I THE PAYMENTS CRISIS

The first signs of the current
payments crisis became evident in the
second half of 1990-91 when the Gulf
War led to a sharp increase in oil prices.
Foreign exchange reserves began to
decline from September 1990. They
declined from a level of Rs.5480 crore
($3.11 billion) at the end of August 1990
to Rs.1666 crore ($896 million) on 16
January 1991. During this period the
Government took recourse to the IMF by
drawing Rs. 1177 crore (US$660
million) from the reserve tranche during
July- September 1990. Again in January
1991 the Government made a drawing of
Rs. 1884 crore ($1.025 billion) under the
compensatory and contingency financing

facility (CCFF) and a drawing of Rs.
1450 crore ($789 million) under a first
credit tranche arrangement (FCT). When
applying for a FCT drawing, the
Government had indicated that it would
be applying for an upper credit tranche
(UCT) later in the year after presentation
of the Budget. The purchases from the
International Monetary Fund in January
1991 amounted to Rs.3334 crore ($1.814
billion). Nevertheless, the decline in
reserves continued unabated (Figure 1).

Developments in 1990-91

The immediate cause of the loss
of reserves beginning in September 1990
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was a 8harp rise in the imperis of oil and
refined produets (POL) (Figure 2). Frem
an average of Rs.499 crore (8287
millien) per month in June-August 1990,
POL imperts rose sharply to Rs.1221
erore (8671 million) per menth in the
following six menths. There was a sharp
rise in world eil priees on the annexatien
g;)(uwait, and spei purchases made to
arévent the emergence of shortages in the
demestic market were very eostly. The
rise in the eest of POL imperts more than
aceounted for the rise in the wrade defieit
from an average of Rs.619 erore ((9356
millien) per month in June-August 1990
to Rs.1229 erore (8677 million) per
month in the fellowing six menths
(Figure 3). The effest of the rise in eil
prices was aggravated by the events that
followed. Indian woerkers employed in
Kuwait had te be airlified baek to India,
and their remitianees eeased to flow in.
Further, the econsequent UN trade
embarge on Iraq led to the eessation of
exports to Iraq and Kuwaii. The loss of
experis to West Asia is estimated to have
been about Rs.500 erore ($280 millien).

The payments erisis of 1990-91
was net, hewever, due simply to a
deterioration in the trade aceeunt; it was
aecompanied by eother adverse
developments en the capital aceeunt
reflecting the loss of confidence in the
Government's ability to manage the
situation. Sheri-term eredits began to dry
up; this impesed a severe strain on the
balanee of payments pesition. In 1989-
90, eanalizing agenecies had increased
their recourse to sheri-term external eredit
by abeut § 2 billion. Such increase had te
be restricted to a level of § 645 millien in
1990-91. Sheri-term eredits by way ef
bankers' acceptance lines and six-menth
eredits were available at 0.25 per eent
abeve LIBOR (the standard reference
interest rate in international eommereial
berrowings) until Nevember 1990.

Thereafter the cost went up te 0.65 per
eent abeve in Mareh 1991; it rese te 1.2§
per eent abeve by May that year. By
fune the everall eost of eredit was far
higher. More recently, margins over
LIBOR have settled at 2 per eent abeve.

The velume of commereial
berrowings abroad with maturity ever a
year (and going up to 12 years) approved
in the past three years is shown in Table
2. Sueh medium-term loans are intended
to be used by finaneial institutions and
publie secter enterprises o finance eapital
goods imperis. They impart flexibility te
the funding pattern, and faeilitate eash
management. They were also relatively
cheap as long as India's eredit rating was
geod. External eommereial borrowings
approved by the Gevernment ameunted
to Rs:5479 erore in 1989-90. This came
down te Rs.3414 erere in 1990-91. In
the first half of 1991-92 the velume of
eommereial berrowings approved was
enly Rs.1559 erere (Table 2). The fall
was entirely in bank leans and in the
bonds placed abroad. These were
replaced to some extent by exper: eredits,
whieh usually are guaranteed by the
official export eredit guarantee institutions
of experting countries.

The drying up of commersial
leans in 1990-91 was aceompanied by a
net eutflow of NRI depesits whieh began
in Octeber 1990 and continued in 1991
(Figure 4). NRI depesits, altheugh
ostensibly in the nature of time deposits
for different perieds, are in faet
withdrawable en demand if the depesiter
is prepared to lose some interest. They
are thus in effect a form of shert-term
debt. The eutflow frem NRI depesits
was very substantial: In April-June 1991
it was $952 million. It continued at the
monthly average rate of $120 millien in
July-8epiember and then declined to §83
millien in Oectober-December. It was
reversed only in January 1992.
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TABLE 2
Approvals of external commercial borrowings
1989-90 to 1991-92

Rs.crore
1989-90 1990-91 April-Sept. 1991
Bank loans 2296 624 50
Bonds etc 1219 1155 -
Export credits 1963 1635 1509
Total 5479 3414 1559

The rapid loss of reserves had
prompted the Government to take a
number of counter-measures in the
second half of 1990-91. In October 1990,
Reserve Bank of India imposed a cash
margin of 50 per cent on imports other
than those of capital goods. Capital goods
imports were allowed only against
foreign sources of credit. In December
1990, the Government imposed a
surcharge of 25 per cent on the prices of
petroleum products except domestic gas.
It also raised auxiliary customs duties.
The cash margin imposed by Reserve
Bank was raised to 133.3 per cent in
March 1991 and 200 per cent in April
1991, In May, Reserve Bank of India
imposed a 25 per cent surcharge on
interest on bank credit for imports. These
stringent measutes had the expected effect
of forcing a considerable degree of import
compression. Non-oil imports in
October-December 1990 were 16.8 per
cent higher in dollar terms than a year
earlier. In the next quarter, non-oil
imports were 4.1 per cent below the level
in the corresponding period of the
previous year . In April-June 1991, they
were 23.1 per cent lower in dollar terms.

‘The Crisis in 1991-92

By June 1991, it had become
clear that import compression was
proving counter-productive as an
instrument for management of the balance
of payments. The drastic effect of import

compression is illustrated by comparing
the import figures for April-September
1990-91 with those for 1991-92 (Table
3). Merchandise imports (in terms of US
dollars) fell 17.5 per cent between April-
September 1990 and April-September
1991. Essential imports consisting of oil
and refined products, foodgrains, edible
oils, fertilisers and non-ferrous metals fell
7.5 per cent. Capital goods imports fell
17.2 per cent. Mainly export-related
imports fell 14.8 per cent, Of the reft,
bulk imports - steel, coal, ores, paper and
pulses - fell 25.4 per cent, mostly
because of deliberate policy, and the rest
fell 32.8 per cent. The of these
residual goods in total imports had fallen
to 13.5 per cent by April-September
1991; there was niet much room left for
their compression. Hence further import
reduction would have had to fall on
essential inputs into industry and
transport, petroleum products and
fertilizers. As Table 4 shows, the adverse
effect of import compression was already
being felt in terms of a decline in the
index of industrial production during
1991-92. Further compression would
have entailed an even sharper fall in
industrial production, disruption of
transport and a fall in exports as imports
of inputs for them were reduced. Import
compression had reached a stage when it
threatened widespread loss of production
and employment, and verged on
economic chaos.



TABLE 3

Imports by major commodity groups

(Million Dollars)
April-Sept (P) Percentage change
1988-89 1989-90 1990-91 1990-91 1991.92 1989-90 1990-91 Apr-Sep'91
1 2 3 4 5 6 7 8 9
1, Bulk imports 8058.0 8848.6 111566 4728.6 41153 98 261 130
(a) Essentlal imports 5227.7 5941.6 79097 3288.5 30408 137 331 7.5
1. POL 30090 37681 6028.1 2279.1 23346 252 600 24
2. Cercals & core preparations §34.2 2271 1016 486 294 -57.5 -553 -396
3, Edible oils 5039 1266 1816 1046 2685 749 434 746
4, Fertilizers 6447 10670 9843 85563 5044 655 78 93
§, Non-ferrous metals 5358 7528 6141 2999 1459 405 -184 513
(b) Other bulk imporis 28303 2907.0 32469 1440,1 1074.5 27 11,7 254
6. Pulses 2658 1369 2682 1260 587 485 959 -534
7. Coal 2900 3375 4400 1940 1817 164 303 63
8, Iron and sicel 13350 1384,2 1177.6 523.7 4726 7 149 98
9. Paperiaperboaxd&pulp 3902 3974 S094 2479 1796 18 282 -276
10.0res & metal scrap 5494 6510 8517 3485 1819 1885 308 47&
11, Non-bulk imports 10028.5 11004.9 11340.7 54352 44243 9.7 31 <186
(a) Capital goods 4803.0 5303.9 5832.7 25477 21106 104 100 -17.2
(b) Mainly export related imports 3729.0 4085.9 3680.0 1966.7 1676.3 96 99 -148
1) Pearls and precious siones  2192.8 2547.6 2083.1 9667 9411 162 -182 -26
2) Chemicals 13079 1282.% 12756 8193 6223 -9 05 -24.1
(3) Textile yam, fabrics etc 1889 2097 2467 1335 794 128 1716 405
(4) Raw cashewnuts 424 460 747 412 335 8.7 622 -289
(c) Other non-bulk items 14964 16152 18280 9208 6374 79 132 308
(1) Instruments ele. 469.1 8320 5906 3271 1990 134 110 392
(2) Chemical maierials
and producis 3556 3840 5144 2226 109.5 80 340 -50.8
(3) Plastic materialak
artificial resing 5583 5983 6100 2976 2845 7.2 20 44
(4) Nena-metalli: mineris 1134 1009 1131 738 444 -110 121 -39.6
1. Unelassified 1410,7 14183 18752 9154 3951 0.8 111 -350
91 132 - 175

IV, Total 194972 212718 240725 11079, 91348

®  Provisional.

Notes: 1. Item (4) includes foriilizer crude, manufactured & fortiliser material,

2. Item (13) includes organic, inorganic, pharnaceutical & dyeing & colouri«g maierials,



TABLE 4
Industrial Production and Non-oll Imports: Annual Rates of Change

(per cent)
on pOrts

Index of

industrial production (in dollar terms)
Month 1990-91 1991-92 1990-91 1991-92
A 11.1 0.9 20.39 -25.93

14:7 ’239 3.21 ‘27:04
June 12:1 ‘3:0 2:46 '15&95
July 13.1 1.7 21.09 -32.27
Au‘u't 10:9 ”0|9 23.24 '23.89
September 8.0 0.7 3.46 =20.77
October 1.7 -0.4 7.62 -17.69
November 3.0 -1.8 31.54 -41,25
December 59 12.14
January 4.8 6.57
February 6.8 -9.98
March 6.8 -8.68

By the beginning of 1991-92 it
had become clear that the payments crisis
was no longer primarily due to the trade
deficit, which had come down from
Rs.1412 crore ($781 million) per month
in October-December 1990 to Rs.710
crore ($382 million) per month in
January-March 1991 and further to
Rs.361 crore ($172 million) per month in
April-June 1991. The outflow of Foreign
Currency Non-Resident (FCNR)
deposits, however, had accelerated from
$59 million a month in October-December
1990 to $76 million in January-March
1991 and $310 million in April-June
1991. There was also evidence that
expectations of default, and therefore of
devaluation, were creating longer leads in
the payments for imports and lags in the
realisation of export proceeds which had
the effect of exacerbating the foreign
exchange shortage.

By June 1991, the balance of
payments crisis had become
owerwhelmingly a crisis of confidence -
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of confidence in the Government's ability
to manage the balance of payments, The
loss of confidence had itself undermined
the Government's capability to deal with
the crisis by closing off all recourse to
external credit. A default on payments,
for the first time in our history had
become & serious possibility in June
1991.

A default is essentially a failure to
repay debts, but its ramifications are
never confined to debt. All trade requires
credit, ever it is for a short period - at
lees: for the period between the shipment
o goeds and 1 ¢y veceipt. A default in
fay pents Bevilably leads to a breakdown
#1 credir cvailability and in normal
payments arrangements. Suppliers
become reluctanm: to sell goods and
services and insist on advance payments
through banks of their own country.
Typically, this leads to severe trade
disruption which ir turn forces severe
and prolonged import crmpression, and
results in shortages, industrial



disloeation, severe unemployment and
inevitably, in very high inflatien.

Poliey Response

The new Geovernment whieh
assumed offiee in June 1991 had to aet
swiftly to deal with the situation and
bring the eeonemy baek from the brink of
default. It beeame neeessary to take
emergeney aetion to prevent a default in
payments. The Government leased 20
tonnes of gold out of its stoek to the State
Bank India to enable it to sell the gold
abroad with an eptien te repurehase it at
the end of six months. This expert took
place in May 1991. In additien, the
Government allowed Reserve Bank of
India to ship 47 tonnes of gold to the
Bank ef England in July. This helped to
ralse about $ 600 millien. The exehange
rate of the Rupee was also adjusted in
July 1991 to bring it to a eredible level
whieh eould be defended. ‘

It was evident that the economy
needed substantial reforms if the erlsis
was to be fully overcome. The new
Government meved urgently to
implement a programme of macro-
economic stabilization through fiscal
correction. Moreover, to impart inherent
competitive strength to the industrial
economy, a programme of structural
reforms of trade, industrial and public
sector policies was also initiated. The
objective is to evolve an industrial and
trade policy framework which would
promote efficiency, reduce the bias in
favour of excessive capital-intensity and
encourage an employment-oriented
pattern of industrialization. The four
major policy initiatives taken by the
Government to fundamentally address the
balance of payments problem and the
structural rigidities are discussed below.

Fiscal Correction

A key element in the stabilization
effort was the effort to restore fiscal
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diseipline. Both the balanee of payments
problems whieh were building up over
the past few years and the persistent
inflationary pressure were the result of
large budgetary fiseal defieits whieh
eharacterized the econewmy year after year.
The budget defieit reached Rs, 10,992
erore in 1989-90, and Rs.10,772 erore in
the Revised Estimates in 1990-91. A
reversal of the trend of fiseal
expansionism was essential to restore
maero-economie balanee in the economy.

The signal was given in the
Budget for 1991-92 which was presented
on 24 July. The Budget projected a sharp
deeline in the budget defleit to Rs.7719
erore in 1991-92, Similarly, the flacal
deflelt, which represents the everall
resource gap of the Government, was
projected to decline from Rs.43,331 erore
in 1990-91 to Rs.37,772 erore in 1991-
92. These improvements in flscal
performance were made possible by the
deeision to abelish expert subsidies, to
inerease fertilizer prices, as well as the
steps taken to keep non-plan expenditures
(ineluding defence expenditure) in check.

Trade Policy Reforms

New initiatives were taken in
trade policy to create an environment
which would provide a stimulus to export
while at the same time reducing the
degree of regulation and licensing control
on foreign trade. The exchange rate
adjustment of 18 per cent in the value of
the rupee was designed to provide a
substantial stimulus to ¢xports.

This change was accompanied by
several other changes in trade policy. The
more important trade policy reforms
introduced in 1991-92 are as follows:

® A large part of administered
licensing of imports was replaced by -
import entitlements linked to export
earnings. These import entitlements,
renamed Eximscrips, are freely tradeable
and attract a premium in the market. For



most exports a uniform rate of 30 per cent
of Eximscrips was made applicable,
though some exports were entitled to
higher rates.

(i) Eximscrips could be used to
import any item in the limited permissible
list, the non-sensitive canalized list, all
OGL items for actual users and non-OGL
capital goods which were not in the
restricted list.

(i) The Advance Licensing system
for exports was simplified so as to
improve exporters' access to imported
inputs at duty-free rates.

(iv) Permission to import capital
goods was given without clearance from
the indigenous availability angle provided
this import was fully covered by foreign
equity or was up to 25 per cent of the
value of plant and machinery, subject to a
maximum of Rs.2 crore.

{v)  Export and Trading Houses and
Star Trading Houses were permitted a
larger range of imports. 51 per cent
foreign equity is also now allowed in
Trading Houses.

(vi)  The scope of canalization for both
exports and imports was narrowed.

(vii)  Actual user requirements for the
import of capita' goods, raw materials
and components under OGL was
removed; and

(viii) Established exporters are now
permitted to maintain foreign currency
accounts and to raise external credits to
finance their trade transactions.

The effect of these reforms was to reduce
the degree of licensing in import trade, to
broaden, to enhance and harmonize
export incentives and to introduce a self-
balancing mechanism where imports
would be automatically regulated by the
availability of Eximscrips through export
earnings.
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Industrial Policy Reforms

In order to consolidate the gains
already achieved during the 1980s, and to
provide greater competitive stimulus to
the domestic industry, a series of reforms
were introduced in Industrial Policy. The
new industrial policy of 24 July 1991
sought substantially to deregulate
industry so as to promote the growth of a
more efficient and competitive industrial
economy. Industrial policy reforms
announced in July 1991 should be seen
as being complementary to those
undertaken in trade and fiscal policies and
in the management of the exchange rate
and the financial sector. The central
elements of these reforms were as
foliows ;

@) Industrial licensing was abolished
for all projects except in 18 Industries
where strategic or environmental
concerns are paramount or where
industries produce goods with
exceptionally high import content, With
this, 80 per cent of industry has been
taken out of the licensing framework.

(i) The MRTP Act was amended to
eliminate the need for prior approval by
large companies for capacity expansion or
diversification, This will enable Indian
firms to become large enough to compete
effectively in global markets.

(i) The requirement of phased
manufacturing programmes was
discontinued for all new projects.

(iv)  Areas reserved for the public
sector were narrowed down, and greater
participation by private sector was
permitted in core and basic industrles. In
the place of the 17 areas earlier reserved
for investment by the public sector, only
8 such areas are now reserved. These
eight are mainly those involving strategic
and security concerns,



(v) Government clearance for the
location of projects was dispensed with
except in the case of 23 eitles with a
population of mere than one millien.

(vi) Small-scale enterprises were
given the option to offer up to 24 per cent
of their share-holding to large-scale and
other induatrial undertakings. This will
provide them with greater acecess to
capital and technology.

(vil) Loan agreements of the financial
institutions with privately managed firms
were earlier required to provide for the
right of the finanecial institutions te
convert the loans into equity. In August
1991, the institutions were permitted not
to inslét on this provision in future loans
unless they felt it necessary for
commereial reasons. In December 1991,
the institutions were permitted to delete
the provision from past loans alse subjeet
to & revision of the interest rate where

appropriate.

(vill) A National Renewal Fund has
been set up with a corpus of Rs. 200
erore te ensure that the eosts of
technological change and modernization
of industry would net be berne by
workers. It will be used to provide a
safety net to workers in sick and non-
viable enterprises, and te finanee their
retralning and redeployment.

Aleng with a reform of industrial
policies, steps were also taken to fagilitate
the inflow of direct foreign investment.
These non-debi-ereating inflows will
reduce reliance on fixed-interest debt and
alse bring in new technelogy, marketing
expertise and modern managerial
practices. The following measures were
taken in this context :

() The lmit of foreign equity
heldings was raised from 40 t0 51 per

13

cent in a wide range of priority industries.
However, foreign exchange outflow on
account of dividends on additional equity
will be balanced by export earnings. Such
forelgn equity participation now has
automatic approval and is cleared by
Reserve Bank of India.

()  The procedures for investment in
non-priority indusiries have been
streamlined. The Foreign Investment
Promotion Board has been established to
negotiate with large international firms
and to expedite the clearances required.
The FIPB also considers individual cases
invelving foreign equity partieipation
over 31 per cent.

(i) Teehnology imporis for prierity
industries are automnatically approved for
foyalty payments up to § per cent of
domestic sales and 8 per eent of export
snles or for lumpsum payments of Rs.1
erore, '

Deregulation will reduee the rele
of Gevernment regulatory ageneies.
They will be reorganized and their staff
redeployed. For the econemy as 4
whele, delays in prejest implementation
will be greatly redueced. Inereased
eompetition will lead to enhanced
pressure on enterprises to reduce their
eosts and to improve quality.

The full outcome of the indusirial
polisy ehanges will materialize afier some
time; but the early results are already
visible. The response to the new
industrial peliey has been wvery
eneouraging. The number of investment
approvals given in 1991 has risen te 5538
from 3335 in 1990. The figure for 1991
ineludes 3095 Industrial Entrepreneurs'
Memeranda filed under the new policy,
whieh would have earlier required letters
of intent of industrial licences. 3897
investment proposals were ecleared
between the anneuneement of the Rew
policy en 24 July 1991 and 31 January



1992. During the same peried, 508
foreign teehnelogy impert agreements
were also approved. The effeets of this
inereased domestie investment aetivity in
terms of higher eapaeity and output will
emerge after a lag when these investment
plans fruetify.

Changes brought abeut in pelieies
towards direet foreign investment have
alse evoked a streng pesitive response
from foreign companies. In 1991, a tetal
of 244 cases of foreign equity
particlpation with a proposed equity
investment of $504 millien was
approved. In the previous three years,
1988, 1989 and 1990 the total inflow of
private foreign equity was $95 millien,
$120 milllen and $50 millien
respectively. The increase in domestie
investment actlvity and inflow of fereign
capital will strengthen our industrial
capabllitles and contribute to exporis.

Publle Sector Reforms

The publie secter was eriginally
eoncelved as holding the commanding
heights of the econemy and leading
technelogical advance. It was alse
intended to generate investible surpluses
and become an engine for self-reliant
growth. The public sector has contributed
significantly to the diversification of
India's industrial structure. But its
contribution in terms of generating
internal resources for further expansion
has fallen short of expectations, and its
inability to do so has now become a
major constraint on economic growth.

The performance of the public
sector deteriorated sharply in 1990-91
when the net profit (after tax) of all non-
departmental central public sector
enterprises declined to Rs. 2368 crore
from the level of Rs. 3789 crore reached
in 1989-90. The poor performance has
continued in 1991-92. It is imperative that
the public sector attains the objectives
originally set for it. This will require a
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sustained improvement in produetivity
and profitability. The budgetary suppert
to publie seetor enterprises will need to be
sealed down and they will be expegied to
maintain finaneial diseipline in their
eperation. The seetor should be exposed
t0 eompetitive pressures wherever
possible. Some of the enterprises ean be
restruetured 86 a8 to improve their eapital
base and aceess to the market.

To enable the publie seetor to
work effieiently, the publie sector units
have to be given the greatest autenoemy in
thelr eperations. A system of full
responsibility and eomplete aceountability
will have te be enforced on publie sector
managements, In 1991-92 the
QGovernment undertook a limited disin-
vestment of a part of publie sector equity
to the publie through publie finaneial
Institutions and mutual funds in erder to
raise nen-inflationary flnanece for
development. The disinvestment will
also bring in greater publie aceountability
and help to ereate a new culture in thelr
working whieh would impreve
effieleney. The objective of publie seetor
poliey 18 to improve the operational
efficiency of these units and retufi them
to their original goals. Recognizing that
sickness is a serious problem in many
public sector units, the government
amended the Sick Industrial Companies
Act tc bring public sector undertakings
also within its purview. This makes sick
public sector units subject to the same
discipline as private sector units including
reference to the BIFR for identification of
a viable restructuring package or closure
as the case may be.

Balance of Payments Financing

The measures of fiscal correction

and structural reform described above

were expected to bring about an
improvement in the balance of payments
in the medium term. However, for the
immediate future substantial financing of
balance of payments was unavoidable if



impert compression was to be relaxed.
Accordingly, the Government attempied
to mebilize support for the balance of
payments from multilateral financial

institutions -- the International Monetary
Fund, the Werld Bank and the Aslan
Development Bank -- as well as from
bilateral doners.

TABLE §

Drawals from International Monetary Fund, 1990-1992

Date Facility SDR 0SS Rs
million million crore
July-Sept 1990 RT 490 660 1177
23.01.1991 ECT 552 789 1450
23.01,1991 CCFF 717 1028 1884
22.07.1991 CCFF 166 221 570
12.09.1991 CCFF 469 639 1654
15.11.1991 UCT 8$ 117 305
02.01.1992 UCT 185 265 683
Expected till March 1992  UCT 461 650 1700

As pressure on the reserves
mounted, the Government availed itself
of the facilitles available from
International Menetary Fund. In July-
September 1990 it withdrew the reserve
tranche (RT) of SDR 490 millien
(Table 5). In December 1990 it applied
for the first credit tranche (FCT) of SDR
552 million, and negotiated drawals
under the contingency compensatory
finance facility (CCFF) which totalled
SDR 1.352 billion between January and
September 1991. In addition, the
Government has drawn a total of SDR
270 million under the upper credit tranche
standby arrangement and a further SDR
461 million is due to be disbursed in
April 1992, A Structural Adjustment
Loan of $500 million has been negotiated
with the World Bank, of which $300
million has been drawn. Additional fast
disbursing assistance was tied up with the
Asian Development Bank and with some
of the bilateral donors.

Another important initiative taken
by the Government to meet the urgent
need for balance of payments financing
was the announcement of two schemes
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designed to encourage the inflow of
capital funds from abroad. The India
Development Bond Scheme and the
Immunity Scheme for repatriation of
funds held abroad were introduced in
October 1991. The schemes have proved
to be highly successful. India
Development Bonds mobilised $1.605
billion, and the Immunity Scheme, $793
million.

The OQutcome

The early results of the crisis
management effort in 1991-92 have been
encouraging: foreign currency assets,
which had declined to $1.1 billion at their
lowest point in June 1991, had risen to
about $4.4 billion by 19 February 1992.
In addition to the buildup of foreign
exchange reserves, the Government was
able to bring back the gold pledged to the
Bank of England and the Bank of Japan
in July. The value of this gold was
approximately $600 million. $1.605
billion was received on India
Development Bonds, which is held by the
State Bank of India. Thus there was an
increase in external assets of about $4.6



billion, against which must be placed an
increase in foreign liabilities of about
$3.2 billion, (These figures are pre-
liminary and are given only to indicate
grders of magnitude.)

The buildup of reserves in the
course of 1991-92 was necessary to

restore confidence in the system, but it

also meant that the additional resources
mobilized from the multilateral financial
institutions and the IDB and Immunity
Schemes were primarily used for building
up reserves and not to liberalize imports,
which remained severely constrained in
1991-92 as is evident from Table 4. With
the bulldup of reserves, a gradual
relaxation of import restrictions was
intreduced in the second half of 199192,
specially in December 1991 and January
1992, The restrictions on imports of raw
materials and components imposed by
Reserve Bank of India have now been
removed, and on imports of capital goods
substantially relaxed.

A lasting solutlon to our payments
problem ean only be found in a
substantial improvement in the country's
export performance. Exports performed

extremely well in the four-year period
from 1986-87 to 1989-90 when they
grew at an average rate of 19 per cent per
year in dollar terms. The momentum was
Jost in 1990-91 when export growth
decelerated to 9 per cent, Conditions
worsened further in 1991-92 as the full
effect of import compression began to be
felt in the industrial sector (Figure §). The
disruption in our Rupee trade with the
erstwhile Soviet Union has also hurt
exports. Exports to Rupee Payment area
have declined by more than 50 per cent.
The full positive effects of trade policy
reforms have yet to emerge. Exporting
firms are still adjusting to the changed
regime. The lag in performance of
exports consequent upon policy changes
is understandable, Some of the positive
effects of the trade policy changes would
perhaps be reflected in the performance
during the last quarter of 1991-92, the
data for which are not yet available, But,
the full impact on export expansion, of
trade reforms already undertaken will be
visible only during 1992-93, It Is
essentlal to restore to India's exports the
momentum that was evident only two
years ago.

Fig. §
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Four types of adjustments are
called for a broad-based, rapid and
sustained growth of exports in the next
four years.

(@  Reduction in domestic excess
demand: The balance of payments deficit
represents the excess of domestic demand
for goods and services over domestic
supply. In order to correct it domestic
demand will have to be restrained and
supply increased. Since the macro-
economic imbalance is also the basic
cause of inflation, this is dealt with more
fully in the next section. It will be
necessary to restrain the degree of excess
spending by the Government to correct
the balance of payments, At the same time
it will be necessary to ensure that any
reduction in aggregate demand is brought
about without hurting production and that
it is shared equitably by different sections
of the population.

(b)  Enhanced Competitiveness: By
mid-1991 domestic prices had become
seriously misaligned with international
prices. This required two changes: a
change in the exchange rate of the Rupee,
and a reduction in the relative prices of
those products which were costly vis-a-
vis competing goods abroad. The flirst
step was taken by means of a downward
adjustment of about 18 per cent In the
external value of the Rupee on 1 and 3
July 1991. The second step would
require a phasing down of import
restrictions and a reduction in the high
levels of protection which characterize
Indian industries. Progress in this regard
is at present constrained by the grave
balance of payments position as well as
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by the importance of import duties as a
source of government revenue; however,
it will be necessary to bring down trade
restrictions as payments and fiscal
conditions permit,

(¢) Deregulation: One of the
obstacles to exports lies in the
cumbersome administrative procedures
involved, arising from controls over
imports (and on inputs required for
exports) and exports, exchange control
and also customs procedures. The
Eximscrip scheme was designed partly to
reduce the rigours of import control,
Trade and customs classifications of
goods were harmonized in October 1991,
and new, simplified documentation of
import control and customs was
introduced. Simultaneously with the
devaluation of the Rupee, Cash
Compensatory Support for exports was
withdrawn, thereby eliminating the work
involved in its administration,
Simplification of trade-related procedures
must continue; the aim should be to make
international trade as easy as domestic
trade in respect of procedures.

(d)  Capability for self-improvement:
World markets are more competitive than
somme hitherto sheltered domestic markets.
If our agricultural and industrial products
are to compete internationally, their
producers will have to improve their own
competitive position continuously
through technological and managerial
improvements and adapt themselves
rapidly to changes in international market
conditions. This capacity for unceasing
adaptation and innovation would need to
be developed.
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