus adopted the basic 
over and reserves were drawn down. The trade parameters of the Eighth Five Year Plan, which 
policy changes are now redimled to ensure that are in a and tadc note of 
exporters have non-discrimimtw inbuilt subsequent domestic and internatiOnal 
attractiveness through exchange rate and other developments to make recommendations with 
fiscal and monetary measures rather than beinn immediate operational significance. 
eligible for case-bycase disbursements 2 caapo&ia, upibl d p b  
compensatoxy payments. The i m m r s  would 
also have a -gencraliaed a m ;  U, im- 4.9 Financing of c w m t  -1 ddki~ , .  e m  
moderated by tariffs to protect indigenous at the levels pf0)ected by mi~8 
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Commission. is likely to present difficulties, 
unless the perception of India as a country risk 
changes favourably in the international crdit 
markets. It would, therefore, be appropriate to 
encourage equity investments with a view to 
increasing forex inflows into the country as well 
as to promote industrial growth consistent wilh the 
Plan targets. Foreign Direct Investment is also 
expected Lo increase competition in the Indian 
industry and improve manufacturing efficiency 
leading to higher exports. As has been mentioned, 
growth in exports to the projected levels is a pre- 
requisite for achieving the key objectives of self- 
reliance and restriction of current account deficit 
to 1.6% of GDP. In emphasizing equity flows, 
qualitative aspects in terms of the priority sectors 
(such as power and telecommunications), 
technology imports (in sunrise industries like 
electronics, computer software and 
biotechnology), and the size of industry (such as 
the medium-sized, preferably in collaboration with 
existing medium-sized Indian industry) have to bc 
kept in view. 

4.10 Considering all this and also the fact that the 
servicing of debt has an immediate adverse 
implication for forex outlfows from the country 
unlike in the case of servicing equity, the 
Committee felt that there has to be a distinct 
shift in the policy framework in favour of 
equity from debt in the matter of capital 
receipts from abroad. Further, the Committee 
feel that it is not only the quantum of equity 
but also the areas of application of foreign 
direct investment that is important. Moreover, 
the Committee cautions against extending 
concessions or facilities to foreign investors 
which are more favourable than what are 
offbred to domestic investors and also against 
enhancing external debt to supplement equity. 
In fact, efforts should be made to replace debt 
flows with equity flows. However, the 
Committte recongises that direct foreign 
investment will contain both equity and debt, 
and the system of approvals is applicable to all 
external debt, Hence, as an operational 
guideline, the Committee recommends that the 

approval of debt (excluding aid from bilateral 
and multilateral sources) linked to equity, be 
limited to a ratio of 1:2. 

4.1 1 With the limited availability of external debt, 
it becomes imperative that it is put to optimum 
use. The primary concern should be to ensure that 
priority sectors such as the nonuadeables, mainly 
power sectors and telecommunicationi. oil 
industry, fertilizers, the export sector. etc., are not 
starved of the much needed foreign currency 
resources. Care also should be taken to see that 
external debt is not contracted for meeting 
requirements of rupee resources. With a view to 
lessening volatility, efforts should also be made 
to bring about an appropriate maturity pattern of 
the country's external debt. Since short-term debt 
is considerably more volatile, h e  endeavour 
should be to tilt the maturity profile of external 
borrowings in favour of the long-term. Such 
longer maturities are helpful in reducing 
immediate pressures on BOP in the form of debt 
service obligations, providing the much needed 
breathing space to stimulate expons from the 
country. 

4.12 In operational terms, the Committee felt 
that considerations of prudent debt 
management would imply restricting growth in 
the stock of NRI Deposits, containing net 
addition to other external commercial 
borrowings outstanding and cautious recourse 
to instruments such as India Development 
Bonds as part of commercial sources. Recourse 
to external debt for balance of payments 
support would have to be discouraged unless 
it is on concessional terms or with very long 
maturity. In terms of magnitudes also, the 
Cotnmittee felt that recourse to external debt 
should be cwn tinuoulsy monitored over the 
Eighth Plan Period to ensure sustainability, 
cust-effectiveness and use-efftciency. However, 
recourse to exceptional financing, incrrding 
IMF credit would be inevitabk, but the 
objective would be to phase out the exceptional 
financing needs by the terminal year of the 
Eighth Plan. 
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Transparency 

4.13 A healthy public debate on the BOP position 
of the country. the targets for sustainable levels 
of current account deficit and external debt and 
the strategies proposed to be adopted to achieve 
the planned objectives would result in building up 
a viable concensus in favour of the proposed plan 
of action. This would go a long way in the timely 
achievement of the objectives. It is, therefore, 
worth pursuing increased transparency as a goal 
in itself both at the stage of formulating the long- 
term policy framework for BOP management as 
well as at the stage of operationalising the policy 
framework. Transparency is important to enable 
economic agents to take well informed decisions. 

4.14 The Committee, therefore, concluded that 
greater transparency in operational terms 
would involve the following: 

(i) Making public update statistics on 
balance of payments, as in the case of 
uade statistics by DGCIS; 

(ii) The guidelines on external commercial 
borrowings including prioritisation are 
made available to the public as general 
guidelines; 

(iii) The conditions under which foreign 
exchange financing for imports is 
permissible are not only non- 
discriminatory but also made known to 
public as general guidelines; 

(ivj The regulations governing commercial 
flows, especially, foreign investment, 
should be positive and explicit in terms 
of automaticity rather than as an 
exception to general rule of restriction; 
and 

(v) The control mechanism in regard lo 
capital transactions should be well laid 
down, systematic and subject to 
monitoring and reviewed from time to 
time. 

5. EXCHANGE RATE POLICY 
5.1 The Exchange Rate Policy duringl the Eighth 
Five Year Plan and beyond will have to clearly 
reflect technological developments, the world of 
integrated global markets and the consequent 
redefinition of self-reliance. Firstly, it is necessary 
to recognise that an appropriate exchange rate 
policy is a prerequisite though not a sufficient 
condition for B sustainable balance of payments 
position. Secondly, there is a need for a constant 
review of the differentials in price levels between 
India and other countries and the extent of 
movement of values of currencies of the countries 
competing with India with a view to making 
necessary corrections requircd in the exchange 
rate. Thirdly, a transparent and stable policy 
towards exchange rate minimizes distortions 
through market expectations. Fourthly, the 
exchange ratc should, as far as possible, not be 
an instrument of cross subsidisation as between 
commodities ei~her for import or export. The 
appropriate instrument will have to be fiscal or 
even monetary but not the exchange rate. In any 
case, the whole package should be transparent and 
non-discriminatory. Fifthly, while efforts should 
be made at all times to maintain an a'ppropriate 
real efl'ective exchange rate there are bound to be 
both transitional problems and strains on the 
systenl due to seasonal factors, protectionist 
tendencies in the world, etc. They will still have 
to be tackld more by a combination of fiscal and 
sector-specific mclhods rather than through 
multiple exchange rates or cross-subsidisation in 
terms of diflerential prices of foreign 
currency.Sixlhly, recent experience in regard to 
introduction of partial convertibility and exchange 
rate adjustment shaws hat it is possible to have 
a stable cxchange rate through amphasis on a 
real~slic cxc&ange rate and a dominant role for the 
market. However, it should be recognised hat 
stable exchange ratc was possible only because 
of some amount of rauiciion on uad& and 
invisibles apart from very close control over 
capital transactions that create future liabilitia. 
Hence it is necessary so ensure. (hat both a realistic 
exchange rate and a padual relaxrtim of 
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restriction8 on current account transactions have 
to go hand in hand. In the medium-term, care has 
to be talcen to ensure that there is no capital flight 
through liberalisad windows of transactions under 
invisiblce. Finally, also in the medium-term, there 
is no escape from a very close control over all 
capital transactions so that future liabilities are 
kept under control. 
5.2 The Committte, therefore, recommends 
that consideration be given to a realistic 
exchange rate, avoiding use of exchange 
mechanisms for subsidisation, maintaining 
adequate level of reserves to take care of short- 
tern fluctuations, continuing the process of 
liberalisation on current account and 
reinforcing effective control over capital 
transactions. Further, the key to the 
maintenance of a realistic and a stable 
exchange rate would, in the view of the 
Committee, be possible by containing inflation 
through macro-economic policies and ensuring 
net capital receipts of the scale assumed in BOP 
projections. 

In its interim report (copy enclosed as 
Appendix) the Committee recommended the 
adoption of partial convertibility on Current 
Account. It noted with satisfaction that the PCR 
system implemented so far conformed to the dual 
system (the ratio of 6 0  in the allocation of 
foreign exchange receipts between the free market 
and official channels) and supplementary policy 
changes in trade and tariff regimes were adopted. 
Minor variations were warranted in respect of the 
treatment of grants, aid-receipts, import of drugs 
etc. 

5.3 While recommending the adoption of partial 
convertibility on Current Account, the Committee 
had envisaged certain transitional problems 
particularly fhe overhang of Exim Scrips, non- 
applicability of LEWS for Asian Clearing Union 
arrangement and likely disadvantages to capital 
intensive strvice industries such as international 
shipping md airlines which m akin to 100 
pacant EOUs in several respects. The Committee 
has mbd with a great satisfaction that most of 

those transitional problems envisaged in its interim 
report were solved smoothly through a 
"Transitional Arrangements Committee on 
LERMS," Also contrary to fears expressed in 
some quarters that the rupee may undergo a steep 
depreciation there has been remarkable stability 
in the official exchange rate as well as in the 
spread between the official and market rate of 
exchange. Rarely did the spread exceed 20 pcrcent 
and mostly it remained around 17 perctnt. 

Review of performance 

5.4 The Committee noted the following 
important features of performance of Partial 
Convertibility: 

(a) One of the fundamental fears expressed at 
the time of introduction of LERMS was 
that there would be a steep fall in the 
external value of the rupee. Consequently, 
inflationary pressures on the economy were 
expected. Actual experience, however, was 
more in conformity with official 
expectations. While the official (middle) 
rate continued to be Rs. 25.89 per dollar 
till December 3, 1992 the market rate 
ranged between Rs. 30 to Rs. 31.50 per 
dollar. The rupee exchange rate has been 
quite stable and there have been very few 
volatile fluctuations in the market. 

(b) One major expectation from LERMS was 
that the gap between the hawala rate and 
the market rate would be brought down and 
hawala transactions would be eliminated. 
Though hawala market still persists, the 
gap between the hawala rate and the 
market rate appears to have narrowed 
down considerably and the turnover in 
hawala transactions is reported to have 
come down substantially. 

(c) LERMS has provided an additionrl 
incentive to a large body of expofWs who 
were entitled to receive Exim Scrip to the 
extent of 30% of their exparrs. (Exportm 
who were entitied to receive Bim Seripe 
to the extent of 40% of M u  exports may 
have. however. sufferad margihal losses 
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with the introduction of LERMS.) The 
major advantage of LERMS over Exim 
Scrips, namely that it is simpler, 
straightforward and promotes general 
efficiency has been appreciated by various 
industrial and exporters' associations. 

(d) Exim Scrips were not applicable to 
beneficiaries of inward remittances under 
the earlier regime but under LERMS 60% 
of inward remittances are also converted at 
the market rate of exchange. This was 
expected to improve remittances especially 
through official channel. However, the 
procedural delays for remittances through 
banking system and incomplete reforms 
under FERA appear to have constrained 
realisation of full benefits of LERMS. 

(e) Exporters justifiably feel that since 40% of 
their export proceeds are being converted 
at the official rate of exchange, PCR 
actually carries a tax on exports. 

(f) The general belief is that PCR is only an 
interim measure and that full convertibility 
of the rupee on current account may be 
introduced at any time in the near future. 
There is definitely an element of 
uncertainty in this regard and expectations 
that full convertibility will be introduced 
shortly appear to be resulting in a 
postponement of foreign investment 
decisions, 

(g) In terms of magnitudes of flows, the 
expectation that 40% of current account 
receipts would finance special imports 
appears to have been fully realised. The 
system, in brief is poised for furthet 
progress. 

Future Actions 
5.5 The Interim Report of the Committee clearly 
listed the steps beyond partial convertibility.. 
Broadly speaking, the steps contemplated were:- 

(a) Minor adjustments in the system in the first 
few months by keeping a close watch. 

(b) Measures to transmit exchange rate to 
domestic p r i m  in regard to special etc. 

(c) Impose a proportion between access to 
foreign exchange at official rate and at 
market rate even in respect of special 
category transactions so that, over a period, 
the portioh at market rate is increased. 

(d) Bring in a unified market as the difference 
between official rate and market rate 
narrows. 

(e) Step-by-step movement towards full 
convertibility on current account. 

The Committee, in the light of experience 
gained under LERMS, considered two options 
in moving towards convertibility on current 
account, change the proportions to reduce 
transactions at official rate as an intermediate 
step or to bring about unified market without 
any intermediate step. 

I. Intermediate Step: 

5.6 The intermediate step consists of changing 
the proportions to reduce official pansactions 
whereby the number of items and amounts 
available for official rate transactions would be 
reduced and percentage of surrenders of foreign 
exchange receipts a1 official rate gets 
correspondingly reduced to say 15 to 20 from 40. 
The advantages of the intermediate step are: 

(a) Allocations at official rate to POL would 
continue to be made, though at a far lower 
level; 

(b) Some fertilizers can continue to be 
imported at official rate, thereby making 
available fertilizers at reduced prices and 
modcrating impact on fertilizer subsidies; 

(c) Budgetary allocations for import as well as 
debt servicing of Dofence Departmeat 
would continue to be computed at pfficirl 
exchange rate; 

(d) Life saving drugs would continue to be 
available at the official exchange rate; and 
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(e) Risk$ of inflationary effect of POL prices, 
fertilizer prices, and fiscal deficits continue 
to be moderated. 

As against these advantages, the disadvantages 
are as follows: 

(i) Implicit tax on export earnings though on 
a reduced scale, compared to the present 
system, would continue to operate, thus 
undermining the policy of export-thrust; 

(ii) Similary, NRI remittances would pay an 
implicit tax to subsidise imports of POL, 
fertilizers, departmental payments for 
imports etc.; 

(iii) The contradictions inherent in the dual 
exchange system in so far as they relate 
to ACU transactions and trade with 
erstwhile USSR will continue; 

(iv) As long as a dual exchange rate system 
operates, there would be pressure to 
expand access to foreign exchange at 
official rate; and 

(v) In view of the uncertainties, and 
expectations anticipatory actions such as 
withholding of foreign investment 
decisions or even remittance of export- 
earnings may continue. 

II. Unified Rate: 
5.7 The option of unified rate implies that 
exporters and other earners of foreign exchange 
will convert all their earnings at market rate and 
all imports will correspondingly take place at one 
market rate. The exchange rate for all transactions 
would thus be determined by market forces. 
F6reign exchange would, however, continue to be 
available only for purposes approved or authorised 
by the Reserve Bank of India. The RBI would 
continue to have the option at its discretion of 
buying or selling foreign currency from the 
authorised dealers (who will continue to be 
subjected to FERA discipline). The advantages 
of such a system are: 

(a) The justifiable demand of exporters rhat 
they should have the benefit of market rate 
(and not subject to a tax) can be met; 

(b) The cumbersome procedures of claiming a 
part of import needs at official rate through 
Advance Licence mechanism can be 
eliminated to help exporters; 

(c) The large number of workers who make 
remittances to India would have the full 
benefit of market rate; 

(d) The existing contradictions in rates 
applicable to remittances and payments 
through NREA account would be removed; 

(e) Similarly. contradictions between dual 
exchange rate system and transactions in 
respect of ACU and erstwhile USSR will 
also be removed; 

(f) There will be an end to uncertainties and 
anticipatory actions on this account; 

(g) A clear signal would be emitted to inspire 
the confidence of the international 
community; and 

(h) There could bc a distinct psychological 
impact on our people which should help 
reverse capital flight and further reduce 
hawala transactions. 

As against these advantages, there are some 
risks and disadvantages that should be assessed. 
These are: 

(i) If the international prices of POL harden 
during the course of the year, some of the 
anticipated surplus on "OCC account" 
may not come about, if all and not a part 
of imports are paid for at unified rate. 
Thus, there is need to monitor the 
developments and consider review of 
POL prices during law part of the year. 

(ii) There would be additional cost of 
importing fenillzers affecting both prices 
for farmers and amount of subsidy 
needed. 

(iii) Additional budgetary provisions would be 
needed. depending on where unified 
exchange rate settles, for debt swvicing 
and import needs of defence. 
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(iv) Import of life saving drugs would be more 
expensive than at official rate. 

(v) There are possible risks of inflation on 
account of prices of essscntial 
commodities and, strains on containing 
fiscal deficit. But these would be off set 
by possible liberalised imports that would 
be afforded. 

Assessment: 

5.8 In weighing the advantages and 
disadvantages, the Committee took into account 
the following factors: 

(a) Under LERMS, market rate has proved to 
be reasonably stable and within the range 
of anticipated levels. Hence the unified 
rate. in the normal course, should be in 
alignment with the market rate established 
in the past few months. Technically, 
unified rate should settle between the ruling 
official and market rates. 

(b) Measures have already been taken to 
transmit changes in the exchange rate to 
domestic prices in respect of POL. 

(c) The macro-economic environment in terms 
of rate of idlation. anticipated growth rate 
and sustainable fiscal deficit inspires 
confidence to effect changes. 

5.9 The Committee, after weighing 
advantages and disadvantages of the options, as 
described above, recommends that a decision 
be taken to unify the exchange rate, as an 
important step towards full convertibility. 

6. FOREIGN CURRENCY RESERVES 

6.1 The Committee is of the view that the crisis 
in balance of payments in the recent past was 
essentially a crisis of cofl~dence and a liquidity 
crisis. Such a liquidity crisis could have been 
managed without resorting to fire-fighting 
operations if adequate levels of foreign currency 
reserves were at all times maintained. No doubt 
there is a trade-off between accumulating rhe 
reserves and permiuing imports to take place. 
However, allowing the reserve drawdown for 

what could have otherwise k e n  regular and 
recumng imports (without replenishments of such 
reserves on an assured basis in a fmseeable 
future) implies serious erosion of the 
manoeuverability in the management of balance 
of payments. 

6.2 The Committee, therefore, makes a 
general recommendation that a reserve target 
range should be fixed from time to time and 
the foreign currency reserves should always be 
permitted to operate within the range and in 
any case under no circusmtances below the 
floor. 

6.3 It has traditionally been the practice to view 
the level of desirable reserves as a percentage of 
the annual imports-say reserves to meet three 
months imports or four months imports. However, 
this approach would be inadequate when a large 
number of transactions and payment liabilities 
arise in areas other than import of 
cornmodities.Thus, liabilities may arise either for 
discharging short-term debt obligations or 
servicing of medium-term debt, both interest and 
principal. Hence, the Committee recpmmends 
that while determining the target level of 
reserves due attention should be paid to the 
payment obligations in addition to the level of 
imports. The Committee, recommends that the 
foreign exchange reserves targets be fixed in 
such a way that they are generally in a position 
to accommodate imports of three months. 

6.4 In the view of the Committee, the factors 
that are to be taken Ento consideration in 
determining the desirable level of reserves are: 
the need to ensure a reasonable level of 
confidence in the international financial and 
trading communities about the capacity of the 
country to honour its obligations and maintain 
trade and financial flows; the nced to take care 
of the seasonal factors in any balance of payments 
transaction with reference to the possible 
uncertainties in the monsoon conditions of India; 
the amount of foreign currency re.seme8 required 
to counter speculative tendencies or antidpamy 
actions amongst players in the foreign exchange 
market; and the capacity to maimin the rwmfs 
so that the cost of c a v i n g  liquidity is minimal. 
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6.5 The Cammitta a180 noted that the Reserve 
Bank of India maintains a stock of gold of about 
351 tomes in addition to the foreign currency 
reserves. While the cunwrcy reserves provide the 
aecessary liquidity, the gold reserves are expected 
to provide comfort. Often, it is argued that 
fiancial circles are aware of the d o n  of gold 
and hence conversion into currency is merely a 
change in the form of asset. However, there is 
reason to believe that this approach resulted in 
some adverse consequences. Firstly, the price of 
gold which was ruling at $460 per oz. on an 
average in 1981, has come down to a level of a 
little ovet $380 in 1989-90 and dropped to $360 
in 1991. In other words, if the gold had been 
converted into foreign currency, this loss could 
have been avoided. Secondly, if the gold had been 
leased, a return of 0.25% to 1% would have been 
obtained and the value of gold per oz., today after 
crediting the lease value would be a little over 
!MQO per oz. Thirdly, if gold had been converted 
into foreign currency and invested, the foreign 
currency resources would have been enhanced 
even furher. Fourthly, at a time when the reserves 
were falling, in view of the fact that the RBI Act 
does not effectively permit utilisation of gold 
beyond 15% of its holdings in the Issue 
Department, the international community started 
withdrawing support to India and even insisting 
that the Letters of Credit established by Indian 
banks should be reconfirmed by a foreign bank. 
Fifthly, when h e  problem did arise, it became 
inevitable for the wuntry to sell a part of its gold. 
The Committee recommends that the option of 
RBI converting gold into foreign currency 
resources should be constantly reviewed though 
immediate case for exercising such an option 
h o t  established. ~dditionally, the Committee 
recommends that a part of gold reserves, say 
30%, should be available for conversion at 
short notice, into currency resources to meet 
contingendts. 

7. EXTERNAL ASSISTANCE 

7.1 Extarnd $cbt ha8 been an important source 
of f w i n g  the cumnt account deficit. India's 
extesnrrl debt m y  be classified fbr purposes of 
~ v o n i a m  into (a) multilateral (b) bilateral (c) 

commercial (d) m-resident Indian deposits (e) 
short-term loans and (f) Rupeedebt. Exdr. one of 
these forms of debt has its own characteristics and 
they will have to %c considered before taking r 
total view of debt management and outlook for 
external debt in the medium-m. Multilateral and 
bilateral sources are generally treated as "external 
assistance." 

7.2 Multilateral assistance, particularly from the 
World Bank group, has been the single most 
important source of support to India's b a l m  of 
payments. There has, however, been a gradual 
reduction in net transfers op account of 
multilateral assistance for a number of re- 
such as reduction in the overall aid flows in the 
world, entry of larger claimants (especially China) 
and the repayment obligations that have come 
about over a period. The Committee considers that 
the amount of resources available on concessional 
terms has been somewhat static even in nominal 
terms in the recent past. 

7.3 The Committee noted that the most serious 
problem in regard to multilateral flows is the large 
amount of committed but undisbursed aid. Such 
amounts have been rising progressively in the last 
decades. Thus any significant improvement in the 
power sector would substantially improve tho 
overall utilisation of external assistance. The 
following arc some of the major reasons a 
constraints in aid uti1isation:- 

(a) The nature of the projects themselves are 
such that they take on an average abwt 5 
years to be implemented. 

(b) Delays involved in project approvals and 
tender finalisation. 

(c) Paucity of rupee resources (both in the case 
of Central Ministries and State 
Governments) reflecting inadequate 
preparedness, budgetary constraints and 
non-convergence of the projcct-intcrerso 
and Plan priorities. 

(d) Non-adhemme to financial arad odm 
covenants agreed to at the the  of 
negotiation. Prom Tax M o m ,  Hat8r 
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Tax Revision, Electricity Tariff Revision, 
etc., are some of the examples. 

(e) Absence of cost-related tariff structure in 
the power sector adversely affects the 
finances of the State Electricity Boards 
(SEBs). SEBs are thus unable to provide 
adequate funds for the power projects 
resulting in the delayed utilisation of 
external assistance. 

(f) Problems caused by delays .in land 
acquisition and rehabilitation and 
resettlement of displaced persons. 

(g) Some times major changes are sought to 
be made even after the finalisation of the 
projects, resulting in delayed utilisation of 
external assistance. 

7.4 In respect of bilateral assistance also there 
has been a problem of utilisation. Experience 
gained in this regard shows that some of the 
projects are taken up merely because foreign 
exchnge is available only through bilateral credit. 
Secondly, bilateral approach where credit is often 
made available on a tied basis has resulted in high- 
cost imports. Often the concessionalities are 
absorbed by the Government and the project 
authorities are compelled to procure equipment at 
higher than market price simply because bilateral 
aid is available. In such a situation, to the extent 
concessionalities are absorbed by the Government, 
the project authorities have little incentive to 
ensure quick absorption of bilateral aid. 

7.5 The Committee noted the ma.jor suggestions 
made by 9th Finance ~ommissi4 in iLReport 
for 1990-.'95 regarding the utilisation of external 
assistance. These were: (a) The entire aid should 
be passed on to the States for externally-assisted 
projects; (b) For projects under IBRD, 
Government of India should recover loans from 
State Governments over the same period as 
provided by IBRD; and (c) For the projects under 

7.6 The Committee also noted that the National 
Development Council (NDC) made the following 
suggestions in this regard at its 42nd Meeting an 
October 11, 1990. (a) The entire aid meant for 
the externally-assisted projects should be passed 
on to the States; (b) Advances may be given by 
the Government of India against the likely 
additionality; (c) Weaker States may be assisted 
to formulate projects which would be entitled for 
external aid; and (d) Any formal and informal ban 
on such projects in Special Category States should 
be removed. 

7.7 The undesirable consequences of large 
unutilised aid are well recognised. Firstly, it 
reflects adversely on the absorptive capacity of the 
economy and the management of projects and may 
reduce h e  possible continued support from the 
multilateral agencies. Secondly. delayed 
implementation of the projects involves locking up 
of resources without productive results. Thirdly, 
there are instances where committed amounts of 
aid had to be cancelled as a result of such delays. 
Fourthly, over a longer period, there are 
distortions in implementation both on account of 
cost escalations and the changes in tlk rupee 
value-the latter adversely affecting the amount of 
foreign currency resources that should be 
available against ruptx expenditure. Fifthly, 
commitment charges are paid on unutilised aid. 

7.8 Considering the vital role that can be 
played by timely utilisation of external 
assistance in placing the country's balance of 
payments position on a sound footing, the 
Committee recommends that immediate action 
be considered in the following areas:- 

(a) A review of the existing projects with a 
view to identifying those where the 
progrks is slow, those that need redefining 
of project scupe or coverage and where 
cancellation would be better than 
continuing to pay commitment f w  and 
keeping them in our books. 

IDA, the maturity period for the loa& 6 the states (b) As recommended by the NDC, 100% 
should be increased to 30 years and the loans external assistance may be passed on the 
should carry an interest rate of 6%. States for all sectors. 
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(cr Additional Central assistance may be 
releascd to the States on a monthly basis. 
The advances at any point of time may be 
limited to around 8% of the accepted 
reimbursement during the year. 

(d) Since availability of rupee resources is one 
of the major constraints, priority may be 
accorded to externally-aided projects in 
making Plan allocations for both Five Year 
and Annual Plans and corresponding 
budget provisions. However, overall 
resource-availability has to be increased to 
ensure adequte, and timely absorption of 
external aid without sacrificing the larger 
segment of non-externally aided projects. 

(e) The contracting procedures will have to be 
streamlined and decentralised so that 
reference to Government would become 
unnecessary. General guidelines on 
evaluation procedures should suffice since, 
with the introduction of LERMS, foreign 
exchange allocation by sources and uses is 
more or less dispensed with. In order to 
ensure that the domestic industry is 
encouraged to bid. the bidding procedures 
should be such as to give adequte 
opportunity to the domestic industry for 
competing for such contracts. (The 
Committee noted with satisfaction that the 
Government has already taken measures to 
allow Indian bidders to bid in foreign 
c m c y  in respect of multilateral and 
bilaterally-assisted projects.) 

(0 The approval procedures and monitoring 
mechanisms will have to be reviewed to 
ensure adequte preparedness and timely 
actions. 

7.9 In a review of the existing practices with 
regard to administering the external assistance, the 
Committee found certain ambiguities more 
particularly in the backdrop of the recent reform 
measures in the external sector of the Economy. 
These related to the lack of plan provisions for 
externally aided projects executed by the 
Government departments, terms and conditions of 

the assistance passed on to PSUs and Status. 
absorption of concessionality in assistance by the 
Government and use of concessimal flows for 
commercial purposes. The Committee, therefore 
recommends the following broad approach to 
reorient the administering of external 
assistance: 

(a) Department of Economic Affairs may have 
to continue to play the role of a nodal 
agency. in terms of developing pipeline, 
negotiating external assistance and 
monitoring implementation. With relief in 
work on individual cases after LERMS, 
there is scope to focus on adequate 
planning for externally aided projects. In 
particular, there is need for a medium term 
framework of project pipeline which will 
specifically address issue of resource 
availability. commitment of user-unit and 
issues of direct IendingJon-lending, 
additionality. 

(b) The issue of direct lending vs on-lending 
should recognise the need for 
disintermediation by government. The 
suggested framework needs to be workad 
out on the following lines: 

Ter mp Use User Mcthod 

1 .  Bilateral & Commercial E U s  Direct 
Multilateral activities (Centre and (not through 
(Other than States) Central or 
soft 1 0 ~ s )  State budgets) 

2. Soft loans Social Departments Through 
(esp. IDA) sectors in Centn budga 

or Stae or 
autonomous 
agencies 
specially 
set up 

3. Grants Social NGOI or Umbetrllr 
SCUO~J government rgnemenu 

f a  NGOI 
and budge4 
for 
govcmmnt M 
P"" '0 
swc am. 
also. 
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Rupee Debt 

7.10 External debt denominated in rupees has 
different dimensions. First, there are NRI deposits 
which are denominated in rupees but require to 
be discharged in foreign currency at the option 
of the depositor. Clearly this is not a rupee debt 
even though it is rupee denominated. Second, 
there are NRI deposits which are non-repatriable 
which implies that the debt has to be discharged 
in P J ~ S  and as per present arrangements there 
need be no outflow of goods and services to non- 
residents. Third, there are bilalcral arrangemenls, 
especially with the former Soviet Union, where 
debt is expected to be discharged by exporting 
goods and services to non-residents but liabilities 
are expressed in rupee terms as per agreed rates. 

7.11 The former USSR extended to the 
Govenunent of India a number of State credils 
for both defence and a civilian sector projects in 
India. The credits were denominated in Roubles 
but repayments by India were to be made in 
Rupees by means of export of Indian goods. The 
rate of exchange between the Rupee and Rouble 
for determining the repayment schedule was 
established by the Protocol of November 1978 
between the two countries. The formula provided 
for changes in the value of Rupee in relation to 
a 16-currency basket (the old SDR basket) but 
assumed that the value of Rouble to be invariant. 
As per this formula, the Rouble appreciated from 
Rouble 1 = Rs. 10 to Rouble 1.00 = Rs. 31.7874 
when the exchange rate was last notified on 17- 
11-1991. The principal debt outstanding as on 31 - 
3-1992 was Rouble 9871 million which at the last 
announced protocol exchange rate amounted to 
Rs. 31.377 crore. 

7.12 The Committee noted with satisfaction 
that India and Russia have reached a new 
agreement on the mechanism for determining 
the Rupee value of the Rouble denominated 
debt. The agreement provides for the principal 
amount of the debt as on 1-4-1992 being 

converted from Roubles to Rupees using the 
exchange rate on 1-1-1990 as determined by the 
Protocol. The amount of the principal debt as on 
1-4-1992 would al:9 be converted from Roubles 
to Rupees using the exchange rate on 1-4-1992 
as determined by the 1978 Protocol. The 
difference in the two amounts as calculated above, 
would be fixed in Rupees and would be 
rescheduled and repaid in annual instalments over 
a period of 45 years. This rescheduled portion 
would carry no interest. It will also have no 
proteclion against any fluctuation in the value of 
the Rupee for a period of 5 years. Thereafter, i t  
will be indexed to the SDR if the average annual 
depreq~ation of the Rupee exceeds 3% over this 
5 years period. Similar reviews will be conducted 
at the end of every 5 year period. This means that 
this portion of the debt will not be indexed if the 
Rupee depreciation is 3% or less per year on the 
average. 

7.13 As per the agreement with Russia, Rs. 
19.660 crore will be repaid with interest over the 
next 10-12 years in accordance with the schedule 
laid down in the credit agreements. The balance 
amount of Rs. 1 1,682 crore will be paid without 
interest over the next 45 years, 

7.14 In accordance with the above agreement, the 
likely debt service payments to the former USSR 
over the next 5 years would be on average about 
Rs. 2,400 crores per annum. These amounts will 
be paid in Rupees against which Russia will buy 
Indian goods and services for export to Russia. 

7.15 Simultaneously,  the new trading 
arrangements with Russia provide for trade in 
freely convertible currencies. Sttch trade could 
also provide for dollar denominated counter trade 
deals througfi ESCROW accounts opened in India. 
However, such counter trade deals would have to 
be negotiated on a case-by-case basis and no 
definite guidelines have been laid down. It is 
expected h a t  a portion of defence imports would 
be done on the basis of counter trade deals. 
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COMMERCIAL BORROWINGS 

8.1 External commercial borrowings are defined 
to include debt owed to international banks. 
borrowings in bond markets, suppliers' credits, 
export credits supported by official export credit 
agencies and loans provided on commercial terms 
by specialised multilateral or bilateral institutions 
like IFC (W), Commonwealth Development 
Corporation, DEG of Germany etc. (Definition 
has since been changed). 

8.2 Recourse to external commercial borrowings 
(defined as those with a maturity of more than 
one year) was essentially a phenomenon of 
eighties. The instruments of the supplier/buycr 
credits and the syndicated bank loan market were 
mainly used. An entry was also made In the 
securitized instrument market and the publlc bond 
market in Japan emerged as an important source 
since 1989. Recourse was also taken to offshore 
leasing as a cost effective arrangement and a 
diversified source of funds. In terms of maturit~cs. 
it was possible to obtain commercial cred~ts on 
an average maturity of seven years. Thc cost of 
funds was extremely favourable to India. Whlle 
Japan emerged as an important source, the 
markets by and large continued to be diversified. 
Over 80% of such commercial borrowings were 
by public sector-both financial and non financial 
ones. During late 80s. a large inflow was on 
account of the development financial institut~ons 
which were encouraged to borrow well in advance 
of their requirements of disbursements under 
foreign currency loans. There were also instances 
when ECB was approved to financc imports of 
raw materials and components by Public Sector 
Updenakings. Thus, recourse was Laken to 
external borrowings virtually for balance of 
payments support in the recent past. The 
committee noted that on the whole, in te rn~s  
of eost, maturity, currency composition, 
markets, liability management and exercise of 
control over individual transactions, the 
performance in regard to obtaining external 
commercia~ borrowings was satisfactory. 

borrowing prospects and policies. The flow of 
funds from international commercial banks and 
bond markets virtually stopped when the Credit 
Rating Agencies announced a downgrading of the 
rating for India and Indian entities in 1990, taking 
into account both the BOP situation and the 
political uncertainties. There was no scope to 
access the bond market with such a rating, Under 
the circumstances, as part of crisis management, 
importers were required to resort to external 
borrowings for a minimum period of one year for 
raw materials and components' and for at least 
two years for capital goods imports. There was 
also a freeze cln the foreign currency resources 
parked by the development financial institutions 
with the RBI. Export credits supported by official 
export credit agencies emerged as the single 
important source of external funds. Soon, even the 
export credils were reaching the exposure limits 
and the premia for individual borrowers increased. 
The problem turned out to be essentially one of 
access rather than cost. The picture, however, 
changed slightly for the better after the initiation 
of thc reform package in 1991. There was an 
improvement in the exposure limits by the 
institutional sources and premium has been 
gradually reduced. Till now, the availability of 
untied funds in the form of bank loans and bond 
market issues continues to be uncertain. 

8.4 In this background the Committee 
identified the major issues that have to be 
addressed in the context of . external 
co~nmercial borrowings. These arc :- (a) The 
desirability and the scope for debt refinancing. (b) 
The scope and limils for debt equity swaps. (c) 
The desirab~lity of incurring sovereign debt. (d) 
Use of gold bonds for raising debt. (c) Further 
scope for liability management. (f) Appropriate 
timing and magnitudes for re-enuy into 
commercial borrowings through bond market. (g) 
Determining the levels of sustainabb w m m i a l  
debt. (h) Prioritising the ulilisation of commercial 
debt. (i) A view on the maturities and instruments 
and Cj) A view on extending sovereign guarantees. 

8.3 HOWQYU, the events following Ihe Gulf war 8.5 On consideration of the expeukam gained 
led to a sea change in India's conunercial so far, the practices and procedures of 
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international financial markets and h e  policy 
parameters for managing balance of payments in 
general and external debt in particular, the 
Committee recommends the following 
approach in regard to each one of the issues 
mentioned above: 

(a) India has demonstrated its determination to 
honour all contractual obligations. At no 
point of time the option of debt 
rescheduling was considered. The,re is no 
need, therefore, to pursue this option. 
However, proposals have been received 
from some of the international bankers 
suggesting debt refinance i. e. borrowing 
to specifically repay loans due. Considering 
the maturity profiles and the fact that a 
large part of external commercial debt is 
through institutional sources, the amounts 
that can be subjected to refinance would 
be about 500 million dollars per year for 
the next two years. As long as there is a 
possibility of raising commercial 
borrowings with longer maturity to sustain 
the overall balance, there is no advantage 
in giving signals of distress for such small 
amounts by taking recourse to debt 
refinance mechanism. The Committee 
considers that it would not be advisable 
to consider the option of debt refinance. 

(b) Debt-equity conversions refer lo an 
arrangement whereby an external lender 
converts the foreign currency loan to a 
borrower into an equity stake in the same 
country on mutually negotiated terms. The 
converted equity could be acquired by the 
original lender or sold by him to investors. 
In theory, deb1 conversions have certain 
immediate advantages for all participants. 
The process helps the lender to realign his 
exposure portfolio according to his risk 
preference and business objectives. From 
the borrower's point of view, the debt 
burden is removed and from the country's 
point of view the servicing of debt is 
replaced by payment of dividends linked to 
performance. No doubt, debt equity 

conversions have been important options of 
debt reduction for several highly iMlebted 
countries. However, the position of India 
is different from any of these countries. 
First, debt-equity swaps have taka place 
in many countries as part of rescheduling 
programmes. Second, debt equity 
conversion has taken place at a time when 
the country is in default and its external 
debt is quoted at a substantial discount in 
secondary market trading abroad. In the 
case of India none of these circumstances 
exist. The concept, therefore. does not 
essentially apply to India which has a 
flawless debt service payment record. In 
the circumstances, there is a danger that 
recourse to debt equity swaps would 
rernforce sentiments that equate India with 
some of the countries that have defaulted 
in honouring their debt obligatians. The 
Committee, therefore, concludes that 
debt equity conversion is not a desirable 
option for debt management in India. 

(c) Suggations have been received that India 
should borrow in the international financial 
markets as a sovereign in addition to the 
present practice of accessing external 
comn~crcial borrowings essentially through 
public sector enterprises and to some extent 
through private enterprises. Such a 
sovereign borrowing could be accessed by 
the Government itself or by creating a 
separate designated entity. The main 
arguments in favour of sovereign 
borrowing seem to be that a centralised 
approach may provide access in terms of 
larger quantities; that there could be better 
cxmtion;  that economies of scale can be 
captured and that it will clearly give signals 
of government being in direct 40mmand 
over commercial borrowings. In the recent 
past, given the credit rating of India, many 
lenders a re  advocating sovereign 
borrowing as a desirrrbk optioD and 
indicated that to the extent s m S n  
guarantee is being insistsd upon far 
enterprises, there is no g r a t  advanzaw in 
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accessing commercial markets though 
entities rather than by the Government 
dirdy.  The Committee examined this 
issue in the light of the following 
considerations, namely, (i) consistency 
with smctural reforms; (ii) quantum of 
commercial borrowings; (iii) cost of 
commercial borrowings; (iv) control and 
management; and (v) signals to the 
international financial community. Firstly, 
as part of structural reform there is grealer 
emphasis on autonomy to public enterprises 
and participation of private enterprises 
even in core sectors like power. Further, 
as pan of such reform and reduction in the 
fiscal deficit, a policy of disintermediation 
of the Government is being encouraged. 
Secondly, as regards the quantum, the 
approach is to keep a cap and restrict the 
quantum of borrowings on commercial 
terms. Moreover, it is necessary to 
introduce mechanisms by which the use for 
commercial borrowings is linked to the 
borrowing itself to avoid recourse to such 
borrowings for balance of payments 
support. Under the circumstances, recourse 
to sovereign borrowing would be warranted 
only if it is established that the enterprises 
are unable or unwilling to raise requisite 
amount of commercial borrowings to 
sustain the balance of paymenls. Thirdly, 
as regards the cost, experience so far shows 
that leading players in the market have 
been able to get reasonable terms. With the 
diversification of ownership of some of  he 
leading entities, the cost would be slightly 
more than the cost for sovereign 
borrowing. Fourthly, the major issue in 
regard to control and management relales 
to the approval procedures and proper 
monitoring of decenualised, enterprise- 
oriented borrowing. The systems that llave 
babn in place have worked satisfuctorily so 
far. Fifthly, in terms of signals, recourse 
to soveruim borrowing may give an 
inapltssion to the international financial 
-unity wants to be active in 
r & ~  alclgd commercial debt while in 

reality the attempt should be to try and 
curtail such borrowings, But, most 
important, sovereign borrowings could 
demonstrate the strengths of presence of 
larger player on a more continuing basis. 
Under the circumstances the Committee 
recommends that there is need to kqep 
the option of sovereign borrowing In 
external commercial markets open, but 
exercise it when the need and cost- 
advantage are established. 

(d) Suggestions have been received that the 
gold available in the country should be 
mobilised and such gold should be used for 
purposes of raising foreign currency loans. 
In~plicit in the proposal is the assumption 
that gold is used as a collaleral for raising 
foreign currency resources. First, some 
assessment has to be made as regards the 
quantum of gold that can be raised from 
[he public in India either by the 
Government or by RBI for purposes of 
raising foreign currency loans. Given the 
not so satisfactory experience of gold 
mobilisation in the past, even during 
periods of war, when paviotic fervour was 
expected to contribute to the success af the 
scheme, it is doubtful whether substantial 
quantities can be mobilised now. Second, 
provision of gold as a collateral may or 
may not provide additional access to 
commercial borrowings. In fact, if the 
general approach is to contain the 
commercial borrowings there is no reason 
to devise mechanisms for additional access. 
In fact, providing gold as a collateral may 
give an indication that India is not in a 
position to raise loans on comm~f~ial terms 
without the collateral of gold. Fourlhly, 
purely as a financial proposition, it may be 
difficult to sustain the operation of using 
gold as collateraf unless the cost of 
commercial borrowings without collateral 
is significantly higher thm what is 
cumtly indicated in the markets, Fifthly, 
the jpld already available with ShC RBI 
itself can be used in the first instam f a  
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raising foreign currency resources before Committee thus recommends adtqua 
taking recourse to raising of gold from the preparation and assessment befm 
market. Finally, at a time when import of permitting reentry of large players. 
gold is being liberally permitted through 
the NRI mechanisms, the special status of 
gold ceases to exist. The Committee, 
however noted that there is a substantial 
body of opinion in favour of mobilising 
gold not only for the large quantities 
expected but also for changing attitudes of 
people to gold. Hence, the Committee 
recommends that (a) caution be 
exercised in creating permanent 
institutions or corporate bodies for 
mobilising gold; (b) gold bor~ds tilay be 
launched immediately as  an experiment 
by Government as  part of public debt; 
and (c) a review be made of the 
econoniics of such a scheme in 1993-94. 

(e) Liability management is an important area. 
Given the globalisation of the financial 
markets, liability management has acquired 
significance since it is possiblc to rakc 
recourse to currency swaps, ctc., which arc 
mutually beneficial to the parties involved. 
Sonie progress has already been made i l l  

regard to liability management and, ill 
particular, these have been decentralised to 
some of the experienced and leading 
players. The Committee recommends 
tha t  t he  pract ices of liability 
management be encouraged. 

(f) Entry into bond markets and loan markets 
is technically possible even now by Indian 
entities in selected markets. Howcvcr, the 
Committee feels that unless the balance of 
payments situation requires an urgent entry, 
effort should be made to encourage the 
enterprises to make an entry into these 
markets only when the circunlstances are 
favourable to establish a good effective 
market. Mere enthusiasm of lenders and 
excess liquidity in international markets or 
cash compulsions of a borrowing entity 
should not be the major considerations in 
approving re-entry into these markets. The 

(g) The level of external commercial 
borrowings is an important consideration. 
It is necessary to ensure that the total 
amount of commercial borrowings is fixed 
in advance and every effort made to restrict 
commercial borrowings to that level. 
Adopting such an approach and making 
that approach fairly transparent would 
ensurc greater confidence in international 
markets about the management of external 
dcbt apart from ensuring contrdled and 
susrainable balance of payments 
transactions. The  Committee therefore 
recommends that  on average the 
disbursements of external commercial 
borrowings should not exceed US$ 2.5 
billion year during the Eighth Five 
Year Plan. 

(h) In addition to the quantum, the Committee 
recomn~ends a deliberate policy of 
prioritising the use to which kxternal 
debt is to be put. Priority for non-tradablcs 
such as power, core sectors like oil and 
fertilizers, and liberal access to units with 
export obligation is called for. In particular, 
the Committee recommends that 
commercial borrowings be prohibited for 
balance of payments support unless it is for 
very Iwg maturities and funds are obtained 
for special purposes or under somewhat 
concessional terms. 

( i )  As regards maturities, given the current 
repayment obligations whereby over half of 
the outstanding debt on account of 
commercial borrowings will have to be 
discharged in the next four years, the 
Committee recommends that  no  apprwa i  
be accorded for any commercial 
borrewing with a maturity of less than 
five years for the premnt; and every 
c m t  be lMdo to seek f#orm-'.Wifh 
lm average m-y id at b a t  five 
years. Exceptions could, however, be made 
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in regard to the consolidation and 
conversion of short-term debt into medium- 
tenn debt. 

(i) The question of guarantees in respect of 
borrowings has to be examined in terms of 
the policy of extending sovereign 
guarantee, charging guarantee fee, offering 
counter guarantee and guarantee by publ~c 
sector Development Financial Insiitutions 
or Banks. In the past sovereign guarantee 
was extended to public sector institutions 
only, though an exception was made for a 
World Bank lending to the private sector. 
However, wherever possible Public Sector 
Institutions were encouraged to obtain 
borrowings without guarantee. There was 
no uniform policy of levying guarantee fee 
to public sector, inviting a comment from 
Comptroller and Auditor General that this 
meant a hefty subsidy. More recently, in 
respect of Public Enterprises which are 
being restructured and privatised, lender's 
consent was made conditional on extending 
sovereign guarantees even when original 1 y 
there was no such guarantee. In the recent 
past, public sector banksDFI's are seeking 
counter guarantee from Government so that 
their capital adequacy norms which are 
now being insisted upon could be fulfilled 
more easily. In any case, some of the 
lenders were content, in the past. with 
DFIs/Public Sector Banks guarantee since 
they were wholly owned by Government/ 
RBI. However, with the proposed reform, 
lenders' attitude to such guarantees is , uncertain. Overall, given the recent 
downgrading of credit worthiness, and 
uncertainties due to reforms, lenders may 
be inclined to insist on guarantees in the 
near term. B m e r s  would tend to seek 
such gunran- not only to ensure access 
but also to gain on cost even if access is 
available withapw such a guarantee. Yet 
an* as* of reform is encouraging 
prim@ <forai#n invc~tnmt in the p o w  
seem. In v i m  of tha diff'cultias of 
&w papem by SEB's for power 

supplied, lenders are seeking mpayra#lt 
guarantee, though there am n o w  abapt 
transformation of rupees into(< fomign 
currency for servicing debt or equity. On 
a careful consideration of all Ulase fact&, 
the Committee recornmeq$s the 
following approach to guara:aD@e, &r 
external borrowings: (i) Sovereign 
guarantee should continue tq be available 
only to public enterpriqes , and, in 
exceptional cases to private sector limited 
to the financing by multilateral agengps 
like World BankjADB - as in the past; (ii) 
PE's should continue to be encouqged to 
approach the market without guisrantee 
though in the very near term it my be 
difficult due lo credit worthiness criteria; 
(iii) to enable reform, where lenda's 
consent requires continuing or extcndbg 
guarantees in respect of existing loans to 
PE's, such gurantees should be available; 
(iv) to encourage disintermediation in 
administration of external assistanm, 
guarantees may be extended to PEss to 
replace direct intermediation; (v) in all 
cases o f  guarantees, guarantee fee should 
be levied broadly aligned with market 
practices (i. e. about 2.75%) and exceptions 
should be made only for specified reasans; 
(vi) Government should refuse counter 
guarantee for any guarantee by Dflstpublic 
sector banks; (vii) public sector financial 
institutions should explicitly rmgnise the 
importance of capital adequacy norms'and 
additional capital needs b e f ~ e  enqriyg 
inlo large scale commitments on 
guarantees; (viii) In regard to power sector, 
suggestions are made that sovereign 
guarantee should be extended in res& of 
private sector also. No such. gumnms 
should be considered since i s h  ,of 
adequate control over manag&t/ 
performance and discrimination between 
domestic and foreign compraits will a r k  
However, firm a n m ~ ~ ~ t a ~ ~  
payment for porn suppbied by pum 
generating cmpania ~ d ~ a : ~  
public or private) have to b a & v h d . ~ ~  



RESERVE BANK OF INDIA BULLETIN 

may include opening of escrow accounts 
in a mutually agreed Bank and pledging 
receivables of select area. 

9. NRI DEPOSITS 

9.1 The policy during the Eighth Five Year Plan 
and beyond in respect of NRI deposits will have 
to clearly draw from the past experience of 
excessive reliance on them to finance external 
funding requirements with adverse consequences. 
Three important approaches were adopted to 
attract NRI'deposits in the past: (a) Maintaining 
a liberal interest rate differential over the 
prevailing international interest rates for dollar 
and other currencies with a view to providing an 
incentive; (b) RBI assuming ful l  exchange risk on 
FCNR deposits in all maturity brackets; and (c)  
extending fiscal concessions to the NRI  
transactions. The combined effect of the policies 
has been that a substantial inflow of NRI deposits 
has been in FCNR account. The large interest 
differential between international interest rate 
levels and FCNR rates has over the years provided 
a built-in incentive to banks to arbitrage the funds, 
so that the original objective of NRI deposits 
mobilising the genuine savings of the working 
Indian population abroad has receded to thc 
background. Since the funds were auracted by 
interest differential and prompted by tcmporary 
opportunities, as soon as the first sign of 
difficulties appeared in the economy, there was 
a reverse flow. During April-December, 199 1, 
there was a net outflow of US$ 1.5 billion under 
FCNR account alone besides about $ 30 million 
under the NR (E) R deposits, as againsr an inflow 
of about $397 million under FCNR Account and 
outfflow of $ 31 million under NR (E) R Account, 
in the corresponding period of the preceding year. 
The total outstanding balance under FCNR 
account dropped sharply from $10.6 billion at end- 
March. 1991 to $8.5 billion at end-December, 
1991. 

9.2 The Committee, therefore, recommends 
that there is need for a deliberate policy shift 
with regard to FCNR deposits with a view to 
reducing the volatility and the cost and to make 
it attract the genuine savings of NRIs. To t5is 

end the Committee suggests that the NXU 
deposit scheme be modifled on the fdlowlg 
terms: 

(a) FCNR deposits should have a minimum 
maturity of one year; and 

, (b) The differential between international 
interest rates and FCNR rates should be 
progressively reduced to ensure that the 
scheme benefits only the genuine savers, 

9.5 The Committee noted that the RBI 
introduced in April 1992 a new scheme for 
attracting non-repatriable deposits where there is 
complete freedom of banks from the CRR and 
SLR requirements which at present stand at 15% 
and 30% respectively on the funds mobilised. 
There are no priority sector financing obligations 
also. The Committee noted that there is need to 
accelerate this trend and broadbase the 
instruments for tapping the NRI funds. 

9.6 The Committee also noted an important 
aspect of FCNR deposits whereby the foreign 
exchange risk is presently borne exclusjvely by 
the RBI. There are no precise estimates available 
on the impact of the exchange risk on the RBI 
aver the last several years. It is necesssary that 
this practice yields place to a system whereby 
banks are encouraged to mobilise deposits based 
on compctitive rates and their credit standing and 
the funds are retained by them for onlending in 
foreign currency for the clients' needs. 

9.7 The Committee is also of the opinion that 
a market for NRI Ronds should be developed 
to satisfy the investor appetite among NRIs for 
same form of medium-term hvestments in 
India with facility for secondary trading. A 
series of NRI"Bonds issued over a period of time 
would also provide Ihe much needed stability in 
the quantum of NRI resources available to the 
country. With necessary approvals from the 
regulatory authorities in various countries, the 
bonds could also be i s W  nrs general bonds 
targedd at both NRh as well m fm-. The, 
Committee, ~OWCVCT, facb that NRIls s W U  ba 
treated as a separate and distinct investor mgnart 
because (i) the concerns aMS aspirations of NRIs 
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arc qui& diflkmnt, lii) the fiscal concessions in 
W a  provided in the NRI bond schemes would 
not be of interest to the foreigners, and (iii) the 
interert that we pay on NRI bonds even if it is 
marginally highs than normal, will not become 
a bmhmark for the general borrowings of Indian 
entitics in the international financiaVcapital 
marke&. Besides, Indian entities like ONGC, 
IDBI, SBI, etc., could always access the 
international capital markets with bond issues 
targeted at all investors (such as Yankee Bonds, 
Smurai Bonds, Eruo Bonds, etc.) whenever 
spociFic needs arise. 

10. SHORT-TERM DEBT 

10.1 The Committee noted that serious 
concerns have been expressed about the level 
of short-term debt and its contribution to the 
crisis situation. However, in the view of the 
Committee, the problem was not so much the 
magnitude of short-term debt since its level as a 
percentage of imports or as a percentage of total 
debt is less. than that of other comparable 
countries. The problem, however, arose due to the 
fact that short-term debt was used not for purely 
trade financing purposes, but as a means of 
protecting the reserves. Secondly, short-term debt 
which was normally incurred for a period of six 
months was rolled over more than once because 
of the inability of the country to release foreign 
exchange reserves for discharging such debt. 
Thirdly, most of the short-term debt was incurrcd 
by a single canalising agency, viz.. the Indian Oil 
Corporation and the bulk of the burden was borne 
by one bank, viz. State bank of India. Finally. 
there was a mismatch in terms of receipt of rupee 
rqources by the canalising agency and 
Corresponding discharge of its liabilities with the 
result that there were substantial rupee resources 
available with the canalising agencies which werc 
placed in the short-term money markets. These 
agencies had, of course, to bear the biirden of 
exchange risk fluctuations. 

10.2 In thg tight of past experience, the 
Cmmh&e Wommends that the policy of the 
&vernmnt md the Reewe Rank of India in 

to the management of short-term debt 
&odd be:- (a) Short-term debt should be 

permitted only for tradarelated pmpmes and 
under normal terms. Normal terms may be 
defined as trade-related debt pmrisrdbk 
through routine procedures d nrthorised 
dealers under the Exchange Control 
Regulations. (b) Recourse to short-term debt 
shauld not be taken as an instrument for 
protecting the reserves. (c) No rollover beyond 
six months should be agreed in regard to any 
short-term facilities without c a r e h l  
consideration of the implications. (d) Any 
short-term debt not governed by the above 
considerations should be specifically approved 
by RBI after satisfying itself that recourse to 
such debt was on genuine cost considerations 
or trade-related considerations. (e) Reserve 
Bank of India should set up a monitoring 
system for short-term debt so that it is possible 
to ascertain with reasonable amount of 
accuracy the extent of such debt that may be 
outstanding at any point of time. 

1 1. STRUCTURE OF EXTERNAL DEBT 

1 1.1 The broad characteristics of structure of 
external debt of India can be summarised as 
follows: 

(a) Debt outstanding as a percentage of GDP 
may appear relatively large but a 
substantial part of it is on concessional 
terms and, therefore, the burden of such 
dcbt is in reality less than what is apparent. 

(b) The average maturity of external debt and, 
in particular of extemal commercial 
borrowings is longer than in regard to 
many ol' the developing countries. 

(c) However, external debt on account of Nbn- 
Resident Indians, which so far has not been 
treated as part of external debt; bad, a 
maturity of three years and below. . ' 

I .I 

(d) The NRl sources which account fw a 
significanl part of debt on w m i a l  
terms is characterised by volatiWty Auad 
relatively high cost. 

\ , !  1 : * . 
(e) Since commercial borrowin@ i o @ a ) m  

in the lae eighties and s o m ~  of,&em&w 
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bullet maturity, about half of the total 
+ external commercial borrowings 

outstanding are due for repayment during 
h e  Eighth Five Year Plan itself. In 
addition, India Development Bonds 
amounting to 1.6 billion dollars along with 
most of the interest is due to be repaid in 
the terminal year of the Plan. Further, 
repayments on account of IMF are bunched 
in the last two years of the Eighth Plan. 

(f) In addition to the treatment of non-resident 
deposits as part of external debt, there is 
a special liability of external debt owed to 
the erstwhile USSR. 

. cg) The total debt servicing needs, viewed as 
. a percentage of exports, is still moderate 

compared with most developing countries. 
,In fact, since the dividend liability is still 
at very low levels, the total liabilities to 
service debt and equity for India would be 

. far less than those for most other 
developing countries. 

'(h) While strict control has been kept on the 
approval of individual loans, in terms of 
cost, maturity and instruments, the policy 
frame available for ensuring the productive 
use of such external debt has proved to be 
inadequate. In other words, the large 
receipts on account of NRI deposits and a 

, part of external commercial borrowings 
have turned out to be more in the nature 
of balance of payments support than 
addition to the productive capacity of the 
cwnuy . 

11.2 The Committee noted with satisfaction the 
Reports of the Policy Group and Task Force 
on External Debt Statistics of India and its 
adoption by the Government and the Reserve 
Bank of India The Committee also noted that 
a Standing High Level Committee on external 
debt has been constituted by the Government. 
?'We'' would facilitate improvements in the 
slui)ctun management of external debt. 

11.3 in regard to the future directions on the 
@Wlu of debt, the Committee recommends 

policy and procedural changes to 

bring about the tdking: Quick disbura~xnent 
of concessionaf and s e m i ~ i m a l  Skws; 
disintermediation of Government to the maximum 
extent in aid flows; absorption of aid only when 
it is consistent with the requirements of the 
enterprise concerned or dcpartment/State 
concerned, and continuation of NRI deposits at a 
level that would ensure no net outflow but with 
longer maturities profile; insistence on a mbrimum 
maturity of five years, for commercial borrowings 
except for purposes of consolidation of short-term 
debt; recourse to commercial sources of financing 
essentially to meet foreign currency expenditures, 
particularly for non-tradeable goods, priority 
sectors like oil and fertilizer, export oriented units 
etc. or borrowings linked with inflow of equity; 
and a prudent policy of extending guarantees by 
Sovereign or public sector financial and banking 
institutions. 

12. FOREIGN INVESTMENT 

12.1 Foreign investment has played a very iimited 
role in the Indian economy so far. Total direct 
foreign investment approvals during,+the years 
1986 to 1990 amounted barely to Rs. 180 crom 
per annum on an average when olher comparable 
developing countries managed to register foieign 
investment of enormous magnitudes. Thailand had 
an average foreign investment flows of US$ 1.6 
billion during the last three years, while China 
registered an inflow of US$ 3 billion in 1990-91. 
Other countries like Indonesia and Malaysia have 
also been mceiving foreign investment of 
substantial amounts. 

12.2 The Committee noted the major changes in 
the Government's policies towards attracting 
foreign investments, which have been put in place 
since July, 1991, to create a favourable climate. 
The new fareign investment policy has, apart from 
addressing the initants in the old regime, brought 
about a new impetus towards upgradation of 
technology levels, integrating Indian industry into 
global economy, and, more importantly, bringing 
in non-debt resources (as a fuvwed  . 
compared with deb flows). 
12.3 The Committee felt that the M d n g  
steps already taken would go a long way in 
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promoting the confidence of foreign investors 
Pol. hweati~g in India. 

(a) Signing of the MIGA convention by India. 
(b) Allowing foreign brand names lo be used 

in India. 
(c) Removal of the condition of dividend 

balancing (for all except industries in the 
consumer goods sector). 

(d) Removal of licensing of industrial 
capacities. 

(e) Simplification of import-export procedures. 

(f) Relaxation of exchange controls and 
removal of the rigours of FERA, specially 
regarding hiring of foreign technicians, and 
purchase of immovable property in India. 

(g) Opening up of Indian stock markets for the 
foreign institutional investors. 

(h) Partial convertibility of the rupee. 

(i) Emergence of SEBI as an effective 
watchdog institution. 

12.4 In considering our approach to attract 
foreign investment the Committee felt that we 
have to draw lessons from the experience of 
otkr countries. Briefly stated, these are: 

(a) Oovmment has played a crucial role in 
attracting foreign investment to desired 
sectors and was not simply liberalising in 
a passive way. 

(b) Fonign investment policies were used as 
" hhstmmw of tGchnological upgradation. 

For example. a 'pioneers status* in 
Singapore was accorded to foreign 
invamat units linked to high technology. 
In particular, technologies in which the 
country was either backward or 
tschnologics which were considered 
sEllsntbl in a strategic way were 
-llod. 

(c) 'Rbere h a  been a link berween multi- 
nnianal companies' activitize and foreign 

trade. To this extent, MNC$ play m 
important role. However, the tax-regime 
had to be so arranged a ensun that thm 
was no negative flow through transfer 
pricing. 

(d) In the recent past, there is a rapidly 
expanding role for smaller and medium 
enterprises. Further, the growth of 
inveslment in service sector is far higher 
than investment in manufacturing sector. 

(e) A modern financial sector, combining 
efficiency and proper regulation is 
increasingly perceived as an important 
element of encouraging investment flows. 

12.5 The Committee further noted the 
following important parameters of a global 
nature that would determine the scope and 
limits for foreign investments in the immediate 
future. 

First, since several developed countries are 
facing recession, the immediate scope for 
investment flows into the Indian Economy may 
be constrained; 

Second, even if such flows occur, there may 
be a tendency for West Europe concentrating in 
East Europe (and Russia); North America 
concentrating on south Asia and China; 

Third, while Indian 1iber.alisation is 
impressive with reference to the past, relative to 
other countries the status of liberalisation and 
social commitment to liberalisation in future are 
inadequate; Fourth, the inherent competitive 
strengths; policy framework such as existing 
infrastructure (Power, Telecommunications) are 
still far from adequle to interest foreign investors; 

Fifth, the "story" that existing foreign 
investors have to tell about Indian regulatory 
framework has to turn positive. 

12.6 The Committee gathered tbat + current 
concern of foreign investors aft: 

(a) The dividend trkpItriafion b go(ramed 
FERA. W b  the investors IpprsciW opr 
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impeccable record of automatically 
permitting repatriation of dividends once 
the conditions are satisfied, they have a 
fceling of discomfort because this is in the 
nature of relaxation of a regulation rather 
than a right available under law. They are 
also concerned about complex reporting 
needs and long-winding procedures 
becasue this is governed by exemption 
from regulation. 

(b) As regards disinvestment, they appreciate 
the progress made from tl~e earlier CCI 
guidelines. However, even though the 
liberalised framework has been 
incorporated under FERA, as amended on 
8-1-1993, the disinvestment guidelines arc 
still in the form of an adm~nistrativc 
decision, and a press release. They have no 
doubt about transfortnation into foreign 
currency once the procedures are followed. 
However, a transparent formalised policy 
through law, incorporating the existing 
status, would be preferred. 

(c) While. because of the constitutional and 
legal provisions in the country, no 
discrimination is mqde between an Indian 
company and a forpign company, unless 
specified as part of the condi~ion of 
clearance of such foreign equity, d ~ e  
foreign investors would prefer non- 
discriminatory element to be codified. No 
doubt special condiltions can be prescribed 
under such a code. 

(d) The restrictions of FERA on employment 
of foreign nationals have been liberalised 
on 8-1-1993. It would be easier to transact 
business if such permissions are codified 
into a formal law rather than making them 
permissible by non-restriction. 

(e) The policy framework and institutional set 
up currently in vogue for cparing foreign 
investment under non-automatic route are 
in the nature of administrative 
arrangements. A clear-cut idea about 
priorities, preferences and procedures 

would be essential. Hence institutiml 
arrangements for non-automatic route can 
be formalised and made transparent 
through a law. 

(0 While it is generally appreciated that India 
daes not indulge in nationalisation unless 
it is in public interest and that roo with 
adequte compensation, a formal 
incorporation of that provision into a law 
or treaty would provide the necessary 
assurances to shareholders of t l~e  investing 
companies. 

(g) Certain institutions such as IFC 
(Washington), have sought and obtained 
domestic investor status. Instead of passing 
separate legislation for according such 
staius, this could be incorporated into an 
investment law, enabling according such 
status by gazette notifications. 

(h) While there are discussions about new 
instruments of flow of foreign investments 
such as BOT (built, operate and transfer) 
there is no clear-cut legal Bamework 
governing such operations. 

( i )  In regard to commercial borrowings. it is 
appreciated by the informed investors that 
Government of India's approval is required 
for every borrowing of a duration of more 
than one year. This is a requirement under 
FERA. After such an approval, registration 
with the Reserve Bank of India is enough 
lo provide the right lo the borrower to pay 
interest and principal on schedule as per 
the agreement straightway through the 
authorised dealer. However, chcrc is no 
f o r m 1  statement of such rights 1 
au~oma~ically accruing, though this is the 
current practice. A formal provision would 
enable foreign investors to be 
convinced about the superfluity of &ing 
guarantees against transformation or 
assurance of preferred credit status. 

(i) The applicability of laws and llhe 
arrangements are governed by individual 
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agreements which are cleared by RBI or 
filed with RBI. There is no recognised 
policy and procedural framework so far. 

(k) There is no provision for special treatment 
for foreign investors bringing in high 
technology. In other words, there is no 
provision in the existing legal framework 
which could determine the parameters for 
according formally a 'pioneer stalus.' and 
benefits that could flow. 

(1) There are concerns about high rate of 
taxes, especially capital gains. Thesc 
should be comparablc with othcr 
developing countries. 

(m) There are, above all, doubts as lo whethcr 
India can provide reliable infrastruclurc 
(given persistent shortages) and skillcd 
labour force (not simply skillcd 
professionals), 

(n) Finally, there are, what are described as 
'hassle factors' viz., cumbersome 
procedures for entry, operations and exit. 

22.7 In the light of the above, the Committee 
recommends the following approach to foreign 
investments: 

(a) There is a need to have a strategy for 
attracting investments by country, sources. 
technologies, size of companies and 
sectors. 

(d) Competitive granting of concessions by 
way of tax or subsidies is neithcr necessary 
nor adequate. Government should 
maximise the bcndits from the technology 
brought /in by foreign investors. This can 
be done by identifying the thrust areas/ 
scctors for foreign investments, and 
working out the linkages so that technology 
gets absorbed at the earliest, 

(e) It may be advisable to dccmphasize cheep' 
labour availability alone as an incentive for 
foreign inveslments - what we should, 
emphasize is skilled and semi-skilled . 
labour, information services, etc. which 
have betrcr chance of being competitively 
provided by our economy. This implies , 

ftxys on services sector. 

(f) Our policy of attracting foreign investment 
into India should be matched by a well 
worked out policy of encouraging Indian 
companies to invest in joint collaborationl 
takeovers and promote companies in other 
countries especially in trading blocks like 
EEC. However, given the balance of 
payments implications, efforts should be 
made to emphasize less capital intensive, 
skill or service oriented activities for Indian 
investments abroad. 

(g) Government policy for foreign investments 
is perhaps best set in the conlext of a stable 

(b) Our growth process is substantially macro economic policy with manageable 
determined by domestic savings and fiscal deficit, moderate rate of inflation, 

investment; foreign investment plays realistic exchange rate and above all a 
quantitatively very small but qualitatively sys~cm of accountability in which the basic 
a significant part (in terms of foreign trade. ccononiic and legal framework of the 
technology. competition inducements). The country is reliable and adequate.The 
strategy, policy and procedures should foreign investors expect the system to 
reinforce the qualitative aspects. guarantee enforcement of contracts and the 

flexibility to shift investment with the 
(c) Gwcrnment policy towards direct foreign minimum of difficulty. The importance of 

investments has to be discriminating. An simple and unified legal framework, 
open door policy is not likely to produce limited but effective contact institutions in 
optimum results unless supported by India and transparent (rather than case by 
checks and balances. case) approaches shauld be recognised. 
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(h) Evolve necessary legal and institutional 
framework to meet the concerns of foreign 
investors, in particular, a positive statement 
of our policies and practices rather than 
through exceptions. 

12.8 The Committee, having recognised the 
concerns of the foreign investors, recommends 
that a National lnvestment Law be seriously 
considered codifying the existing policy and 
practices relating to dividend repatriation, 
disinvestment, non-discrimination subject to 
conditions that may be specified, employment 
of foreign nationals, non-expropriation, and 
sanction and servicing of external commercial 
borrowings. Such a law could also provide for 
enabling policy procedures and institutional 
framework for approval of investments under 
non-automatic route, according pioneer status 
or domestic-investor status, new instruments of 
private commercial flows, and applicability of 
local or international laws etc. Such an 
Investment Law need not in any way exclude 
consideration of bilateral investment treaties. 

Indian Investments abroad 

12.9 Till recently, the effort was to link clearance 
of Indian equity abroad with export of Indian 
equipment. Further, we had proceeded under the 
assumption that capital-flight can occur if we 
liberalised Indian investments abroad. However, 
a few mont , ago there was a relaxation. '3 According to thg relaxation, all cash remittances 
upto US $ 500,000 were approved on automatic 
basis. The scheme was administered by the inter- 
Ministerial Committee in Commerce Department. 
Individual cases in the past and cases other than 
automatic routc in the recent past required 
approval of Finance Minister and Co~nmcrce 
Minister. FERA was the legal instrument 
throughwhich this policy and procedure was 
implemented. The Cornn~ittee emphasises need lo 
review this policy due to a number of 
developments. Firstly, when we are liberalising 
direct foreign investment, we should encourage 
Indian joint ventures abroad. Secondly, with 
partial convertibility of rupee, the idea tl~al capilal 
flight has to be controlled through regulatory 
administration may have to be given up.Thirdly, 

with increasing oppartunitiss for ecwvkm sactor 
and skills in India, it should be poasible to 
encourage Indian invcsmmts of a Iess capital- 
intensive and more skill intensive nature abroad. 
Fourthly, strategic presence may be neadtd 
because of ernaging trade blocks such as EEC. 
Finally. globalisation would involve close inter- 
action between Indian and foreign companies on 
a global scale. The Committee noted with 
satisfaction the most recent llberalfsetlon 
measures in FERA and recommends that an  
appropriate framework be evolved to promote 
Indian investment abroad in desired directions, 
countries and sectors in addition to liberalking 
procedures. 

13. EXPORTS 

13.1 The viability of h e  balance of payments and 
the economic reform programme resu on a robust 
export performance in the coming years. The 
macro economic balance in the Eighth Plan 
suggests an export growth of 13.6% per annum 
in volume terms which translates into about 15- 
16% in dollar terms at 1991.92 exchange rate and 
prices. The achievement of this target is k t  with 
several problems. The world economy is yet to 
recover from the recession experienced in the past 
two years. The Indian exporters are still adjusting 
lo the collapse of the erstwhile Soviet Union 
which was a major market for their products. The 
domestic industrial production scene is not 
encouraging. The Indian industry which has been 
protected far too long is yet to acquire export 
culture. Infrastructural and other constraints still 
plague exporters. Procedural complexities, having 
their origins it\ an environment where import 
prevention was of higher priofity than export 
achievement, continue to bedevil the aggressive 
push that isaneeded on the export front. 

13.2 Nevertheless, the expon target6 set forth in 
the Plan are achievable provided a package of 
export incentives is appropriately designed. There 
has to bc full recognition that till the and of the 
Eighth Plan period at least, export inctntivas 
should not only remain, but would nced to be 
reinforced. In fact, Ihe export henl ive padrage 
should form an integral part of the econamk 
reform programme. 



RESERVE BANK OF IN[;UA BULLETIN 

13.3 The cxpericncc of successful exporting 
c d w  including &ha East Asian economics 
expansion, export incentives are required to 
complement exchange rate and import 
liberalisation policies to enable exporters to 
compete effectively with foreign competitors in 
word markets on an equal footing. This is also 
necessary to make exports as profitable as 
domestic sales. Hence, there is a case to provide 
incentives to the export sector to neutralise the 
effects of high tariffs, high interest rates, inflation 
and high infrastructural costs. 

13.4 It is, however, recognised that direct export 
incentives are temporary arrangements and, over 
the medium to long-mn, the export environnlent 
must be stimulated by exchange rate policy; 
rationalised tariff system where protection is 
based only on tariffs and not quantitative 
restrictions; product specific and market specific 
promotion and marketing strategies; and macro- 
economic stability. 

13.5 To achieve the targets set forth in the 
Eighth Plan and reflected in the Balance of 
Payments projections in this Report, the 
Committee recommends the following: 

(a) Movement towards fuller convertibility of 
the rupee since partial colivertibility 
imposes a tax on exports; 

(b) Reforms in interest rates on export credit 
to ensure reasonable costs to exporter; 

(c) Stability of existing export incentives i.e. 
an assurance that the incentives would 
continue; 

(d) Encouraging deemed exports by measures 
such as freedom for Indian bidders to bid 
in foreign currency when they bid under 
ICB procedures; (since implemented) 

(e) Simplification of Export-Import Policy 
especially replacing quantitative curbs on 
expMtg with duties; and 

(9 Pruduraf Reforms; including removal of 
the procedural complexities that still exist 
in our cuaom6, banks, ports, import 

licensing in DGFT's wgmimWn, and 
various depanment~agench of t t ~  
Central and S w  G o v ~ t s  to ailgn 
them with the practices prevailing in the 
rest of the world. 

13.6 Given such an export e n v i m n t ,  the 
largets set forth in the Five Yoar Plan and 
reflected in the Repor4 though formidable, is well 
within our reach. This is so since the share of 
Indian exparts in total world exports is abysmally 
low at 0.5% and major items of our export form 
a small proportion of thc imporls of these goods 
by our trading partners (0.2%). M m v e r ,  the 
share of exports to GDP at around 67% is not 
fully compatible with Lhe capabilities of the 
country. 
14. BOP PROJECTIONS FOR 

MEDIUM-TERM 
14.1 In line with the considerations and pmpomd 
approach on the different elements in the balance 
of payments, projcciions have been made for the 
medium-ten time frame coinciding with the 
Eighth Plan period. 
14.2 In making the balance of' paymenb 
projections the Committee has kept in view (a) 
the macro-economic parameters as envisaged 
in the Eighth Plan, (b) likely impact of the 
policy changes, (c) outlook and prospec¤s of 
international trade, and (d) updated estimates 
for 1991-92 and the latest available estimates 
for 1992-93. 
14.3 The BOP projections for the period 1992-93 
to 19%-97 mainly suggest that, lo sustain the I& 
of foreign exchange reserves considered necessary 
minimum by the Committee over the medium- 
tcrnl. to maintain on average a current account 
ratio not exceeding 1.6 and to convol the extunrl 
debt level, the different components of the BOP 
will have to be targeted and realisad in a mmne 
consistent with the medium-tann projeUbm 
estimated by the Committee. 

14.4 Am average annual grcumUI h WPOIVS d 
at W 15 per cent in doHat terms Orsr the 
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medium-term is considered necessary as  well as  
feasible. The Committee considers the export 
component as the most crucial one to meet the 
sustainable level of CAD. In projecting the 15 per 
cent growth rate for export, the Committee has 
assumed recovery in international trade from 
1993-94 onwards on the basis of the latest 
available indications from the growth prospects as 
well as trade outlook for the developed countries, 
the envisaged growth in industrial sector during 
the Eigth Five Year Plan, impact of changes in 
trade policy and exchange rate policy and likely 
influence of direct foreign investments particularly 
in the export-oriented sectors. The Committee, 
therefore, strongly recommends that the trade 
policy and exchange rate regime be managed 
not only in a stable manner but also induced 
towards export orientation. 

Imports 

14.5 Growth in imports during the medium-tcrm 
is estimated to be higher than what the Plan 
estimates assume because of the large declinc in 
the base. Thus in dollar terms the imports are 
estimated to grow by about 12% pcr annum 
compared with a volun~e growth of 8.4% assumed 
in the Eighth Plan estimates. Reducing the scope 
and control on imports through the Foreign 
Exchange Budget mechanism with an objective to 
finally eliminate the FEB mechanism, free access 
of foreign exchange to PSUs, measures to 
decontrol the imports through uadc policy 
changes, increase in export-related imports, and 
a likely slow recovery in domestic output of crude 
and petroleum products at least in the next one 
or two years lead the Committee to believe that 
the imports growth rate may be marginally 
higher than what has been estimated on the 
basis of import elasticity to GDP a t  1.5 for the 
p s t .  

Invisibles 

14.6 Net inflows in the 'Invisibles' component 
d the current account a re  estimated to 
contribute almost a negligible share even 
though there would be a turnaround from a net 
outflow within a year o r  two. Travel receipts can 
cantribute lo a limited extent only in increilsing 

net receipts in the 'invisibles' account.. A 10 per 
cent growth in dollar tenns through travel meipts 
on a recovered base for 1992-93 should be 
possible once the policy changes in tourism sector 
are implemented. However, there are masons to 
believe that travel payments may also inc -7 by about 9 per cent per annum as a nsult of 
liberalisation in exchange controls, abolition of 
travel tax and other related policy measures. Net 
receipts on transportation account based on export 
related transactions for inflows and the time trend 
for outflows do not suggest any significant 
contribution. Another major component ulwkr 
invisibles account, viz., interest p a r n d t ~  has 
been estimated on the basis of projections of debt 
servicing on the loans outstanding as at end-March 
1991, transactions with IMF as included in the 
capital account and estimated borrowings during 
the medium-term as incorporated in these 
projections. As for private transfer receipts, a 10 
per cent growth in dollar values has been assumed 
considering Lhat reconstruction activities in the 
Gulf region would lead to increased efnigration, 
the proportion of skilled and professional labour 
force cmigrating would increase and remitting 
moncy through lhis channel would continue to 
remain attractive consequent upon the exchange 
rate policy changes. 

Current Account Balance 

14.7 The projections for different components in 
the current account would result in a declining 
Current Account Deficit (CAD)/GDP ratio from 
estimalcd 2.9 per cent in 1992-93 to 0.5 per cent 
in 1996-97 and an average of 1.6 per cent during 
the fivc year period. The Committee feels that 
this order of current 'account deficit viz 1.6 per 
cent of (;Dp can be met through a sustainable 
level of net capital' receipts. 

Capital Accnunt 

14.8 Medium-term projections for the different 
components in the capital account are mainly 
based on the crmsiderations and recommendations 
made by lhis Cornmiltee in rcspxiive chapurs. 

14.9 Based &I the eslimates for c u m t  account 
and capiul eccount campcmnts over ths 
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medium-term it is dear to the Committee that 
t h e  need  f o r  except ional  f inancing  
arrangements of the order of $ 3 billion per 
year on gross basis would be necessary during 
the medium-term. However, this would be 
reduced eomewhat through better export 
performance, k t t e r  'invisible' receipts and 
higher investment inflows all of which is not 
impossible. 

15. B A L A N C E  OF PAYMENTS - 
STATISTICAL ISSUES 

15.1 A reference was made by the Government 
to the Committee to give its recommendations on 
the discrepancies between the value of imports as 
reported by the DGCIS and those reported by the 
Reserve Bank of India. The Committee had the 
benefit of preliminary notes and discussions held 
by a separate Committee appointed by RBI for 
the purpose sometime ago. The Cornrnittce had the 
benefit of the Report of the Policy Group on 
External Debt Statistics conslitutcd by the Reserve 
Bank of India. 

15.2 In the light of these, it has been possible to 
identify the reasons for the discrepancies:- 

(a) The single largest item accounting for the 
difference appears lo be the payments on 
account of defence. Son~e of !he imports 
by the Ministry of Defence and the 
Defence public scclor undertakings pass 
through cuslorns and they are incorporated 
in the data accordingly. However, other 
purchases on account of defence are paid 
through deferred payment arrangement. 
These are not formally recorded as dcbt in 
the Ministry of Finance, Government of 
India, and these are also not recorded as 
external commercial borrowings by the 
Reserve Bank of India. Under h e  
circumstances, all payments made towards 
discharging the past obligations by the 
Defence Department both to rupee 
payment area and general currency area gel 
rekcled in the difference between the 
DOCIS statistics and the balance of 
payment data. 

(b) In addition, some imports made by Defence 
and olher security organisations claim 
exemption from customs declaration and as 
such do not get reflected in the DGCIS 
statistics. 

(c) There are differences in the valuation 
methods of foreign currencies between the 
Reserve Bank of India and Customs. 

(d) There are leads and lags in physical 
imports and payments. They distort the 

,picture in particular years when there are 
' large transactions. 

(e) Some cases, where payments are made by 
ONGC for acquiring material for its 
overseas operations, may not bc reported 
to Customs. Similarly, acquisition of ships, 
civilian aircraft and other assets offshore 
by shipping companies and airlines may 
not get reflected in the cuslorns data. 

15.3 Having identified, the major reasons, the 
Committee recommends the following changes 
in the compilation and presentation of the 
balance of payment statistics. 

(a) All dcfence debt rnay be formally 
rcgistcrcd as commercial debt whenever it 
is for more ~han one year, and trade-related 
dcbt whenever i t  is for one year or less as 
is thc nornlal practice. 

(b) Dcbr in respect of rupee payment area may 
be reflected separately in the capital 
account withour making a distinction 
between principal and interest, consistent 
with recently concluded Rupee-Rouble 
agreemalt. 

(c) In respwt of defence debt to general 
currency area, differentiation may be ma& 
between principal and interest according to 
loan agreemenu. All such agreements may 
be treated on par with other commercial 
borrowings in regard to procedures of 
registration with the Ministry of Finance 
and the Reserve Bank of India. Consequent 
changes in presentation d balance d 
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payments statistics to show interest under 
invisibles and principal under capital 
account will have to be made. 

(d) Where imports do not pass through 
Customs declarations, concerned agencies 
may be requested to report in a 
consolidated form, the value of imports on 
a routine basis for purposes of 
incorporation into the customs data. 

(e) Information systenl may be esra blished 
through Ministry of Shipping and Ministry 
of Petroleum to obtain information on 

payments made but not reflect& in 
C u s ~ o m  in respect of shipping cmpanies 
and ONGC, since goods do not enter the 
country. 

15.4 The Committee further recommends that 
a Technical Group be appointed by Reserve 
Bank of India with representatives from the 
Ministry of Finance and the Ministry of 
Commerce similar to the Policy Group on 
External Debt Statistics, to review in detail the 
timeli~kess, the campilation methods and the 
suitability of reporting systems for purposes of 
management of balance of payments. 


