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i i

ABSTRACT

In  th e  1980s the  p a t t e r n  o f  e x t e r n a l  c a p i t a l  f lo w s  to  
I n d i a  has changed s u b s t a n t i a l l y ,  concess ional  le n d in g  from  
i n t e r n a t i o n a l  agencies  g iv in g  way to  p r i v a t e  e x t e r n a l  sources  
o f  funds .  The l i t e r a t u r e  on In d ia n  development and f in a n c e  
is  v a s t ,  but  t h e r e  has been no study o f  these  n e w ly - im p o r ta n t  
p r i v a t e  c a p i t a l  f lo w s .
Th is  s h i f t  in  sources c o in c id e d  w i th  both a change in  
development p o l ic y  on th e  p a r t  o f  th e  Government o f  I n d i a  
(GOI) and changes in  e x t e r n a l  c ircum stances .  The GOI re la x e d  
th e  p o l i c y  o f  s e l f - r e l i a n c e  in  1982, d e c id in g  c o n c io u s ly  to  
embark on a growth s t r a t e g y  t h a t  could r e q u i r e  resources  
beyond what was a v a i l a b l e  from domestic sources.  In  1985, a t  
the  beg inn ing  o f  the  Seventh F ive  Year P la n ,  i t  was decided  
to  borrow from p r i v a t e  e x t e r n a l  sources in  o rd e r  to  f u l f i l  a 
more am bit io us  p lan o f  growth and t e c h n ic a l  upgrad ing .  Th is  
s t r a t e g y  o f  growth-cum-debt was j u s t  conf irm ed in  th e  E ighth  
Five  Year P la n .  Also in  1982, main land China was ad m it te d  to  
the  U n i te d  Nat ions  and thus became a contender  f o r  World Bank 
/ u n d s ,  on which I n d i a ’ s e a r l i e r  development s t r a t e g y  had 
h e a v i l y  r e l i e d .

. . . .The. Gpl and i t s  agents have n e g o t i a t e d .1 oaps from, p r i v a t e  
e x t e r n a l  sources in  much the  same way as they  n e g o t ia te d  
concessional  loans,  and they  guarantee  loans which a re  o n le n t  
to  p r i v a t e  f i r m s  in  I n d i a .  Thus from th e  l e n d e r s ’ p o in t  o f  
view th e s e  loans have th e  same c h a r a c t e r  as sovere ign  loans.

So f a r ,  a t  l e a s t ,  I n d i a  has been very  success fu l  in  
a t t r a c t i n g  p r i v a t e  c a p i t a l .  In  o rd e r  t o  determine  why t h i s  
has been the  case and whether the  f low s  a re  l i k e l y  to  
c o n t in u e ,  th e  f a c t o r s  a f f e c t i n g  each source have been examined 
in  d e t a i l .  These f a c t o r s  in c lu d e  GOI p o l i c y ,  market fo rc e s  
in  the  c o m p e t i t io n  f o r  funds and the  lo c a t io n  o f  in d u s t r y ,  and 
th e  o v e r a l l  performance o f  th e  In d ia n  economy.

An im p o r ta n t  aspect  o f  GOI p o l i c y  i s  to  r e s t r i c t  f o r e i g n  
borrowing to  f in a n c in g  the  f o r e i g n  exchange component o f  
p r o j e c t s .  D esp i te  t h i s  prudent  approach, however, th e r e  is  
some ev idence  t h a t  I n d i a  is  heading towards a debt  t r a p .  A 
comparison w i th  B r a z i l ’ s debt  p o s i t i o n  has been made in  o rd e r  
to  deve lop l i k e l y  s c e n a r io s ,  based on M in sky ’ s t h r e e f o l d  
c l a s s i f i c a t i o n  o f  indebtedness.  I n d i a ’ s debt  p o s i t i o n  is  
l i k e l y  t o  develop along the  same l i n e s  as B r a z i l ’ s ,  though on 
a much-reduced s c a le .
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CHAPTER 1 

INTRODUCTION

In  the  1980s the  p a t t e r n  o f  e x t e r n a l  c a p i t a l  f lo w s  to  

I n d i a  has changed s u b s t a n t i a l l y ,  concessional  len d in g  from 

i n t e r n a t i o n a l  agencies g iv in g  way to  p r i v a t e  e x t e r n a l  sources  

o f  funds.  The l i t e r a t u r e  on In d ia n  development and f in a n c e  

i s  v a s t ,  but th e r e  has been no study o f  these  n e w ly - im p o r ta n t  

p r i v a t e  c a p i t a l  f lo w s .  Th is  s h i f t  in  sources c o in c id e d  w i th  

both a change in development p o l i c y  on the  p a r t  o f  the  

Gpvernment . o f  I n d i a  (GOI) ,and_ changes _ in  e x te r n a l  

c ircum stances .  The GOI re la x e d  th e  p o l i c y  o f  s e l f - r e l i a n c e  

in  1982, d e c id in g  consc ious ly  to  embark on a growth s t r a t e g y  

t h a t  could r e q u i r e  resources beyond what was a v a i l a b l e  from 

domestic  sources. In  1985, a t  the  beginning o f  the  Seventh  

F ive  Year P lan ,  i t  was decided to  borrow from p r i v a t e  e x t e r n a l  

sources in o rde r  to  f u l f i l  a more am bit ious  p lan  o f  growth 

and te c h n ic a l  upgrading.  Th is  s t r a t e g y  o f  growth-cum-debt was 

j u s t  conf irm ed in  the  E ighth  F ive  Year P lan.  A lso in  1982,  

mainland China was a dm it ted  to  the  United  N a t ions  and thus  

became a contender f o r  World Bank Funds, on which I n d i a ’ s 

e a r l i e r  development s t r a t e g y  had h e a v i l y  r e l i e d .

The GOI and i t s  agents have n e g o t ia te d  loans from p r i v a t e  

e x t e r n a l  sources in much the same way as th e y  n e g o t ia te d  

concessional  loans, and they  guarantee loans which are  o n le n t



t o  p r i v a t e  f i rm s  in  I n d i a .  Thus from the  l e n d e r s ’ p o in t  o f  

view these  loans have the  same c h a r a c te r  as sov e re ign  loans.  

A s ov e re ign  borrower must be n e c e s s a r i l y  d i f f e r e n t  from o th e r  

borrow ers .  F i r s t  o f  a l l  sovere ign  borrowers must be regarded  

as s o lv e n t  almost by d e f i n i t i o n .  In  e f f e c t ,  the  market  t r e a t e d  

a l l  governments as t r i p l e - A  borrowers u n t i l  th in g s  s t a r t e d  

going wrong i . e .  th e  country  showed a shortage  o f  f o r e ig n  

exchange to  s e r v ic e  i t s  debts .  T h e o r e t i c a l l y  governments can 

r e p u d ia te  loans (and they have in  the  p a s t ) ,  y e t  they  can be 

regarded as b e t t e r  r is k s  than p r i v a t e  companies or  agents in  

th e  t h i r d  w or ld .  Thus i t  would appear t h a t  th e  terms  

o b ta i n a b le  by the  governments o f  t h i r d  world c o u n t r i e s  must 

n e c e s s a r i l y  be b e t t e r  than those o b ta ined  by i n d i v i d u a l  agents  

in  these  c o u n t r i e s .  In  keeping w i th  t h i s  argument the  

Government o f  I n d i a  (GOI) p layed a s p e c ia l  r o l e  in  d e v is in g  

a s t r a t e g y  f o r  borrowing in  the  e x t e r n a l  commercial markets .

So f a r ,  a t  l e a s t ,  I n d i a  has been very  successfu l  in  

a t t r a c t i n g  p r i v a t e  c a p i t a l .  In  o rd e r  to  determine  why t h i s  

has been the  case and whether  the  f low s  a re  l i k e l y  to  

c o n t in u e ,  the  f a c t o r s  a f f e c t i n g  each source have been examined 

in  d e t a i l .  These f a c t o r s  in c lu d e  GOI p o l i c y ,  market  fo rc e s  

in  the  c o m p e t i t io n  f o r  funds and the  lo c a t io n  o f  in d u s t r y ,  and 

th e  o v e r a l l  performance o f  the  In d ia n  economy.

An im p o r ta n t  aspect  o f  GOI p o l i c y  is  to  r e s t r i c t  f o r e ig n  

borrowing to  f in a n c in g  the  f o r e ig n  exchange component o f  

p r o j e c t s .  D esp ite  t h i s  prudent approach, however, th e r e  is



some evidence t h a t  I n d i a  is  heading towards a debt t r a p .  A 

comparison w i th  B r a z i l ’ s debt  p o s i t i o n  has been made in  o rde r  

to  develop l i k e l y  s c e n a r io s ,  based on M insky ’ s t h r e e f o l d  

c l a s s i f i c a t i o n  o f  indebtedness.  I n d i a ’ s debt p o s i t io n  is  

l i k e l y  to  develop along the  same l i n e s  as B r a z i l ’ s ,  though on 

a much-reduced s c a le .

In  t h i s  t h e s is  p r i v a t e  e x t e r n a l  c a p i t a l  in f lo w s  to  I n d i a  

has been decomposed i n t o  t h r e e  component forms, bank loans,  

d i r e c t  f o r e ig n  investment ( D F I ) ,  and dep o s i ts  from non­

r e s i d e n t  In d ia n s  ( N R I ) .  The c o n d i t io n s  d e te rm in ing  every  form  

o f  component in f lo w s  has been s tu d ie d .  Besides bank t r a n s f e r s ,  

i t  was found necessary to  study the  o th e r  forms o f  p r i v a t e  

c a p i t a l  in f lo w s  l i s t e d  above, because these  o th e r  forms w i l l  

help  to  c o u n te ra c t  the  resource requirem ents  which could be 

f i l l e d  by commercial loans.  Thus NRI t r a n s f e r s  have prov ided  

balance o f  payments support  in  the  absence o f  which more 

resources would have to  be r a is e d  by commercial e x t e r n a l  

loans.  DFI too has helped to  f i l l  th e  resource gap though 

t h e r e  is  an a s s o c ia te d  o u t f lo w  o f  fo r e ig n  exchange. Thus to  

avoid  a debt  t r a p  and to  promote growth i t  i s  necessary to  

encourage a l l  forms o f  c a p i t a l  in f lo w s .

The t h e s is  thus b r i e f l y  examines the  f e a t u r e s  which 

a f f e c t e d  DFI in  the  In d ia n  c o n te x t .  The l e v e l s  o f  DFI a re  very  

low by i n t e r n a t i o n a l  s tandards  in  I n d i a ;  some o f  the  reasons  

f o r  t h i s  a re  s tu d ied  in  chapter  2. DFI which grew in  the  80s 

more than i t  had in  the  prev ious  decades can mainly  be



a t t r i b u t e d  to :

1) The l i b e r a l i s a t i o n  p o l i c i e s  which s t a r t e d  in th e  e a r l y  80s.

2)  The h e a l th y  growth r a te s  o f  i n d u s t r i a l  a c t i v i t y  and o f  

a g r i c u l t u r a l  a c t i v i t y  shown d u r ing  t h i s  decade.

3) The in c re a s e  in  the  le v e l  o f ‘consumerism* in I n d i a  in  the  

80s.

The l a s t  form o f  c a p i t a l  t r a n s f e r s  were NRI d e p o s i ts .  The 

dominant f e a t u r e  o f  t h i s  is  t h a t  the  GOI does not expect  then  

to  be w i thdrawn.  Th is  is  shown by the  f a c t  t h a t  th e  GOI does 

not even in c lu d e  them in  i t s  c a l c u l a t i o n  o f  e x t e r n a l  d e b t .  

Thus t h i s  form o f  t r a n s f e r  is  not s u b je c t  to  th e  same c o s t in g  

p r i n c i p l e  as bank loans.  In  th e  GOIs reckoning most o f  these  

d e p o s i ts  probab ly  w i l l  not  need to  be s e rv ic e d  in  f o r e ig n  

exchange.

A f t e r  a n a ly s in g  these forms and aspects  o f  c a p i t a l  

t r a n s f e r s  -  and these  have not been s tu d ie d  b e fo re  -  the  

t h e s is  then c o n c e n t ra te s  on the  i m p l ic a t io n s  o f  on ly  one form  

o f  c a p i t a l  t r a n s f e r  namely e x t e r n a l  commercial loans.  

Commercial bank loans have increased a t  an enormous r a t e  in  

the  l a s t  decade (by about fo u r  t im e s )  and i t  i s  p o s s ib le  t h a t  

I n d i a  is  heading towards a debt  c r i s i s  which may be s i m i l a r  

to  t h a t  o f  B r a z i 1.

The l i t e r a t u r e  on In d ia n  development and f in a n c e  is  v a s t ,  

but in  th e  c o n te x t  o f  e x t e r n a l  p r i v a t e  c a p i t a l  in f lo w s  to  

I n d i a  no th ing  much has been s a id .  Hence in t h i s  t h e s i s  t h e r e  

is  no c h a p te r  on a survey o f  l i t e r a t u r e  as is  customary.



However, re fe re n c e s  have been made to  the  l i t e r a t u r e  on 

p r i v a t e  c a p i t a l  in f lo w s  to  LDCs in  genera l  wherever t h i s  could  

e x p l a i n  th e  r a t i o n a l e  o f  the  In d ia n  s i t u a t i o n .  Th is  d e a r th  o f  

l i t e r a t u r e  can perhaps be e x p la in e d  by th e  f a c t  t h a t  e x te r n a l  

p r i v a t e  c a p i t a l  infows to  I n d i a  have been s i g n i f i c a n t  only  

r e c e n t l y  i . e .  d u r ing  the  80s. The small sample o f  in fo r m a t io n  

on p r i v a t e  e x t e r n a l  c a p i t a l  in f lo w s  a ls o  makes i t  d i f f i c u l t  

to  conduct econometr ic  e x e r c is e s  or  any such s o p h is t i c a t e d  

t r e a t m e n t .  Thus in  t h i s  t h e s i s  th e  a n a ly s is  is  o f  a r a t h e r  

rud im entary  n a tu re  and r e l i e s  on a frame o f  r e fe r e n c e  both 

t h e o r e t i c a l  and e m p i r ic a l  to  a r r i v e  a t  any sugg es t io ns .  The 

t h e o r e t i c a l   ̂ frame c>f re fe r e n c e  , has been prov ided _ by a 

r e l a t i v e l y  s imple  e x te n s io n  o f  M in s k y ’ s th e o ry  which s t a te s  

the  c o n d i t io n s  which can lead borrowing to  s e r v ic e  the  

h i s t o r i c a l l y  accumulated de b t .  Th is  s i t u a t i o n  is  u n s ta b le  and 

im p l ie s  t h a t  the  borrower is  heading towards a c r i s i s .  The 

e m p i r ic a l  frame o f  r e fe r e n c e  is  f i r s t  o f  a l l  p rov ided by 

lo ok ing  a t  the  LDCs in  genera l  and thus s e t t i n g  I n d i a  in t h i s  

c o n te x t  o f  the  t o t a l  p r i v a t e  c a p i t a l  in f lo w s .  To examine the  

debt s i t u a t i o n  o f  I n d i a  a comparison has been made w i th  a 

h e a v i l y  indebted c oun try  namely B r a z i l .  Such a comparison is  

r e l e v a n t  because the  development o f  In d ia n  debt i n t o  a problem 

can be hypothesized  o n ly  in  a c o n te x tu a l  framework. O n e  

im p o r ta n t  d i f f e r e n c e  however t h a t  can be observed a t  the  

o u ts e t  i s  t h a t  th e r e  is  a d i f f e r e n c e  in th e  s c a le  o f  the  

p o t e n t i a l  c r i s i s .  The s c a le  is  l i k e l y  to  be much s m a l le r  than



t h a t  o f  B r a z i l  because the  B r a z i l i a n  p r i v a t e  debt  was much 

h ig h e r  than t h a t  o f  I n d i a .  For s e t t i n g  ou t  the  parameters  o f  

a debt  c r i s i s  in I n d i a ,  the  comparison w i th  B r a z i l  has been 

conducted on the  f o l l o w i n g  l i n e s :

1) The d i f f e r e n c e s  in  the  openness o f  th e  two economies and 

hence th e  d i f f e r e n c e s  in  the  s c a le  o f  p r i v a t e  e x t e r n a l  c a p i t a l  

t r a n s f e r s .

2) The l i n k  between e x te r n a l  and i n t e r n a l  debt  in  both the  

economi e s .

3) The f a c t  t h a t  s p e c ia l  c ircumstances enabled both to  borrow 

and the y  were both considered as good r i s k s .

4 )  .The d i f f e r e n c e s  in  . t h e  forms o f  borrowing in  the  two 

c o u n t r i e s .  In  both c o u n t r i e s  the  p u b l ic  s e c to r  was the  major  

borrower ,  but in  B r a z i l  lo c a l  costs  were a ls o  f in a n c e d  by 

e x t e r n a l  loans whereas t h i s  was not the  case in I n d i a .  Th is  

had im p o r ta n t  im p l ic a t io n s  on the  volume o f  e x t e r n a l  debt  in  

the  two c o u n t r i e s .

5) The d i f f e r e n t  degree o f  development o f  domestic  c a p i t a l  

markets in the  two c o u n t r i e s .  In  I n d i a  they  a re  f a i r l y  

s o p h i s t i c a t e d ,  whereas in  B r a z i l  t h a t  i s  not  so. Th is  meant 

t h a t  e x t e r n a l  borrowing in  some sense s u b s t i t u t e d  f o r  the  lack  

o f  domestic  in t e r m e d ia t io n  f a c i l i t i e s  in  B r a z i l ,  whereas in  

I n d i a  the y  d id  not do so.

6) The d i f f e r e n t  s t r a t e g i e s  and s t r u c t u r e  o f  borrowing in  the  

two c o u n t r i e s .  In  B r a z i l ’ s case the  government encouraged  

borrowing,  whereas in  the  In d ia n  case the  government



r e s t r a i n e d  borrowing as f a r  as p o s s ib le .

From t h i s  c o n te x t  a debt  model has been deve loped .  Th is  

i s  not  a s o p h is t i c a t e d  model in  the  sense t h a t  such models 

e x i s t  to d a y ,  because, as was p o in te d  out  e a r l i e r ,  I n d i a  is  a 

very  new debtor  and the  d a ta  a v a i l a b l e  f o r  I n d i a  a re  f o r  too  

s h o r t  a p e r io d  p e rm it  econom etr ic  i n v e s t i g a t i o n .  C e r ta in  

macroeconomic v a r i a b l e s  have been used to  la y  down the  bas ic  

p o s s ib le  s c e n a r io s  o f  debt .  The bas ic  p o s tu la te s  o f  t h i s  model 

when a p p l ie d  to  I n d i a  a re ;

1) I n d i a ’ s repayment and s e r v i c i n g  o b l i g a t i o n s  are  becoming 

onerous as they  cover about a t h i r d  o f  th e  t o t a l  e x p o r t  

e a rn in g s .

2)  The s i t u a t i o n  could develop to  one o f  a debt  t r a p ,  i f  the  

i n t e r e s t  r a te s  were to  r i s e  or  the  e x p o r t  e a rn in g s  were to  

f a l l .  T h is  im p l ie s  t h a t  exogenous changes could a f f e c t  the  

k n i f e - e d g e  balance between solvency and in so lv e n c y .

2a) In c re a s e s  in  i n t e r n a t i o n a l  i n t e r e s t  r a te s  are  

i n e v i t a b l e  in  the  p re s e n t  c l im a t e ;  they would ta k e  I n d i a  

c lo s e r  t o  th e  debt  t r a p .

2b) The e x p o r t  basket  shows t h a t  the  p r i c e  e l a s t i c i t i e s  

are  not ve ry  high whereas the  im port  e l a s t i c i t i e s  f o r  I n d i a  

are  low. Thus e x cess ive  dependence on the  growth o f  e x p o r t  

e a rn in g s  f o r  th e  repayment o f  debt  may not  be p ru d en t .

3) The bunching o f  repayment o b l i g a t i o n s  on concessional  debt  

p a r t i c u l a r l y  the  IMF loan may f u r t h e r  c u t  i n t o  th e  funds  

a v a i l a b l e  f o r  th e  s e r v ic i n g  o f  e x t e r n a l  commercial loans.



Having s t a te d  the  ba s ic  p r o p o s i t io n s  t h a t  w i l l  be 

examined in t h i s  t h e s i s ,  we w i l l  b r i e f l y  s t a t e  what each 

cha p te r  se ts  out  to  examine. Chapter  2 s e ts  In d ia n  p r i v a t e  

c a p i t a l  in f lo w s  in  the  c o n te x t  o f  LDCs. I t  i s  im po ss ib le  to  

e v a lu a te  how and why In d ia n  p r i v a t e  c a p i t a l  in f lo w s  grew. I t  

i s  indeed e a s i e r  to  d is c e r n  genera l  t re n d s  in I n d i a  in  the  

c o n te x t  o f  LDCs, as an o v e r a l l  d e c l i n e  or  change in the  

geograph ica l  com posit ion o f  e x t e r n a l  c a p i t a l  f lo w s  to  LDCs 

w i l l  lead to  changes in the  In d ia n  c o n te x t  to o .  The 

i n t e r e s t i n g  qu es t io n  which emerges in  t h i s  c h a p te r  is  why in  

a c l im a t e  o f  g e n e r a l l y  s h r in k in g  commercial loans,  I n d i a  

emerged as a major borrow er .  In  s e t t i n g  out  th e  d i f f e r e n t  

forms o f  e x t e r n a l  p r i v a t e  c a p i t a l  t r a n s f e r s ,  t h i s  c h a p te r  a ls o  

examines the  two way l i n k  between bank loans and DFI and 

s t a te s  how t h i s  p a r t i c u l a r  l i n k  was im p o r ta n t  in  the  case o f  

B r a z i l .  The absence o f  DFI as an im p o r ta n t  b u f f e r  may have 

adverse im p l ic a t io n s  f o r  th e  In d ia n  debt  s i t u a t i o n .

Chapter  3 c a r r i e s  out  a d e t a i l e d  a n a ly s is  o f  the  change 

in  the  In d ia n  borrowing s c e n a r io ,  namely from m u l t i l a t e r a l  

sources g e n e r a l l y  to  p r i v a t e  commercial banks. I t  begins by 

p o s t u la t in g  th e  need f o r  e x t e r n a l  c a p i t a l  and then goes on to  

examine the  In d ia n  savings investm ent  and banking framework.  

I t  b a s i c a l l y  s e ts  th e  background by b r i e f l y  examining the  

f i n a n c i a l  framework o f  the  In d ia n  economy. The s p e c ia l  

c h a r a c t e r i s t i c s  o f  e x t e r n a l  c a p i t a l  in f lo w s  t h a t  are  examined 

in  t h i s  c h a p te r  r e l a t e  to  th e  r o l e  o f  the  government both in



bank in t e r m e d ia t io n  and in  n e g o t i a t i n g  e x te r n a l  bank loans a t  

f i n e  term s.  The d e te rm in a n ts  and t re n d s  o f  bank t r a n s f e r s  are  

examined in d e t a i l  and the  prospects  f o r  the  cont inued  in f lo w  

o f  t h i s  form o f  t r a n s f e r  has been examined in  t h i s  c h a p te r .

Chapter  4 examines the  f a c t o r s  a f f e c t i n g  DFI and NRI 

d e p o s i ts .  The s u p p o r t in g  r o l e  both to  the  balance o f  payments 

and to  I n d i a ’ s growth a s p i r a t i o n s ,  p a r t i c u l a r l y  by th e  NRI 

t r a n s f e r s  has been examined in  t h i s  c h a p te r .  The d i s t i n c t i o n  

between bank loans and NRI d e p o s i ts  in  terms o f  repayment  

o b l i g a t i o n s  has a ls o  been examined in t h i s  c h a p te r .

Chapter  5 compares the  development o f  th e  In d ia n  debt  

s i t u a t i o n  w i th  the  e x i s t i n g  B r a z i l i a n  one. The focus o f  t h i s  

ch a p te r  i s  however th e  development o f  th e  B r a z i l i a n  c r i s i s  and 

cross r e fe r e n c e s  have been made to  I n d i a .  The main aspects  o f  

t h i s  comparison has a l r e a d y  been s t a te d  above.

Chapter  6 develops a t h e o r e t i c a l  framework f o r  a n a ly s in g  

the  In d ia n  debt  s i t u a t i o n .  In  t h i s  c o n te x t  a b r i e f  exam inat ion  

o f  a few debt  models has a ls o  been conducted. The f i n a l  

s e c t io n  o f  t h i s  c h a p te r  compares the  B r a z i l i a n  and In d ia n  

macroeconomic v a r i a b l e s  to  examine I n d i a ’ s r e l a t i v e  p o s i t io n  

in  the  c o n te x t  o f  th e  t h e o r e t i c a l  model s e t  ou t  e a r l i e r .

F i n a l l y  the  c onc lus ions  r e f l e c t  upon some o f  the  

p r o p o s i t io n s  a r r i v e d  a t  in  t h i s  t h e s i s .  I t  a ls o  examines the  

p o t e n t i a l  debt  s i t u a t i o n  should t h e r e  be an exogenous change 

in  some v a r i a b l e s  such as i n t e r e s t  r a te s  or  e x p o r t  e a rn in g s  

or e x p e n d i tu re  on im ports  in  the  In d ia n  c o n te x t .
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CHAPTER 2

PRIVATE CAPITAL TRANSFERS TO DEVELOPING COUNTRIES

2.1 In t r o d u c t i o n

P r i v a t e  c a p i t a l  f lo w s  to  I n d i a  have on ly  r e c e n t l y  reached  

s i g n i f i c a n t  p r o p o r t io n s ,  and they  f l u c t u a t e  q u i t e  w id e ly  from  

year  to  y e a r .  However, th e  a p p a r e n t ly  e r r a t i c  behav iour  o f  

p r i v a t e  c a p i t a l  f lo w s  to  I n d i a  can p a r t l y  be e x p la in e d  by 

changes a f f e c t i n g  these  f lo w s  to  de ve lop ing  c o u n t r i e s  as a 

whole. Thus in  t h i s  ch a p te r  we d iscuss th e  e x p e r ie n c e  o f  

develop ing ,  c o u n t r i e s  in. orde.r . to  . p.l ace .the. In d ia n  d a ta  in  

p e rs p e c t i  v e .

P r i v a t e  le n d in g  to  de ve lop ing  c o u n t r ie s  began in  e a rn e s t  

in  the  1970s, when o i l  su rp lu se s  were lo ok ing  f o r  le nd ing  

o u t l e t s .  In  t h i s  p e r io d ,  most p r i v a t e  c a p i t a l  t r a n s f e r s  went  

to  the  r a p i d l y  i n d u s t r i a l i s i n g  deve lop ing  c o u n t r i e s :  B r a z i l ,  

Mexico,  South Korea, Taiwan. These c o u n t r ie s  a re  now known as 

Newly I n d u s t r i a l i s e d  C o u n tr ie s  -  NICs.  At  th e  o th e r  extrem e,  

the  share o f  th e  l e a s t  developed c o u n t r ie s  in  t o t a l  lo n g - te rm  

t r a n s f e r s  f l u c t u a t e d  between 5 and 10* to  de v e lop ing  c o u n t r ie s  

and t h a t  o f  p r i v a t e  t r a n s f e r s  between 1 and 3 . 5 *  between 1970 

and 1984. Though I n d i a  does not  q u a l i f y  as a NIC, i t  cannot  

be c l a s s i f i e d  as a l e a s t  developed country  e i t h e r .  The World  

Bank t r e a t s  I n d i a  in a c la s s  between these  c a t e g o r ie s :  as a 

less  developed c o u n t ry ,  along w i t h ,  n o ta b ly ,  China.
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Since p r i v a t e  c a p i t a l  in f lo w s  i n t o  I n d i a  have f l u c t u a t e d  

over  t im e  i t  i s  im poss ib le  to  e v a l u a t e  th e  t re n d s  w i t h o u t  a 

r e fe r e n c e  t o  the  deve lop ing  c o u n t r ie s  in  g e n e r a l .  Indeed th e  

c o n te x t  makes the  t re n d s  in  I n d i a  e a s i e r  to  d i s c e r n .  Thus 

though the  frame o f  r e fe r e n c e  f o r  In d ia n  p r i v a t e  c a p i t a l  

t r a n s f e r s  is  not  the  l e a s t  developed c o u n t r i e s ,  a comparison  

w i th  th e  c a p i t a l  t r a n s f e r s  to  A s ia  or  w i t h  t h a t  o f  L a t i n  

America and most im p o r ta n t ly  w i th  th e  genera l  t r e n d  in  LDCs 

is  c a l l e d  f o r .

One im po rtan t  c h a r a c t e r i s t i c  which d i s t i n g u i s h e s  LDC 

borrowing from borrowing by f i r m s  is  t h a t  LDC borrowing is  

mostly  s ov e re ign  bo rrow ing . .Th us  . a l t h o u g h . in d iv i d u a l  f i r m s . i n  

LDCs may not  be t r e a t e d  on par w i th  t h e i r  developed country  

c o u n t e r p a r t s , because LDC borrowing i s  most ly  so v e re ig n  

borrowing ,  most LDC loans a re  accorded a s p e c ia l  p o s i t i o n ,  as 

sovere ign  borrowers a re  regarded a lmost by d e f i n i t i o n  as 

s o lv e n t  -  a t  l e a s t  u n t i l  th in g s  s t a r t  going wrong.

Of course ,  t h e r e  is  a d i f f e r e n c e  in  th e  t r e a tm e n t  between 

A f r i c a  and L a t in  America, or  f o r  t h a t  m a t te r  between I n d i a  and 

A fg h a n is ta n .  But these  d i f f e r e n c e s  have t o  do w i th  the  

macroeconomic c h a r a c t e r i s t i c s  as w e l l  as the  r e l a t i v e  

p o l i t i c a l  s t a b i l i t y  o f  the  concerned LDC economies. Thus 

whereas in  the  case o f  a p r i v a t e  f i r m  th e  m o n i to r in g  o f  a loan  

i s  l i m i t e d  to  the  m o n i to r in g  o f  the  f i r m ,  in  the  case o f  

sovere ign  borrowers the  economy as a whole has to  be 

m onitored .  And w h i le  ba lance sheet  problems in  the  case o f  a
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f i r m  a r e  r e f l e c t e d  a t  once in  th e  v a lu e  o f  the  s h ares ,  no such 

measure e x i s t s  f o r  the  m o n i to r in g  o f  sovere ign  borrow ers .  

Moreover,  problems in  the  economy are  on ly  r e f l e c t e d  a f t e r  a 

lag  o r  a f t e r  they  may become c h r o n ic .

The problem o f  le g a l  j u r i s d i c t i o n  over  a s o v e re ig n  

borrower  may a ls o  a c t  as a d e t e r r e n t  t o  the  le n d e r .  Given t h i s  

c o n te x t  o f  sovere ign  borrowing ,  t h i s  c h a p te r  s e ts  o u t  t o  

examine th e  t r e n d s ,  th e  forms and th e  r a t i o n a l e  f o r  c a p i t a l  

t r a n s f e r s  t o  deve lop ing  c o u n t r i e s .  Cross r e fe r e n c e s  are  made 

to  th e  In d ia n  s i t u a t i o n  e i t h e r  to  h i g h l i g h t  th e  d i f f e r e n c e s  

or  t o  p o i n t  a t  a p a r t i c u l a r  s i m i l a r i t y .  Two main forms o f  

p r i v a t e  . c a p i t a l  . t r a n s f e r s .  have .b ee n ,  i d e n t i f i e d ,  in . t h i s  

c h a p te r .  The f i r s t  c o n s is ts  o f  bank loans e i t h e r  through  

s y n d ic a t io n  or  through th e  issue  o f  bonds. The second is  

d i r e c t  f o r e i g n  investm ent ,  h e n c e fo r th  r e f e r r e d  to  as DFI .

The d e te rm in a n ts  and f lo w s  o f  each form i s  discussed in  

the  case o f  LDCs because I n d i a  o f f e r s  a c o n t r a s t .  In  t h i s  

c o n t e x t ,  th e  s p e c ia l  p o s i t i o n  o f  I n d i a  as an emerging borrower  

has been l a i d  out  in t h i s  c h a p te r .  Two types o f  f a c t o r s  -  push 

and p u l l  -  can be i d e n t i f i e d  in  th e  case o f  I n d i a .  The push 

f a c t o r s  were the  change in  In d ia n  p o l i c y  w i th  re s p e c t  to  

i n t e r n a t i o n a l  p r i v a t e  borrowing and the  e n t r y  o f  China i n t o  

c o m p e t i t io n  f o r  concessional  l o a n s . 1 The p u l l  f a c t o r  was th e  

r i s e  in  exposure o f  the  o th e r  deve lop ing  c o u n t r ie s

1 D iscussion  o f  t h i s  l a t t e r  f a c t o r  i s  postponed to
C hapter  3.
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p a r t i c u l a r l y  th e  L a t in  American ones, which made I n d i a  appear  

as a b e t t e r  r i s k  by comparison.

In  the  case o f  DFI ,  the  low l e v e l s  in  I n d i a  compared to  

th e  r e s t  o f  th e  LDCs, p a r t i c u l a r l y  comparable deve lop ing  

c o u n t r i e s ,  p ro v id e s  th e  bas is  f o r  an i n v e s t i g a t i o n  i n t o  the  

d e te rm in a n ts  o f  DFI in  genera l  and to  t h a t  in  I n d i a  in  

p a r t i c u l a r .

The l a s t  s e c t io n  o f  t h i s  c h a p te r  d iscusses th e  l i n k s  

among these  v a r io u s  k inds o f  p r i v a t e  c a p i t a l  t r a n s f e r s .  The 

t h e o r e t i c a l  r a t i o n a l e  f o r  these  l i n k s  is  examined w i th  

r e fe r e n c e  t o  th e  l i t e r a t u r e .  In  the  case o f  B r a z i l  th e  l i n k  

between DFI and p r i v a t e  lend ing  may apcount f o r  th e  r e l a t i v e  

ease o f  e n t r y  o f  B r a z i l  i n t o  th e  i n t e r n a t i o n a l  c a p i t a l  m arket .  

The absence o f  such a l i n k  in  th e  I n d i a  may e x p l a i n  some o f  

th e  f e a t u r e s  o f  In d ia n  p r i v a t e  c a p i t a l  t r a n s f e r s .

2 .2  D eterm inants  and f lo w s  o f  p r i v a t e  c a p i t a l  t r a n s f e r s

As was mentioned e a r l i e r ,  p r i v a t e  c a p i t a l  t r a n s f e r s  took  

th e  form o f  bank loans,  bond is s u e s ,  o r  D FI .  Of these  t h r e e  

c a t e g o r ie s ,  bond issues deserve s p e c ia l  t r e a tm e n t  in  th e  case 

o f  LDCs. Bonds can n e i t h e r  be c l a s s i f i e d  as bank loans or  a 

s t r a i g h t  issue  in  th e  s tock  m arke t ,  because sovere ign  LDC 

borrowers f l o a t  bonds in  th e  i n t e r n a t i o n a l  c a p i t a l  markets and 

these  are  bought by i n t e r n a t i o n a l  banks o r  consort iums in  much 

the  same way as bank loans a re  n e g o t ia t e d .

Another im p o r ta n t  d i s t i n c t i o n  needs to  be made between
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f i n a n c i a l  and r e a l  t r a n s f e r s  to  th e  LDCs. Real c a p i t a l  

t r a n s f e r s  c o n s is t  o f  D FI ,  techno logy  t r a n s f e r  c o n t r a c t s  and 

th e  l i k e  whereas f i n a n c i a l  t r a n s f e r s  c o n s is t  o f  bank loans and 

p o r t f o l i o  in vestm ents .  These two k inds  o f  t r a n s f e r s  have v ery  

d i f f e r e n t  impacts in  th e  LDCs and a re  d iscussed in  g r e a t e r  

d e t a i l  below. Over t im e  t h e r e  has been a s h i f t  in  the  r e l a t i v e  

importance o f  one form o f  c a p i t a l  t r a n s f e r  over  a n o th e r .

For in s ta n c e ,  th e  1970s and e a r l y  1980s were 

c h a r a c t e r is e d  by la r g e  in f lo w s  o f  f o r e i g n  bank c a p i t a l  i n t o  

de ve lop ing  c o u n t r i e s .  A key f e a t u r e  o f  th e  1980s i s  t h a t  

Japan has d is p la c e d  the  OPEC c o u n t r ie s  as th e  main source o f  

surp lu s . . .  Japanese. compan i e.s . tend . to  . f  avou r . D F I , .  w.h i. 1 e OPEC 

t r a n s f e r s  were c h i e f l y  f i n a n c i a l .  T h is  d i f f e r e n c e  in  the  

a t t i t u d e s  o f  these two major c a p i t a l  e x p o r t e r s  o f  th e  p a s t  two 

decades can be a t t r i b u t e d  t o  t h e i r  d i f f e r e n c e s  in  th e  l e v e l s  

o f  development, in fo r m a t io n  and te c h n o l o g i c a l  base, and 

s u r v e i l l a n c e  c a p a c i t i e s .  The f a c t  t h a t  th e  average y i e l d s  o f  

DFI have been h ig h e r  in  th e  LDCs than in  developed c o u n t r i e s 2 

may have c o n t r ib u te d  t o  Japanese i n t e r e s t s  in  LDCs.

As f a r  as the  LDC is  concerned, exogenous f a c t o r s  can 

e x p la in  the  pre v a le nc e  o f  one form o f  c a p i t a l  t r a n s f e r  v i s - a -  

v i s  a n o th er .  For in s ta n c e ,  th e  low and sometimes n e g a t iv e  r e a l  

i n t e r e s t  r a te s  p r e v a i l i n g  in  th e  1970s were a s t ro ng  i n c e n t i v e  

to  in cre a s e  th e  debt  component in  th e  l i a b i l i t y  p o r t f o l i o s  o f

2 'New Finance For LDCs: The Importance o f  D i r e c t
I n v e s tm e n t ' ,  AMEX Bank Review. Volume 13, Number 7.
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f i r m s  and governments o f  LDCs. In c r e a s in g  access t o  funds a t  

r a te s  presumably below t h e i r  domestic  marginal  r e t u r n  on 

c a p i t a l  s t im u la te d  th e  opening-up and d e r e g u la t i o n  o f  LDCs’ 

t r a d e  and f i n a c i a l  systems. Thus f o r e i g n  debt  in  A s ia  and 

L a t in  America grew f a s t e r  than th e  r a t e  o f  growth o f  GDP in  

th e  two r e g io n s ,  and in  L a t in  America a ls o  f a s t e r  than the  

growth o f  e x p o r ts .  The domestic  p o l i c i e s  o f  th e  borrowing  

c o u n t r ie s  were geared to  c r e a t e  th e  ba lance  o f  payments 

d e f i c i t s  necessary to  absorb th e  i n f lo w  o f  f o r e i g n  c a p i t a l .  

M a r k e t - r e l a t e d  i n t e r e s t  r a te s  which r e f l e c t  expected i n f l a t i o n  

a n d /o r  p o l i c i e s  t o  combat i t  as w e l l  as terms o f  t r a d e  

d e t e r i o r a t i o n  put an end t o  the  i n f l a t i o n a r y  e ro s ip n  o f  the  

stock  o f  d e b t .  By c o n t r a s t ,  the  high r e a l  r a te s  o f  i n t e r e s t  

during  the  1980s, the  r e lu c t a n c e  o f  the  commercial banks to  

lend to  LDCs, and l a s t l y  th e  emergence o f  th e  U n i te d  S t a te s  

as the  major  borrower in  the  i n t e r n a t i o n a l  c a p i t a l  m arkets ,  

have led t o  a d e c l in e  in  bank le n d in g  to  LDCs in  th e  1980s.  

I n d i a  is  an im po rta n t  e x c e p t io n :  bank loans have in creased  

during  the  1980s. A d e t a i l e d  d isc u s s io n  o f  th e  f a c t o r s  which 

led to  th e  emergence o f  I n d i a  as a borrower in  th e  1980s is  

l e f t  to  c h a p te r  3.

The d i f f e r e n t  k inds o f  p r i v a t e  c a p i t a l  t r a n s f e r s  need t o  

be examined s e p a r a t e ly  because t h e i r  t r e n d s  a re  determined by 

d i f f e r e n t  exogenous and endogenous f a c o r s .  Th is  o f  course does

3 Massad, C. , 1985, 'D eb t :  An O v e rv ie w ’ , Journal  o f
Development P la n n in g . Number 16.

/
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not  imply t h a t  th e  d i f f e r e n t  k inds o f  p r i v a t e  c a p i t a l  

t r a n s f e r s  a re  not  i n t e r r e l a t e d  or  move in  an i n t e g r a t e d  

f a s h io n .  I t  i s  o n ly  f o r  ease o f  a n a ly s is  t h a t  these  have been 

c l a s s i f i e d  s e p a r a t e l y  below.

Tab le  2.1  shows a few i n t e r e s t i n g  f e a t u r e s  o f  lo n g - te rm  

l e n d in g  t o  the  dev e lo p in g  c o u n t r i e s .  F i r s t  o f  a l l ,  a lm ost  a l l  

c a t e g o r ie s  o f  lo n g - te r m  t r a n s f e r s  t o  deve lop ing  c o u n t r i e s  grew 

a t  a much f a s t e r  r a t e  du r ing  the  1970s in  comparison w i th  th e  

1980s. The a g grega te  lo n g - te rm  t r a n s f e r s  in  1980 were 

a p p ro x im a te ly  s i x  t im e s  t h a t  in  1970, whereas between 1980 and 

1984 th e  aggrega te  lo n g - te rm  t r a n s f e r s  a c t u a l l y  d e c l i n e d .  

Moreover,, t h e .  in c r e a s e  in. c a p i t a l  t r a n s f e r s  a f t e r  th e  f  i r s t  

o i l  p r i c e  r i s e  in  1973,  was much g r e a t e r  in  magnitude than  

t h a t  a f t e r  the  second o i l  p r i c e  r i s e  in 1979. The reasons f o r  

t h i s  are  ana lysed in  d e t a i l  below. I t  would be s u f f i c i e n t  to  

p o i n t  out  here  t h a t  th e  major  le n d e rs ,  i . e .  th e  o i l  s u rp lu s  

c o u n t r i e s ,  by 1979 had a d ju s te d  t h e i r  a b s o rp t io n  c a p a c i t i e s  

t o  t h e i r  h igh l e v e l s  o f  income.

The on ly  c a te g o ry  o f  long term c a p i t a l  t r a n s f e r s  which  

increased c o n s i s t e n t l y  d u r ing  th e  1980s was m u l t i l a t e r a l  

o f f i c i a l  t r a n s f e r s .  T h is  c a te g o r y ,  to o ,  however, showed a much 

s lower  r a t e  o f  growth in  th e  1980s than d u r ing  th e  70s.  The 

reasons f o r  t h i s  can be t r a c e d  t o  the  onset  o f  th e  debt c r i s i s  

in  1982 in  which th e  m u l t i l a t e r a l  agencies  p layed an im p o r ta n t  

r o l e ,  by s e t t i n g  up funds in  c o n ju n c t io n  w i th  th e  commercial  

banks to  d fe fu s e  th e  debt  c r i s i s .  Thus funds from m u l t i l a t e r a l
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Tab le  2 . 1 .

Long term c a p i t a l  t r a n s f e r s  t o  d e v e lo p in g  c o u n t r i e s  and

t e r r i t o r i e s ,  e x c lu d in g  maior  pe tro leum  e x p o r t e r s

( B i 11 ion US d o l l a r s )

T o ta l B i l a t e r a l M u l t i  l a t e r a l From S o c i a l i s t  

C ountr i  es

1970 9 .6 9 8.41 1 .12 0 .1 7

1973 17.81 15 .18 2 .1 9 0 .4 4

1975 3 3 .7 4 29.01 4 .3 0 0 .4 4

1980 57.41 4 7 .3 8 9 .1 8 0 .8 6

1981 67.71 57 .6 6 9.31 0 .7 5

1982 60 .6 2 4 9 .4 6 10 .40 0 .7 7

1983 5 2 .7 9 4 0 .6 4 11 .27 0 .8 8

1984 50 .8 9 39 .0 2 11 .42 0 .4 5

1985 38.01 2 6 .3 3 11 .14 0 .5 5

1986 4 8 .1 8 3 6 .3 0 11 .39 0 .5 0

Notes: The f i g u r e s  have been rounded up t o  two decimal  

poi n ts

Source: UNCTAD, d a ta  f i l e s
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agenc ies  o f t e n  s u b s t i t u t e d  f o r  funds from commercial banks.  

For a lm ost  a l l  f lo w s  1981 was th e  peak p e r io d  a f t e r  which the  

f lo w s  dropped s h a r p ly ,  i n d i c a t i n g  th e  on se t  o f  both th e  debt  

c r i s i s  and the  rece s s io n  in  th e  i n d u s t r i a l  c o u n t r i e s .  In  t h i s  

c o n te x t  Tab le  2 .2  shows t h a t  p r i v a t e  f lo w s  f e l l  more r a p i d l y  

than th e  o th e r  c a te g o r ie s  -  i t  had in c re a s e d  by n e a r ly  10096 

a f t e r  the  1973 o i l  p r i c e  r i s e  but  decreased by n e a r ly  40% 

between 1981 and 1984. Of th e  t o t a l  volume o f  p r i v a t e  f lo w s ,  

th e  f a l l  was s h a rp e s t  f o r  p o r t f o l i i o  in ves tm en t  (abou t  50%).  

I n  a d d i t i o n  s h o r t - t e r m  c a p i t a l  t r a n s f e r s  became n e g a t iv e  a f t e r  

1981, a f t e r  in c r e a s in g  s h a r p ly  in  1 9 8 0 .4 T h is  im p l ie d  an even 

f a s t e r  d e c l i n e  in  the  c a p i t a l  a v a i l a b i l i t y  t o  th e .d e v e lo p in g  

c o u n t r i e s .  Bond issues a ls o  d e c l in e d  upto 1983, im p ly ing  t h a t  

th e  deve lop ing  c o u n t r ie s  were unable  to  s e l l  t h e i r  e q u i t i e s  

and s e c u r i t i e s  in  the  i n t e r n a t i o n a l  c a p i t a l  m arkets ,  a g a in s t  

a genera l  background o f  a shor tage  o f  l i q u i d i t y .

As in d ic a t e d  in  th e  Appendix , d a ta  from v a r io u s  sources  

d i f f e r  in  terms o f  coverage,  methodology, and t im e  p e r io d .  

Thus the  aggregate  d a ta  as i n d i c a t e d  above p ro v id e s  on ly  an 

e s t im a te  o f  th e  genera l  t r e n d s .  I t  i s  necessary to  s tudy each 

i n d i v i d u a l  ca teg ory  o f  t r a n s f e r s  and to  c o n f in e  th e  a n a ly s is  

as f a r  as p o s s ib le  to  a s i n g l e  source o f  t r a n s f e r  f o r  each 

such c a te g o r y .  The same source o f  d a ta  may a ls o  change i t s  

methodology over  t im e ,  but such changes would be i n s i g n i f i c a n t

4 The World Bank, 1985. World Development R e p o r t . Oxford
U n i v e r s i t y  Press.
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Ta b le  2 .2

Components o f  B i l a t e r a l  Long-Term Lending To D eve lop ing  

C o u n tr ie s  And T e r r i t o r i e s .

Exc lud ing Ma.ior Petro leum  E x p o r te rs  

( B i l l i o n  US d o l l a r s )

O f f i c i a l  P r i v a t e  Flows From DAC* C o u n t r ie s
Development -------------------------------------------------------------------

A ss is ta nc e
T o ta l Overseas Expor t P o r t f o l i o Bor
Lendi ng Di r e c t Credi t s In ves tm en t Issu<

Investm ent

1970 3 .1 6 4 .6 9 2 .4 2 1 .67 0 .4 8 0 .1 2

1973 4 .5 5 8 .7 6 5 .6 0 ,o .">
i 00

. 
» 1 .96 0 j 42

1975 9 .4 3 17.01 8 .1 8 1 .81 7 .05 0 .0 3

1980 17 .50 26.21 6 .7 7 7.71 11 .14 0 .6 0
1981 17.21 37 .22 11 .55 6.01 19 .95 0 .2 8
1982 14.91 31 .25 11 .54 4 .7 2 14 .69 0 .2 9
1983 14.01 23 .3 3 9 .3 8 1 .20 9 .9 2 2 .8 3
1984 13.91 20 .7 0 9 .8 9 1 .93 6 .4 6 2.41
1985 14.87 7.61 6 .3 9 0 .2 5 3 .4 5 4 .4 2
1986 18.35 15.16 11 .19 0 .6 8 2 .7 3 1 .91

*  Development A ss is ta nc e  Committee c o u n t r i e s .  For th e  l i s t ,  
see Appendix to  Chapter  2.

Notes:  1) D i r e c t  investm ent  d a ta  i s  based on the
re p o r ts  from th e  DAC c o u n t r i e s  making the  
inves tm ent .

2 )  B i l a t e r a l  p o r t f o l i o  inves tm ent  covers  the  
t r a n s a c t io n s  o f  th e  p r i v a t e  monetary s e c to r  
in c lu d in g  i n t e r n a t i o n a l  bank le n d in g  ( o f t e n  known 
as * Eurocurrency c r e d i t s ’ ) .  P r i v a t e  e x p o r t  
c r e d i t s  and bond len d in g  a re  r e p o r te d  under the  
corresponding headings and not  in c lu d e d  in  Euro­
currency  c r e d i t s .

3)  F igures  have been rounded up t o  two decimal  
poi n t s .

S ou rce : UNCTAD Data f i l e s .



20

in  comparison w i th  the  e r r o r s  t h a t  a r i s e  from a g g re g a t io n s  

across  d i f f e r e n t  sources.  D e t a i l e d  e x am in a t io n  o f  t h e  data  

begins  w i th  bank t r a n s f e r s ,  as t h i s  i tem showed the  h ig h e s t  

growth r a t e  d u r ing  the  70s and in  f a c t  changed th e  e n t i r e  

dimension o f  p r i v a t e  lend ing  to  de v e lo p in g  c o u n t r i e s .

2 . 2 . 1  Trends and f a c t o r s  a f f e c t i n g  bank t r a n s f e r s

The ba s ic  premise le a d in g  LDCs to  seek t r a n s f e r s  o f  

c a p i t a l  from abroad is  t h a t  th e  LDCs cannot g e n e ra te  

s u f f i c i e n t  f in a n c e  d o m e s t ic a l l y ,  i f  development i s  to  proceed.  

The t r a n s f e r s  a re  assumed t o  be b e n e f i c i a l  as long as th e  debt  

burden . i s .  s u s t a i n a b l e .  . The . q u e s t i o n  .of . sus . ta in ab le .  debt  

examined in  cha pte rs  5 and 6. The i n t e r p l a y  o f  f o r e i g n  debt  

and growth has been v a r i o u s l y  d e s c r ib e d  in  th e  l i t e r a t u r e .  

Here we w i l l  b r i e f l y  examine o n ly  some o f  th e  t h e o r i e s  which 

l i n k  growth w i th  d e b t .  In  t h i s  c a te g o ry  we d i s t i n g u i s h  two 

s u b - c a t e g o r ie s :  bank loans and bond is s u e s ,  which we d iscuss  

in  t u r n ,  f i r s t  from th e  p e r s p e c t iv e  o f  borrowers and then from  

the  l e n d e r s ’ s id e .

2 . 2 . 1 . a. Determ inants  o f  demand f o r  loans

The prime d e te rm in a n t  o f  th e  demand f o r  loans is  the  

d e s i r e  f o r  growth. However, th e  i n t e r p l a y  o f  f o r e i g n  debt  and 

economic growth in  de v e lop ing  economies has been e x t re m e ly  

c o m p l ic a te d  in  t h i s  decade. Expor t  expansion in  the  s h o r t  run 

may r e q u i r e  component im ports  and in ve s tm en t .  Thus the



economy’ s e v o lu t i o n  over the  medium term would depend on 

e x p o r t  growth. However, e x p o r t  growth depends, among o t h e r  

t h i n g s ,  on inves tm ent ,  which may have to  be reduced in  o r d e r  

t o  ach ieve  the  cuts  in  imports  r e q u i r e d  t o  repay th e  d e b t .  

C onsequent ly ,  whether o r  not  the  economy i s  capab le  o f  growth  

depends on two c o u n te r a c t in g  dynamics, namely debt  dynamics,  

which t i g h t e n s  the  ba lance  o f  payment c o n s t r a i n t ,  and th e  

in v e s tm e n t -e x p o r t  dynamics, which improves i t . ^  S ince  th e  

a n a ly s is  is  concerned w i t h  the  s h o r t  and medium te rm ,  th e  

assumption in  t h i s  case i s  t h a t  o u tp u t  growth i s  not  

determined by the  a d d i t i o n a l  c a p a c i t y  c r e a te d  by in ve s tm en t  

. ( f inanced m a in ly  .by t h e . f o r e i g n  .d e b t }  b u t .  b y .  the. gharigg .in 

c a p a c i t y  u t i l i z a t i o n  which is  de term ined by th e  s h i f t s  in  th e  

balance  o f  payments c o n s t r a i n t  through d e b t ,  in ves tm en t  and 

e x p o r t  growth.

The s to r y  o f  th e  dynamic e v o lu t i o n  o f  a t y p i c a l  

de v e lo p in g  c oun try  begins from an i n i t i a l  d i s e q u i l i b r i u m  s t a t e  

w i th  a la r g e  s tock o f  e x t e r n a l  d e b t .  The deb t  p o s i t i o n ,  

accord ing  to  th e  ' t r a n s i t i o n  t h e o r y ’ is  p a r t  o f  a t r a n s i t o r y  

phase in  development, n a t io n s  borrow in  the  e a r l y  phases o f  

t h e i r  development in  o rd e r  to  b u i l d  t h e i r  i n f r a s t r u c t u r e  and 

repay these  loans in  the  l a t t e r  s tages  o f  development.  In  th e

5 See Akyuz, Y . ,  1985, 'A Model o f  Debt and Growth in  a 
Developing Economy’ , UNCTAD, Geneva.
c

See f o r  example Beenstock, M . ,  1984, The World Economy 
in  T r a n s i t i o n . London, Goerge A l l e n  & Unwin.
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i n i t i a l  s tage  the  economy is  o b l ig e d  to  make a n e t  f i n a n c i a l  

o u t f l o w ,  as the  i n t e r e s t  on i t s  o u ts ta n d in g  debt  exceeds the  

r a t e  o f  growth o f  new c a p i t a l  i n f l o w ,  both o f  which a re  

determ ined  exogenously .  In  t h i s  c o n d i t i o n ,  an economy may 

s w i tc h  from a n e g a t iv e  to  a p o s i t i v e  t r a d e  ba lance  due t o  a 

sharp d e c l i n e  in  len d in g  and a r i s e  in  the  debt  s e r v i c i n g .

The p o s i t i v e  and n e g a t iv e  e f f e c t s  o f  per  c a p i t a  income 

have been captured  by th e  development c y c le  t h e o r y , 7 which  

s t a t e s  t h a t  in  th e  i n i t i a l  phase when th e  r a t i o  o f  GNP to  

p o p u la t io n  is  low, debt  i s  a ls o  low. However, as per  c a p i t a  

GNP begins t o  r i s e ,  the  demand f o r  deb t  grows s t r o n g l y .  A f t e r  

a p o i  n t  o f . t i  me .when .the^ rate^ o f  . g ro w th , i s ,re 1 a t i  ye 1 y. 1 o w er ,. 

o ld  debts  may be pa id  o f f  more r a p i d l y ,  and f i n a l l y  in  th e  

f o u r t h  phase a country  may a c t u a l l y  become a c r e d i t o r  c o u n t ry .

Another th e o ry  o f  borrow ing ,  which one could c a l l  the
Q

' p r o f l i g a c y ’ , suggests t h a t  c o u n t r i e s  a re  b a s i c a l l y  

p r o f l i g a t e  borrowers and borrow d u r ing  p e r io d s  o f  

i n t e r n a t i o n a l  monetary s u r p lu s e s .  According t o  the  p r o f l i g a c y  

h y p o th e s is ,  debts r e f l e c t  e x c e s s iv e  consumption and dependence  

on im p o r ts .  E m p ir ic a l  e v id e n c e ,  however, appears t o  suppor t  

th e  development c y c le  th e o ry  r a t h e r  than th e  p r o f l i g a c y  

t h e o r y .

I t  i s  im p o r ta n t  to  g e t  an adequate i n d i c a t o r  o f

7 I b i d .

8 Lewis, W.A. ,  1978, Growth and F l u c t u a t io n s  1 8 70 -1913 .
London, A l le n  and Unwin.
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development or  growth because most t h e o r i e s  l i n k  these  w i th  

th e  debt  p r o f i l e  o f  a c o u n t ry .  Chenery and S y r q u in 3 have used 

th e  GNP per c a p i t a  as an i n d i c a t o r  o f  th e  s tage  o f  economic 

development.  Rostow10 used th e  share o f  in ves tm en t  in  GDP 

( i n v e s t m e n t - r a t i o  or  IR )  as a measure o f  th e  i n t e n s i t y  o f  

economic development. Lewis11 argues t h a t  u r b a n i s a t i o n  is  an 

i n t e g r a l  and very  expens ive  p a r t  o f  th e  development process:  

f o r  t h i s  reason, urban p o p u la t io n  growth (UPG) has been used 

as an e x p la n a to r y  v a r i a b l e .  Thus demand f o r  debt  (Dd) as a 

p r o p o r t io n  o f  GNP is

+  -  +  +  -

Dd/GNP = F[GNP/POP, (GNP/POP), IR ,  UPG, r ]

Thus the  d e te rm in e n ts  o f  the  demand f o r  c r e d i t  r e l a t e d  t o

the  growth a s p i r a t i o n s  o f  an LDC. From th e  le n d e rs  p e r s p e c t i v e  

the  supply  o f  c r e d i t  would depend on o th e r  f a c t o r s  bes ides  the  

growth prospects  o f  th e  LDCs. The n ex t  s e c t i o n  examines some 

o f  these  c o n s id e r a t io n s .

2 . 2 . 1 . b  D ete rm inants  o f  supply  o f  loans

The main d e te rm in a n t  o f  the  supply  o f  c r e d i t  can be s a id  

to  be th e  unders tand ing  o f  th e  b o r r o w e r ’ s i n c e n t i v e s  t o  repay.  

With so v e re ig n  borrowers ,  le n d e rs  can c o n c e p tu a l ly  ass ign  to

q
See Chenery, H . ,  and S y rq u in ,  M.,  1975, P a t t e r n s  o f

Development 1 9 5 0 -1 9 7 0 . London, Oxford U n i v e r s i t y  Press .

10 Rostow, W.W., 1960,  The Stages o f  Economic Growth .
Cambridge, Cambridge U n i v e r s i t y  Press .

11 Lewis, W .A. ,  1978, op. c i t .
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th e  c oun try  a maximum le v e l  o f  debt  such t h a t  th e  t o t a l  

b e n e f i t s  o f  d e f a u l t  t o  the  borrower j u s t  equa ls  the  c o s t  o f
i ?  . . . . . . .d e f a u l t  to  i t .  T h is  c r e d i t  c e i l i n g  w i l l  r i s e  w i t h  an 

in c re a s e  in  income. Thus th e  th e o ry  where repayment is  

ensured by th e  p e n a l ty  o f  f u t u r e  e x c lu s io n  suggests a 

s i t u a t i o n  o f  p o t e n t i a l  c r e d i t  r a t i o n i n g .  D e f a u l t  i s  most 

l i k e l y  in  p e r io d s  when income is  low r e l a t i v e  t o  t r e n d  and

hence th e  m arg ina l  u t i l i t y  o f  income is  h igh .
n •E m p ir ic a l  f i n d i n g s  c o n f i rm  t h a t  i n d i c a t o r s  o f

c r e d i t w o r t h i n e s s  ( r e f l e c t i n g  th e  p r o b a b i l i t y  o f  repayments)

c o n s t r a in  th e  supp ly  o f  funds and impose q u a n t i t a t i v e  l i m i t s

pn the  ' a c c e p t a b l e ’ le v e l .s .o f  a r rears . .  T h e . t h r e a t . t o  r e p u d ia te

governs th e  w i l l i n g n e s s  o f  bankers t o  accommodate moderate

l e v e l s  o f  o b l i g a t i o n s  in  a r r e a r s .  However, h igh l e v e l s  o f  debt

o b l i g a t i o n s  may f o r c e  the  bankers to  m a in ta in  a f lo w  o f  funds

to  such customers.

Loans to  LDCs came from th r e e  channe ls .  The e a r l i e s t

lend ers  such as th e  la r g e  U .S .  banks in creased  t h e i r  loans and

t h e i r  l e v e l s  o f  exposure ve ry  q u i c k l y .  These were fo l lo w e d  by

s m a l le r  banks and banks from o t h e r  i n d u s t r i a l i s e d  c o u n t r i e s .

t ? See Eaton,  J .  and G e r s o v i t z ,  1981, 'Poor Country  
Borrowing in  P r i v a t e  F in a n c ia l  M arkets  and the  
R e p u d ia t io n  I s s u e ’ , P r in c e to n  S tu d ie s  in  I n t e r n a t i o n a l  
F in a n c e . Number 47 .  For f u r t h e r  d is c u s s io n  o f  s ov e re ign  
le n d in g ,  see p a r t  I I  o f  t h i s  C hapter .

13 H a j i v a s i 1lo u ,  1987, 'The E x te rn a l  Debt Repayments 
Problems o f  th e  LDCs: An Econometr ic  Model Based on
Panel D a t a ’ , Journa l  o f  E cono m etr ics . Number 36, 2 0 5 -2 3 0 .
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The v a r i a b l e  t h a t  p layed a d e c i s i v e  r o l e  a f t e r  1982, the  

degree o f  exposure ,  was on ly  o f  secondary importance dur ing  

th e  1970s. W hi le  a h igh  degree o f  exposure tends t o  make banks 

r e f r a i n  from a d d i t i o n a l  l e n d in g ,  i t  i s  a ls o  a f a c t o r  t h a t  

keeps them lo n g e s t  in  th e  m a rk e t ,  as they  become s u b j e c t  t o  

th e  p ressures  o f  in v o l u n t a r y  le n d in g .  A low exposure l e v e l ,  

on the  o th e r  hand, a l lo w s  banks to  s ta y  away.

The r i s k s  o f  i n t e r n a t i o n a l  l e n d in g ,  which in c lu d e  those  

o f  s ov e re ign  le n d in g ,  may d e t e r  le n d ers  from g i v i n g  loans t o  

the  LDCs. These r i s k s  in c lu d e  those  which a re  s p e c i f i c  to  LDCs 

and those t h a t  app ly  t o  borrowers in  g e n e r a l .  Thus we c l a s s i f y  

r i s k s ,  o f  . i n t e r n a t i o n a l ,  lend.ing. i n t o ,  t h r e e  .broad, c a te g o r ie s . .  

The f i r s t  c o n s is ts  o f  r i s k s  o f  normal f i n a n c i a l  

i n t e r m e d i a t i o n ,  th e  second c o n s is t s  o f  those t h a t  a re  s p e c i f i c  

t o  i n t e r n a t i o n a l  i n t e r m e d i a t i o n  and th e  t h i r d  c o n s is ts  o f  

those which a re  more r e l e v a n t  f o r  s o v e re ig n  LDC borrow ers .  The 

enumerat ion o f  th e s e  forms the  t e x t  o f  th e  n e x t  s e c t i o n .

2 . 2 . 1 . C  R isks  faced  bv i n t e r n a t i o n a l  le n d e rs

The r i s k s  o f  normal f i n a n c i a l  in t e r m e d i a t i o n  can be 

c l a s s i f i e d  in  th e  two broad c a t e g o r i e s ,  d e f a u l t  r i s k s  and 

balance sh e e t  r i s k s .

(1 )  D e f a u l t  r i s k s :  c r e d i t  r i s k  and moral h azard .

(a )  C r e d i t  r i s k  i s  the  p o s s i b i l i t y  t h a t  th e  borrower may 

be unable  t o  repay i t s  d e b ts .  Banks a t te m p t  t o  m in imise  t h i s  

r i s k  by d i v e r s i f y i n g  t h e i r  loan p o r t f o l i o s  and, in  th e  case
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o f  i n t e r n a t i o n a l  loans,  by s y n d ic a t in g  loans.

(b )  Moral hazard  is  d is t i n g u is h e d  from c r e d i t  r i s k  by the  

d i f f e r e n c e  between a b i l i t y  and w i l l i n g n e s s .  Thus a borrower  

may be a b le  but  u n w i l l i n g  t o  repay a debt  because th e  

advantages o f  loan r e p u d i a t i o n  outweigh th e  d is a d v a n ta g e s .

( 2 )  Balance s h e e t  r i s k s :  i n t e r e s t  r a t e  r i s k  and l i q u i d i t y

r i s k .

( a )  I n t e r e s t  r a t e  r i s k  is  in c u r re d  by banks in  the  even t  

o f  i n t e r e s t  r a t e  changes because the  r o l l o v e r  p e r io d  o f  bank 

l i a b i l i t i e s  is  o f  s h o r t e r  d u r a t io n  than th e  r o l l o v e r  p e r io d  

o f  a s s e ts .  When r a t e s  o f  i n t e r e s t  in c r e a s e ,  banks a re  fo rc e d  

to  fund t h e i r  . lower  y ie l .d in g  a s se ts  .a t  the.new. h ig h e r  rate.Sj  

c u t t i n g  in t o  t h e i r  p r o f i t  margins.

(b )  L i q u i d i t y  r i s k  a r i s e s  from th e  f a c t  t h a t  banks w h i le  

s t i l l  s o lv e n t  may be unable  to  make payments as they  come due.

In  a d d i t i o n  to  these  r i s k s  t h e r e  a re  some which a re  

s p e c i f i c  t o  i n t e r n a t i o n a l  f i n a n a n c i a l  t r a n s a c t i o n s .

( 1 )  Fore ign  exchange r i s k .  T h is  r e f e r s  t o  a n e t  open 

p o s i t i o n  in  a f o r e i g n  c u r re n c y .  Th is  may r e s u l t  from e i t h e r  

f o r e i g n  exchange s p e c u la t io n  or  a currency  mismatching o f  

a s se ts  and l i a b i l i t i e s .  In  both cases, as th e  v a lu e  o f  th e  

f o r e i g n  c u r r re n c y  in  which th e  bank has a n e t  open p o s i t i o n  

f l u c t u a t e s ,  the  bank can e x p e r ie n c e  f o r e i g n  exchange ga ins  

and lo ss e s .  Fore ign  exchange r i s k  is  a b ig g e r  problem f o r  non-  

US banks, because th e  d o l l a r  i s  th e  v e h i c l e  currency  in  most 

i n t e r n a t i o n a l  le n d in g .  L im i ts  may be imposed on le n d in g  on a
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c u rren cy  by curren cy  b a s is  o r  on the  t o t a l  exposure to  c o n ta in  

t h i s  r i s k .

( 2 )  R e g u la to ry  r i s k .  Th is  i s  due to  the  p o s s i b i l i t y  t h a t  

re s e rv e  r e q u i r e m e n t s , c a p i t a l / a s s e t  r a t i o s ,  s p e c ia l  ta x e s  or  

o t h e r  r e g u l a t i o n s  may be imposed on banking o p e r a t io n s  in  a 

p a r t i c u l a r  l o c a t i o n .  The costs  a re  g e n e r a l l y  passed on t o  th e  

b o rr o w e r s .

( 3 )  Fund a v a i l a b i l i t y  r i s k .  Th is  a r i s e s  because w h i le  

governments have a lways d e p o s i te d  funds in  commercial banks, 

never  has such a smal l  group o f  s u rp lu s  governments d e p o s i ted  

so many funds in  r e l a t i v e l y  few commercial banks over  a 

prol.ongpd p.eriod o f .  t im e .a s  du r in g  t h e . o i l .  p r i c e . h i k e . .  I n .  th e  

Euro m a rke ts '  i f  th e s e  d e p o s i to r s  were to  w ithdraw a l l  funds,  

a fund a v a i l i b i l i t y  problem would a r i s e  and could change the  

r e l a t i v e  r a te s  o f  r e t u r n  t i l l  the  market r e - e s t a b l i s h e s  i t s  

equi 1 i b r i  urn.

( 4 )  Country r i s k . 15 Th is  i s  a s s o c ia te d  w i th  th e

u n c e r t a i n t i e s  a r i s i n g  from p o l i t i c a l  or  economic developments  

w i t h i n  a c o u n t ry ,  which may i n f lu e n c e  th e  a b i l i t y  and

w i l l i n g n e s s  o f  borrowers  w i t h i n  t h a t  c o u n try  to  meet t h e i r  

o b l i g a t i o n s .  Th is  k ind  o f  r i s k  is  s p e c i f i c  t o  d e v e lo p in g  

c o u n t r ie s  in  p a r t i c u l a r .  Country r i s k  has th e  f o l l o w i n g

^ For d e t a i l s  o f  these  r i s k s  see Goodman, L. S . ,  1981,
"Bank Lending t o  non-OPEC LDCs: Are Risks
D i v e r s i f i a b l e ? " , FRBNY Q u a r t e r l y  R ev iew .

15 For a d e t a i l e d  re v iew  o f  c oun try  r i s k  see the  AMEX Bank
R ev iew . 1986, Volume 13, Number 9.
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components:

( a )  S overe ign  r i s k .  Under t h i s  th e  S t a t e  i s  u n w i l l i n g  or  

unable  t o  meet i t s  o b l i g a t i o n s  because o f  s h o r ta g e  o f  

f o r e i g n  exchange perhaps due to  an o v e rva lu e d  exchange  

r a t e  o r  because o f  a breakdown o f  i t s  o v e r a l l  f i n a n c e s .

(b )  T r a n s f e r  r i s k .  The p r i v a t e  s e c to r  borrower  may have 

th e  necessary  lo c a l  cu r ren cy  but  cannot o b ta i n  th e  

f o r e i g n  c u r ren cy  necessary to  s e r v ic e  i t s  d e b t .

( c )  S a t u r a t i o n  r i s k .  A coun try  may issue  more bonds or  

o t h e r  commercial paper than the  i n v e s t o r s  a re  w i l l i n g  to  

h o l d .

(d )  Bad, news r i s k .  Pol i t i c a l  even ts  ,o r  .economic, p.ol icy. 

could impinge on market  c o n f id e n c e  and thus on bond 

p r i c e s .  T h is  i s  a ls o  c a l l e d  p o l i t i c a l  r i s k .

( e )  P r i v a t e  c r e d i t  r i s k .  D e v a lu a t io n  or  re c e s s io n  o r  any 

such f a c t o r  which could a f f e c t  the  a b i l i t y  o f  th e  p r i v a t e  

s e c to r  t o  s e r v i c e  i t s  o b l i g a t i o n s .

The i n t e r a c t i o n  o f  th e  supply  and demand f a c t o r s  

determ ined both th e  terms and volume o f  loans to  LDCs. The

p r i c i n g  o f  th e  loans was r e f l e c t e d  by both th e  London i n t e r -
16bank borrowing r a t e  (LIBOR) and th e  spread over  i t .  The LIBOR 

i s  de term ined by f a c t o r s  which a re  exogenous t o  LDCs but  th e  

spreads and o th e r  markups r e p r e s e n t  th e  le n d e rs  p e r c e p t io n  o f

1 fi Loans in  th e  Euromarket s t a r t  o f f  w i th  t h i s  r a t e  as
the  benchmark.
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th e  r i s k  a s s o c ia te d  w i th  a p a r t i c u l a r  LDC or  w i t h  a p a r t i c u l a r  

group o f  LDCs. The p r i c i n g  o f  loans as r e f l e c t e d  by th e  

spreads and th e  f a c t o r s  a f f e c t i n g  is  examined in  th e  n e x t  

s e c t i o n .

2 . 2 . 1 . d  P r i c i n g  o f  Euroloans

D i f f e r i n g  p e r c e p t io n s  o f  c oun try  r i s k  on th e  p a r t  o f  

bankers a re  r e f l e c t e d  in  th e  d i f f e r i n g  spreads and fe e s  

charged to  s o v e re ig n  borrow ers .  Spreads r e f e r s  to  th e  markup 

over  LIBOR t h a t  th e  le n d e rs  charge any b o rrow er ,  s o v e re ig n  o r  

o th e r w is e  a re  a d d i t i o n a l  cos ts  which th e  borrower must in c u r .  

For examp.le a . lender  .may. charge a .loan commitment, .fee. even 

i f  th e  loan i s  d iscussed over  a number o f  y e a r s .  E m p ir ic a l  

f i n d i n g s 17 i n d i c a t e  t h a t  th e  spreads on s y n d ic a te d  E u r o c r e d i ts  

a re  o n ly  in  p a r t  de term ined by economic f a c t o r s .  The 

e s t im a t e s ,  however, d id  s upp or t  a ' r e g i o n a l i s a t i o n ’ syndrome 

in  which c o u n t r i e s  from a p a r t i c u l a r  geog raph ic  re g io n  where 

th e  bank exposure was r e l a t i v e l y  high were charged h ig h e r  

spreads.  A subset  o f  v a r i a b l e s  was r e p e a t e d l y  s i g n i f i c a n t  in  

e x p l a i n i n g  spreads in  annual c r o s s - s e c t io n  samples. These 

i n c lu d e :

RESIM: th e  dummy v a r i a b l e  used as a proxy f o r

r e g i o n a l i s a t i o n , th e  r e s e r v e s - t o - i m p o r t s  r a t i o ,

17See D e w h ir s t ,  S . ,  1986, P r i c i n g  o f  R isk  on E u r o c r e d i t s . 
Thes is  f o r  th e  Diploma in  I n t e r n a t i o n a l  Economics a t  th e  
Graduate  I n s t i t u t e  o f  I n t e r n a t i o n a l  S tu d ie s  in  Geneva.
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XCtR: th e  growth r a t e  o f  e x p o r t s ,

INFL: th e  i n f l a t i o n  r a t e s ,

REXRI: the  exchange r a t e  d iv e rg e n c e  from purchas ing  power 

p a r i  t y ,

DS: the  debt  s e r v ic e  to  e x p o r ts  o f  goods and s e r v i c e s ,

DEX: th e  r a t i o  o f  p u b l i c  and p u b l i c l y  guaranteed debt  

(o u ts t a n d in g  and d is b u r s e d )  to  e x p o r ts  o f  th e  p re v io u s  y e a r .

Spreads tended to  in c re a s e  w i th  a h ig h e r  r a t e  o f  INFL,  

DEX, DS and f o r  th e  L a t in  American c o u n t r i e s  ( R e g i o n a l i s a t i o n  

Syndrome). Spreads tended t o  decrease th e  h ig h e r  the  RESIM, 

XGR, and g r e a t e r  the  REXRI (showing in cre a s ed  

c o m p e t i t iy e n e s s ) . .  Most d e te rm in a n ts  were n o t . s t a b l e  over  t im e .

In  r e g re s s io n s  on pooled e s t im a te s  ( f o r  over  f o u r  y e a r s )  

a h ig h e r  p r o p o r t i o n  v i z .  1 /2  to  3 / 4  o f  th e  v a r i a t i o n  in  

spreads could  be e x p la in e d  by economic v a r i a b l e s .  In  t h i s  case  

spreads were found to  be r e l a t e d  to  RESIM, to  e x p o r t  

f l u c t u a t i o n s  (X F L ) ,  DS, INFL, r e g i o n a l i s a t i o n  syndrome, and 

DEX. The l e v e l  o f  LIBOR was a ls o  found s i g n i f i c a n t ,  i n d i c a t i n g  

t h a t  spreads tend t o  narrow when th e  l e v e l s  o f  i n t e r e s t  r a t e  

r o s e .

The a n a l y s i s  o f  th e  Euromarkets i n d i c a t e s  t h a t  fe e s  were 

an im p o r ta n t  p a r t  o f  th e  terms on E u r o c r e d i t s .  R e s u l ts  from
ift .e s t im a t i o n  o f  fe e s  i n d i c a t e  t h a t  th e  i n t e r e s t  e q u i v a l e n t  o f  

fe e s  re p res e n te d  an average o f  o n e - t h i r d  o f  th e  t o t a l  r e t u r n

18 D e w h irs t ,  S . ,  1986, op. c i t .
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t o  th e  le n d ers  in  1980 and 1981. Though t h i s  may be an upper  

l i m i t  and t h e r e  is  reason t o  be b e l i e v e  t h a t  fe e s  have 

s ubsequent ly  f a l l e n ,  th e  e x c lu s io n  o f  fe e s  in  d e te r m in in g  a 

proxy f o r  c o u n t ry  r i s k  i s  an im p o r ta n t  om is s io n .  The 

s t a t i s t i c a l  i n s i g n i f i c a n c e  o f  th e  e m p i r i c a l  r e s u l t s  i n d i c a t e  

e i t h e r  t h a t  th e  s p e c i f i c a t i o n  o f  e x p la n a to r y  v a r i a b l e s  has 

been f a u l t y y the  e x is t e n c e  o f  m u l t i c o l  1 i n e a r i t y

between th e  v a r i a b l e s ,

Thus i t  appears t h a t  th e  p r i c i n g  o f  loans to  

LDCs d id  not  show a c o n s i s t e n t  c o r r e l a t i o n  w i t h  economic 

v a r i a b l e s .  I t  was l a r g e l y  guided by the  'h e rd  i n s t i n c t ’ o r  the  

re g io n a ]  i g ^ t i o p  . syndro/ne.. . Perhaps, thes.e. f a c t o r s ,  c a n .  also,  

ex pe ct  th e  g e o g ra p h ic a l  c o n c e n t r a t io n  o f  loans t o  c e r t a i n  

c o u n t r i e s  in  the  t h i r d  w o r ld .  The n e x t  s e c t io n  thus  examines  

th e  t r e n d s  in  bank len d in g  to  th e  LDCs d u r in g  t h e  70s and 80s.

2 . 2 . 1 . e  Trends in  bank loans t o  dev e lo p in g  c o u n t r i e s

Ta b le  2 . 3  (be lo w )  shows th e  le n d in g  through th e  medium- 

term Eurocurrency  market  to  th e  d e v e lo p in g  c o u n t r i e s .  The 

f i g u r e s  i n d i c a t e  t h a t  th e  volume o f  gross borrowing in  the  

Eurocurrency  market  has in cre a s ed  s h a r p ly  and t h a t  th e  share  

o f  o i l  im p o r t in g  d e v e lo p in g  c o u n t r i e s  in  t o t a l  borrowing has 

in creased  from s l i g h t l y  le s s  than 50% in  1973 t o  over  75% in  

1985.  Even i f  we exc lude  1985, i t  can be observed t h a t  f o r  

th e  rem ain ing  years  th e  share  o f  o i l  im p o r t in g  de v e lo p in g  

c o u n t r i e s  accounts  f o r  w e l l  over  h a l f  th e  t o t a l  volume o f



32

gross commitments. The share  and volume o f  c r e d i t s  t o  th e  

l e a s t  developed c o u n t r i e s  in cre a s ed  o n ly  m a r g i n a l l y  and was 

never  more than 3 t o  4% o f  th e  t o t a l  commitments. Again  th e  

r a t e s  o f  in c re a s e  d u r in g  th e  70s (a bou t  a f i v e  f o l d  in c r e a s e  

from 1973 to  1980) was much h ig h e r  than in  th e  1980s. In  1985 

th e  t o t a l  commitments were o n ly  about 17.5% o f  th e  peak in  

1981 .

Developing c o u n t r i e s ’ access t o  th e  Eurocurrency  m arkets  

was encouraged by a number o f  f a c t o r s .  The la r g e  volume o f  

funds t h a t  could be m o b i l is e d  in  one o p e r a t io n  as w e l l  as th e  

speed w i th  which such c r e d i t s  could be arranged  and the  

f l e x i b i l i t y .  .in . t h e i r  usage, made . these c r e d i t s  e s p e c i a l l y ,  

a t t r a c t i v e  to  d e v e lo p in g  c o u n t r i e s .  In  c o n t r a s t ,  borrow ing  

from the  I n t e r n a t i o n a l  Monetary Fund ( IM F )  e n t a i l e d  a degree  

o f  p o l i c y  c o n d i t i o n a l i t y ,  w h i le  market  borrowing d id  n o t .  

Moreover the  terms o f  s y n d ic a te d  le n d in g  ( i . e .  spreads and 

m a t u r i t y  o f  lo a n s ) ,  which were easy in  1973,  t i g h t e n e d  

s i g n i f i c a n t l y  in  1974: spreads widened and m a t u r i t i e s

s hor te ne d .  These t i g h t e r  c o n d i t io n s  p e r s i s t e d  i n t o  1976,  

t h e r e a f t e r  i t  eased and 1978 and 1979 saw th e  emergence o f  a 

' b o r r o w e r s ’ m a r k e t ’ where a lm ost  a l l  borrowers  could  n e g o t i a t e  

f i n e  terms on t h e i r  lo an s .  During th e  80s th e  o i l  im p o r t in g  

dev e lo p in g  c o u n t r i e s  have g e n e r a l l y  had to  fa c e  s t i f f e r  terms  

and sometimes have been fo r c e d  ou t  o f  th e  m arkets  c o m p le te ly .
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TABLE 2 .3

Gross Commitments Of Eurocurrency  C r e d i t s  

To Dev lop ing  C o u n t r ie s  And T e r r i t o r i e s  

( B i l l i o n  US d o l l a r s )

Year T o ta l O i 1 Im p o r te rs Least  Developed

1973 7 .3 3 .3 0 .01

1975 1 1 .4 6 .0 0 .0 4

1980 3 4 .6 21 .8 0 ,1 8

1981 43.  1 29.1 0 .1 0

1982 3 8 .2 2 4 .0 0 .71

1983 2 9 .9 18 .4 0 .0 2

1984 21 .7 15 .3 —

1985 16 .3 13 .5 0 .01

1986 10 .2 6 .8 0 .0 5

1987 1 9 .0 9 .2 0 .1 2

Note:  The f i g u r e s  have been rounded up t o  one decimal p la c e .  

Source: UNCTAD, d a ta  f i l e s .
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TABLE 2 . 4

Net New Lending Bv I n t e r n a t i o n a l  Banks 

( B i l l i o n  US d o l l a r s )

T o ta l  Lending To Non-OPEC

D eve lop ing  C o u n t r ie s

40 1 6 .0

70 1 8 .0

75 11.1

110 2 4 .7

125 3 5 .3

160 3 8 .9

165 3 9 .9

95 1 9 .8

85 12 .6

90 9 . 8

105 11 .0

195 3.1

300 1 .9

225 - 8 . 9

Bank f o r  I n t e r n a t i o n a l  S e t t le m e n t s ,  Annual R e p o r t ,  

v a r io u s  is s u e s .
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The d a ta  o f  Ta b le  2 . 3  does no t  in c lu d e  s h o r t  term  

t r a n s f e r s .  Data on s h o r t - t e r m  t r a n s f e r s  a re  shown in  T a b le  2 .4  

and w i l l  now be examined. Ta b le  2 .4  shows th e  volume o f  new 

n e t  le n d in g  by th e  r e p o r t in g  banks o f  th e  Bank f o r
19I n t e r n a t i o n a l  S e t t l e m e n t s ’ to  th e  o i l  im p o r t in g  d e v e lo p in g  

c o u n t r i e s .  The d a ta  c o r r o b o r a t e  th e  t r e n d s  shown by gross  

commitments, w i th  one d i f f e r e n c e .  Gross loans in c lu d e s  

s e r v i c i n g  cos ts  on accumulated debt  whereas n e t  loans e x c lude  

such payments. The volume o f  n e t  bank le n d in g  t o  d e v e lo p in g  

c o u n t r i e s  f e l l  to  a n e g l i g i b l e  l e v e l  in  1986 whereas th e  gross  

commitments were by no means n e g l i g i b l e .  To a n a ly s e  t h i s  

d i f f e r e n c e  . i t  .would be he.lpfu l .  to. look at .  th e  . f i g u r e s  .f<?r 

d e p o s i ts  and loans from d e v e lo p in g  c o u n t r i e s  (see  T a b le  2 . 5 ) .  

Between 1975 and 1980, th e  volume o f  new loans quadrup led  and 

t h a t  t o  non-OPEC d e v e lo p in g  c o u n t r i e s  in cre a s ed  t w o - a n d - a - h a l f  

t im e s .  The share  o f  le n d in g  to  non-OPEC d e v e lo p in g  c o u n t r i e s  

in  the  t o t a l  s tock  o f  debt  however f e l l  from about 32% in  1975 

t o  le s s  than 25% in  1980. T h is  d e c l i n e  was even more r a p id  

between 1981 and 1986, when th e  share  o f  th e s e  d e v e lo p in g  

c o u n t r i e s  in  t o t a l  debt  d e c l in e d  from s l i g h t l y  le s s  than 25% 

to  le s s  than 1%. I t  i s  i n t e r e s t i n g  t o  observe t h i s  f a c t  as 

th e  v iew is  t h a t  exposure o f  most commercial banks to  

dev e lo p in g  c o u n t r i e s  i s  too  h ig h .  The average r a t e  o f  growth  

in  new loans between 1975 and 1980 was about 34% whereas t h a t

19 See d e t a i l s  o f  t h i s  r e p o r t i n g  in  th e  Appendix to  t h i s  
C h a p t e r .



TABLE 2 .5

The R e p o r t in g  Banks Business w i th  I n d i v i d u a l

36

Groups o f  Non-OPEC Develop ing  C o u n t r ie s  

( i n  b i l l i o n s  o f  US d o l l a r s )

YEAR LOANS DEPOSITS
L a t i  n 
Ameri ca

M id d le
East

A f r i c a A sia L a t in  M id d le  
America East

A f r i c a Asi a

1976 13 .9 1 .1 1 .1 1 .8 6 .0 1 .2 1 .2 4 . 3
1977 8 .5 0 . 8 2 .7 3 .4 2 .9 2 .9 1 .4 5 . 4
1978 14 .9 0 . 6 4 .2 6 .7 8 .7 3 . 8 0 .7 2 . 8
1979 2 3 .2 1 .2 2 .7 8 . 2 4 . 9 1 .7 1 .8 3 .9
1980 2 7 .4 2 .1 2 .0 7 .4 - 0 . 9 2 .7 0 .7 1 .5
1981 3 0 .5 2 .3 2 .0 5.1 4 .7 1 .5 0 . 5 2 . 8
1982 12.1 1 .7 1 .7 4 . 3 -1 .9 1 .8 - 0 . 8 5 .5
1983 8 .3 0 . 3 0 .6 3 . 4 5 .8 - 0 . 9 Q-2 . .5 ,3 .
1984 5 .3 - 0 . 4 0 .1 4 . 8 10.1 - 1 . 6 1 .0 9 . 8
1985 1 .7 0 . 2 0 .9 8 . 3 0 . 4 1 .5 1 .4 2 . 4
1986 - 1 . 6 - 0 . 6 - 0 . 4 2 .7 0 . 4 - 0 . 5 - 0 . 2 11 .7
1987 3 .9 -1 . 1 0 .6 7 .5 6 .7 1 .9 1 . 1 1 3 .9
1988 1 0 .8 0 .7 1 .6 3 .7 2 .3 0 .1 1 .5 7 .0

Source: Bank f o r  I n t e r n a t i o n a l  S e t t le m e n t s ,  Annual R e p o r ts ,  
V a r io u s  is s u e s ,  B a s le ,  S w i t z e r l a n d .
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t o  n o n - o i l  d e v e lo p in g  c o u n t r i e s  was 29.4%. Moreover,  between  

1981 and 1986,  new loans t o  a l l  LDCs increased  a t  an average  

r a t e  o f  about 3.6% a n n u a l ly ,  bu t  loans t o  n o n - o i l  d e v e lo p in g  

c o u n t r i e s  decreased a t  an average r a t e  o f  31%. I f  1986 is  

e x c lu d e d ,  the  r a t e  o f  decrease  t o  th e  l a t t e r  group o f  

c o u n t r i e s  i s  s t i l l  about 19%.

The share  o f  Asian  c o u n t r i e s ,  in  th e  t o t a l  s to c k  o f  debt  

which was about 11.25% in  1976, in creased  to  27.12% by 1978.  

T h e r e a f t e r  i t  f l u c t u a t e d  between 20 and 25% u n t i l  1981, which 

was the  peak y e ar  f o r  most c r e d i t s .  From 1982 onwards,  

c o n c u r r e n t  w i th  th e  decrease in  th e  share o f  L a t in  America in  

th e  t o t a l ,  cred.i t s  . a c c r u in g  to, non-oi  1 . d.evelopi.ng co.uotri .e6,  

th e  share  o f  Asian c o u n t r i e s  in cre a s ed  s t e a d i l y ;  i t  was the  

o n ly  reg ion  w i th  a p o s i t i v e  n e t  ac cru a l  o f  bank funds in  1986.  

The share  o f  A f r i c a  in  th e  t o t a l  c r e d i t s  improved d u r in g  the  

1970s but  d e c l in e d  a g a in  in  th e  80s and was n e g a t iv e  in  1986,  

i n d i c a t i n g  repayment o f  lo ans.  The share o f  the  M id d le  Eas tern  

c o u n t r i e s  remained c o n s ta n t  a t  le s s  than 10% o f  th e  t o t a l  

le n d in g  to  n o n - o i l  d e v e lo p in g  c o u n t r i e s .  Thus th e  g e o g ra p h ic a l  

focus o f  le n d in g  changed from L a t in  America in  th e  1970s to  

A sia  in  th e  1980s.

A t  th e  same t im e ,  the  d e p o s i ts  from L a t in  America  

remained h ig h ,  a c co unt in g  f o r  20-60% o f  th e  t o t a l  d e p o s i ts  

r e c e iv e d  from th e  n o n - o i l  d e v e lo p in g  c o u n t r i e s .  An i n t e r e s t i n g  

f e a t u r e  which emerges from Tab le  2 .5  i s  th e  f a c t  t h a t  up to  

1981, L a t in  America was th e  most im p o r ta n t  d e p o s i t o r  and
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s u b s e q u e n t ly ,  A s ia  became th e  most im p o r ta n t  d e p o s i t o r  among 

n o n - o i l  d e v e lo p in g  c o u n t r i e s .  T h is  t r e n d  corresponds  to  the  

t r e n d s  o f  loans to  A s ia  and L a t i n  America and suggests  t h a t  

some p r o p o r t io n  (perhaps  l a r g e )  may be c a p i t a l  f l i g h t .  The 

d e p o s i t  shares o f  A f r i c a  and th e  M id d le  East  lag  o n ly  s l i g h t l y  

behind t h e i r  share  o f  loans .

T o ta l  n e t  bank le n d in g  t o  L a t in  America in c r e a s e d  on an 

average a t  th e  r a t e  o f  20% a n n u a l ly  between 1976 and 1981,  

a f t e r  which i t  d e c l i n e d  on an average by n e a r l y  39% a n n u a l ly  

between 1981 and 1985.  T o ta l  n e t  bank le n d in g  t o  A s ia  grew 

on an average a t  th e  r a t e  o f  28% a n n u a l ly  between 1976 and 

1.981.. . A f t e r  1 981 , .  though, f fe q y e p t . l  y t o t a l  .net.  le n d in g  .to Asia,  

d e c l i n e d ,  the  average  r a t e  o f  growth between 1981 and l a t e  80s 

s t i l l  works ou t  to  a p o s i t i v e  2% per annum. T o ta l  le n d in g  to  

A f r i c a  went up by about  14% on an average per  annum between  

1976 and 1981, a f t e r  which i t  d e c l in e d  on an average  by 12% 

per annum t i l l  1985. To the  M id d le  East  t o o ,  th e  volume o f  

loans in creased  by a p p r o x im a te ly  18% per annum between 1976 

and 1981, s u b sequen t ly  th e y  d e c l in e d  on an average  a t  th e  r a t e  

o f  30% per annum.

The average r a t e  o f  decrease  o f  d e p o s i ts  u n t i l  1981 was 

5.2% a n n u a l ly ,  and th e  average in c re a s e  in  d e p o s i ts  between  

1982 and 1986 was about 4%. The average r a t e  o f  in c r e a s e  o f  

d e p o s i ts  by A s ia  was a p p r o x im a te ly  8% per annum between 1976 

and 1981: t h e r e a f t e r  th e  d e p o s i ts  in c re a s ed  a t  an average  r a t e  

o f  22.4% per annum. Thus th e  r a t e  o f  growth o f  d e p o s i ts  in
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th e  second h a l f  o f  th e  p e r io d  was much h ig h e r  f o r  A s ia  than  

i t  was f o r  L a t in  America. The average r a t e  o f  growth o f  

d e p o s i ts  between 1976 and 1981 was about 4%, t h e r e a f t e r  i t  

in c re a s ed  by 108% on average u n t i l  1985 ( t h e r e  was a 

w ith d ra w a l  o f  d e p o s i ts  in  1 9 8 6 ) .  The d e p o s i ts  by the  M id d le  

East as w e l l  in c re a s ed  u n t i l  1981 by about 22% per  annum and 

t h e r e a f t e r  d e c l in e d  on an average  in  the  1980s, e x c e p t  f o r  th e  

M id d le  East  where th e  d e p o s i ts  d e c l i n e d .  Th is  c o n f i rm s  th e  

l o g i c  o f  the  s i t u a t i o n  because as th e  o i l  incomes o f  th e  

M id d le  E as tern  c o u n t r i e s  d e c l i n e d ,  t h e i r  d e p o s i ts  should  

d e c l i  ne t o o .

.T h e  r a t i . o . o f  d e p o s i ts  t o  loans .was. about 0.43. in .  1 9 7 6 . fo r .  

L a t in  America. By 1981, t h i s  r a t i o  had f a l l e n  t o  0 . 1 5 .  From 

being n e g a t iv e  in  1982 i t  improved t o  w e l l  over  1 .25  by 1986.  

For th e  M id d le  E as t ,  p r e d i c t a b l y  t h i s  r a t i o  was a lways over  

1 in  th e  1970s and g e n e r a l l y  below 1 in  th e  1980s. For A s ia  

the  r a t i o  o f  d e p o s i ts  to  loans has remained w e l l  over  7 f o r  

most o f  th e  1980s ex ce p t  f o r  1985 when i t  was about 0 . 2 9 .  For  

A f r i c a ,  t h i s  r a t i o  has g e n e r a l l y  been below 1, e x c e p t  in  1976,  

1984 and 1985, i n d i c a t i n g  t h a t  the  volume o f  r e s e rv e s  a g a i n s t  

loans have been q u i t e  low f o r  A f r i c a .

The skewed p i c t u r e  mentioned above a ls o  p r e v a i l s  across  

c o u n t r i e s .  B r a z i l  and Mexico accounted f o r  over  80% o f  th e  

t o t a l  loans made to  L a t in  America in  1976; thus  these  two 

c o u n t r i e s  to g e t h e r  drew more than 60% o f  th e  t o t a l  loans t o  

the  n o n - o i l  de v e lop ing  c o u n t r i e s  in  t h i s  y e a r .  Throughout th e
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1970s they  accounted f o r  w e l l  over  h a l f  th e  loans g ive n  to  

L a t i n  America and were thus th e  dominant borrowers  u n t i l  1982.  

A r g e n t in a  a ls o  became an im p o r ta n t  borrower from 1979 onwards 

and th e  t h r e e  c o u n t r i e s  t o g e t h e r  borrowed over  75% o f  th e  

loans g iven  to  L a t i n  America or  over  50% o f  th e  loans g iven  

t o  n o n - o i l  d e v e lo p in g  c o u n t r i e s  excep t  f o r  th e  l a s t  t h r e e  

y ears  1 984 -86 .  Amongst th e  l a r g e s t  Asian borrow ers  were South  

Korea and the  P h i l i p p i n e s ;  du r in g  th e  1970s th e s e  two 

accounted f o r  over  2 /3  o f  th e  t o t a l  loans made t o  Asian  

d e v e lo p in g  c o u n t r i e s .  In  th e  1980s, China emerged as th e  

major borrow er ,  and in  r e c e n t  years  accounted f o r  25 t o  50% 

o f  th e  t o t a l ,  c r e d i t s  to ,  d e v e lo p in g  Asia..  . Othe.r.  im p o r ta n t  

borrowers from A s ia  were M a la y s ia ,  T h a i la n d  and I n d i a .  Mexico  

was th e  l a r g e s t  d e p o s i t o r  in  l a t i n  America and in  A s ia  th e  

most im p o r ta n t  d e p o s i to r s  were Taiwan and C h in a .

For purposes o f  a n a l y s i s  t h i s  e n t i r e  p e r io d  can be 

d i v i d e d  i n t o  t h r e e  s u b -p e r io d s :  ( 1 )  1975 t o  1978: th e  p e r io d

f o l l o w i n g  th e  f i r s t  o i l  p r i c e  r i s e ,  ( 2 )  1979 to  1981: th e  

p e r io d  between th e  second o i l  p r i c e  r i s e  t o  th e  o n se t  o f  th e  

debt  c r i s i s ,  ( 3 )  1982 onwards: a f t e r  th e  deb t  c r i s i s ,  Dur ing  

s u b -p e r io d s  ( 1 )  and ( 2 )  th e  market  was dominated by th e  

borrow ers ,  y e t  p a r a d o x i c a l l y  t h e r e  was a s p l i t  m arket :  some 

borrowers were r a t i o n e d  o u t  o f  t h i s  market  o r  could  o b ta i n  

c r e d i t  o n ly  a t  v e ry  u n fa v o u ra b le  term s.

On th e  supply  s id e  t h e r e  were a number o f  f a c t o r s  which  

kept  the  market  ve ry  l i q u i d .  F i r s t l y  th e  emergence o f  t h e  OPEC



41

s u r p lu s  which found i t s  way e i t h e r  d i r e c t l y  o r  i n d i r e c t l y  to  

th e  Euromarkets boosted th e  supply  o f  funds in  a v e ry  b ig  way. 

Secondly th e  curren cy  i n t e r e s t  o f  th e  U n i te d  S t a t e s  d o l l a r  

a ls o  helped to  in c re a s e  th e  supply  o f  funds to  th e  Euromarkets  

in  two ways. On the  one hand i t  enhanced th e  le n d in g  p o t e n t i a l  

o f  German and Swiss banks by improving th e  d o l l a r  v a lu e  o f  

t h e i r  c a p i t a l  base on account o f  th e  a p p r e c i a t i o n  o f  th e  

German mark and the  Swiss f r a n c .  A lso t h e r e  were p o t e n t i a l  

ga in s  or  losses  from exchange r a t e  movements. Thus th e  

r e s u l t a n t  demand f o r  d o l l a r  f o r  s p e c u la t io n  led  t o  l a r g e  

o u t f lo w s  o f  funds through th e  US banking system on to  th e  

E u ro m a rke t .. F/i nal l y ,. th e  d e f i c i t ,  in  the.US ba.lance. o f  payments  

a f f e c t e d  th e  supply  o f  funds to  th e  Euromarkets  in  th e  

f o l  ljwi ng ways:

( a )  A d e f i c i t  in  th e  US im p l ie d  o f f i c i a l  f o r e i g n  exchange  

a c c r u a ls  to  o t h e r  o i l  im p o r t in g  c o u n t r i e s ,  a c o n s id e r a b le  p a r t  

o f  which was p laced in  m arkets  o u ts id e  th e  U n i te d  S t a t e s ,  

n o ta b ly  in  th e  Eurocurrency  m arkets  and to  a s m a l l e r  e x t e n t  

in  th e  i n t e r n a t i o n a l  bond m arkets .

(b )  The US d e f i c i t  eased th e  monetary c o n d i t io n s  in  o t h e r  o i l  

im p o r t in g  c o u n t r i e s ,  e s p e c i a l l y  those w i th  an e x t e r n a l  

payments s u r p lu s .  I t  thus  added i n d i r e c t l y  to  th e  f lo w  o f  

p r i v a t e  funds from th e  s u r p lu s  dev e lo p in g  c o u n t r i e s  i n t o  th e  

i n t e r n a t i o n a l  f i n a n c i a l  m arkets .

( c )  Those d e ve lop ing  c o u n t r i e s  t h a t  had been th e  l a r g e s t  

borrowers  o f  funds from th e  i n t e r n a t i o n a l  banking s e c t o r
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showed th e  s t r o n g e s t  improvement in  t h e i r  c u r r e n t  account  

b a la n c e s .  Thus th e  speed w i th  which th e  d e b to r  c o u n t r i e s  were 

a b le  t o  improve t h e i r  ba lance  o f  payments and re s e r v e  

p o s i t i o n s  was i t s e l f  one im p o r ta n t  f a c t o r  w h e t t in g  th e  banks ’ 

a p p e t i t e  f o r  f u r t h e r  le n d in g .

(d )  P e r s i s t e n t  weakness o f  in ves tm en t  a c t i v i t y  in  some o f  

th e  main i n d u s t r i a l  c o u n t r i e s  ( e s p e c i a l l y  th e  US),  and freedom  

o f  banks abroad from domestic  re s e rv e  r e q u ire m e n ts ,  enabled  

banks in  i n t e r n a t i o n a l  m arkets  t o  o f f e r  more f a v o u r a b le  

c o n d i t io n s  than  th e  banks in  n a t io n a l  m arke ts .

( e )  P e r s i s t e n t  US d e f i c i t s  im p l ie d  t h a t  th e  OPEC c o u n t r i e s  

remained im p o r ta n t  s u p p l i e r s  o f  new funds,, as they. .

s u r p l u s .

On account  o f  a l l  the  above f a c t o r s  th e r e  was no 

s h o r ta g e  o f  l i q u i d i t y  in  th e  i n t e r n a t i o n a l  m a rk e ts .  There  was 

no sh o r ta g e  o f  p o t e n t i a l  borrowers  to o ,  but  s in c e  most o f  th e  

demand came from c o u n t r i e s  w i t h  weak b a lance  o f  payments 

p o s i t i o n s  and high l e v e l s  o f  f o r e i g n  in d e b te d n e s s ,  t h e r e  was 

a sh o r ta g e  o f  f i r s t - c l a s s  bo rrow ers .  Thus such borrowers could  

move loan c o n d i t io n s  in  t h e i r  f a v o u r .  T h is  r e s u l t e d  in  a 

s t r a t i f i c a t i o n  o f  markets  where borrow ers  w i th  high  

indebtedness were unab le  t o  o b ta i n  loans .

The t h i r d  p e r io d  saw th e  on se t  o f  the  d e b t  c r i s i s .  There  

were fo u r  main causes:

( 1 )  The renewed sharp in c r e a s e  in  o i l  p r i c e s ,  led  to  th e  

slowdown o f  economic a c t i v i t y  in  the  o i l  im p o r t in g  d e v e lo p in g
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c o u n t r i e s .
Pc W < i fiA

( 2 )  The widespread a dop t ion  o f  f i r m  a n t i - i n f l a t i o n a r ^  dampened 

both world  t r a d e  and th e  terms o f  t r a d e  and through i t s  

e f f e c t  on i n t e r e s t  r a t e  l e v e l s  produced a sharp in c r e a s e  in  

th e  costs  o f  s e r v i c i n g  e x t e r n a l  in debtedness .

( 3 )  P o l i t i c a l  d is tu r b a n c e s  he ig h tened  th e  banks ’ p e r c e p t io n  

o f  th e  r i s k s  in v o lv e d  in  i n t e r n a t i o n a l  le n d in g  f o r  example the  

F a lk la n d s  war meant d i f f i c u l t i e s  f o r  A r g e n t in a .

( 4 )  The ou tb re a k  o f  M e x ic o ’ s i n t e r n a l  payments and th e  debt  

c r i s i s  was th e  f i n a l  blow to  th e  morale  o f  th e  i n t e r n a t i o n a l  

c r e d i t  m arkets .  T h is  c r i s i s fvt r l g g e r e d  by a massive f l i g h t  o f  

Mexican c a p i t a l  to  th e  USA.

N o tw i th s ta n d in g  a v i r t u a l l y  complete  d r y in g  up o f  

v o lu n t a r y  new bank c r e d i t  to  L a t i n  America and Eas tern  Europe,  

as w e l l  as s u b s t a n t i a l  w i th d r a w a ls  o f  funds from th e  Euro­

c urren cy  market  by OPEC c o u n t r i e s  and by monetary a u t h o r i t i e s  

o f  some o t h e r  c o u n t r i e s ,  prime borrowers  c on t inued  t o  have 

easy access to  i n t e r n a t i o n a l  c r e d i t .  There  was no shor ta ge  

o f  new funds on th e  supply  s id e  f o r  c o u n t r i e s  w i th  

"reasonab le"  p o l i c i e s .  The s m a l le r  c i r c l e  o f  e l i g i b l e  

borrowers reduced t h e i r  f i n a n c i n g  re q u ire m en ts  and moderated  

the  growth o f  t h e i r  c r e d i t .  T h is  led t o  th e  p e r s is t e n c e  o f  a 

' s p l i t ’ le n d in g  market  and th e  renewed r i s k  o f  le n d in g  t o  some 

c o u n t r i e s .

The s u rp lu s  o f  lo a n a b le  funds in  i n t e r n a t i o n a l  markets  

led to  a decrease in  th e  Eurocurrency  r a t e s .  Thus le n d in g
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s h i f t e d  from th e  i n t e r n a t i o n a l  c r e d i t  m arkets  toward banks in  

th e  U n i te d  S t a t e s .  In  t h i s  p a r t i a l  vacuum, I n d i a  found i t  

r e l a t i v e l y  easy t o  secure  loans in  th e  i n t e r n a t i o n a l  c a p i t a l  

m arkets  as i t s  exposure  t h e r e  was v e ry  low. C o n t ra ry  to  o t h e r  

forms o f  borrowing bond issues  showed some r e v i v a l  d u r in g  th e  

1980s. The ne x t  s e c t i o n  looks a t  th e  volume o f  bond is s u e s .

2 . 3  Borrowing in  th e  bond markets

The volume o f  borrowing through th e  bond markets  is  

shown in  Tab le  2 .6  has in c re a s e d  g r e a t l y  in  th e  1 9 8 0 s v

Bond issues  by d e v e lo p in g  

c o u n t r i e s ,  tend ,  t o  be .h i g h l y ,  c o n c e n t r a te d  , w,i t h .  e i g h t  , to  .ten 

d e v e lo p in g  c o u n t r i e s  a cco unt in g  f o r  80% o f  th e  t o t a l  v a lu e  o f  

bond is s u e s .  Over 60% o f  these  issues  in  th e  1980s have been 

in  th e  form o f  f l e x i b l e  r a t e  n o te s (F R N s) .

Expansion o f  t h i s  form o f  le n d in g  may in  f a c t  be even  

g r e a t e r  than th e  f i g u r e s  in  T a b le  2 .6  sugg est .  Those bonds 

which were purchased l a r g e l y  by banks may not  be f u l l y  

re p o r te d  as bank le n d in g  t o  d e v e lo p in g  c o u n t r i e s ,  o r  may have  

been p a r t  o f  th e  d e b t - e q u i t y  swap. Purchase o f  swap f a c i l i t i e s  

by banks may have been o m i t te d  from th e  r e p o r t s  o f  exposure  

( o f  some banks) to  d e v e lo p in g  c o u n t r i e s .

The expansion o f  bond m arket  le n d in g  t o  LDCs in  t h e  80s  

stands in  sharp c o n t r a s t  t o  th e  s ta g n a n t  le n d in g  in  th e  1970s  

and re p re s e n ts  a response to  lower i n f l a t i o n  and improvements  

in  o th e r  macroeconomic c o n d i t i o n s ,  h igh r e a l  r e tu r n s  on bond



45

h o ld i n g s ,  th e  development o f  new ty p e s  o f  f i n a n c i a l  

in s t ru m e n ts  and r e d u c t io n s  in  r e g u l a t o r y  r e s t r i c t i o n s  on bond 

issuance in  c e r t a i n  major  m arkets .  F u r th e rm o re ,  borrow ers  

found t h a t  they  could  a t t r a c t  pu rchasers  to  th e  bond m arkets  

o n ly  by o f f e r r i n g  high y i e l d s  and by changing th e  m a t u r i t i e s  

and r i s k - s h a r i n g  c h a r a c t e r i s t i c s  o f  th e  in s t ru m e n ts  used in  

th e  bond m arkets .  Thus th e  bond m a t u r i t i e s  s h o r te n e d ,  w i t h  

th e  average  m a t u r i t y  o f  E u r o d o l l a r  bonds d e c l i n i n g  from a 

range o f  12-15  years  in  th e  e a r l y  1970s t o  7 -1 0  years  in  th e  

l a t e  1970s. D e c l in i n g  i n t e r e s t  r a t e s  and s low ing  o f  i n f l a t i o n  

in  a number o f  i n d u s t r i a l  c o u n t r i e s  c r e a te d  a s i t u a t i o n  where  

i n v e s t o r s ,  were, a b le  t o  o b ta in  .h ig h ,  r e a l ,  r a te , s , o , f ,  r e t u r n .  

Borrowers in  t u r n  were w i l l i n g  to  pay th e s e  high r a t e s  in  

o r d e r  t o  reduce t h e i r  r e l i a n c e  on s h o r t - t e r m  debt  and because  

o f  t h e i r  a b i l i t y  to  issue  c a l l a b l e  d e b t ,  which he lped ensure  

t h a t  th e y  would not  be locked i n t o  perm anent ly  high borrowing  

c o s ts ,  i f  f u t u r e  i n t e r e s t  r a t e s  d e c l i n e d .

In  keeping w i th  th e  t r e n d  o f  the  i n t e r n a t i o n a l  c a p i t a l  

m a rk e ts ,  borrowing by th e  LDCs in  th e  bond m arket  in c re a s e d  

in  a b s o lu te  terms as w e l l  as t h e i r  share  in  th e  t o t a l  m a rk e ts .  

Only  those d e v e lo p in g  c o u n t r i e s  regarded as th e  b es t  c r e d i t  

r i s k s  have been a b le  to  ga in  access t o  th e s e  m arke ts .  The 

l i m i t a t i o n s  on e n t r y  i n t o  th e  i n t e r n a t i o n a l  bond m arkets  have 

p e r s i s t e d  d e s p i t e  th e  con t in u e d  s e r v i c i n g  o f  p r i n c i p a l  and 

i n t e r e s t  on o u ts ta n d in g  bonds by a lm ost  a l l  LDCs.
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T h is  s e r v i c i n g  record  has, n o n e th e le s s ,  had a s t ro n g  

p o s i t i v e  impact  on th e  d i f f e r e n t i a l  between y i e l d s  on 

developed and d e v e lo p in g  c o u n t ry  bonds in  th e  secondary  

markets  f o r  bonds denominated in  Deutsche Marks: a l th o u g h  the  

d i f f e r e n t i a l  between th e  y i e l d s  on deve loped and d e v e lo p in g  

c o u n t ry  bonds had reached l e v e l s  rang in g  from 6 t o  10 

perc en tag e  p o in t s  in  the  p e r io d  f o l l o w i n g  th e  emergence o f  th e  

debt  c r i s i s ,  th e y  d e c l in e d  to  le s s  than  two perc en tag e  p o in t s  

in  th e  beg in n in g  o f  1985.  A s i m i l a r  p a t t e r n  o f  y i e l d  

d i f f e r e n t i a l s  can a ls o  be observed f o r  U .S .  d o l l a r  denomiated  

bonds.

Dur ing th e  1980s a c lo s e  l i n k  .was fo rg e d  between th e  

Eurocurrency  bank c r e d i t  and th e  i n t e r n a t i o n a l  bond m ark e ts ,  

both in  terms o f  in s t ru m e n ts  and p a r t i c i p a n t s .  The example o f  

the  fo rm er  i s  f l o a t i n g  r a t e  in s t r u m e n ts ,  which have long 

dominated E urocurrency  bank le n d in g ,  f i g u r e d  p r o m in e n t ly  in  

new issue a c t i v i t y  in  th e  i n t e r n a t i o n a l  bond m arkets  t o o .  In  

a d d i t i o n ,  a number o f  LDC borrowers  u t i l i s e d  i n t e r e s t - r a t e  

swaps to  c o n v e r t  f i x e d  r a t e  o b l i g a t i o n s  i n t o  f l o a t i n g  r a t e  

l i a b i l i t i e s  and v i c e - v e r s a .  In  terms o f  p a r t i c i p a n t s ,  

commercial banks were a c t i v e  in  the  i n t e r n a t i o n a l  bond m arkets  

both as borrowers  and i n v e s t o r s .  Banks were thus  adding to  

t h e i r  c a p i t a l  base (by b o rro w in g )  as w e l l  as s e c u r in g  medium-  

term fu n d in g  f o r  t h e i r  i n t e r n a t i o n a l  le n d in g  a c t i v i t y ;  

e s p e c i a l l y  im p o r ta n t  f o r  the  Japanese and o t h e r  non-U .S .  

banks. Some banks regarded th e  a c q u i s i t i o n  o f  FRNs as an



a l t e r n a t i v e  t o  p a r t i c i p a t i o n  in  s y n d ic a te d  bank loans .  

Although spreads were s l i g h t l y  lower on FRNs than on medium- 

te rm  loans ,  the y  were h i g h l y  m a rk e ta b le  a t  l e a s t  f o r  some 

h i g h l y  r a te d  b o rrow ers .  The most im p o r ta n t  advantage f o r  th e  

banks le n d in g  to  th e  LDCs however was th e  p r e f e r e n t i a l  

t r e a t m e n t  which was accorded to  h o ld e r s  o f  FRNs in  s e v e r a l  

debt  re s c h e d u l in g s .  In  g e n e r a l ,  p u b l i c l y  he ld  no tes  and bonds 

issued by th e  governments and agenc ies  o f  c o u n t r i e s  

e x p e r ie n c in g  debt  problems in  r e c e n t  y ears  have been excluded  

(by the  LDCs th e m s e lve s )  from r e s c h e d u l in g s  and s e r v ic e d  on 

t im e .  The borrowers l i k e w i s e  v iew th e  FRN as an a l t e r n a t i v e  

to  s y n d ic a te d  bank c r e d i t  where s e v e r a l ,  i s s u e r s . are. a b le  to.  

r a i s e  la r g e  amounts on f a v o u r a b le  te rm s .

In  1984, n o tw i th s ta n d in g  th e  un prec e de nte d !y  h igh l e v e l s  

o f  c a p i t a l  demand, th e  FRN market  w i tne ss e d  a sharp movement 

o f  is s u in g  terms in  fa v o u r  o f  th e  b o rrow ers .  Spreads over  

LIBOR f o r  pr ime borrowers  f e l l  from 25 bases p o in t s  t o  10 t o  

12 bases p o i n t s .  An i n d i c a t i o n  o f  th e  t i g h t n e s s  o f  spreads  

was prov ided  by developments in  th e  m arkets  f o r  medium-term  

f l o a t i n g  r a t e  c u m u la t iv e  d e p o s i ts .  Indeed some Japanese banks 

issued s m a l l - s i  zed medium term c u m u la t iv e  d e p o s i ts  a t  r a t e s  

a t  or below LIBOR. The narrowing o f  spreads was accompanied  

by a s i g n i f i c a n t  though s e l e c t i v e  le n g th e n in g  o f  m a t u r i t i e s .  

The ample a v a i l a b i l i t y  o f  funds in  th e  i n t e r n a t i o n a l  m arke ts ,  

th e  g e n e r a l l y  high q u a l i t y  o f  borrowers  and th e  la c k  o f  

a l t e r n a t i v e  o u t l e t s  have a l l  been f a c t o r s  c o n t r i b u t i n g  to  th e
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r a p id  expans ion  o f  investm ent  in  th e  f l o a t i n g  r a t e  

in s t r u m e n ts .  In  a d d i t i o n ,  concerns about f u t u r e  i n t e r e s t  r a t e  

t r e n d s ,  t h e i r  more a t t r a c t i v e  l i q u i d i t y  f e a t u r e s  ( i n  i t s e l f  

a r e s u l t  o f  th e  r a p id  growth o f  both p r im a ry  and secondary  

markets  in  FRNs), and the  g r e a t e r  p r o t e c t i o n  a g a i n s t  c o u n t r y -  

r i s k ,  has made th e  banks regard  them more f a v o u r a b l y  than  

s y n d ic a te d  lo an s .

L a t e l y  ( 1 9 8 5 - 8 7 ) ,  the  t r e n d  towards  e a s i e r  i s s u in g  terms  

appears t o  have come to  a h a l t .  I n v e s t o r s ’ r e s i s t a n c e  to  v e ry  

lo n g - te r m  m a t u r i t i e s  has been a c c e n tu a te d  and a number o f  

f l o a t i n g  r a t e  bonds have f a l l e n  in  p r i c e  in  secondary market  

t r a d i n g .  Perhaps more s i g n i f i c a n t l y ,  t h e r e , h a s  been renewed 

o p p o s i t i o n  t o  th e  narrowing o f  spreads ,  as i t  i s  i n c r e a s i n g l y  

p e r c e iv e d  t h a t  t h i s  development no t  o n ly  squeezes p r o f i t  

margins bu t  a ls o  tends to  in c r e a s e  th e  i n t e r e s t  r a t e  

mismatching r i s k  in  th e  e v e n t  o f  a sudden up tu rn  o f  Euro­

d o l l a r  r a t e s .  As a means o f  l i m i t i n g  th e  scope o f  t h i s  l a t t e r  

r i s k ,  a number o f  r e c e n t l y  announced f l o a t e r s  c o n t a in  a 

p r o v is i o n  whereby th e  coupon i s  a d ju s te d  a t  s h o r t e r  i n t e r v a l s  

than th e  LIBOR r e fe r e n c e  p e r io d .

T h is  sudden tu rnaroun d  in  th e  FRN m arket  was m a in ly  

caused by a loss  in  c o n f id e n c e  on th e  p a r t  o f  t h e  in v e s t o r s ,  

who had become concerned about th e  p r o t e c t i o n  p ro v id e d  by th e  

c o n t r a c t u a l  c la u s e s  which were a p p l i c a b l e  t o  t h e  FRNs e l i g i b l e  

f o r  i n c l u s i o n  in  th e  banks ’ c a p i t a l  base. T h is  led  to  a 

c o l l a p s e  o f  secondary m arket  p r i c e s  and t o  th e  w i th d ra w a l  from
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th e  m arket  o f  a number o f  market  makers. With  p o t e n t i a l  

buyers s ta n d in g  by th e  s i d e l i n e s  and the  h o ld e rs  o f  p e r p e t u a l  

f l o a t e r s  t r y i n g  t o  d ispose o f  t h e i r  h o ld in g s  in  a t h i n  m a rk e t ,  

p r i c e  d e c l i n e s  have spread t o  o t h e r  lo n g -d a te d  FRNs and more 

r e c e n t l y  t o  th e  market  as a whole .  By m id -January  1987, th e  

m arket  had come t o  a s t a n d s t i l l  w i th  new p lacem ents  being  

c o n f in e d  t o  s h o r t - d a t e d  s y n t h e t i c  f l o a t e r s  o b ta in e d  through  

th e  repackag ing  o f  f i x e d  r a t e  d o l l a r  bonds.

T h is  s t ro n g  r i s e  in  bond repayments ( p a r t i c u l a r  1 y f o r  th e  

LDC bonds) has r e s u l t e d  in  a growing d iv e rg e n c e  between th e  

gross and n e t  issues  w i t h  an a t t e n d a n t  r e d u c t io n  in  th e  

s i g n i f i c a n c e  . o f  new issue f i g u r e s  as .a. prpxy , f o r  .a c tu a l  

changes in  th e  bond i n v e s t o r s ’ p o r t f o l i o  h o ld in g s .  Tak ing  

scheduled a m o r t i z a t i o n s  and c a p i t a l  prepayments t o g e t h e r  th e  

r e f l o w  to  th e  m arket  from repayments o f  p r i n c i p a l  was some 80% 

h ig h e r  in  1986 than in  1985.  Thus t h e r e  was a s p u r io u s  

in c r e a s e  o f  23% in  th e  n e t  volume o f  funds f l o a t e d  in  th e  

i n t e r n a t i o n a l  and f o r e i g n  bond m arkets .

The growth o f  prepayments was p a r t i c u l a r l y  im p re s s iv e  f o r  

s t r a i g h t  o f f e r i n g s ,  which in c re a s e d  t h r e e - f o l d  between 1985 

and 1986. The s u b s t a n t i a l  d e c l i n e  o f  lo n g - te r m  r a t e s  recorded  

d u r in g  th e  y e a r  led  an a c c e n tu a t io n  o f  th e  t r e n d  which had 

developed in  th e  l a t t e r  p a r t  o f  1985 towards advance  

repayments o f  h igh  coupon o f f e r i n g s  f l o a t e d  in  th e  l a t e  70s 

and e a r l y  80s.  At th e  same t im e ,  i t  has a ls o  made i t  

p r o f i t a b l e  t o  c a l l  bonds w i th  a r e l a t i v e l y  s h o r t  rem a in ing
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m a t u r i t y  and to  r e f i n a n c e  them through new lo n g - te r m  issues  

c a r r y i n g  low coupons. The LDCs could  b e n e f i t  from t h i s  

developm ent ,  were i t  not  f o r  th e  loss  o f  i n v e s t o r  c o n f id e n c e .

As a r e s u l t  o f  these  f a c t o r s  th e  LDC a g g re g a te  borrowing  

on e x t e r n a l  bond markets  c o n t r a c te d  s h a r p ly  in  1986 and th e  

susequent  years  t o  $ 4 . 4b. in  comparison t o  $ 7 . 9b. in  1985.  

Thus t h e i r  share f e l l  to  le s s  than 2%, th e  lo w est  in  th e  

p r e s e n t  decade. The d e c l i n e  in  LDC issues  was a lm ost  e n t i r e l y  

due t o  a s h a r p ly  lower volume o f co f f e r  ing*  on th e  E u r o - d o l l a r  

m arkets ;  th e y  decreased from $ 5 . 4b. in  1985 t o  $2b. in  1986.  

C hina ,  th e  on ly  major  bo rro w er ,  r a is e d  $ 1 .4 b .  through  

o f f e r r i n g s  in. the  yen market  in  Tokyo f a t h e r  than  in  th e  Euro­

d o l l a r  m a rk e ts .  Borrowings by South Korea f e l l  from $ 1 .7 b .  

in  th e  E u r o - d o l l a r  market  t o  a lm ost  n e g l i g i b l e  amounts. In  

a d d i t i o n  no o f f e r i n g s  were made in  1986 by M a la y s ia  and 

T h a i la n d ,  who were deemed im p o r ta n t  p r e v i o u s l y .  However in  

c o n t r a s t  to  th e  LDC borrowings t h e r e  were r e l a t i v e l y  modest  

changes in  1986 as a whole though major  s h o r t - t e r m  

f l u c t u a t i o n s  were observed in  th e  course o f  th e  y e a r .  The 

share  o f  th e  U.S.  d o l l a r  o f f e r i n g s  dropped o n ly  f r a c t i o n a l l y  

below 59% ( f ro m  60% in  1 9 8 5 ) ,  a modest r e t r e a t  in  l i g h t  o f  th e  

u n c e r t a i n t y  surround ing  th e  d o l l a r  and i t s  sharp d e c l i n e  

a g a i n s t  c u r r e n c i e s  such as th e  Deutsch Mark. In  c o n c lu s io n ,  

i t  can be s a id  t h a t  th e  u n fa v o u ra b le  t u r n i n g  in  th e  bond 

m arkets  had a s i g n i f i c a n t l y  d e pre s s ing  i n f l u e n c e  on th e  LDC 

o f f e r i n g s .  Commercial bank loans t o  LDCs i n c l u d i n g  bond issues
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have d e c l in e d  in  t h e i r  r e l a t i v e  im portance among o t h e r  forms  

o f  c a p i t a l  in f lo w s  d u r in g  th e  1 9 8 0 ’ s. DFI has ga ined  

prominence d u r in g  t h i s  decade and is  examined below.

2 . 4  D e te rm in a n ts  and t r e n d s  o f  DFI

The im portance  o f  DFI in  t o t a l  c a p i t a l  t r a n s f e r s  to  LDCs 

has been between 10 and 15% in  th e  1980s. R e fe r  back t o  T a b le

2 . 1 ,  which shows th e  l e v e l s  o f  DFI d u r in g  t h i s  decade. Though 

th e  l e v e l s  o f  DFI have been s t a b l e  over  t h i s  p e r io d  t h e r e  has 

been a change in  th e  com posit ion  o f  th e  r e c i p i e n t s :  th e

r e l a t i v e  im portance  o f  DFI in  L a t in  America has d e c l in e d  

whereas t h a t .  o f  A s i a ,  p a r t i c u l a r l y ,  lowyincome. As. ia ,.  has

in c r e a s e d .  T h is  change in  com posit ion  is  c o n s i s t e n t  w i t h  th e
?Dt r e n d s  in  banking loans du r in g  t h i s  decade.

One o f  th e  r e c e n t  t h e o r i e s  t h a t  e x p l a i n s  DFI i s  based on
pi

th e  i n t e r n a l i s a t i o n  h y p o th e s is  o f  m u l t i n a t i o n a l  e n t e r p r i s e s  

(MNEs). MNEs, which o p e r a te  across  n a t i o n a l  b o u n d a r ie s ,  

r e p la c e  market  t r a n s a c t i o n s  w i th  i n t e r n a l  i n t r a - f i r m  

t r a n s a c t i o n s  whenever th e  ' c o s t ’ o f  i n t e r n a l  t r a n s a c t i o n s  is  

l e s s  than market  t r a n s a c t i o n s .  In  a c t i v i t i e s  r e l a t e d  t o  the  

use o f  p r o p r i e t a r y  te c h n o lo g y ,  such as t e c h n o lo g y ,  th e  

i n t e r n a l i s a t i o n  approach suggests  t h a t  MNEs w i l l  tend  to

20 See OECD, 1988, F in a n c in g  and E x te rn a l  Debt o f  
Deve lop ing  C o u n t r ie s .  1987 Survey,  P a r i s .

21 P a r r y ,  T . G . ,  1985, I n t e r n a l i s a t i o n  as a Genera l  Theory  
o f  Fo re ig n  D i r e c t  In ve s tm en t :  A C r i t a u e .  W e l t - A r c h i v
Pub!i s h e r s .



c o o r d i n a t e  and use  t h a t  knowhow i n t r a - f i r m  t o  c o n t r o l  and 

m a x i m i s e  r e t u r n s  on t h a t  t e c h n o l o g y .  LDCs a r e  t y p i c a l l y  

p e r c e i v e d  as  c o u n t r i e s  w i t h  i m p e r f e c t  m a r k e t s  and t h e  

e x i s t e n c e  o f  t a r i f f  o r  any  s u c h  b a r r i e r  t o  t r a d e  r e p r e s e n t s  

a f o r m  o f  m a r k e t  i m p e r f e c t i o n  w h i c h  l e a d s  t o  DFI  as an 

i n t e r n a l i s a t i o n  r e s p o n s e  by t h e  MNE. T r a d e  b a r r i e r s  c h a n g e  t h e  

c o s t  o f  e x t e r n a l  m a r k e t  t r a n s a c t i o n s  a s s o c i a t e d  w i t h  

i n t e r n a t i o n a l  t r a d e  r e l a t i v e  t o  t h e  c o s t  o f  i n t r a - f i r m  

a c t i v i t i e s  s uc h  as  l i c e n s i n g  and D F I .  //cu m * m & i f - ^  f L -

/ / «  • .  t .  /  U a  JA y Z a/) A a -t i / •  '  ’» * » / -  J ' _ 7 _/ j /  .

i m p o r t a n t  d e t e r m i n a n t s  o f  DFI  o f t e n  m e n t i o n e d  i n  l i t e r a t u r e  

a r e  :

( 1 )  H o s t  C o u n t r y  P o l i c i e s .

These  r e l a t e  t o  m a i n  g e n e r a l  p o l i c i e s  i n c l u d i n g  t r a d e ,  

e x c h a n g e  r a t e  and f o r e i g n  e x c h a n g e  a l l o c a t i o n ,  and i n t e r e s t  

r a t e  p o l i c i e s .  P o l i c i e s  f o r  s p e c i f i c  s e c t o r s  a l s o  have 

i m p o r t a n t  e f f e c t s  on f o r e i g n  i n v e s t m e n t  d e c i s i o n s  i n  some 

c a s e s .  F i n a l l y ,  p o l i c i e s  and i n s t i t u t i o n s  g o v e r n i n g  f o r e i g n  

i n v e s t m e n t  i n  p a r t i c u l a r  can hav e  an i m p a c t ,  a l t h o u g h  t h a t  

e f f e c t  may be h a r d  t o  i d e n t i f y .

O C - O t h e r
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In  r e t r o s p e c t ,  th e  p o l i c i e s  f o l lo w e d  by South East  A s ia  

seem t o  be most conducive  t o  D F I .  These m a in ly  comprise a 

decrease  in  t a r i f f s ,  change in  p r i c e s  o f  lo c a l  reso urces  in  

c o n fo r m i ty  w i t h  o p p o r t u n i t y  c o s ts ,  and p o s i t i v e  r e a l  r a t e s  o f  

i n t e r e s t .  In  a d d i t i o n ,  th e  i n c e n t i v e s  o f f e r e d  t o  i n v e s t o r s  and 

th e  s e r v ic e s  and i n f r a s t r u c t u r e  p ro v id ed  by th e  LDCs would be 

im p o r ta n t .  Performance r e q u i r e m e n t s , in c l u d i n g  f o r c e d  e x p o r t s , 

lo c a l  c o n te n t  r e q u i r e m e n t s , and e q u i t y  s h a r in g ,  may be 

d e t e r r e n t s  to  D F I .  These a re  o f t e n  advanced by t h e  MNEs as 

b o t t l e n e c k s  to  t h e i r  in ve s tm en t  in  I n d i a .  I t  should however 

be noted t h a t  w h i l e  i n c e n t i v e s  may not  promote much a d d i t i o n a l

i n v e s t m e n t , ,  e m p i r i c a l  evidence, sug g es ts ,  t h a t  .p^rforrpapce
?3re q u ire m e n ts  i f  overused may d isc o u ra g e  D F I .

Some p o l i c i e s  pursued by i n d u s t r i a l  c o u n t r i e s  can have 

a dampening e f f e c t  on DFI in  LDCs, f o r  in s ta n c e  r e s t r i c t i v e  

t r a d e  p o l i c i e s  and s u b s id ie s  t o  domestic  in v e s tm e n t .

( 2 )  I t  i s  o f t e n  contended t h a t  DFI r e q u i r e s  complementary  

f i n a n c i a l  f lo w s  t o  h e lp  c r e a t e  o p p o r t u n i t i e s  and t o  complete  

t h e i r  f i n a n c i n g .  The c a p i t a l  in ve s tm en t  p ro v id e d  by p a r e n t  

f i r m s  is  o n ly  one source  o f  f i n a n c i n g  f o r  t h e i r  s u b s i d i a r i e s ,  

e . g .  U .S.  p a r e n t  f i r m s  have s u p p l ie d  o n ly  60% o f  the  e x t e r n a l

23 See G u is in g e r ,  S. e t .  a l . ,  1985, In v e s tm e n t  I n c e n t i v e s  
and Performance R e q u ire m e n ts . P ra e g e r :  New York .
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re so urces  o f  t h e i r  s u b s i d i a r i e s  in  L a t i n  A m e r ic a .24 The 

rem ainder  has come from lo c a l  and f o r e i g n  commercial banks and 

from t r a d e  c r e d i t s .  O th er  forms o f  i n t e r n a t i o n a l  c a p i t a l  have 

a ls o  f a c i l i t a t e d  DFI by f i n a n c i n g  i n f r a s t r u c t u r e  e s s e n t i a l  to  

th e  p r o f i t a b l e  f u n c t i o n i n g  o f  d i r e c t  in ves tm en t  e n t e r p r i s e s .  

Thus th e  e x is t e n c e  o f  backup and p a r t i c u l a r l y  f i n a n c i a l  backup 

f a c i l i t i e s  may be an im p o r ta n t  d e te r m in a n t  o f  D F I .

E m p ir ic a l  e v idence  on th e  d e te r m in a n ts  o f  DFI in<l«tc4<LS 

a c l e a r  p o s i t i v e  c o r r e l a t i o n  e x i s t s  between GNP per  c a p i t a  

and th e  s tock  o f  f o r e i g n  d i r e c t  in ve s tm en t  per  c a p i t a . 25 

Moreover,  though th e  causal  s i g n i f i c a n c e  i s  u n c e r t a i n ,  i t  is  

1 i kel y t h a t  .the. MNEs .may. be . a t t r a c t e d  by. c o u n t r i e s  .wi th  taste .s  

and f a c t o r  p r i c e s  which a re  s i m i l a r  t o  t h e i r  home bases. I t  

was a ls o  found t h a t  a g g re g a te  f o r e i g n  in v e s tm e n t  in  

m a n u fa c tu r in g  showed a t  l e a s t  a weak p o s i t i v e  r e l a t i o n s h i p  to  

p o l i t i c a l  s t a b i l i t y  and n e g a t iv e  c o r r e l a t i o n  w i t h  a h o s t i l e  

in ves tm en t  c l i m a t e  ( e . g .  s p e c i f i c  t h r e a t s  t o  f o r e i g n  

i n v e s t o r s )  and i d e o l o g i c a l  o r i e n t a t i o n  towards s o c i a l i s m . 25 

However t h i s  s tudy d id  not  make an im p o r ta n t  d i s t i n c t i o n  

between e x p o r t - o r i e n t e d  and lo c a l  m arket  o r i e n t e d  D F I .  Another

24 See R y r i e ,  1986,  op. c i t .
pc

See Reuber G . L . , C r o o k e l l , H . ,  Emerson M. and G a l l a i s -  
Hammononno, G . , 1973, P r i v a t e  Fo re ig n  In ve s tm en t  in
Development. O x fo rd ,  C larendon Press;  and Caves, 1982,  
op. c i t .

N a n k a n i , G . T . ,  1979, The I n t e r c o u n t r v  D i s t r i b u t i o n  o f  
D i r e c t  Fo re ig n  In ve s tm en t  in  M a n u f a c t u r in g . G a r la n d ,  New
York.



study  has shown t h a t  p o l i t i c a l  economy problems pose le s s
?7u n c e r t a i n t y  f o r  e x p o r t - o r l e n t e d  p r o j e c t s

I t  i s  now necessary  s e p a r a t e l y  to  enumerate  the  

d i f f e r e n c e s  between the  two s o r t s  o f  DFIs  as t h i s  w i l l  have 

an im p o r ta n t  b e a r in g  on th e  d e t e r m i n a n t s .  MNE p a r e n t s  ho ld

s i g n i f i c a n t l y  h ig h e r  f r a c t i o n s  o f  e q u i t y  in  e x p o r t - o r i e n t e d
00

s u b s i d i a r i e s  v i s - a - v i s  lo c a l  m arket  o n e s /  T h is  cou ld  be 

accounted f o r  by th e  f a c t  t h a t  lo c a l  e n t r e p r e n e u r s  a r e  more 

u s e fu l  in  the  l a t t e r  case .  A lso  th e  r e l i a n c e  on th e  lo c a l  

market  f o r  c a p i t a l  i s  h ig h e r  in  th e  l a t t e r  case .  However, no 

d i f f e r e n c e  in  p r o f i t a b i l i t y  was o b s e r v a b le .

There ,  i s  .some .eyide.nce. t h a t ,  export.-o.riente<3 i n d g s f r i p s  

a re  more re sp ons iv e  to  p o l i c i e s  such as ta x  h o l id a y s  and 

i n f r a s t r u c t u r e  in v e s tm e n ts .  Domestic m arket  p r o j e c t s  a re  more 

r e sp o n s iv e  to  p r o t e c t i o n  from competing im p o r ts .

Some e m p i r ic a l  ev id e n c e  suggests  t h a t  th e  

governm ent ’ s e f f i c i e n c y  and p r e d i c t a b i l i t y  in  d e a l i n g  w i t h  

MNEs may weigh q u i t e  h e a v i l y  r e l a t i v e  t o  s p e c i f i c  

inducem ents .

I t  appears thus  t h a t  MNEs a r e  more a c t i v e  in  th e  

f o l l o w i n g  s e c to r s :

27 See Reuber e t .  a l  . , 1973,  op. c i t .
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( 1 )  Where market  e n t r y  b a r r i e r s  would o th e rw is e  l i m i t  t h e  

e x p o r t  o f  m anufac tured  goods from LDCs;

( 2 )  Those t h a t  u n d e r ta k e  l a b o u r - i n t e n s i v e  s ta g e s  o f  

p ro c e s s i  n g .

( 3 )  th e  same s e c to r s  as t h e i r  deve loped cou n try  c o u n t e r p a r t s .
Q A

( 4 )  C o n c e n tra te d  s e c t o r s .  However, t h i s  does not  im ply  t h a t  

th e y  e n jo y  u n iv e r s a l  advantages ov e r  n a t i v e  e n t r e p r e n e u r s  nor  

do th e y  always command l a r g e  m arket  s h a res .

D f  I '  tend  t o  go p a r t l y  i n t o  expanded consumption in

th e  host  country ,  and .o n ly  . p a r t l y ,  in to ,  enla .rg ing. th e  . h o s t ’.s
0 1

c a p i t a l  s to c k .

From th e  p re c e d in g  d is c u s s io n  i t  can be concluded t h a t  

th e  th e  f a c t o r s  which have le d  t o  an in c re a s e  in  DFI in  

d e v e lo p in g  c o u n t r i e s  d id  not  a p p ly  t o  I n d i a .  A d e t a i l e d  

i n v e s t i g a t i o n  o f  th e  f a c t o r s  a f f e c t i n g  DFI in  I n d i a  i s  l e f t  

t o  c h a p te r  4 .  Here i t  i s  s u f f i c i e n t  t o  s t a t e  t h a t  government  

p o l i c i e s  have o f t e n  been regarded as th e  major  b o t t l e n e c k  t o  

DFI by th e  f o r e i g n  i n v e s t o r s .

I t  was s t a t e d  in  th e  i n t r o d u c t i o n  to  t h i s  c h a p te r  t h a t  

th e  two c a t e g o r i e s ,  bank le n d in g  and D F I ,  cannot be t r e a t e d

in L a l l ,  S. 1980,  'M o n o p o l i s t i c  Advantages and F o re ig n  
In vo lv e m e n t  by U .S .  M a n u fa c tu r in g  I n d u s t r y ’ , Oxford  
Economic P a p e r s . Volume 32,  Number 1.

31 See Caves, 1982, op. c i t .



58

as m u tu a l l y  e x c l u s i v e  c a t e g o r i e s .  In  th e  case o f  B r a z i l  th e  

presence o f  MNEs and th e  r e l a t e d  in ves tm en ts  f a c i l i t a t e d  th e  

i n f l o w  o f  bank lo a n s .  The n e x t  s e c t i o n  examines th e  l i n k  

between th e  two k in d s  o f  c a p i t a l  i n f lo w s .

2 . 8 .  The l i n k  between debt  (bank lo a n s )  and d f !

The f i r s t  l i n k  t h a t  w i l l  be examined i s  t h a t  o f  ^Debt -  

Swaps1 The id e a  behind a l l  d e b t  swap schemes i s  t o  c o n v e r t  

o r  swap e x t e r n a l  d e b t  which is  denominated in  f o r e i g n  c u r re n c y  

i n t o  domestic  e q u i t y  which i s  denominated in  domest ic  

c u r r e n c y .  The bu ye r ,  e i t h e r  r e s i d e n t  o r  f o r e i g n ,  may buy a

d e b t . f r o m . the. a s s e t . h o id e r ,  . u s u a l l y  a  .cpmjnQrgial. b a n k * .T h u s .................

th e  o r i g i n a l  h o ld e r  e f f e c t i v e l y  cashes in  th e  loan but  o n ly  

up to  a p r o p o r t i o n  o f  i t s  fa c e  v a lu e .  The buyer then  s e l l s  th e  

debt  back to  th e  government o f  th e  c o u n t ry  which had 

c o n t r a c te d  th e  d e b t  and r e c e iv e s  a s s e ts  denominated in  

domestic  c u r r e n c y .  The buyer w i l l  be unable  t o  swap th e  debt  

a t  th e  o f f i c i a l  exchange r a t e  but  does so a t  a le s s  

advantageous r a t e .  T h is  system can s u c c e s s f u l l y  e x i s t  o n ly  

when t h e r e  i s  a d e s i r e  t o  i n v e s t  in  a s p e c i f i c  n a t i o n a l  

economy. Thus though th e  r a t e  o f  d is c o u n t  and th e  e f f e c t i v e  

exchange r a t e  w i l l  i n f l u e n c e  debt  swaps, o f  much more 

importance would be th e  u n d e r ly in g  assessment o f  th e  c o u n t r y ’ s 

economic p r o s p e c ts .
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The second l i n k  t h a t  we w i l l  examine i s  th e  p r o p o s i t i o n

v a r i e s  a c c o rd in g  t o  th e  s e c t o r  where th e  DFI i s  made and 

a c c o rd in g  t o  w h eth er  one examines s to c k s  o r  f lo w s  o f  D F I .  

Stocks a re  d e f i n e d  as th e  t o t a l  v a lu e  o f  th e  h o ld in g s  o f

o f  new c a p i t a l  in t ro d u c e d  i n t o  a c o u n t ry  d u r in g  a s p e c i f i c  

p e r io d  o f  t im e .  I t  was observed t h a t  DFI in  e x p o r t  o r i e n t e d  

i n d u s t r i e s  we.s le s s  l i k e l y  t o  lead  t o  deb t  than DFI o r i e n t e d

The e f f e c t s  o f  DFI on deb t  a c cu m u la t io n  can be d i r e c t  or

i n d i r e c t .  The d i r e c t  e f f e c t s  a r e  r e l a t e d  t o  th e  impact o f  

f o r e i g n  in v e s tm e n t  on c a p i t a l  a v a i l a b i l i t y .  One o f  th e  most 

p e r s i s t e n t  themes in  th e  l i t e r a t u r e  i s  t h a t  f o r e i g n  in v e s tm e n t  

d e c a p i t a l i z e s  underdeve loped ho st  S t a t e s .  T h is  occurs  in  two
qc

ways. The f i r s t  r e s u l t s  from th e  r e p a t r i a t i o n  o f  p r o f i t s  by

3 ? See Cardoso, F .H .  and F a l e t t o  E . ,  1979, Dependency and 
Development in  L a t i n  Am er ica .  U n i v e r s i t y  o f  C a l i f o r n i a  
Press ,  B e r k e le y ,  C a l i f o r n i a .

01
B o r n s c h ie r ,  V . ,  Chase-Dunn C. and Rubinson, R . ,  'C r o s s -  

N a t io n a l  Evidence o f  th e  E f f e c t s  o f  F o re ig n  In v e s tm e n t  
and A id  on Economic Growth and I n e q u a l i t y :  A Survey o f  
F in d in g s  and a R e a n a l y s i s ’ , American J ourna l  o f  
S o c io lo g y .  Volume 84 ,  6 5 1 -6 8 3 .

t h a t  DFI may lead  t o  e x t e r n a l  d e b t  or  bank l o a n s . 32 The e f f e c t

f o r e i g n e r s  in  th e  h o s t lS ta te *a n d  f lo w s

31towards th e  lo c a l  m a rk e ts .  Moreover,  h ig h e r  f lo w s  o f  f o r e i g n
34in ve s tm en t  were le s s  l i k e l y  t o  lead  t o  d e b t .

<3C

M a h le r ,  V . A . ,  1980, Dependency Approaches to
I n t e r n a t i o n a l  P o l i t i c a l  Economy. Columbia U n i v e r s i t y  
Press ,  New York .
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f o r e i g n  in v e s t o r s  imposing a burden on th e  ba lance  o f  

payments, d e p l e t i n g  th e  host  c o u n t r y ’ s hard c u r re n c y  r e s e rv e s
qc

and e v e n t u a l l y  f o r c i n g  i t  to  borrow abroad .  A second impact  

on c a p i t a l  a v a i l a b i l i t y  i s  r e l a t e d  t o  th e  tendency o f  f o r e i g n  

i n v e s t o r s  to  use lo c a l  c a p i t a l  in  m arkets  in  h o s t  S t a t e s  to

o b t a i n  funds needed f o r  expansion and f o r  c o v e r in g  o p e r a t in g
37c o s ts .  T h is  im p l i e s  t h a t  le s s  i s  a v a i l a b l e  f o r  domestic  

i n v e s t o r s  and f o r  t h e  government t o  use, and t h i s  e v e n t u a l l y  

c r e a t e s  th e  need t o  borrow on th e  i n t e r n a t i o n a l  c r e d i t  markets  

t o  make up f o r  th e  s h o r t f a l l .

The mechanism by which DFI a f f e c t s  d e b t  accu m u la t io n  

d i f f e r s  . f r o m ,  r e g io n  . t o  . r e g io n .  . L a t i n .  American . c o u n t r i e s  

( i n c l u d i n g  B r a z i l )  were more a f f e c t e d  by th e  above^nentioned 

d i r e c t  e f f e c t s ,  whereas th e  i n d i r e c t  e f f e c t s  were more 

prom inent  in  A f r i c a .  T h is  im p l ie s  t h a t  t h a t  th e  r e p a t r i a t i o n  

o f  p r o f i t s  and lo c a l  borrowing led  t o  more d e b t  in  L a t i n  

America ,  whereas th e  a t te m p t  t o  m a in t a in  h ig h e r  growth  

produced by f o r e i g n  in ve s tm en t  may have been more im p o r ta n t  

in  th e  debt  a c c u m u la t io n  in  A f r i c a .

Beyond t h i s ,  f o r e i g n  in ve s tm en t  can s e t  loose  f o r c e s  in  

LDCs t h a t  c r e a t e  s o c i a l  and p s y c h o lo g ic a l  p r e s s u re s  and

36 Dos Santos ,  T. , 1971,  'The S t r u c t u r e  o f  Dependence’ , 
in  K .T .  Fann and D.C. Hodges ( e d s . ) ,  Readings in  U.S.  
I m p e r i a l i s m . P o r t e r  S a rg e n t  P u b l is h e r s ,  Boston.

37 K i n d e l b e r g e r , C . P . ,  1979, 'The M o n o p o l is t i c  Theory o f  
D i r e c t  F o re ig n  In v e s t m e n t ’ , in  G. Modelsk i  ( e d . ) ,  
T r a n s n a t io n a l  C o r p o r a t io n s  and World O r d e r . W.H. Freeman,  
San F r a n c is c o .
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i n d i r e c t l y  lead  t o  deb t  a c c u m u la t io n .  These p re s su re s  are  

r e l a t e d  t o  th e  e f f e c t  o f  f o r e i g n  in ves tm en t  on growth.  

F o re ig n  in ves tm en t  could  have adverse  e f f e c t s  on growth in  the  

r e c i p i e n t  c o u n t ry :

( 1 )  by d e s t r o y in g  lo c a l  bu s ine s s .

( 2 )  by us ing c o n t r o l  over  lo c a l  re so u rce s  to  augment g lo b a l  

p r o f i t s  in s te a d  o f  a s s i s t i n g  lo c a l  development e f f o r t s .

( 3 )  by in t r o d u c in g  o v e r l y  s o p h i s t i c a t e d  te c h n o lo g y  t h a t  

d e s t r o y s  jo b s .

( 4 )  by emphasis ing lo c a l  consumption in s te a d  o f  c a p i t a l  

in ve s tm en t  and s a v in g s  needed f o r  con t in u e d  growth and 

de v e 1opment. , ..............................................................................................................

Thus th e  f e a r  i s  t h a t  f o r e i g n  in ves tm en t  may promote  

s h o r t  te rm  growth bu t  long te rm  growth may r e q u i r e  cont inuou s
qq

i n f u s i o n s  o f  f o r e i g n  c a p i t a l .  T h is  could  be a t t r i b u t e d  to  

th e  f a c t  t h a t  in  th e  s h o r t - r u n  h ig h e r  s tocks  o f  f o r e i g n  

in ve s tm en t  enhance th e  a b i l i t y  o f  MNEs to  p e n e t r a t e  lo c a l  

m arke ts .  Once th e  d e s i r e d  l e v e l  o f  p e n e t r a t i o n  i s  a t t a i n e d ,  

the y  s h i f t  t h e i r  a t t e n t i o n  e ls e w h e re ,  r e s u l t i n g  in  a 

d im in is h e d  f lo w  o f  c a p i t a l  to  th e  host  S t a t e  and thus  a 

r e d u c t io n  in  i t s  growth r a t e .  The e x p e r ie n c e  o f  B r a z i l  shows 

t h a t  th e  presence o f  DFI both led  t o  debt  a c c u m u la t io n  but

38 B a rn e t ,  R . ,  and M u l l e r ,  R . ,  1974, G lobal  Reach. Simon 
and S c h u s te r ,  New York .

39 Amin, S . ,  1976, Unequal Deve lopm ent . Month ly  Review
Press ,  New York;  and Cordoso and F a l e t t o ,  1979, op. c i t .



The dependency argument can be d i s c r e d i t e d  on th e  grounds  

t h a t  t h e  observed b e h a v io r  o f  MNEs shows t h a t  most o f  t h e i r  

in ve s tm en ts  come from r e t a i n e d  p r o f i t s .  Borrowing in  th e  lo c a l  

m arkets  i s  no t  an e x t e n s i v e  p r a c t i c e  o f  t h e  MNEs. In  some 

c o u n t r i e s  o f  L a t i n  America n o ta b ly  B r a z i l ,  i t  was found t h a t  

MNEs sought lo an s  from i n t e r n a t i o n a l  banks f o r  t h e i r  

in ve s tm en ts  in  B r a z i l  and t h e i r  presence may have f a c i l i t a t e d  

th e  e n t r y  o f  B r a z i l  in  t h e  i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .  The 

d e l e t a r i o u s  e f f e c t  o f  MNEs on lo c a l  bus inesses  has a l s o  no t  

been s y s t e m a t i c a l l y  proved .  MNEs have ov e r  t im e  adapted  th e  

te c h n o lo g y  t o  s u i t  lo c a l  c o n d i t i o n s  as o n ly  t h i s  would be c o s t  

e f f e c t i v e  in  t h e  long run .  Moreover g r e a t e r  awareness on th e  

p a r t  o f  LDC governments has meant t h a t  th e y  a r e  a b le  t o  

r e g u l a t e  th e  a c t i v i t i e s  o f  th e  MNEs t o  s u i t  t h e i r  i n t e r e s t s .  

T h is  o fc o u rs e  does not  imply t h a t  th e  MNEs a re  u n i v e r s a l l y  

b e n e f i c i a l  and in  f a c t  some examples o f  dependency  

p a r t i c u l a r l y  in  t h e  A f r i c a n  c o u n t r i e s  can be ob served ,  bu t  

t h a t  dependency can e a s i l y  be a v e r t e d .  Thus i t  cannot  be 

e s t a b l i s h e d  t h a t  DFI can le a d  t o  d e b t .
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a ls o  he lped to  ease th e  debt  problem by p r o v i d i n g  a c l i m a t e  

f o r  deb t  swapping. The presence o f  MNEs p r o v id e s  an i n c e n t i v e  

f o r  th e  banking community t o  s o lv e  t h a  l a s t  problem.

2 .5  C onc lus ions

The t r e n d s  o f  c a p i t a l  t r a n s f e r s  to  LDCs i n d i c a t e d  the  

prominence o f  bank loans  over  o t h e r  forms o f  c a p i t a l  t r a n s f e r s  

d u r in g  th e  1970s. D ur ing  th e  1980s o t h e r  forms such as DFI  

a ls o  became im p o r t a n t .  In  I n d i a  to o ,  bank loans have been the  

predominant form o f  p r i v a t e  e x t e r n a l  c a p i t a l  i n f l o w s .  The 

t r e n d  in  I n d i a  has. however . c o n t r a d i c te d  th e  .genera l  t r e n d ,  i / i  

de v e lo p in g  c o u n t r i e s  because bank loans t o  I n d i a  were 

in c r e a s in g  when those  to  th e  r e s t  o f  LDCs was d e c r e a s in g .  

Moreover,  DFI has in c re a s e d  d u r in g  t h i s  decade even though in  

comparison to  o t h e r  c o u n t r i e s  (C h in a )  th e  volume o f  DFI is  

very  low. These and o t h e r  forms o f  e x t e r n a l  c a p i t a l  t r a n s f e r s  

have been examined in  g r e a t e r  d e t a i l  in  C hapter  3 and 4 .

Regard ing our case s tudy c o u n t r i e s ,  I n d i a  has become a 

major borrower  o f  p r i v a t e  funds o n ly  in  th e  1980s, which 

B r a z i l  was a l a r g e  borrow er  o f  p r i v a t e  funds in  th e  1970s.  

Thus, i t  would appear  from th e  p re c ed in g  arguments ,  t h a t  

p r i v a t e  c a p i t a l  t r a n s f e r s  t o  th e  fo rm er  should be m a in ly  r e a l  

and to  th e  l a t t e r  m a in ly  f i n a n c i a l .  In  f a c t  t h i s  n o t  so. The 

p a t t e r n  o f  i n t e r n a t i o n a l  c a p i t a l  t r a n s f e r s  t o  I n d i a  bears  a 

s t r i k i n g  resemblance t o  t h a t  f o r  B r a z i l .  D e t a i l s  o f  t h i s  w i l l



be d iscussed  l a t e r  in  C ha pte r  5 . Here i t  i s  im p o r ta n t  t o  p o i n t  

ou t  t h i s  im p o r ta n t  d i s t i n c t i o n  between I n d i a  and o t h e r  LDCs 

in  g e n e r a l .  The n e x t  two c h a p te r s  w i l l  t r y  t o  uncover some o f  

th e  causes o f  t h i s  p a t t e r n  f o r  I n d i a .
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APPENDIX TO CHAPTER 2 

A Note on A l l  A v a i l a b l e  In f o r m a t io n

For d e v e lo p in g  c o u n t r i e s  t h e r e  i s  a wide coverage  o f  

l o n g - te r m  e x t e r n a l  deb t  in  th e  World Bank’ s Debt R e p o r t in g  

System (DRS), th e  OECD’ s d e b t  s t a t i s t i c s  (DAC/DS), th e  two BIS  

systems (B IS  I  and BIS I I ) ,  and th e  two IMF p u b l i c a t i o n s  

Government F inance S t a t i s t i c s  Yearbook (GFS) and I n t e r n a t i o n a l  

F i n a n c i a l  S t a t i s t i c s  ( I F S ) .  In  a d d i t i o n ,  some in f o r m a t i o n  on 

s h o r t - t e r m  e x t e r n a l  deb t  i s  to  be found on a r e s i d u a l  m a t u r i t y  

b a s is  in  BIS I I  and on an o r i g i n a l  m a t u r i t y  b a s is  in  th e  IMF 

•publ i -cat- ions. - -We -w i l l  -use- only- the s -e -s o urce s  - tp  -g^uge th e  

lo n g - te r m  and s h o r t - t e r m  c a p i t a l  t r a n s f e r s  t o  d e v e lo p in g  

c o u n t r i e s .  These d a ta  sources a r e  d iscussed  in  g r e a t e r  d e t a i l  

b e lo w .

There  a re  some problems w i t h  us ing  c e r t a i n  o t h e r  d a ta  f o r  

e x te n d in g  th e  d a ta  base. Thus, IMF ba la n c e  o f  payments 

s t a t i s t i c s  would g iv e  o n ly  a rough id e a  o f  th e  s i z e  o f  d e b t ,  

and t h a t  too  o n ly  f o r  those  c o u n t r i e s  f o r  which t h e r e  i s  

com ple te ,  d e t a i l e d  and r e l i a b l e  coverage f o r  a c o n s id e r a b l e  

p e r io d  o f  t im e .  The d a t a  on i n t e r n a t i o n a l  c a p i t a l  m arket  

t r a n s a c t i o n s  from th e  World Bank and th e  OECD r e l a t e  t o  f lo w s  

r a t h e r  than  s to c k s ,  and in c l u d e  c r e d i t  l i n e s  as w e l l  as 

d isb u rse d  c r e d i t s .  The f i g u r e s  a re  in  gross terms and o v e r l a p  

w i th  v a r io u s  systems. Thus th e y  cannot  be used t o  i n d i c a t e  

changes in  th e  s i z e  o f  n e t  e x t e r n a l  in debtedness  o f  a c o u n t ry ;
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i t  i s  no t  p o s s ib le  t o  d i s e n t a n g l e  c r e d i t s  in  one p e r io d  from  

borrow ings  in  t h a t  o r  o t h e r  p e r io d .

World Bank’ s Debt R e p o r t in g  System ( DRS)

T h is  system c o l l e c t s  d e t a i l e d  in f o r m a t io n  on th e  t o t a l  

volume and s e r v i c i n g  o f  lo n g - te r m  e x t e r n a l  p u b l i c  and p u b l i c l y  

gu ara n te e d  debt  o f  140 c o u n t r i e s ,  which a r e  d e b to rs  o f  th e  

World Bank and th e  I n t e r n a t i o n a l  Development A s s o c i a t i o n .  

T h is  in f o r m a t io n  is  c o l l e c t e d  a t  th e  end o f  each y e a r  and in  

a d d i t i o n  q u a r t e r l y  r e p o r t s  a re  c o l l e c t e d  on new d e b t  

commitments. T h is  system r e p o r t s  both s to c k s  and f lo w s  o f  

d e b t  a n d , th e  f u t u r e  deb t  s e r v i c i n g .

The in f o r m a t io n  c o l l e c t e d  in  t h i s  system i s  p re s e n te d  in  

th e  'W or ld  Debt T a b l e s ’ and th e  Annual R ep or t  o f  th e  World  

Bank. The World Bank a ls o  c o l l e c t s  in f o r m a t io n  on lo n g - te r m  

e x t e r n a l  no n -guaran teed  p r i v a t e  deb t  o f  i t s  member c o u n t r i e s  

which a re  known to  have accumulated s i g n i f i c a n t  amounts o f  

such in de bte dne s s .  T h is  coverage  ex tends  t o  40 c o u n t r i e s  and 

has r e c e n t l y  been p u b l is h e d  as a supplement t o  th e  'W or ld  Debt  

T a b l e s ’ . The m i l i t a r y  c r e d i t s  in  th e  l a t t e r  d a ta  a re  seldom  

r e p o r t e d ,  and t h e r e  i s  no s ta n d a rd  fo r m a t  f o r  th e  p r e s e n t a t i o n  

o f  t h i s  d a ta  whose sources in c lu d e  th e  r e p o r t s  from A f r i c a n ,  

Asian and In t e r - A m e r ic a n  Development Banks as w e l l  as th e  

r e p o r t s  from th e  OECD’ s Development A s s is ta n c e  Committee  

(DAC). Data  on bond is s u e s  and Euromoney c r e d i t s  a re  ta k en  

from th e  World Bank’ s own c a p i t a l  m arkets  system (CMS).



Long-term debt  is  d e f in e d  as th e  deb t  owed t o  non­

r e s i d e n t s  which i s  p a yab le  in  f o r e i g n  c u r r e n c y ,  goods or

s e r v i c e s ,  which has an o r i g i n a l  o r  ex tended  m a t u r i t y  o f  over

one y e a r  and which i s  an o b l i g a t i o n  o f :

( 1 )  a p u b l i c  d e b to r  in c l u d i n g  th e  n a t i o n a l  government,

a p o l i t i c a l  s u b - d i v i s i o n ,  o r  an agency o f  e i t h e r

( 2 )  a p r i v a t e  d e b to r  p u b l i c l y  gu ara n te e d  f o r  th e

repayment by a p u b l i c  d e b to r  as d e f in e d  above.

Undisbursed c r e d i t s  and loans a re  a ls o  r e p o r te d  a c c o rd in g  

t o  two c a t e g o r i e s ,  o f f i c i a l  and p r i v a t e .  The fo rm er  c a te g o r y  

i s  s u b d iv id e d  i n t o  b i l a t e r a l  and m u l t i l a t e r a l  ( e x c l u d i n g  th e  

IM F ) ,  and. th e  . l a t t e r  .i n to  . s.uppl i e r s  ’ . c r e d i t s , ,  . f i n a n c i a l  . 

c r e d i t s  and o t h e r  o b l i g a t i o n s  t o  p r i v a t e  c r e d i t o r s  e x c lu d in g  

d i r e c t  in v e s tm e n ts .  The r e p o r t i n g  c o u n t r i e s  convey

in f o r m a t io n  on th e  amount o f  p r i n c i p a l  and i n t e r e s t  p a id  on 

lo n g - te r m  e x t e r n a l  deb t  t o  th e  World Bank.

OECD’ s DAC S t a t i s t i c s

The member c o u n t r i e s  o f  DAC a r e  A u s t r a l i a ,  A u s t r i a ,

Belg ium, Canada, Denmark, F i n l a n d ,  F ra n c e ,  Federa l  r e p u b l i c

o f  Germany, I t a l y ,  Japan, N e th e r la n d s ,  New Z e a la n d ,  Norway,  

Sweden, S w i t z e r l a n d ,  U n i te d  Kingdom and th e  U n i te d  S t a t e s .  

DAC a n n u a l ly  p u b l is h e s  two k ind s  o f  s t a t i s t i c s .

1) Data on t r a n s f e r s  o f  lo n g - te r m  f i n a n c i a l  reso u rce s  

from DAC members to  d e v e lo p in g  c o u n t r i e s  and t e r r i t o r i e s  

th ro u g h o u t  th e  w o r ld .
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2)  Data  on lo n g - te r m  e x t e r n a l  d e b t  and th e  c o rre s p o n d in g  

d e b t  s e r v i c e s  o f  d e v e lo p in g  c o u n t r i e s  compiled on t h e  w id e s t  

p o s s ib le  b a s is .  in  t h i s  c o n t e x t  re so urce  t r a n s f e r s  o r  debt  

a r e  regarded  as lo n g - te r m  i f  t h e i r  o r i g i n a l  o r  ex tended  

m a t u r i t y  exceeds one y e a r .

The f i r s t  c a te g o r y  covers  both o f f i c i a l  and p r i v a t e  long­

te rm  f i n a n c i a l  f lo w s ,  e x c lu d in g  m i l i t a r y  g r a n t s  and c r e d i t s .  

The d a ta  a ls o  in c lu d e s  n o n -d e b t  term s l i k e  g r a n ts  and g r a n t ­

l i k e  c o n t r i b u t i o n s .  In  a d d i t i o n ,  t h e  re so urces  r e c e iv e d  by 

i n d i v i d u a l  LDcs from DACs and c e r t a i n  o t h e r  s o u rc e s ,  in  

p a r t i c u l a r ,  m u l t i l a t e r a l  a g e n c ie s  and OPEC c o u n t r i e s  a r e  a ls o  

documented h e re .

Coverage o f  th e  second c a te g o r y  ex tends  t o  th e  i n d i v i d u a l  

LDC’ s lo n g - te r m  e x t e r n a l  in debtedness  and t h e i r  d e b t  s e r v i c e .  

The DAC draws on i t s  c r e d i t o r  r e p o r t i n g  system (CRS) and on 

th e  i n f o r m a t io n  from th e  World Bank’ s DRS and o t h e r  s o u rc e s ,  

both n a t i o n a l  and i n t e r n a t i o n a l .

T h is  system covers  o f f i c i a l  and p r i v a t e  f lo w s  o f  long­

term  reso urces  from DAC members e i t h e r  d i r e c t l y  o r  th rough  

m u l t i l a t e r a l  agenc ies  t o  d e v e lo p in g  c o u n t r i e s .  Four main 

c a t e g o r i e s  a re  d i s t i n g u i s h e d :  ODA and o t h e r  o f f i c i a l  f lo w s ;

p r i v a t e  f lo w s  a t  m arket  term s which in c lu d e  p r i v a t e  d i r e c t  and 

p o r t f o l i o  in ve s tm en t ;  th e  o f f i c i a l l y  g u aran teed  p r i v a t e  e x p o r t  

c r e d i t s  and t r a n s a c t i o n s  o f  th e  banking s e c t o r ;  and g r a n t s  by 

v o l u n t a r y  a g e n c ie s .



Types o f  bonds

( 1 )  T r a d i t i o n a l  f u n c t i o n  bonds which a r e  those  issued on 

t h e  m arket  o f  a s i n g l e  c o u n t ry  in  t h a t  c o u n t r y ’ s c u r re n c y  by 

borrow ers  who a re  n o t  i t s  n a t i o n a l s .

( 2 )  I n t e r n a t i o n a l  bonds ( o r  Euro-bonds)  a re  those  p lac e d  

s im u l t a n e o u s ly  in  t h e  m arkets  o f  a t  l e a s t  two c o u n t r i e s  

u s u a l l y  through i n t e r n a t i o n a l  s y n d ic a t e s  o f  banking

i n s t i t u t i o n s  o f  s e v e r a l  n a t io n s .

( 3 )  P u b l ic  bond o f f e r i n g s  a re  bonds o f f e r e d  f o r  s a l e  to  

i n v e s t o r s  g e n e r a l l y  i f  s u b s c r ib e d  by an is s u in g  house o r  

quoted on a s tock  exchange.

. ( 4 ) .  P.riv^t.e .bpn.d .p] ap ing  .ace. tJ^Qse .fQr.wJnlch . a . p ^ r t . o r  . 

a whole issue  i s  re s e rv e d  f o r  a s u b s c r ib e r  o t h e r  than  an 

i n s t i t u t i o n  a c t i n g  in  th e  c a p a c i t y  o f  an u n d e r w r i t e r  ( e . g .  an 

in su ra n c e  company), by b i l a t e r a l  agreem ent .

A l l  bank loans o f  an o r i g i n a l  m a t u r i t y  o f  more than  one 

y e a r  a re  c o n s id e re d  as medium or  lo n g - t e r m .  A l l  n e g o t i a b l e  

s e c u r i t i e s  o f  a t  l e a s t  a y e a r ’ s m a t u r i t y  c o n s id e re d  in  th e  

case o f  bonds.

T h is  system e x c lu d e s  s h o r t - t e r m  lo a n s .  For bank lo a n s ,  

th e  coverage is  no t  e x h a u s t i v e ,  though a m a j o r i t y  o f  loans  a re  

p ro b a b ly  covered .

With  r e s p e c t  t o  bonds, a l l  p u b l i c  issues  o f  OECD 

c o u n t r i e s  a re  in c l u d e d .  Coverage o f  p u b l i c  issues  o u t s i d e  

OECD is  expected  t o  be good. The coverage  o f  p r i v a t e l y  p lac e d  

bonds v a r i e s  from one c o u n t ry  t o  th e  o t h e r .  In  some cases ,
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borrow ers  may no t  d i s c l o s e  th e  terms o r  even th e  e x i s t e n c e  o f  

a p a r t i c u l a r  t r a n s a c t i o n ,  and hence by n e c e s s i t y  th e s e  a r e  

e x c l u d e d .

OECD I n t e r n a t i o n a l  C a p i t a l  M arke t  S t a t i s t i c s

T h is  system p u b l is h e s  s t a t i s t i c s  on th e  new p u b l i c i s e d  

borrow ing in  t h e  i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .  I t  covers  

medium and lo n g - t e r m  i n t e r n a t i o n a l  bank loans ( s y n d ic a t e d  

E u r o -c u r r e n c y  c r e d i t s ) ,  t r a d i t i o n a l  bond issues  and 

i n t e r n a t i o n a l  is s ue  o f  bonds (E u r o -b o n d s ) .  They a re  e v e n t u a l l y  

r e c o n c i l e d  w i t h  c o rre s p o n d in g  d a ta  r e le a s e d  under th e  World  

Bank C a p i ta l .  M a rk e t  System .(CMS)..

I n t e r n a t i o n a l  bank loans l i s t e d  in  th e  t a b l e  a re  d e f in e d  

as loans which have been g ra n te d  by banks w i t h  E u ro -m a rk e t  

fu n d s ,  e x c lu d in g  loans r e a l i s e d  in  th e  form o f  n e g o t i a b l e  

in s t ru m e n ts  such as bonds o r  n o te s .  The term  ' E u r o - c u r r e n c y ’ 

m arket  in c lu d e s  markets  in  e x t e r n a l  c u r r e n c i e s  o u ts i d e  Europe.  

E u r o -c u r re n c y  c r e d i t s  l i s t e d  in  th e  t a b l e s  a re  s y n d ic a te d  

c r e d i t s  r e p o r te d  t o  have been com piled ( i . e .  f u l l y  

s u b s c r ib e d ) .  The amounts shown a re  th e  gross amounts o f  th e  

commitments as th e y  a re  announced. They do n o t  n e c e s s a r i l y  

correspond t o  th e  amounts a c t u a l l y  drawn -  as such drawings  

can be used a ls o  f o r  re p a y in g  o u ts ta n d in g  c r e d i t s  o r  f o r  

making new d e p o s i t s .  I t  i s  no t  p o s s ib le  t o  compare t h i s  d a ta  

w i th  t h a t  ta k e n  from bank ba lance  s h e e ts .  Loans from  

i n t e r n a t i o n a l  o r g a n i s a t i o n s  such as th e  IBRD o r  th e  European
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I n t e r n a t i o n a l  Bank a re  not  l i s t e d .  Companies a r e  c o n s id e re d  

t o  be lo c a te d  in  th e  c o u n t ry  o f  t h e i r  r e g i s t e r e d  o f f i c e  o r  in  

t h e  c o u n t ry  under whose laws th e y  a r e  i n c o r p o r a t e d . P u r e ly  

f i n a n c i a l  s u b s i d i a r i e s  a re  c o n s id e re d  t o  be l o c a t e d  in  th e  

same c o u n t ry  as t h e i r  p a r e n t  company. F i n a n c i a l  s u b s i d i a r i e s  

o f  s e v e r a l  p a r e n t  companies o f  d i f f e r e n t  n a t i o n a l i t y  a re  

l i s t e d  under th e  i tem  ' u n a l l o c a t e d ’ .

The BIS S t a t i s t i c s  on Banks’ I n t e r n a t i o n a l  Lending

The BIS c o l l e c t s  and p u b l is h e s  in f o r m a t i o n  on th e  

i n t e r n a t i o n a l  o p e r a t io n s  in  both domest ic  and f o r e i g n  

c u r r e n c i e s  o f  cpmmercial,  banks located,  in . th e ,  main, i n d u s t r i a l  

c o u n t r i e s  as w e l l  as t h e i r  o f f i c e s  in  o f f s h o r e  f i n a n c i a l  

c e n t e r s .  There a re  two systems o f  r e p o r t i n g  i n f o r m a t i o n ,  BIS 

1 and BIS 2. Under BIS 1, q u a r t e r l y  r e p o r t s  a r e  s u b m i t te d  by 

banks o f  a group o f  te n  c o u n t r i e s . 1 These banks subm it  

i n f o r m a t i o n  on t h e i r  e x t e r n a l  l i a b i l i t i e s  and a s s e ts  in  a l l  

c u r r e n c i e s  v i s - a - v i s  a l l  c o u n t r i e s  in  th e  w o r ld ,  and some 

o t h e r  s e l e c t e d  groups o f  c o u n t r i e s .

BIS 2 p u b l is h e s  d e t a i l s  o f  e x t e r n a l  a s s e ts  and 

l i a b i l i t i e s  o f  c o u n t r i e s .  I t  a ls o  in c lu d e s  t h e i r  unused 

c r e d i t  commitments v i s - a - v i s  th e  r e s t  o f  th e  w o r ld  ( i . e .  a l l  

c o u n t r i e s  o u ts i d e  th e  r e p o r t i n g  a r e a ) .  In  a d d i t i o n  th e  

p o s i t i o n s  o f  some o f  th e  f o r e i g n  a f f i l i a t e s  o f  th e  r e p o r t i n g

1 S w i t z e r l a n d ,  A u s t r i a ,D e n m a r k , I r e l a n d ,  Bahamas, Cayman 
I s l a n d s ,  Panama, Hong Kong, S in g a p o re ,  U n i te d  S t a t e s .
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banks, i n c l u d i n g  a m a t u r i t y  breakdown on th e  a s s e t  s i d e ,  i s  

a l s o  g iv e n .

Coverage ex ten ds  t o  a l l  f i n a n c i a l  i n s t i t u t i o n s  o f  

r e p o r t i n g  c o u n t r i e s  t h a t  have f o r e i g n  and dom est ic  c u r re n c y  

p o s i t i o n s  v i s - a - v i s  n o n - r e s i d e n t s .  The e x c e p t io n s  a r e  Canada  

and I t a l y ;  in  th e  fo rm e r  case o n ly  t h e  commercial banks r e p o r t  

t o  th e  B IS ,  and in  th e  l a t t e r  case th e  c r e d i t  i n s t i t u t i o n s  

(whose a c t i v i t i e s  a re  c o n f in e d  by law t o  medium and lo n g - te r m  

l e n d in g )  a re  e x c lu d e d .  In  a d d i t i o n ,  a number o f  i n s t i t u t i o n s  

s p e c i a l i s i n g  in  d i r e c t  le n d in g  r e f i n a n c i n g  o f  e x p o r t  r e l a t e d  

c r e d i t s  do not  r e p o r t  a t  a l l  ( e . g .  Exim bank o f  USA or  Banque 

_Francais . du >Comme,rce, E x t e r i o r ) .

A p a r t  from th e  US o f f s h o r e  a f f i l i a t e s ,  th e  o f f s h o r e  

banking c e n te r s  o f  a l l  o t h e r  r e p o r t i n g  c o u n t r i e s  a re  a ls o  

i n c lu d e d .  Data from banks whose head o f f i c e s  a re  lo c a t e d  in  

Luxembourg ex c lu d e  both th e  e x t e r n a l  c la im s  and e x t e r n a l  

l i a b i l i t i e s  o f  a f f i l i a t e s  in  th e  o f f s h o r e  banking c e n t e r s ;  and 

th e  same holds t r u e  w i t h  r e s p e c t  t o  th e  e x t e r n a l  l i a b i l i t i e s  

o f  banks w i t h  t h e i r  head o f f i c e s  in  I t a l y  and th e  UK.

In  th e  q u a r t e r l y  r e p o r t i n g  system th e  coverage o f  f o r e i g n  

c u r re n c y  a s s e ts  and l i a b i l i t i e s  v i s - a - v i s  n o n - r e s i d e n t s  

in c lu d e s  v i r t u a l l y  a l l  i tem s o f  s i g n i f i c a n c e  to  us. However,  

Swiss banks do no t  r e p o r t  t h e i r  t r u s t e e  business  in  f o r e i g n  

c u r r e n c i e s ,  which t h i s  bus iness  s i z a b l e ,  i s  p r o b a b ly  not  v e ry  

im p o r ta n t  f o r  LDCs. The coverage o f  domest ic  c u r re n c y  a s s e ts  

and l i a b i l i t i e s  v i s - a - v i s  n o n - r e s i d e n t s  i s  much le s s  com ple te ,
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p a r t i c u l a r l y  w i th  r e g a rd  t o  th e  b a n k s ’ f o r e i g n  t r a d e  c r e d i t s  

and t h e i r  h o ld in g s  o f  f o r e i g n  bonds. No c o u n t ry  d e t a i l s  a re  

g iv e n  f o r  o i l - e x p o r t i n g  c o u n t r i e s  in  t h e  M id d le  E a s t ,  which  

a r e  grouped i n t o  ' lo w  a b s o r b e r s ’ and 'h i g h  a b s o r b e r s ’ , w i t h  

some u n c l a s s i f i e d  i tem s a p p e a r in g  in  th e  r e s i d u a l  c a te g o r y  f o r  

th e  M id d le  E a s t .  Country  d e t a i l s  a re  r e p o r t e d  by banks in  

A u s t r i a ,  Belg ium-Luxembourg, Canada, Denmark, F ra nc e ,  Federa l  

R e p u b l ic  o f  Germany, I t a l y ,  th e  N e t h e r la n d s ,  Sweden, UK and 

th e  o f f s h o r e  branches o f  US banks in  t h e  C ar ib b e a n  a r e a  and 

th e  Far  E a s t .  M a t u r i t y  breakdown i s ,  however, in c o m p le te  f o r  

I t a l y  and France.

World Bank’ s C a p i t a l  M a rk e ts  System (CMS)

T h is  system p u b l is h e s  newly p u b l i c i s e d  bo rrow ing  in  th e  

i n t e r n a t i o n a l  c a p i t a l  m arkets  in  th e  form o f  f o r e i g n  and 

i n t e r n a t i o n a l  bonds and E u ro -c u r r e n c y  c r e d i t s .  I t  a ls o  

p u b l is h e s  'B orro w in g  in  I n t e r n a t i o n a l  C a p i t a l  M a r k e t s ’ f o u r  

t im e s  each y e a r .

The CMS c o vers  lo n g - te r m  borrow ing  in  i n t e r n a t i o n a l  

c a p i t a l  m arke ts .  I n f o r m a t i o n  i s  p ro v id e d  on t h e  f o l l o w i n g .

1) P u b l i c i s e d  f o r e i g n  bond is s u e s ,  i . e .  those  issued by 

a n a t i o n a l  o f  a c o u n t ry  o t h e r  than  t h a t  o f  th e  c a p i t a l  m arket  

where th e  bond i s  is s u e d .  These c o v e r :  p u b l i c  o f f e r i n g s ,

which a re  o f f e r e d  f o r  s a l e  t o  i n v e s t o r s  g e n e r a l l y  s u b s c r ib e d  

by an is s u in g  house o r  quoted on t h e  s to c k  exchange; p r i v a t e  

placem ents ,  which a re  no t  quoted on th e  s to c k  exchange o r  a re
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e n t i r e l y  ta k e n  up by i n s t i t u t i o n a l  i n v e s t o r s .

2)  P u b l i c i s e d  i n t e r n a t i o n a l  bond issues  a re  thos e  which  

a re  u n d e r w r i t t e n  and s o ld  in  more than  one m arke t  

s im u l t a n e o u s ly .  These, l i k e  th e  f o r e i g n  bonds, can be o f f e r e d  

p u b l i c l y  o r  p la c e d  p r i v a t e l y .

3 )  P u b l i c i s e d  lo n g - t e r m  E u r o -c u r r e n c y  c r e d i t s  which a re  

d e f in e d  as lo a n s ,  c r e d i t  l i n e s  and o t h e r  forms o f  c r e d i t  

g ra n te d  by p r i v a t e  banks w i t h  E u r o -c u r r e n c y  funds on d e p o s i t s  

w i t h  them o r  borrowed by them in  th e  E u r o -c u r r e n c y  m a rk e t .  

T h is  in c lu d e s  m arkets  in  e x t e r n a l  c u r r e n c i e s  o u ts i d e  as w e l l  

as i n s i d e  Europe.

4 \  N o n - o f f i c i a l . 1 pans from p r i v a t e . b a n k s , . whi.ch a r e  o n ly  

those  c r e d i t s  r e p o r t e d  t o  have been completed o r  s igned  d u r in g  

t h a t  p e r io d  ( i . e .  f o r  which th e  d a ta  i s  r e l a t e d ,  f o r  example  

a y e a r ) .  They do n o t  r e f l e c t  e i t h e r  th e  e x t e n t  t o  which such 

loans have a c t u a l l y  been drawn down o r  th e  e x t e n t  t o  which  

th e y  have been r e d e p o s i te d  o r  used f o r  o t h e r  purposes.

Loans and c r e d i t s  gu aran teed  by o f f i c i a l  i n s t i t u t i o n s  do 

not  q u a l i f y  f o r  i n c l u s i o n  even i f  th e y  a re  g ra n te d  by p r i v a t e  

banks w i t h  funds p ro v id e d  from o f f s h o r e  s o u rc e s .  In  f i n a n c i a l  

packages which c o n t a in  both E urocurrency  and o t h e r  ty p e s  o f  

c r e d i t ,  th e  two a r e  e n te r e d  s e p a r a t e l y .

The d a te  o f  o f f e r i n g  bonds is  g e n e r a l l y  p ro v id e d  in  

r e p o r t i n g  d a t a .  For Swiss is s u e s ,  th e  f i r s t  day o f  

s u b s c r i p t i o n ,  or  th e  d a te  o f  p u b l i c a t i o n ,  i s  quoted .  For  

c r e d i t s ,  th e  d a te  o f  c o m p le t io n  o r  s i g n a t u r e  o r  th e  press
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n o t i f i c a t i o n  d a te  is  used in  r e p o r t i n g  d a t a .  Bonds and 

c r e d i t s  o f  over  a y e a r ’ s m a t u r i t y  a re  c o n s id e re d  as lo n g - t e r m .

The coverage o f  th e  OECD p u b l i c l y  issued bonds is  more 

o r  le s s  c o m p le te .  O u ts id e  th e  OECD t o o ,  t h e  coverage  o f  

p u b l i c  issues  i s  f a i r l y  com prehensive .  W i th  r e s p e c t  to  

p r i v a t e l y  p lac e d  bonds and E u r o -c u r r e n c y  c r e d i t s ,  th e  coverage  

v a r i e s  from one c o u n t ry  t o  a n o t h e r .  The coverage  o f  p r i v a t e l y  

p lac e d  bonds and E u r o -c u r r e n c y  c r e d i t s  i s  in co m p le te  as Euro­

c u r re n c y  loans o f  le s s  than te n  m i l l i o n  US d o l l a r s  o r  those  

g r a n te d  by a s i n g l e  bank a re  not  u s u a l l y  found in  the  

s t a t i s t i c s .  In  gen e ra l  E u r o -c u r r e n c y  loans  to  p r i v a t e  

e n t e r p r i s e s  a re  le s s  l i k e l y  t o  be d i s c l o s e d  _ t h a n . l.oans , to  

o f f i c i a l  e n t i t i e s .  Hence i t s  coverage i s  no t  as comprehensive  

as would be d e s i r a b l e .

GFS and IFS Systems o f  th e  IMF

The IMF c o l l e c t s  d a ta  on e x t e r n a l  in de bte dne s s  o f  the  

government o f  d i f f e r e n t  c o u n t r i e s  (GFS) and on a s s e ts  and 

l i a b i l i t i e s  o f  t h e i r  f i n a n c i a l  i n s t i t u t i o n s ,  both p u b l i c  and 

p r i v a t e .  In  a d d i t i o n  i t  c o l l e c t s  d a ta  on th e  e x t e r n a l  c a p i t a l  

f lo w s  o f  th e s e  c o u n t r i e s ,  i . e .  on changes in  th e  e x t e r n a l  

a s s e ts  and l i a b i l i t i e s  o f  t h e i r  economies, d is a g g re g a te d  by 

m ajor  economic s e c t o r s  and ty p e s  o f  c a p i t a l  t r a n s a c t i o n s  

( I F S ) .  I t  p r o v id e s  d a t a  on s to c k  o f  e x t e r n a l  a s s e ts  and 

l i a b i l i t i e s  o f  f i n a n c i a l  i n s t i t u t i o n s  across  c o u n t r i e s  and on 

e x t e r n a l  in deb tedness  o f  t h e i r  governments, and f lo w  d a ta  on
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t h e i r  c a p i t a l  accounts  o f  th e  b a lance  o f  payments. The 

coverage  v a r i e s  between c o u n t r i e s  a c c o rd in g  t o  th e  e x t e n t  t o  

which th e y  a re  a b le  t o  p r o v id e  comprehensive i n f o r m a t i o n .

Gaps In  In f o r m a t io n

These a re  m a in ly  o f  two ty p e s ,  namely those  which a p p ly  

t o  a l l  c o u n t r i e s  and those  which a p p ly  t o  o n ly  p a r t i c u l a r  

c o u n t r i e s .  Regard ing th e  f i r s t  t y p e ,  none o f  th e  systems  

r e p o r t e d  above c o l l e c t  i n f o r m a t i o n  on s h o r t - t e r m  in d e b te d n e s s  

t o  f o r e i g n  non-bank le n d e r s .  In  some cases th e  IM F ’ s 

Government F i n a n c ia l  S t a t i s t i c s  may show s h o r t - t e r m  f i n a n c i n g  

abrpa.d by a . c o u n t ry  ’ s .consol  i dated  c e n t r a l  go ve rn m e n t . whi.ch 

may in c lu d e  loans g ra n te d  by non-bank ing  f o r e i g n  h o ld e r s  o f  

s h o r t - t e r m  debt  in s t r u m e n ts .  Of th e s e  th e  most im p o r ta n t  

m iss ing  i tem  is  s h o r t - t e r m  t r a d e  c r e d i t ,  both t h a t  g ra n te d  by 

f o r e i g n  i n d u s t r i a l  and commercial s u p p l i e r s  o f  goods, and t h a t  

extended by f o r e i g n  governments and o t h e r  p u b l i c - s e c t o r  

b o d ie s .  However, some s h o r t - t e r m  t r a d e  c r e d i t s  o r i g i n a l l y  

g ra n te d  by non-bank i n s t i t u t i o n s  may s u b s e q u e n t ly  be ta k e n  

i n t o  th e  p o r t f o l i o s  o f  commercial banks o u t s i d e  th e  borrow ing  

c o u n t r i e s  and hence may be covered by th e  B IS .  In  a d d i t i o n ,  

a l a r g e  p r o p o r t i o n  o f  t h e  s h o r t - t e r m  c r e d i t  t h a t  f i n a n c e s  

i n t e r n a t i o n a l  t r a d e  is  g ra n te d  in  th e  f i r s t  p la c e  by 

commercial banks and g e n e r a l l y  from banks in  th e  BIS r e p o r t i n g  

a r e a .  A lso  th e  p r o p o r t i o n  o f  i n t e r n a t i o n a l  t r a d e  f in a n c e d  or  

r e f in a n c e d  by bank c r e d i t s  r a t h e r  than  s u p p l i e r s ’ c r e d i t s ,  has
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been in c r e a s in g  in  t h e  r e c e n t  y e a r s .  These c r e d i t s  to o  a re  

o f t e n  covered by th e  B IS .

Regard ing t h e  second ty p e  o f  gap, a lm o s t  a l l  c a t e g o r i e s  

o f  deb t  o f  d e v e lo p in g  c o u n t r i e s  a re  covered t o  some e x t e n t  in  

on or  o t h e r  o f  t h e  systems d iscussed  above. The main 

shortcom ing o f  t h i s  t y p e  o f  gap p e r t a i n s  t o  lo n g - te r m  e x t e r n a l  

debt  o f  d e v e lo p in g  c o u n t r i e s .  Two systems, namely t h e  OECD 

and t h e  World Bank’ s DRS r e p o r t  lo n g - t e r m  d e b t  s t a t i s t i c s .  

The gaps in  the  fo r m e r ,  which a r e  more com prehensive ,  a re  

t h e i r  n o n - r e p o r t i n g  p r i v a t e  lo n g - te r m  d e b t .

The BIS is  th e  o n ly  system t h a t  covers  th e  s h o r t - t e r m  

e x t e r n a l  in de bte dne s s  . o f  . d e v e lo p in g ,  . c o u n t r i e s ,  on . a 

comprehensive b a s is .  M oreover ,  t h e r e  may be some o v e r la p  

between th e  BIS r e p o r t i n g  system and o t h e r  systems on account  

o f  th e  m a t u r i t y  breakdown by th e  B IS .  The BIS uses a r e s i d u a l  

m a t u r i t y  b a s is  w h i l s t  a l l  o t h e r  systems d e f i n e  lo n g - te r m  debt  

on th e  b a s is  o f  o r i g i n a l  o r  extended m a t u r i t i e s .  Thus bank 

c r e d i t s  w i th  o r i g i n a l  o r  ex tended m a t u r i t i e s  o f  over  a ye ar  

may have a r e s i d u a l  m a t u r i t y  o f  a y e a r  o r  l e s s .  Hence some 

o f  th e s e  c r e d i t s  may be r e p o r t e d  as s h o r t - t e r m  in  th e  BIS and 

as lo n g - te r m  in  o t h e r  systems. The e x t e n t  o f  th e  o v e r la p  

between s h o r t - t e r m  d e b t  o f  th e  BIS and th e  lo n g - te r m  d e b t  o f  

o t h e r  systems is  however d i f f i c u l t  t o  e v a l u a t e .

As no s i n g l e  r e p o r t i n g  system g iv e s  an o v e r a l l  p i c t u r e  

o f  any c o u n t r y ’ s e x t e r n a l  d e b t ,  i t  i s  necessary  t o  examine th e  

p o s s i b i l i t i e s  o f  comparing and a g g r e g a t in g  th e  d a ta  from



77

v a r i o u s  systems. The d i f f e r e n c e s  in  th e  v a r io u s  systems  

r e f l e c t  t h e i r  v a r y i n g  o b j e c t i v e s  and i t  i s  necessary  to  

o u t l i n e  them in  o r d e r  t o  make any m ean ing fu l  comparison.  One 

d i f f e r e n c e  i s  th e  presence in  some o f  th e  d a ta  o f  n o n -d e b t  

i te m s .  A second i s  t h e  o v e r la p  between d i f f e r e n t  systems, and 

a t h i r d  i s  t h e  method and t im in g  o f  d a ta  c o l l e c t i o n .

R egard ing  th e  f i r s t ,  o f f i c i a l  and p r i v a t e  g r a n ts  and 

g r a n t  l i k e  c o n t r i b u t i o n s  may be d i f f i c u l t  t o  i s o l a t e  from  

f o r e i g n  d i r e c t  in v e s tm e n t ,  e s p e c i a l l y  th e  s t a t i s t i c s  on DAC 

f lo w s  o f  f i n a n c i a l  re so u rce s  t o  d e v e lo p in g  c o u n t r i e s .  T h is  

i s  a s e r i o u s  l i m i t a t i o n  and may p r e v e n t  t h e  a g g r e g a t io n  o f  

d i f f e r e n t  systems. The BIS system, l imi ts_ i t s e l f  to. t h e  .bank 

c la im s  on d e v e lo p in g  c o u n t r i e s  and a l th o u g h  t h i s  in c lu d e s  

p r i v a t e  d i r e c t  in v e s tm e n t ,  i t  does no t  in c lu d e  g r a n ts  and 

o t h e r  n o n -d e b t  i te m s .  The OECD’ s deb t  s t a t i s t i c s  a ls o  r e f e r  

o n ly  t o  t r a n s a c t i o n s  which g iv e  r i s e  t o  f o r e i g n  d e b t  in  

d e v e lo p in g  c o u n t r i e s .

Regard ing  th e  second, f o r  most p a r t  th e  o v e r la p s  concern  

lo n g - te r m  in de bte dne s s  e s p e c i a l l y  in  th e  DAC/DS and DRS 

f i g u r e s .  Thus no s im p le  a g g r e g a t io n  o f  th e  p u b l is h e d  f i g u r e s  

from th e s e  systems i s  p o s s i b l e .  Moreover th e  m a t u r i t y  a s p e c t  

discussed e a r l i e r  im p l i e s  t h a t  t h e r e  i s  an o v e r la p  between th e  

IBRD and OECD d a ta  c l a s s i f i e d  as s h o r t  te rm .  However t h i s  

o v e r la p  may no t  be im p o r ta n t  i f  i t  i s  assumed t h a t  a 

s u b s t a n t i a l  p a r t  o f  th e  c la im s  r e g i s t e r e d  as s h o r t  te rm  by th e  

BIS had o r i g i n a l  m a t u r i t i e s  o f  one y e ar  o r  l e s s .  In  t h a t  case
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some a g g r e g a t io n  may be p o s s i b l e .

R egard ing  th e  t h i r d ,  th e  IM F ’ s b a la n c e  o f  payments  

s t a t i s t i c s  and th e  OECD’ s and th e  World Bank’ s c a p i t a l  market  

system e x c l u s i v e l y  cover  f lo w  d a t a ,  whereas th e  DAC, th e  GFS 

and th e  DRS c o v e r  both f lo w  and s to c k  d a t a ,  th e  BIS and IFS  

c o n c e n t r a t e  e x c l u s i v e l y  on s to c k  d a t a .  In  a d d i t i o n ,  t h e r e  a re  

d i f f e r e n c e s  in  th e  methods used f o r  c u r re n c y  c o n v e r s io n ,  t h e r e  

a re  d i f f e r e n c e s  in  t i m i n g  and t h e r e  a re  d i f f e r e n c e s  between 

r e p o r t i n g  under c r e d i t o r  and d e b to r  systems. For in s ta n c e  th e  

World Bank’ s CMS uses th e  monthly  average  m arke t  r a t e s  f o r  

c o n v e r t in g  a l l  loans  t o  d o l l a r  loans whereas ,  in  th e  DAC 

s t a t i s t i c s ,  t h e  main exchange . r a t e  .appl ic a b le ,  t o .  th e  r e l e v a n t  

y e ar  is  used. The d i f f e r e n c e s  in  t im in g  between th e  v a r i o u s  

d a ta  systems makes a g g r e g a t io n  v e ry  d i f f i c u l t .  Most 

i m p o r t a n t l y  th e  same t r a n s a c t i o n  may be reco rd ed  d i f f e r e n t l y  

in  a d e b to r  r e p o r t i n g  system v i s - a - v i s  a c r e d i t o r  r e p o r t i n g  

system. For i n s t a n c e ,  a borrow er  who t a k e s  up a loan from a 

branch o f  a bank whose head o f f i c e  is  s i t u a t e d  in  a t h i r d  

c o u n t ry  may c l a s s i f y  th e  loan  as being owed t o  th e  c o u n t ry  in  

which th e  bank i s  l o c a t e d ,  w h i le  th e  same loan may appear  in  

a c r e d i t o r  r e p o r t i n g  system as hav ing been ex tended by th e  

c o u n t ry  in  which th e  head o f f i c e  o f  th e  le n d in g  bank is  

1o c a t e d .

To sum up, t h i s  t h e s i s  w i l l  use d i f f e r e n t  sources f o r  th e  

v a r io u s  forms o f  c a p i t a l  t r a n s f e r  to  d e v e lo p in g  c o u n t r i e s .  

For bank l e n d in g ,  t h i s  t h e s i s  w i l l  m a in ly  r e l y  on th e  BIS f o r



f o u r  im p o r ta n t  reasons.  ( 1 )  i t  i s  th e  o n ly  comprehensive  

source o f  lo n g - te r m  and s h o r t - t e r m  le n d in g .  ( 2 )  i t  n e ts  o u t  

i n t e r - b a n k  t r a n s f e r s  and loan repayments t o  g i v e  th e  n e t  bank 

l e n d in g .  ( 3 )  i t  uses y e a r l y  r a t h e r  th a n  monthly  avera g e  

exchange r a t e s  t o  g iv e  th e  d o l l a r  d e no m ina t ion s  o f  lo a n s .  ( 4 )  

i t  a ls o  r e p o r t s  on th e  o f f s h o r e  d e p o s i t s  and le n d in g  o f  th e  

US banks. Wherever p o s s ib le  comparisons w i l l  a ls o  be made 

w i t h  o t h e r  d a ta  sourc e s .  However, t h e  BIS d a ta  s u f f e r s  from  

one s e r i o u s  l i m i t a t i o n ,  namely i t  e x c lu d e s  bank c la im s  by non­

r e p o r t i n g  banks. In  t h i s  c o n t e x t  th e  banks from t h e  o i l  

s u r p lu s  c o u n t r i e s  a re  im p o r ta n t  and w i l l  thus  be d e a l t  w i t h  

s e p a r a t e l y .  . . A.ggreg.atipn. .is .di f  f  i.cul t ,. .but. i g n o r i n g ,  th e  

r e c y c l i n g  to  d e v e lo p in g  c o u n t r i e s  th rough  th e  Arab banks 

should be a v o id e d .

The World Bank and IMF d a ta  w i l l  be used f o r  o f f i c i a l  

t r a n s f e r s  and p r i v a t e  d i r e c t  in v e s tm e n t .  The OECD p u b l is h e s  

comprehensive i n f o r m a t io n  on bond le n d in g ,  and hence th e s e  

w i l l  be used to  study th e  s e c u r i t y  m arke ts  in  d e v e lo p in g  

c o u n t r i e s .  Some a ggrega ted  d a ta  r e p o r t e d  by th e  UNCTAD (and  

com piled from th e  v a r i o u s  sources mentioned above)  w i l l  a l s o  

be used. However, b e a r in g  in  mind th e  l i m i t a t i o n s  o f  

a g g r e g a t io n ,  t h i s  d a ta  w i l l  o n ly  be used t o  h i g h l i g h t  g e n e ra l  

t r e n d s .
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CHAPTER 3 

EXTERNAL COMMERCIAL LOANS TO INDIA

3.1  I n t r o d u c t i o n

I n  Chapter  2 i t  was shown t h a t  e x t e r n a l  commercia l loans  

t o  I n d i a  were expanding  when loans t o  o t h e r  LDCs were 

s h r i n k i n g ,  though th e  volume o f  o v e r a l l  commercial le n d in g  t o  

I n d i a  does not  sugges t  t h a t  loans t o  I n d i a  c o u ld  compensate  

f o r  th e  d e c l i n e  in  loans t o  o t h e r  d e v e lo p in g  c o u n t r i e s .  The 

l a r g e  in c r e a s e  in  th e  loans t o  I n d i a  can be e x p l a i n e d  by t h r e e  

basi c. f a c t o r s .. F i r s t l y . ,  .oye.re.xposure pf.  th e  lenders ,  t o .  o t h e r  

LDCs made I n d i a  seem l i k e  a re a s o n a b le  b o r ro w e r .  S econdly ,  

e x t e r n a l  c a p i t a l  in f l o w s  a r e  necessary  f o r  t h e  deve lopment  o f  

I n d i a  as her  growth and s o c i a l  development a s p i r a t i o n s  go 

beyond t h a t  which i s  s u s t a i n a b l e  by her  do m est ic  s a v in g s .  In  

view o f  th e  extrem e p o v e r ty  which e x i s t s  in  I n d i a  th e  demands 

made by th e  non-grow th  s e c t o r s  such as t h e  s o c i a l  

i n f r a s t r u c t u r e  must be met w i t h o u t  a r e d u c t io n  in  dom est ic  

demand. Thus f o r e i g n  bo rrow ing  becomes a n a t u r a l  a l t e r n a t i v e .  

T h i r d l y ,  th e  decade o f  th e  80s saw a d e c l i n e  in  th e  volume o f  

c onc e s s iona l  loans and o t h e r  such forms o f  t r a n s f e r s  because  

o f  th e  e n t r y  o f  China in  t h e  U n i te d  N a t io n s .  Thus China became 

a c o m p e t i t i v e  c o n te n d e r  f o r  c onc e s s iona l  lo an s  and th e  share  

o f  I n d i a  in  th e  c o n c e s s io n a l  loans d e c l i n e d .  In  a c l i m a t e  o f  

g e n e r a l l y  s h r i n k i n g  c o n c e s s io n a l  loans t h i s  im p l ie d  an
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a b s o lu t e  d e c l i n e  in  th e  volume o f  c o n cess iona l  lo a n s .

In  t h i s  c h a p t e r  f i r s t  o f  a l l  an e s t im a t e  i s  made o f  th e  

o v e r a l l  re q u i re m e n ts  o f  th e  t o t a l  e x t e r n a l  c a p i t a l  

r e q u ire m e n ts  in  th e  c o n t e x t  o f  a two-gap method o f  a n a l y s i s . 1 

The re so u rce  gap a n a l y s i s  o f  th e  two-gap model however assumes 

a c e r t a i n  l e v e l  o f  underdeve lopment  o f  t h e  banking system in  

th e  c r e a t i o n  o f  c r e d i t .  Thus t h e  system o f  banking and 

p a r t i c u l a r l y  th e  r o l e  o f  th e  GOI i s  d iscussed  h e r e .  The r o l e  

o f  th e  GOI a ls o  ex ten ds  t o  e x t e r n a l  p r i v a t e  borrow ing  and 

h e lp s  t o  e x p l a i n  th e  t r e n d s  and terms o f  e x t e r n a l  commercial  

b o rro w in g .  L a s t l y  th e  macroeconomic e f f e c t s  o f  e x t e r n a l  

commercial loans have been examined h e r e .

3 . 2  The f in a n c e  gap in  th e  In d i a n  economy

The e x t e n t  o f  e x t e r n a l  c a p i t a l  in f lo w s  r e q u i r e d  a n n u a l ly  

i s  r e f l e c t e d  in  an e x - p o s t  sense by th e  d e f i c i t  in  th e  c u r r e n t  

account  in  th e  b a la n c e  o f  payments. In  an e x - a n t e  sense th e  

s a v in g s  gap, namely th e  p lanned in v e s tm e n t  minus th e  

a n t i c i p a t e d  s a v in g s  r e p r e s e n ts  th e  re q u i r e m e n t  f o r  f o r e i g n  

s a v in g s .  In  o t h e r  words th e  p o s t u l a t e d  f i s c a l  d e f i c i t  in  terms  

o f  th e  t a r g e t e d  r a t e  o f  growth r e p r e s e n ts  th e  f o r e i g n  s a v in g  

r e q u i r e m e n t .  I n  terms o f  th e  two-gap model p r e s e n te d  in  

C hapter  2 the  f i s c a l  d e f i c i t  r e p r e s e n ts  th e  e x - a n t e  s a v in g s

1 See B h a g w a t i , J . N . ,  Jones, M u n d e l l ,  R . A . , and Vanek,  
J. ( e d s . ) ,  1971, T ra d e .  Balance o f  Payments and Growth:  
Papers in  I n t e r n a t i o n a l  in  Honour o f  C h a r le s  
P . Ki n d l e b e r g e r . Amesterdam: N o r t h - H o l 1 a n d .
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and th e  f o r e i g n  exchange gap and t h e  e x - p o s t  gaps a re  g iven  

by th e  d e f i c i t  in  th e  c u r r e n t  account  o f  th e  ba lance  o f  

payments. Both th e s e  f i g u r e s  f o r  I n d i a  a re  shown in  T a b le  3 . 1 .  

An e x a m in a t io n  o f  th e  f i g u r e s  r e v e a l s  t h a t  t h e  e x - a n t e  

re so u rce  gap ( t h e  s a v ing  and th e  f o r e i g n  exchange gap) was 

c o n s i s t e n t l y  o v e r e s t im a te d  d u r in g  t h e  second h a l f  o f  th e  70s 

and c o n s i s t e n t l y  u n d e re s t im a te d  d u r in g  th e  80s.  T h is  cou ld  be 

a t t r i b u t e d  to  th e  f a c t  t h a t  u n a n t i c i p a t e d  r e m i t ta n c e s  from th e  

M id d le  East  l e n t  ba la n c e  o f  payments sup p o r t  d u r in g  th e  70s.  

The 80s saw a d e c l i n e  in  th e s e  r e m i t t a n c e s  as th e  f a l l  in  th e  

o i l  p r i c e  s i g n a l l e d  th e  end o f  th e  o i l  boom.

The d iv e r g e n c e  between ,the_ a n t i c i p a t e d ^  and a c tu a l  

re so u rce  gap in  th e  80s can be m a in ly  a t t r i b u t e d  t o  two 

f a c t o r s .  F i r s t  o f  a l l ,  th e  l e v e l s  o f  in ve s tm en t  ( e s p e c i a l l y  

those  i n v o l v i n g  th e  im p o r t  o f  p l a n t  and m a ch in e ry )  was h ig h e r  

than a n t i c i p a t e d .  S econd ly ,  th e  l e v e l s  o f  dom est ic  s a v in g s  

were lower than a n t i c i p a t e d .  In  a d d i t i o n ,  t o  g e t  a more 

re as o n ab le  id ea  o f  th e  f o r e i g n  exchange re q u i r e m e n ts  i t  i s  

necessary  to  add th e  a m o r t i s a t i o n  o f  loans t o  t h e  c u r r e n t  

account  d e f i c i t .

As s t a t e d  in  C hapter  2 p o s t u l a t i n g  th e  r e s o u rc e  gap in  

terms o f  th e  two-gap model assumes t h a t  r e s o u rc e s  d i r e c t l y  

t r a n s l a t e  to  grow th .  P r o d u c t i v i t y  ga in s  w i l l  d e c rea s e  th e  

re so urce  re q u ire m e n t  and le akages  w i l l  in c re a s e  i t .  Sav ing  as 

a p r e c o n d i t io n  t o  in v e s tm e n t  u n d e rp la y s  th e  r o l e  o f  banking  

in  the  p r o v is i o n  o f  re s o u r c e s .  Bank c r e d i t  may be g e n e ra te d
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T a b l e  3 .1

I n d i a ’ s c u r r e n t  account  s u r p lu s  and t h e  e x - a n t e  s a v in g s  gap

( M i l l  ion U .S .  d o ! 1a r s )

Year C u r r e n t account PIanned in v e s tm e n t  minus

s u r p lu s pianned s a v i  ngs

1975 - 2 8 8 - 5 2 3 . 9

1976 786 - 5 4 1 . 4

1977 932 - 5 6 0 . 8

1978 659 . . - 7 9 8 , 3 .

1979 48 - 1 0 6 8 . 3

1980 -1 7 5 8 - 1 4 7 7 . 9

1981 -2 6 9 8 -9 5 9

1982 -2 2 5 4 -1 1 1 5

1983 -1 9 5 3 -1 2 7 0

1984 -2 3 4 3 -1 4 1 2

1985 -4 1 7 8 -1 8 3 0

1986 -4 5 97 -2031

1987 -5 1 9 2 -2031

Note:  The average  exchange r a t e  has been used t o  c a l c u l a t e  th e  

U .S .  d o l l a r  v a lu e  o f  p lanned in v e s tm e n t  minus p lanned s a v in g s .  

Sources:  IMF, I n t e r n a t i o n a l  F i n a n c i a l  S t a t i s t i c s , v a r i o u s

is s u e s ;  Government o f  I n d i a ,  Economic S u r v e y , v a r i o u s  is s u e s .
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in d e p e n d e n t ly  o f  th e  s a v in g  l e v e l  in  th e  economy. For in s t a n c e  

th e  in c r e a s e  in  th e  c a p i t a l  p r o d u c t i v i t y  ( t h e  in c r e m e n ta l  

c a p i t a l / o u t p u t  r a t i o  changed from 4 . 6  in  th e  e a r l y  80s t o  4 . 4  

in  th e  l a t e  80s )  would a ls o  c o n t r i b u t e  t o  th e  growth  

p o t e n t i a l  o f  th e  I n d i a n  economy. M oreover ,  th e  argument s e t  

f o r t h  by th e  tw o-gap  model t h a t  s a v in g  i s  th e  p r im a ry  

d e t e r m i n a n t  o f  in v e s tm e n t  n ega tes  th e  r o l e  o f  banking  in  th e  

process  o f  c r e d i t  c r e a t i o n ;  depending on th e  s ta g e  o f  banking  

t h e  volume o f  c r e d i t  c r e a t i o n  can be q u i t e  in dependent  o f  th e  

volume o f  d e p o s i ts  i n i t i a l l y  h e ld  by t h e  banks. Thus th e  

prem ise  t h a t  sa v in g  i s  th e  p r im a r y  d e t e r m i n a n t  o f  in v e s tm e n t  

and growth must be e x a m in e d . in  .the. In d i a n  c o n t e x t .

F i r s t  o f  a l l  th e  change in  th e  capi  t a l / o u t p u t  r a t i o  shows 

t h a t  g r e a t e r  improvements in  t h i s  r a t i o  can reduce th e  d e s i r e d  

volume o f  s a v ings  a s s o c i a t e d  w i t h  any growth p a th .  A s im p le  

example w i l l  i l l u s t r a t e  t h i s  p o i n t .  The E ig h th  F iv e  Year  P lan  

p o s t u l a t e s  a t a r g e t  growth r a t e  o f  6%. At  t h i s  t a r g e t e d  growth  

r a t e  th e  d e s i r e d  volume o f  dom est ic  and f o r e i g n  s a v in g  must 

in c r e a s e  a t  th e  r a t e  o f  Q.5% per  annum assuming t h a t  the  

e x i s t i n g  c a p i t a l / o u t p u t  r a t i o ,  i . e .  4 . 4  p r e v a i l s .  However, i f  

th e  capi t a l / o u t p u t  r a t i o  were t o  decrease  to  4 ,  th e n  the  

t a r g e t e d  r a t e  o f  growth o f  s a v in g  need be o n ly  6% per  annum.

See The World Bank, 1989, I n d i a :  P o v e r ty .e m p lo y m en t  and 
s o c i a l  s e r v i c e s . Volume 1: E x e c u t iv e  summary and Main
R e p o r t ,  R epor t  N o . 7 6 1 7 - I N .



A p a r t  from th e  in c r e m e n ta l  c a p i t a l  o u t p u t  r a t i o  t h e  t r a d e  

regime may c o n t r i b u t e  t o  d e c r e a s in g  o r  i n c r e a s i n g  t h e  c a p i t a l  

r e q u i r e m e n t  o f  I n d i a .  H ig h e r  t a r i f f s  may i n f l u e n c e  and indeed  

l i m i t  t h e  im p o r t  o f  c e r t a i n  n e c essary  in p u t s  and th u s  have a 

d e p r e s s in g  e f f e c t  on t h e  in c r e m e n ta l  c a p i t a l  o u tp u t  r a t i o .  

Many o t h e r  causes o f  i n e f f i c i e n c y  such as t h e  s i z e  o f  t h e  

p u b l i c  s e c t o r  and b a r r i e r s  t o  c o m p e t i t i o n  which a r e  a lm o s t  

endemic in  th e  In d i a n  economy may im p ly  t h a t  funds a r e  n e i t h e r  

a l l o c a t e d  nor used in  conc u rre n c e  w i t h  t h e i r  o p p o r t u n i t y  

c o s t s .  Removing th e s e  i n e f f i c i e n c i e s  w i l l  reduce t h e  s a v in g  

in v e s tm e n t  gap and a ls o  have a more f a v o r a b l e  e f f e c t  on th e  

in c r e m e n ta l  c a p i t a l  o u tp u t  r a t i o . ^ ' ^

See World Bank, 1987, I n d i a :  an I n d u s t r i a l i s i n g  Economy in  
t r a n s i t i o n .  Country  R e p o r t .



Im prov ing  th e  r a t e  o f  c a p i t a l  p r o d u c t i v i t y  may i t s e l f  

r e q u i r e  th e  im p o r t  o f  c e r t a i n  c a p i t a l  goods. T h is  may in  t u r n  

i n v o l v e  d e r e g u l a t i o n  o f  im p o r ts  which may in c r e a s e  t h e  f o r e i g n  

exchange gap and hence th e  t o t a l  s a v in g  r e q u i r e m e n t .  Thus,  

though on th e  one hand an improvement in  t h e  c a p i t a l / o u t p u t  

r a t i o  w i l l  lead  t o  a d e c l i n e  in  t h e  s a v in g  r e q u i r e m e n t ,  t h i s  

v e ry  d e c l i n e  may n e c e s s i t a t e  a f u r t h e r  in c r e a s e  in  im p o r ts  and 

hence an in c r e a s e  in  th e  f o r e i g n  exchange gap. The n e t  d e c l i n e  

in  th e  s a v in g s  re q u i r e m e n t  w i l l  depend on t h e  s i z e  o f  t h e  two 

opposing movements. M oreover ,  t h e  7 th  F iv e  Year  P lan  ( t h e  l a s t  

p l a n )  r e s u l t e d  in  h igh  government d e f i c i t s  and a d e c l i n e  in  

publ i c s e c t o r  . sav i  n g s .. I f  t h i  s t r e n d . were, t o . c.onti nue, , th e  

b e n e f i c i a l  e f f e c t s  o f  o v e r a l l  improvements in  p r o d u c t i v i t y  

cou ld  e a s i l y  be o f f s e t  by crowding o u t ,  i n f l a t i o n  and b a la n c e  

o f  payments p r e s s u re s .  The n e x t  s e c t i o n  looks  a t  th e  o t h e r  

a s p e c t  o f  th e  f i n a n c e  re q u i r e m e n t  v i z  th e  s t a t e  o f  banking  

in  th e  I n d ia n  economy.

3 . 3 .  S a v in g ,  in v e s tm e n t  and banking

P o s t u l a t i n g  th e  re s o u rc e  r e q u i r e m e n t  in  terms o f  th e  

s a v in g s  and th e  f o r e i g n  exchange gap i s  v a l i d  f o r  t h e  In d i a n  

economy o n ly  i f  one makes c e r t a i n  assumptions about th e  s t a t e  

o f  banking and c r e d i t  c r e a t i o n  in  t h e  I n d i a n  economy. Sav ing  

as a d e t e r m in a n t  o f  growth i s  o n ly  c o n s i s t e n t  w i t h  d i r e c t  

l e n d in g .  T h is  may in c l u d e  a banking  system which m ere ly



86
■5

on lends  d e p o s i t s .  C a l l  t h i s  s ta g e  1. In  t h i s  s ta g e  o f  banking  

t h e  two-gap t h e o r y  would be a p p r o p r i a t e .  The presum pt ion  in  

t h i s  s ta g e  i s  t h a t  th e  LDCs f i n d  i t  d i f f i c u l t  t o  a t t r a c t  

r e s e r v e s  and d e p o s i t s ,  so t h a t  th e  r e s o u rc e  c o n s t r a i n t  i s  

b i n d i n g .  In  s ta g e  2 o f  banking development  however, t h e  b a n k s ’ 

a b i l i t y  t o  expand c r e d i t  depends both on th e  s i z e  o f  th e  

d e p o s i t  m u l t i p l i e r  and th e  m u l t i p l i c a n d  o r  th e  r e s e r v e s  he ld  

by th e  banks. The m u l t i p l i e r  i s  h i g h e r ,  th e  low er  i s  th e  

r e s e r v e / d e p o s i t  r a t i o  and th e  c a s h / d e p o s i t  r a t i o ,  t h e  lower  

i s  th e  p r o p e n s i t y  t o  im p o r t ,  and t h e  lo w er  i s  c a p i t a l  f l i g h t  

in  th e  case o f  LDCs. In  s ta g e  3 i n t e r b a n k  l e n d in g  mechanisms 

d e v e lo p  a n d . th e s e  c o n t r i b u t e ,  to. t h e  . e f f  i c i e n . t . use o f  sijcb . 

r e s e r v e s  as a r e  a v a i l a b l e .  In  t h i s  s ta g e  t h e  bank m u l t i p l i e r  

a c t s  even more r a p i d l y  than  in  s ta g e  2.

The s t a t e  o f  banking in  I n d i a  corres p o n d s  t o  s ta g e  two  

and t h r e e  as s e t  o u t l i n e d  a b o v e .4 The r e s e r v e / d e p o s i t  r a t i o  

in  I n d i a  i s  38% and th e  c a s h / d e p o s i t  r a t i o  i s  15%.5 These 

r a t i n g s  a re  v e ry  h igh  by i n t e r n a t i o n a l  s ta n d a r d s .  M o reover ,
g

t h e  p r o p e n s i t y  to  im p o r t  has been v e r y  h ig h  in  t h i s  decade.

3 See C h ic k ,  V . ,  1986, 'The E v o l u t i o n  o f  th e  Banking  
System and th e  Theory  o f  S a v in g ,  In v e s tm e n t  and 
I n t e r e s t ’ , Economies e t  S o c i e t e s .  C a h ie r s  de I ’ ISMEA, 
S e r i e  Monnaie e t  p r o d u c t io n ,  N o .3.

4 I b i d .

5 See Bhagat,  M. , and S a r k a r ,  K. , 1989, 'New r u l e s  o f
th e  money game’ , Business I n d i a .  A p r i l  1 7 -3 0 .

6 See Reserve Bank o f  I n d i a ,  1989, Annual R e p o r t



Th ere  a r e  no r e l i a b l e  e s t im a t e s  f o r  p o t e n t i a l  o r  d e s i r e d  

c a p i t a l  f l i g h t ,  bu t  th e  d i f f e r e n t i a l  between t h e  b la c k  m arket  

and th e  o f f i c i a l  r a t e  o f  exchange i n d i c a t e s  t h a t  th e  volume  

o f  d e s i r e d  c a p i t a l  f l i g h t  has in c r e a s e d  d u r in g  t h e  8 0 s .  These 

f a c t o r s  i n d i c a t e  t h a t  t h e  d e p o s i t  m u l t i p l i e r  i s  n o t  v e ry  h igh  

in  I n d i a  and i s  u n l i k e l y  t o  improve s i g n i f i c a n t l y  in  t h e  near  

f u t u r e .  The m u l t i p l i c a n d  i s  d e te rm in e d  c h i e f l y  by e x p o r t s .  

Though th e  l e v e l  and t h e  growth o f  e x p o r t s  a r e  h ig h ,  th e  

im p o r t  c o n t e n t  o f  both e x p o r t s  and in v e s tm e n t  i s  a l s o  h igh  and 

has been i n c r e a s in g  over  t h i s  decade. I f  th e  im p o r t  c o n t e n t  

o f  in v e s tm e n t  e x p e n d i tu r e  i s  h igh  than  th e  income m u l t i p l i e r  

w i l l  be low as w i l l ,  th e  . r a te  o f  grow.th o f  s a y in g .  . Thi.s .would . 

in  any case n e c e s s i t a t e  f o r e i g n  c a p i t a l  in f l o w s  in  th e  manner 

p o s t u l a t e d  by th e  two gap model.

Households a re  th e  p r im a r y  s a v e r s .  P u b l i c  s e c t o r  s a v in g s  

has f a l l e n  from 4.5%-5% o f  th e  GDP in  th e  l a t e  70s t o  2-3% o f  

t h e  GDP in  th e  l a t e  80s .  T h is  f a l l  can p r i m a r i l y  be a t t r i b u t e d  

t o  th e  worsening d e f i c i t  o f  th e  c e n t r a l  government. P r i v a t e  

s a v in g  has remained c o n s i s t e n t  a t  around 20%. About 2 / 3  o f  

th e  t o t a l  p r i v a t e  s a v in g  comes from households .  Thus 

households account  f o r  between 2 / 3  and 4 / 5  o f  th e  t o t a l  

s a v in g .  Most o f  th e  r i s e  in  p r i v a t e  s a v in g  r e p r e s e n ts  

in c r e a s e d  f i n a n c i a l  s a v in g .  I m p o r t a n t  f i n a n c i a l  in s t r u m e n ts  

in c lu d e  d e p o s i t s ,  s h a r e s ,  government d e b t ,  pens ions  and 

in s u ra n c e ;  th e s e  accounted f o r  about  55% o f  th e  t o t a l  s a v in g  

in  th e  l a t e  80s in  comparison t o  45% in  th e  l a t e  70s.  The



improvement in  th e  f i n a n c i a l  s a v in g s  can l a r g e l y  be a t t r i b u t e d  

t o  th e  spread o f  branch banking and t h e  p o s t a l  s a v in g  

s y s te m , th e  deve lopm ent  o f  th e  c a p i t a l  m a rk e t ,  and th e  

f a v o r a b l e  t a x  t r e a t m e n t  g ive n  t o  s a ve rs  e s p e c i a l l y  f o r  th e  

purchase o f  p u b l i c  d e b t .  The s t a g n a t i o n  in  I n d i a ’ s r a t e  o f  

s a v in g  a t  around 20-23% r e f l e c t s  th e  f a l l  in  th e  p u b l i c  s a v in g  

r a t e ,  as th e  household  s a v in g  r a t e  has improved from around  

20% in  th e  l a t e  70s t o  23% in  th e  80s.

However p u b l i c  in v e s tm e n t  has been much h ig h e r  than  

p r i v a t e  in v e s tm e n t .  P u b l i c  in v e s tm e n t  has r i s e n  as a 

p r o p o r t i o n  o f  GDP d u r in g  th e  1980s w h i l e  p r i v a t e  in v e s tm e n t  

has s ta g n a te d  o r  even f a l l e n . . I p  .both J^nk Jejnqji 09. 3.nd j n. t h e  . 

c a p i t a l  m arkets  t h e  s h a re  o f  government has r i s e n  s in c e  th e  

e a r l y  80s.  I t  i s  c o n c e iv a b le  t h a t  t h i s  l a r g e r  p u b l i c  

in v e s tm e n t  has crowded o u t  p r i v a t e  in v e s tm e n t ,  by r a i s i n g  th e  

c o s t  o f  bo rrow ing  t o  th e  p r i v a t e  s e c t o r  and r e d u c in g  th e  

a v a i l a b i l i t y  o f  funds  t o  th e  p r i v a t e  s e c t o r .  In  f a c t  th e  

i n c r e a s in g  f i n a n c i a l i s a t i o n  o f  p r i v a t e  s a v in g  has made i t  

e a s i e r  f o r  p u b l i c  s e c t o r  t o  ta p  p r i v a t e  s a v in g  d i r e c t l y  by 

i s s u in g  c la im s  t o  households and i n d i r e c t l y  th rough f i n a n c i a l  

i n t e r m e d i a r i e s  t h a t  a c q u i r e  government d e b t ,  v o l u n t a r i l y  o r  

i n v o l u n t a r i l y ,  t o  meet p o r t f o l i o  r e q u i r e m e n t s . At  th e  same 

t im e  th e  a t t r a c t i v e  r a t e s  o f  i n t e r e s t  and th e  t a x  concess ions  

on p u b l i c  s e c t o r ’ s m arke t  bo rrow ing has encouraged th e  

f i n a n c i n g  o f  p u b l i c  v e rs u s  p r i v a t e  d e b t .

Two i tem s o f  government d e b t  must be d i s t i n g u i s h e d  from



each o t h e r :  th e  s o - c a l l e d  'p r im a r y  d e f i c i t ’ i . e . t h e

e x p e n d i t u r e  gap e x c l u s i v e  o f  i n t e r e s t  payments, and i n t e r e s t  

payments which may be termed th e  's e c o n d a ry  d e f i c i t ’ . An 

in c r e a s e  in  th e  p r im a ry  d e f i c i t  r e s u l t s  in  an in c r e a s e  in  th e  

secondary  d e f i c i t  to o .  The p r im a r y  d e f i c i t  has r i s e n  from  3.6% 

o f  th e  GDP in  th e  l a t e  70s t o  5.6% o f  t h e  GDP in  th e  l a t e  80s .

Between th e  e a r l y  and th e  l a t e  80s about  80% o f  th e  

I n d ia n  c e n t r a l  governm ent ’ s in c r e a s e  in  i n t e r e s t  payments was 

on account  o f  i t s  r i s i n g  d e b t ,  and o n ly  about  20% o f  i t  was 

on account  o f  an in c r e a s e  in  th e  av era ge  i n t e r e s t  r a t e  on th e  

o u ts ta n d in g  d e b t .  In  a d d i t i o n  re d u c in g  government d e f i c i t  

d r a s t i c a l l y  may . imply, a r e d u c t io n ,  in  . c a p i t a l  §xpe.ncji tu .res .  and 

t h i s  may no t  be in  th e  long run deve lop m enta l  i n t e r e s t  o f  

I n d i a .  Thus m o v e ,

t o  h ig h e r  growth pa ths  ^ a y  r e q u i r e  

e x t e n s i v e  i n f lo w s  o f  f o r e i g n  c a p i t a l .

Moreover c o n f id e n c e  in  th e  banking system w i l l  a ls o  

d e te rm in e  th e  s i z e  o f  th e  r e s e r v e s  h e ld  by th e  banks. Though 

t e c h n i c a l l y  speak ing  banking in  I n d i a  is  advanced and can be 

c o n s id e re d  to  be in  s ta g e  3 o r  s ta g e  4 ,  th e  r e q u i r e m e n ts  o f  

p r i o r i t y  le n d in g  may a u t o m a t i c a l l y  r e s t r i c t  l e n d in g  t o  th e  

p r i v a t e  s e c t o r .  Banking in  I n d i a  i s  n a t i o n a l i z e d  and t h e  banks 

a re  r e q u i r e d  t o  lend about  40% o r  more o f  t h e i r  d e p o s i t s  to  

the  p r i o r i t y  s e c t o r s  a t  r a t e s  o f  i n t e r e s t  which a r e  below th e  

l e v e l s  o b ta in e d  f o r  p r i v a t e  l e n d in g .  T h is  p r i o r i t y  le n d in g  

a ls o  in c lu d e s  o t h e r  le n d in g  t o  t h e  p u b l i c  s e c t o r .  Over 60% o f
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t h e  b a n k s ’ le n d in g  goes t o  t h e  p u b l i c  s e c t o r  in  one way o r  th e  

o t h e r .  Moreover r e c o v e ry  o f  th e s e  loans  has been v e ry

haphazard :  th e  loan r e c o v e ry  r a t e  in  I n d i a  has been as low as 

40% o f  most lo a n s .  T h is  im p l i e s  t h a t  th e  RBI may be c a l l e d  

upon t o  b a i l  o u t  th e  commercia l banks from t im e  t o  t i m e .

However,  th e  non-bank c a p i t a l  m arkets  deve loped  r a p i d l y  

d u r in g  th e  80s.  In fo r m a l  a r rangem ents  deve loped  t o  ta p  th e  

s u r p lu s  o f  b ig  c o r p o r a t i o n s  which had emerged d u r in g  t h e  80s .  

The i n t e r - c o r p o r a t e  d e p o s i t  m a rk e t  in  which companies

i n f o r m a l l y  l e n t  to  each o t h e r  came i n t o  e x i s t e n c e .  

A l t e r n a t i v e l y  banks too  in v e s te d  th e  s u r p lu s  funds o f  t h e i r  

c o r p o r a t e  c l . i e n ts .  a t . a t t r a c t i v e  r q t e s .  i n . u / i i . t s , .  d e b e n tu re s , ,  

and p u b l i c  s e c t o r  bonds.

Back t o  back d e a ls  became commonplace. In  th e s e  d e a l s ,  

government and o t h e r  s e c u r i t i e s  a re  s o ld  and bought back a t  

an i n f o r m a l l y  agreed upon d is c o u n t  which r a i s e s  t h e  y i e l d  

above th e  a d m in is te r e d  r a t e  o f  r e t u r n .  C o n v e n t io n a l  

in s t r u m e n ts  l i k e  government s e c u r i t i e s  a re  no lo n g e r

c o n s id e re d  v e ry  l i q u i d .  I n  1988, th e  c a l l  money r a t e  was 

f r e e d .  A c e i l i n g  on th e  c a l l  money r a t e  was e a r l i e r  in

e x i s t e n c e .  The monetary re fo rm s  o f  1988 d id  away w i t h  th e  

c e i l i n g  and m ere ly  imposed a lower  l i m i t  below which i n t e r e s t s  

a r e  no t  a l lo w e d  to  f a l l .  Moreover  c o r p o r a t e  b o rrow ers  have  

been a l lo w e d  t o  issue  commercia l paper  up t o  20% o f  th e  t o t a l  

bank b o rro w in g s .  The is s u e  o f  commercial paper g iv e s  t h e  banks  

an o p p o r t u n i t y  t o  lower  t h e i r  c o s t  o f  bo rrow ing and reduce



t h e i r  dependence on banks. The RBI a ls o  made th e  r a t i n g  o f  

companies compulsory and has l a i d  down s t r i c t  e l i g i b i l i t y  

c r i t e r i a  f o r  th e  issue  o f  commercial paper .

By c o n t r a s t  w i t h  t h e  p r i v a t e  money m a rk e t ,  th e  ' o f f i c i a l ’ 

I n d i a n  money m arket  i s  e x t r e m e ly  narrow w i t h  a v e ry  l i m i t e d  

number o f  p l a y e r s .  I n t e r - b a n k  c a l l  money and government  

s e c u r i t i e s  a r e  th e  m ajor  in s t r u m e n ts  and th e  p l a y e r s  a re  

m a in ly  th e  banks and some f i n a n c i a l  i n s t i t u t i o n s .  The major  

in s t r u m e n ts  a r e :

( 1 )  approved s e c u r i t i e s  which in c lu d e  c e n t r a l  and s t a t e  

government s e c u r i t i e s ,  b o n d s /d e b e n tu re s  o f  s t a t e  e l e c t r i c i t y  

boards and . hous.ing. boards,,  . m un ic ipa . l .  c o r p o r a t i o n s  .and. 

f i n a n c i a l  i n s t i t u t i o n s .  However, as p o in t e d  o u t  e a r l i e r  th e s e  

s e c u r i t i e s  have become u n a t t r a c t i v e  on account  o f  government  

p r o f l i g a c y .  Only  banks a r e  r e q u i r e d  t o  ho ld  38% o f  t h e i r  

approved s e c u r i t i e s  as th e  s t a t u t o r y  l i q u i d i t y  r a t i o  (SLR) and 

th e s e  form th e  major  p l a y e r s  in  t h i s  m a rk e t .

( 2 )  T r e a s u ry  b i l l s .  These a r e  p rom issory  notes  s o ld  on 

ta p  by th e  RBI on b e h a l f  o f  th e  government,  f o r  a f i x e d  p e r io d  

o f  up t o  one y e a r .  The d is c o u n t  r a t e  f o r  th e s e  was a ls o  f r o z e n  

t i l l  1986 a f t e r  which th e y  were a u c t io n e d  t o  th e  h i g h e s t  

b i d d e r .  The normal y i e l d  has been around 9%.

( 3 )  C a l l  money. T h is  i s  th e  most a c t i v e  segment in  th e  

m arket  where banks lend and borrow f o r  s h o r t  p e r io d s  e x t e n d in g  

to  14 days. The L i f e  In s u ra n c e  C o r p o r a t io n  and th e  U n i t  T r u s t  

o f  I n d i a  a ls o  lend t o  banks, bu t  th e y  a re  n o t  a l lo w e d  t o
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borrow .  T i l l  r e c e n t l y ,  th e  c a l l  m a rk e t  was s u b j e c t  to  an 

i n t e r e s t  c e i l i n g  o f  10%. Now t h i s  c e i l i n g  has been l i f t e d  f o r  

a l 1 p i a y e r s .

( 4 )  Trade  b i l l s  (commercia l  b i l l s ) .  To encourage t h e i r  

use th e  b i l l  d is c o u n t  r a t e  was b ro u g h t  down from 16.5% to  

15.5% in  A p r i l  1987. A ls o ,  th e  RBI had s t i p u l a t e d  t h a t  a t  

l e a s t  25% o f  c r e d i t  s a le s  and c r e d i t  purchases shou ld  be in  

t h e  form o f  b i l l  acce p ta n c e s  by A p r i l  1988 and 50% by 1990.  

To in c r e a s e  th e  f l o w  o f  funds i n t o  t h e  d is c o u n t  m a rk e t ,  th e  

r e d is c o u n t  r a t e  c e i l i n g  was r a is e d  f rom 11.5% t o  12.5% in

A p r i l  1987. The changes in  th e  c r e d i t  p o l i c y  in  A p r i l  has

c o m p le te ly  f r e e d  t h i s  r a t e .

( 5 )  I n t e r - b a n k  p a r t i c i p a t i o n  ( I B P s ) .  These were

in t r o d u c e d  in  1988 t o  e n a b le  a bank t o  s h a re  i t s  advances w i t h  

o t h e r  banks. N o n - r i s k - b e a r i n g  IBPs have a m a t u r i t y  o f  up to  

91 days ,  a t t r a c t  r e s e r v e  re q u ire m e n ts  and were s u b j e c t  t o  a

maximum i n t e r e s t  r a t e  o f  12.5%. T h is  c e i l i n g  was a l s o  done

away w i t h  in  th e  A p r i l  p o l i c y .  R isk  b e a r in g  IBPs have a

m a t u r i t y  o f  91 t o  180 days,  so n o t  a t t r a c t  r e s e r v e

r e q u i r e m e n ts ,  and a r e  s u b j e c t  t o  a f l o o r  r a t e  o f  14%.

( 6 )  U n i t s ,  p u b l i c  s e c t o r  bonds, and n o n - c o n v e r t i b l e

d e b e n tu re s .  These a r e  e s s e n t i a l l y  c a p i t a l  m a rk e t  in s t r u m e n ts .  

However, on account  o f  t h e  h igh  l i q u i d i t y  o f  th e  banks and 

a ls o  p r i v a t e  s e c t o r  companies, the y  became a c t i v e l y  t r a d e d  

money m arket  i n s t r u m e n t s ,  y i e l d i n g  h igh  r e t u r n s  under t h e  so-  

c a l l e d  p o r t f o l i o  management scheme ( PMS) o p e ra te d  by th e



ba n k s .

( 7 )  Commercial paper (CP) and c e r t i f i c a t e s  o f  d e p o s i t  

(CD) .  For I n d i a  th e s e  a r e  new in s t r u m e n t s ,  in t r o d u c e d  in  1989.  

Banks can now l e g i t i m a t e l y  r a i s e  a p a r t  o f  t h e i r  fu n d s ,  even  

f rom n o n - f i n a n c i a l  i n s t i t u t i o n s ,  a t  m a rk e t  d e te rm in e d  r a t e s .  

They can is s u e  CDs o f  a minimum s i z e  o f  $0 .6m. and a m a t u r i t y  

p e r io d  o f  91 days t o  a y e a r  a t  r a t e s  o f  i n t e r e s t  t o  be 

d e te rm in e d  by th e  money m a rk e t .  The amount o f  CDs a bank can 

is s u e ,  however, i s  r e s t r i c t e d  t o  1% o f  i t s  t o t a l  demand and 

t im e  d e p o s i t s .  In  o r d e r  t o  e n a b le  h i g h l y  r a t e d  c o r p o r a t e  

borrow ers  t o  d i v e r s i f y  t h e i r  s h o r t - t e r m  b o rro w in g ,  th e  RBI has 

now a l lo w e d  companies wi.th a .net .  w.orth .of  ,$0.§m. qnd minimum 

p e r m i s s i b l e  bank f i n a n c e  o f  $2m. t o  is s u e  commercia l paper  

(CP) a t  d is c o u n t  r a t e s  t o  be d e te rm in e d  by m arke t  f o r c e s  and 

a m a t u r i t y  o f  91 days to  s i x  months.

A p a r t  from th e  money m a rk e t ,  th e  p r i v a t e  c a p i t a l  m arket  

in  I n d i a  i s  a ls o  w e l l  d e v e lo p e d .  Shares o f  p r i v a t e  

c o r p o r a t i o n s  a r e  t r a d e d  in th e  Bombay s to c k  exchange which  

compares in  depth  and w id th  w i t h  th e  s to c k  exchanges in  th e  

Far E a s te rn  c o u n t r i e s .  R e c e n t l y ,  th e  D e lh i  s to c k  exchange has 

a ls o  g a th e re d  prominence.  M u l t i n a t i o n a l  companies a r e  a ls o  

known t o  r e l y  on th e s e  p r i v a t e  c a p i t a l  m arkets  f o r  r a i s i n g  

t h e i r  secondary  c a p i t a l .

Thus in  c o n c lu s io n  two m ajor  p o i n t s  can be made about  th e  

money and c a p i t a l  m arkets  in  I n d i a .  W h i le  on t h e  one hand, the  

in s t r u m e n ts  and th e  depth o f  th e  m a rk e t  i n d i c a t e  th e  e x i s t e n c e



o f  a f a i r l y  a c t i v e  c a p i t a l  m a rk e t ,  th e  r e s t r i c t i o n s  on e n t r y  

may p r e v e n t  i t s  e f f e c t i v e n e s s  p a r t i c u l a r l y  f o r  t h e  smal l  

b o rro w e rs .  As f a r  as bank le n d in g  i s  concerned th e  

r e q u i r e m e n ts  o f  p r i o r i t y  le n d in g  may r a t i o n  o u t  many p r i v a t e  

s e c t o r  b o rro w e rs .  In  g e n e r a l ,  t h e  fu n d in g  r e q u i r e m e n ts  o f  th e  

c e n t r a l  government and th e  p u b l i c  s e c t o r  may r e s t r i c t  th e  

volume o f  funds a v a i l a b l e  t o  th e  p r i v a t e  s e c t o r  and t h i s  may 

n e c e s s i t a t e  e x t e r n a l  c a p i t a l  i n f l o w s .  Hav ing e s t a b l i s h e d  th e  

need f o r  e x t e r n a l  c a p i t a l  t r a n s f e r s  th e  n e x t  s e c t i o n  j u s t i f i e s  

why th e  I n d i a n  economy which had h i t h e r t o  r e l i e d  on 

c o n c e s s io n a l  c a p i t a l  t r a n s f e r  has had t o  re co u rse  t o  th e  

p r i v a t e ,  c a p i t a l  .marke.ts in  t h i s ,  d.ecade.....................................................

3 . 4 .  C oncessiona l  and n o n -c o n c e s s io n a l  c a p i t a l  in f l o w s

U n t i l  1980 I n d i a ’ s p o l i c y  has been t o  r e l y  l a r g e l y  on i t s  

own s a v in g  t o  f i n a n c e  th e  b u lk  o f  i t s  in v e s tm e n t .  However,  

r i s i n g  f o r e i g n  c a p i t a l  in f l o w s  have complemented n a t i o n a l  

s a v in g  in  th e  1980s, f i n a n c i n g  much o f  th e  r i s e  in  I n d i a ’ s 

in v e s tm e n t  r a t i o .  Net  f o r e i g n  c a p i t a l  i n f l o w ,  which by 

d e f i n i t i o n  e q u a ls  c u r r e n t  account  d e f i c i t ,  has averaged  1.9% 

o f  th e  GDP in  th e  1980s, r e a c h in g  2% o f  GDP o r  more s in c e  th e  

mid 1980s. However, by h i s t o r i c a l  s ta n d a rd s  c a p i t a l  i n f lo w s  

remain s m a l l .  I n t e r n a t i o n a l  c a p i t a l  in f l o w s  a r e  much s m a l l e r  

in  I n d i a  today  than  th e y  were in  K o r e a ’ s t a k e o f f  p e r io d  and 

th e  average  f lo w s  t o  I n d i a  have been s i m i l a r  t o  o t h e r
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d e v e lo p in g  c o u n t r i e s  in  th e  l a t t e r  h a l f  o f  th e  1 9 8 0 s .7 I n d i a ’ s 

gross n a t i o n a l  s a v in g  has f in a n c e d  ov e r  90% o f  i t s  in v e s tm e n t  

in  th e  1980s; n e t  f o r e i g n  c a p i t a l  in f l o w s  have o n ly  f in a n c e d  

l e s s  than  10% o f  th e  t o t a l  in v e s tm e n t .

To o b t a i n  an e s t i m a t e  o f  th e  t o t a l  re s o u rc e  re q u i r e m e n t  

f rom both c o n c e s s io n a l  and n o n -c o n c e s s io n a l  s o u rc e s ,  as a 

s t a r t i n g  p o i n t  we r e f e r  t o  th e  Seventh F iv e  Year  P la n .  T h is  

p lan  c a l l e d  f o r  a t o t a l  in v e s tm e n t  o f  US $ 2 7 0 b . , o f  which i t
c

a n t i c i p a t e d  t h a t  o n ly  US $ 1 6 . 7b. would be needed from ab ro a d .  

The t o t a l  d e b t  s e r v i c i n g  r e q u i r e m e n t ,  namely i n t e r e s t  and 

a m o r t i s a t i o n ,  was e s t im a te d  a t  US $15b. f o r  th e  p e r io d  1985 

t o  1.990. Hpwever, th e  World.  Bank, e s t i m a t e d . t h a t ,  in  . o r d e r  to. 

a c h ie v e  a growth r a t e  o f  5% per  annum ( i . e .  th e  same as 

t a r g e t e d  f o r  th e  Seventh P l a n ) ,  I n d i a  would need a gross  

c a p i t a l  i n f l o w  o f  US $ 3 4 . 5 b . 9 Assuming t h a t  t h e  World Bank 

p r o v id e s  an upper l i m i t ,  t h i s  im p l i e s  an e s t i m a t e  o f  the  

r e q u i r e d  a verage  y e a r l y  i n f l o w  ra n g in g  from US $ 6 . 4b.  t o  US 

$ 7 . 5b. f o r  1985 t o  1990. Of t h i s  t o t a l ,  a p a r t  was s u p p l ie d  

by c o n c e s s io n a l  so u rc e s .  However,  th e  m a jor  p r o p o r t i o n  o f  th e  

in c r e a s e  in  c a p i t a l  in f l o w s  was met by n o n -c o n c e s s io n a l  

sources in  th e  1980s.

T a b le s  3 .2  and 3 . 3  show th e  d e b t  p r o f i l e  o f  I n d i a .  The

7 See The World Bank, 1989, o p . c i t
0

See Euromonev. S p e c ia l  I n d i a  Supplem ent ,  December 1985

9 IBRD, 1988, I n d i a  -  Medium Term I s s u e s . A Country
S tu d y .
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r a t e  o f  in c r e a s e  o f  t h e  t o t a l  s to c k  o f  deb t  rose s i g n i f i c a n t l y  

in  th e  80s ,  and t h e r e  was a m ajor  s h i f t  tow ards  non­

c o n c e s s io n a l  d e b t  and away from c o n c e s s io n a l  d e b t .  The volume  

o f  n o n -c o n c e s s io n a l  e x t e r n a l  f lo w s  was h i g h e r  than  

c o n c e s s io n a l  f lo w s  in  e v e r y  y e a r  d u r in g  th e  1980s e x c e p t  1986.  

( I n  1986, th e s e  was a s e v e re  d ro u g h t  in  I n d i a . )  The gap is  

somewhat n a r ro w e r  i f  we in c l u d e  th e  IMF c r e d i t  under th e  

c a te g o r y  o f  c o n c e s s io n a l  c a p i t a l  f l o w s .  C oncess iona l  c a p i t a l  

i n f l o w s  in c l u d i n g  IMF c r e d i t s  c o n t r i b u t e d  a bou t  87% o f  t o t a l  

f o r e i g n  c a p i t a l  i n f lo w s  d u r in g  1975 t o  1980 and accounted f o r  

o n ly  42% d u r in g  th e  8 0s ,  i f  IMF c r e d i t s  a re  e x c lu d e d .

The d e c l i n e  i n .c o n c e s s io n a l  lend ing ,  can be. ^ t t r  j b.uted to. 

s e v e r a l  f a c t o r s :  th e  b u d g e ta ry  p r e s s u re s  in  t h e  donor

c o u n t r i e s ,  an i d e o l o g i c a l  h a rd e n in g  o f  a t t i t u d e s  towards  

g i v i n g  f o r e i g n  a i d ,  and d i v e r s i o n  o f  c o n c e s s io n a ry  loans to  

A f r i c a ,  and perhaps most i m p o r t a n t ,  th e  e n t r y  o f  China  as a 

m ajor  new c l a i m a n t  f o r  deve lopm ent  a s s i s t a n c e .  The f a c t  t h a t  

I n d i a  now has t o  share  i t s  s l o t  a t  th e  World Bank w i t h  China  

i m p l i e s  t h a t  c o n c e s s io n a l  re s o u rc e  t r a n s f e r s  a r e  u n l i k e l y  to  

i n c r e a s e  s i g n i f i c a n t l y  in  f u t u r e  and may even f a l l .

T a b le  3 . 2  shows t h a t  I n d i a ’ s e x t e r n a l  d e b t  has grown on 

an av era ge  by 10.5% per  annum d u r in g  th e  1980s,  w h i l e  i t s  non­

c o n c e s s io n a l  debt  has grown by 30% per  annum d u r in g  th e  same 

p e r i o d .  T h is  would im ply  a s u b s t a n t i a l  in c r e a s e  in  her  d e b t  

s e r v i c e  o b l i g a t i o n s ,  as w e l l  as a ha rd e n in g  o f  th e  te rm s .
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T a b l e  3 . 2

Stock  o f  I n d i a ’ s e x t e r n a l  d e b t  bv d i f f e r e n t  c a t e g o r i e s

( M i l l i o n  U .S .  d o l l a r s )

Year T o ta l Lonq term  d e b t ,  o f whi c h : IMF S h o r t  te rm
T o t a l C oncessiona l O th er c r e d i  t s d e b t

1975 12471 12471 1 1356 11 14 — —

1 980 18183 18183 16332 1851 — —

1981 18874 18874 16428 2446 — —

1982 25705 20605 16946 3659 2279 2399

1983 29266 23084 17504 5580 3699 2036

1984 32645 22775 17265 8510 3921 2480

1985 38292 29951 20061 9890 4202 3516

1 986 43405 34404 22317 12086 4273 3902

1987 50376 40748 25359 15388 4052 4308

Note:  A l l  s h o r t - t e r m  d e b t  was n o n -c o n c e s s io n a r y .

Source:  OECD, E x te r n a l  C a p i t a l  Flows t o  D e v e lo p in g  C o u n t r i e s ,  

1985, 1986, 1987.
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T a b l e  3 . 3

Net  f lo w  o f  e x t e r n a l  re s o u rc e s  t o  I n d i a ,  bv c a te g o r y

( M i l l i o n  U .S .  d o l l a r s )

Year T o ta l C oncessiona l Non c o n c e s s io n a l
i n c l u d i n g

IMF
e x c l u d i n g

IMF
long te rm  s h o r t  te rm

1975

t o
1980 5712 4976 4976 ( 8 7 . 1 ) 737 0
1981 691 96 96 ( 1 3 . 9 ) 595 0
1982 6831 2797 518 ( 7 . 6 ) 1213 2399
1983 3561 1978 558 ( 1 5 . 7 ) 1921 -3 6 3
1984 3379 -1 7 -2 3 9 ( - 7 . 1 ) 2930 444
1985 5647 3077 2796 ( 4 9 . 5 ) 1380 1036
1986 5113 2327 2256 ( 4 4 . 1 ) 2196 386
1987 6971 2821 3042 ( 4 3 . 6 ) 3302 406

Notes:  The t o t a l  in c l u d e s  sm al l  amounts n o t  in c lu d e d  under  

e i t h e r  c o n c e s s io n a l  o r  n o n -c o n c e s s io n a l  c r e d i t .  The 

p a re n th e s e s  g iv e  th e  p e rc e n ta g e  s h a re  o f  c o n c e s s io n a l  

e x t e r n a l  re so urces  ( e x c l u d i n g  IMF) in  t o t a l .

Source:  same as T a b le  3 .1
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For th e  8 th  F iv e  Year  P la n ,  th e  World Bank e s t im a t e d  t h a t  

g iv e n  t h a t  NRI d e p o s i t s  and d i r e c t  in v e s tm e n t  w i l l  o n ly  r i s e  

v e ry  s l o w l y ,  I n d i a ’ s t o t a l  bo rrow ing  w i l l  have t o  r i s e  by 

US$7.5b in  o r d e r  t o  a v o id  a r e s e r v e  lo s s .  C oncess iona l  de b ts  

a r e  l i k e l y  t o  meet about  h a l f  t h i s  r e q u i r e m e n t ,  b u t  non­

c o n c e s s io n a l  d e b t  w i l l  have t o  meet t h e  r e s t .  I n  f a c t ,  non­

c o n c e s s io n a l  le n d in g  w i l l  have t o  in c r e a s e  f a s t e r  than  

c o n c e s s io n a l  loans in  keep ing  w i t h  th e  t r e n d s  in  t h e  second 

h a l f  o f  th e  1980s. F u r t h e r  t h e  World Bank e s t im a t e d  t h a t  gross  

commercia l borrow ing  in  o r d e r  t o  meet t h e  8 th  p la n  t a r g e t s  

must in c r e a s e  a t  an annual r a t e  o f  10.5% r i s i n g  somewhat more 

r a p id ly ^  in  the_ e a r l y  p a r t  o f  J 9 9 0 s J ®  In  a d d i . t io n  ^commercial. 

bo rro w in g  would have t o  grow more r a p i d l y  i f  th e  c u r r e n t  

a c co unt  d e f i c i t  worsens more than  p r o j e c t e d ,  ( i . e . i f  th e  

e x p o r t  t a r g e t s  a re  no t  m e t ) ,  o r  i f  th e  components o f  t h e  

c a p i t a l  account  grow le s s  r a p i d l y .  The s c e n a r i o  f o r  th e  

c u r r e n t  account  appears  t o  be ( a )  p r o b a b le  improvements in  

n o n - f a c t o r  s e r v i c e s ,  (b )  s t a g n a t i n g  r e m i t t a n c e s  and ( c )  r i s i n g  

i n t e r e s t  payments. Thus th e  p ro s p e c ts  f o r  c u r r e n t  acco unt  

improvements w i l l  l a r g e l y  depend on e x p o r t  g row th .  I t  i s  

e s t im a t e d  t h a t  n o n -c o n c e s s io n a l  d e b t  w i l l  account  f o r  about  

35% o f  th e  t o t a l  o u ts t a n d in g  d e b t  by th e  m id - IB B O s J 1

10 See World Bank, 1989, o p . c i t .

11 I b i d .
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3 . 4 .  N o n -c o n c e s s io n a l  t r a n s f e r s

N on-c onc e s s ion a l  t r a n s f e r s  can be c l a s s i f i e d  i n t o  t h r e e  

c a t e g o r i e s .  The f i r s t  c o n s i s t s  o f  bo rrow ing  from th e  

i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .  T h is  com prises  commercia l bank 

loans  and bo rrow ing  th rough  th e  p lacem ent  o f  bonds o f  o t h e r  

i s s u e s  in  th e  i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .  The second  

c a te g o r y  i s  t h a t  o f  d i r e c t  f o r e i g n  in v e s tm e n t  ( D F I ) .  T h is  

i n c l u d e s  p o r t f o l i o  as w e l l  as e q u i t y  in v e s tm e n ts  made in  

f o r e i g n  exchange in  e i t h e r  w h o l ly  owned f o r e i g n  companies or  

j o i n t  v e n t u r e s .  The t h i r d  c a te g o r y  comprises d e p o s i t s  by non­

r e s i d e n t  In d ia n s  ( N R I s ) .

The World, Bank has e s t im a t e d  about  US, $,1 .2 5 b .  .p e r  ye ar  

w i l l  be fo r th c o m in g  in  t h e  form o f  NRI d e p o s i t s .  In  a d d i t i o n ,  

i t  i s  e s t im a te d  by th e  World Bank t h a t  between US $ 2 .5  and US 

$4b. w i l l  have t o  be r a i s e d  from th e  i n t e r n a t i o n a l  c a p i t a l  

m arke ts  because DFI i s  u n l i k e l y  t o  p r o v id e  a s u b s t a n t i a l  

in c r e a s e  in  f o r e i g n  exchange,  p a r t i c u l a r l y  once r e p a t r i a t i o n s  

a r e  ta k e n  i n t o  a c co u n t .  (A c c o rd in g  t o  World Bank e s t i m a t e s ,  

th e  amount o f  DFI i s  l i k e l y  t o  be between US $ 2 0 0 -3 0 0  

m i l l i o n . )  However DFI a l s o  r e p r e s e n t s  e q u i t y  c a p i t a l ,  which  

does no t  r a i s e  th e  s to c k  o f  d e b t  and deb t  s e r v i c e  l e v e l s .

T a b le  3 . 4  shows th e  volume o f  f o r e i g n  re s o u rc e  t r a n s f e r s  

in  th e  d i f f e r e n t  c a t e g o r i e s .  F o re ig n  c a p i t a l  r a i s e d  in

i ? . . .The d i s t i n c t i o n  between p o r t f o l i o  and e q u i t y  in v e s tm e n t  
r e l i e s  on th e  f a c t  t h a t  th e  fo rm e r  i s  made when t h e r e  is  
no d e s i r e  t o  p a r t i c i p a t e  in  t h e  w o rk in g  o f  t h e  company, 
whereas th e  l a t t e r  f r e q u e n t l y  i m p l ie s  c o n t r o l  a n d / o r  
a c t i v e  p a r t i c i p a t i o n .
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T a b l e  3 . 4

Volume o f  n o n -c o n c e s s io n a l  t r a n s f e r  o f  re s o u rc e s  t o  I n d i a

bv d i f f e r e n t  c a t e g o r i e s .  

( M i l l i o n  U .S .  d o l l a r s )

F o re i  gn di r e c t  Non r e s i d e n t  I n d i a n s ’ Borrowing from  
i nvestment  deoosi t s  i n t e r n a t i o n a l

cap i  t a l  
m arke ts

E q u i ty  P o r t f o l i o  NRER* FCNR£

1975 — — — — 171

1976 50 7 . 4 — — 49
1977 - 3 6 .  1 - 2 9 . 4 — — 168
1978 18.1 - 3 3 . 0 — 2 5 .3 95
1979 4 8 . 6 - 8 5 . 5 — 1 1 .0 1 12
1980 7 9 .2 - 1 7 . 1 — -  0 . 7 63
1981 91 .9 -  0 . 2 2 9 8 . 4 4 8 .2 184
1982 72. 1 1 3 7 .6 5 9 9 .5 - 5 4 . 5 548
1983 5 .6 1 5 9 .4 6 7 3 . 8 2 2 0 .2 1429
1984 1 9 .2 2 9 6 . 4 4 9 7 . 0 2 6 5 .6 1025
1 985 106. 1 2 3 4 .2 1 1 3 5 .8 3 7 0 .0 2106
1986 1 1 7 .3 1 1 0 .6 7 4 2 .4 9 3 2 .7 1098
1987 1 4 2 .0 4 1 9 . 0 — 1 8 2 0 .0 3578

N otes:  *  NRER: Non R e s id e n t  E x t e r n a l  Rupee A ccount .
£ FCNR: F o re ig n  C urrency  N o n - r e s i d e n t  Account .
The coverage  o f  bo rro w in g  from i n t e r n a t i o n a l  c a p i t a l  

m ark e ts  i s  o n ly  f o r  th e  Bank o f  I n t e r n a t i o n a l  S e t t l e m e n t s ’ 
r e p o r t i n g  banks. T h is  coverage  improved a f t e r  1982, and hence 
some o f  th e  in c r e a s e  in  1983 may be s p u r io u s .

Sources:  ( 1 )  OECD, G e o g ra p h ic a l  d i s t r i b u t i o n  o f  f i n a n c i a l
f lo w s  t o  d e v e lo p in g  c o u n t r i e s , v a r i o u s  is s u e s .
( 2 )  Government o f  I n d i a ,  Economic S u r v e y .
( 3 )  Banque N a t i o n a l  de P a r i s .
( 4 )  Bank o f  I n t e r n a t i o n a l  S e t t l e m e n t s ,  Q u a r t e r l y  B u l l e t i n  o f  
S t a t i  s t i c s . v a r i o u s  is s u e s .
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To d is c u s s  th e  p o s s i b i l i t i e s  o f  a t t a i n i n g  t h e  l e v e l s  o f  

f i n a n c i n g  r e q u i r e d ,  i t  i s  n e cessary  t o  examine each c a te g o r y  

in  d e t a i l .  T h is  c h a p te r  c o n f i n e s  i t s e l f  t o  an a n a l y s i s  o f  

loans  from th e  i n t e r n a t i o n a l  c a p i t a l  m arke ts  and c h a p te r  4 

looks  a t  th e  o t h e r  forms o f  c a p i t a l  t r a n s f e r s .

3 . 6 .  Borrowing from th e  I n t e r n a t i o n a l  C a p i t a l  M a rk e ts

E x t e r n a l  borrow ing from commercia l banks has in c r e a s e d  

r a p i d l y  o v e r  th e  p a s t  f i f t e e n  y e a r s ,  p a r t i c u l a r l y  d u r in g  th e  

1980s.  The g e n e ra l  assessment o f  I n d i a ’ s b o rrow ing  d u r in g  th e  

e a r l y  198,0s was . t h a t . / / .  .borrowed . much . l e s s .  than .  X &  .^ould. 

have,  g ive n  th e  s i z e  o f  her  economy, i t s  economic p o t e n t i a l  

and th e  d e b t - s e r v i c e  r a t i o  then  p r e v a i l i n g .  D ur ing  t h e  p e r io d  

1976 to  1983, I n d i a  borrowed o n ly  $3 .1  b i l l i o n .  In  c o n t r a s t ,  

B r a z i l  borrowed $ 4 1 . 3b. d u r in g  t h i s  t im e  p e r i o d .  Even when 

I n d i a  borrowed ( r e l a t i v e l y )  h e a v i l y  between 1982 and 1987, th e  

amount was le s s  than  t h a t  c o n t r a c t e d  by A r g e n t i n a ,  B r a z i l ,  

M exico ,  In d o n e s ia  o r  South Korea as a p e r c e n ta g e  o f  th e  

r e s p e c t i v e  GNPs. T h is  p o l i c y  o f  l i m i t e d  b o rrow ing  was 

c o n s c io u s ly  adopted by t h e  governm ent ,  s in c e  i t  was aware o f  

th e  f a c t  t h a t  ' e x t e r n a l  r e s e r v e s  and e x p o r t  c a p a b i l i t y  may 

n o t  be s t ro n g  enough t o  e n a b le  r'£ t o  c o n t r a c t  h igh  l e v e l s  o f  

commercia l borrowing from th e  i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .  

U n t i l  1980, th e  share  o f  e x t e r n a l  commercia l d e b t  in  th e  

o v e r a l l  reso u rce s  r a is e d  by t h e  c o u n t r y  was c o m p a r a t i v e l y  low
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a t  6.7% ( i n  1975 t h i s  was as low as 1%) b u t  accounted  f o r  27% 

in  1987.

The reasons which had prompted I n d i a  t o  keep away from  

th e  i n t e r n a t i o n a l  c a p i t a l  m arkets  were

a )  A v e ry  h ig h  do m est ic  s a v in g s  r a t i o  o f  around 23%.

b) Ample a v a i l a b i l i t y  o f  e x t e r n a l  funds  f rom  cheaper  

m u l t i l a t e r a l  and b i l a t e r a l  s o u rc e s .  The r a t e  o f  i n t e r e s t  on 

b i l a t e r a l  and m u l t i l a t e r a l  c r e d i t s  was lo w er  (m o s t ly  averaged  

a t  l e s s  than  6% per  annum) and t h e  m a t u r i t y  p e r io d  o f  th e s e  

loans  ranged between 25 to  30 y e a r s .  By com par ison ,  borrow ing s  

f rom th e  i n t e r n a t i o n a l  c a p i t a l  m arkets  were g e n e r a l l y  f o r  

s h o r t  and. medium term. w i th ,  a maximum, length ,  o f .  10 .y e a rs .  .The. 

r e l a t i v e l y  h ig h e r  l e v e l  o f  commercia l bo rrow ing  which came 

tow ards  th e  end o f  1970s and t h e  f i r s t  h a l f  o f  1980s was 

fo r c e d  by th e  second m a jo r  o i l  p r i c e  r i s e .  The c u r r e n t  account  

d e f i c i t  o f  I n d i a  has a lways exceeded $ 3 . 5b. a f t e r  1980.  

F u r t h e r  th e  i n f l o w  o f  c o n c e s s io n a l  a s s i s t a n c e  which had 

p r o v id e d  I n d i a  w i t h  a cushion  o f  f o r e i g n  exchange re s e r v e s  

s t a r t e d  d e c l i n i n g  in  both nominal and r e a l  te rm s .  Thus,  t o  

a v o id  a sudden d e t e r i o r a t i o n  in  her  b a la n c e  o f  payments  

p o s i t i o n ,  I n d i a  c o n t r a c t e d  t o  borrow $5b. f rom  th e  IMF under  

i t s  Extended Fund F a c i l i t y  in  1981. ( I n  1984,  I n d i a  l i m i t e d  

th e  w i th d r a w a ls  from t h i s  loan t o  $ 4 b . . )  T h is  loan  had a 

d i r e c t  impact on i t s  bo rrow ing  from th e  i n t e r n a t i o n a l  c a p i t a l  

m a rk e ts ,  as shown by t h e  in c r e a s e  in  commercia l d e b t  a f t e r  

1982 in  T a b le  3 . 4 .  S e c o n d ly ,  because o f  th e  d e c l i n e  in
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c o n c e s s io n a l  r e s o u r c e s ,  th e  Government was l e f t  w i t h  no o t h e r  

o p t i o n  bu t  t o  borrow c o m m e r c ia l ly  in  o r d e r  to  meet t h e  p la n  

t a r g e t s .

T a b le  3 . 3  shows t h a t  th e  annual bo rro w in g s  reached t h e i r  

h i g h e s t  l e v e l  in  1987, perhaps on a c co u n t  o f  t h e  d ro u g h t  in  

1 9 8 6 -8 7 ,  which n e c e s s i t a t e d  im p o r ts  o f  f o o d g r a i n s .  A d e c re a s e  

in  t h e  e x p o r t  e a r n in g s  in  1986 a l s o  n e c e s s i t a t e d  a h i g h e r  

l e v e l  o f  b o rro w in g .  T a b le  3 .1  shows t h a t  both  th e  s a v in g s  and 

th e  f o r e i g n  exchange gap were r i s i n g  d u r in g  th e  8 0s ,  le n d in g  

cred en ce  to  th e  need t o  borrow. The f o r e i g n  exchange gap would  

be even l a r g e r  i f  e x p o r ts  t o  COMECON c o u n t r i e s  (w h ich  a r e  a 

s i g n i f i c a n t  p r o p o r t i o n  .o f  In d i a . ’ s. expo.r ts .  and do. no t  in v o lv e ,  

hard c u r r e n c y )  a re  e x c lu d e d .  S e c o n d ly ,  t h e  l e v e l s  o f  annual  

bo rro w in g  d u r in g  th e  1980s were seldom le s s  than  $1b .  in  

comparison to  le s s  than  $200 m i l l i o n  d u r in g  th e  1970s.  In  

f a c t  on a v e r a g e ,  US $ 1 .2 5 b .  has been r a i s e d  a n n u a l ly  in  t h e  

i n t e r n a t i o n a l  c a p i t a l  m arke ts  d u r in g  th e  1980s. The av era ge

l e v e l  o f  bo rrow ing  was h i g h e r  d u r in g  th e  second h a l f  o f  th e

80s ( i n  th e  Seventh F iv e  Year  P la n )  th a n  d u r in g  t h e  f i r s t  

h a l f .  T h is  i n d i c a t e s  a change in  p o l i c y  on th e  p a r t  o f  t h e  

I n d i a n  government. The reasons f o r  t h i s  a r e  examined be low.

As has been p o in te d  o u t  e a r l i e r ,  t h e  i n c r e a s e  in

commercia l borrow ing  was n e c e s s i t a t e d  by t h e  d e c l i n e  in  

c o n c e s s io n a l  l e n d in g .  The f a c t  t h a t  i t  was a v a i l a b l e  in  a 

c l i m a t e  where loans t o  t h e  LDCs were s h r i n k i n g  can be 

a t t r i b u t e d  t o  th e  f a c t  t h a t  d u r in g  th e  80 s ,  th e  g u id in g
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c r i t e r i o n  f o r  i n t e r n a t i o n a l  le n d in g  was bank e x p o s u re .  The 

l e v e l  o f  commercial d e b t  o f  I n d i a  as i s  e v i d e n t  from T a b le  3 . 3  

was v e ry  low. Moreover  I n d i a ’ s c r e d i t  r a t i n g  a t  t h a t  t im e  was 

v e r y  good on account  o f  her  b r i g h t  i n d u s t r i a l  p r o s p e c ts  and 

f a i r l y  s t a b l e  p o l i t i c a l  s e t - u p .  Added t o  t h i s  was th e  f a c t  

t h a t  her  d e b t - s e r v i c e  r a t i o  was o n ly  12% in  1980. A p a r t  from  

a few S o u t h - e a s t  A s ian  c o u n t r i e s ,  v e ry  few d e v e lo p in g  

c o u n t r i e s  have as good a loan r e t u r n  r e c o rd  as I n d i a .  T h is  

coup led  w i t h  I n d i a ’ s s te a d y  growth r a t e  o v e r  th e  second h a l f  

o f  t h e  70s,  r e l a t i v e l y  low r a t e  o f  i n f l a t i o n ,  and h e r  good 

management re c o rd  has been r e s p o n s ib le  f o r  t h e  h igh  l e v e l s  o f  

commercia l bank le n d in g  w h ic h .  I n d i a  was .a b le  . to  s u b sequen t ly ,  

o b t a i n .  An e x a m in a t io n  o f  t h e  term s and c o n d i t i o n s  t h a t  I n d i a  

managed t o  o b t a i n  on i t s  commercia l loans  w i l l  h e lp  to  

i l l u s t r a t e  both i t s  c r e d i t w o r t h i n e s s  and th e  p r o s p e c ts  f o r  th e  

i n e v i t a b l e  f u t u r e  b o r ro w in g .  B e fo re  exam in ing  th e s e  in  d e t a i l  

i t  i s  worth  m e n t io n in g  t h a t  t h e  forms o f  commercia l bo rro w in g  

were o f  m a in ly  t h r e e  k in d s .

The f i r s t  c o n s is te d  o f  s y n d ic a t e d  loans  which comprised  

ro u g h ly  80% o f  th e  t o t a l  volume o f  commercia l b o r r o w in g .  The 

second c o n s i s t s  o f  bond is s u e s  in  t h e  i n t e r n a t i o n a l  m arke ts  

and t h i s  comprised le s s  th a n  5% on an a v era g e  o f  th e  t o t a l  

commercia l b o r ro w in g .  The re m a in d e r  was composed o f  t r a d e  

c r e d i t s .  In  a l l  th e s e  t h r e e  m arke ts  th e  GOI p la y e d  a p i v o t a l  

r o l e  in  n e g o t i a t i n g  f a v o u r a b l e  term s and c o n d i t i o n s .  The n e x t  

s e c t i o n  thus  d is c u s s e s  th e  r o l e  o f  t h e  GOI in  e x t e r n a l
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commercia l b o r ro w in g .

3 .7  GOI s t r a t e g y  in  commercia l bo rrow ing

The government o f  I n d i a  (GO I)  does n o t  engage in  

s o v e r e ig n  bo rrow ing  o r  commercia l fu n d in g  o f  i t s  b a la n c e  o f  

payments d e f i c i t s ,  bu t  i t  h o lds  a t i g h t  r e i g n  o v e r  on a l l  

commercia l  b o r ro w in g .  The G O I ’ s p o l i c y  g u i d e l i n e s  a r e  as 

f o l l o w s .  The f i r s t  r e s o r t  must be s o f t  lo a n s .  I f  th e s e  a re  

in a d e q u a te ,  th e  GOI p r e f e r s  t o  channel t h e  commercia l loans  

t o  t h e  p r i v a t e  s e c t o r  th ro u g h  one o f  t h e  t h r e e  n a t i o n a l  

f i n a n c i n g  i n s t i t u t i o n s ,  namely ,  th e  I n d u s t r i a l  Development  

Bank o f .  I n d i a  e( I D B I ) t t h e . I n d u s t r i a l  F inance. C o r p o r a t io n  of. 

I n d i a  ( I F C I ) ,  and I C I C I  m ent ioned above. T h is  i s  done on th e  

grounds t h a t  th e s e  i n s t i t u t i o n s  can o b t a i n  b e t t e r  te rm s ;  th e s e  

i n s t i t u t i o n s  then  o n - le n d  t o  do m est ic  b o rrow ers  a t  a s u rc h a rg e  

o f  2%. However, a few p u b l i c  s e c t o r  b o rrow ers  ( n o t a b l y  A i r  

I n d i a )  and a few p r i v a t e  s e c t o r  b o rrow ers  have been a l lo w e d  

t o  borrow in  t h e i r  own name.

A nothe r  s t i p u l a t i o n  o f  t h e  GOI i s  t h a t  a l l  bo rrow ing  must 

be p r o j e c t  r e l a t e d ,  and i t  must r e s u l t  in  f o r e i g n  exchange  

g e n e r a t i o n  o r  s a v in g .  The GOI a ls o  s e t s  an annual l i m i t  on th e  

t o t a l  e x t e r n a l  commercial b o r ro w in g s .  The government a ls o  pays  

c lo s e  a t t e n t i o n  t o  th e  te rm s  o f f e r e d  by f o r e i g n  banks. As a 

r e s u l t  o f  th e  c o m p e t i t io n  f o r  mandates among banks, hard  

b a r g a in i n g  by I n d i a ,  combined w i t h  good t i m i n g  and f a v o u r a b l e  

m arke t  c o n d i t i o n s ,  th e  te rm s o b ta in e d  by I n d i a n  b o rrow ers  have
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pr im e In d i a n  b o rro w ers  was p a r t l y  a m a t t e r  o f  GOI p o l i c y ;  in  

1986 no loans w i t h  a m a t u r i t y  o f  l e s s  th a n  e i g h t  y e a rs  and a 

g race  p e r io d  o f  f i v e  y e a rs  were approved ,  in  o r d e r  t o  a v o id  

bunching o f  repayments a lon g  w i t h  thos e  due t o  th e  IMF in  1987 

t o  1989.

The GOI a ls o  uses t h e  t h r e e  i n s t i t u t i o n s  t o  s e t  th e  b a s ic  

m a rk e t  c o n d i t i o n s  so t h a t  o t h e r  b o rrow ers  may b e n e f i t .  An 

example o f  t h i s  s t r a t e g y  i s  t h a t  one o f  th e s e  i n s t i t u t i o n s  

pressed  long and hard t o  b r in g  down th e  c o s t  o f  a t a x - s p a r e d  

o f f e r i n g  ( s u c c e s s f u l l y )  so t h a t  a n o th e r  i s s u e r  w i t h  l a r g e  

borrowing ,  needs . w.ou 1 d .be . a b l e . t o . r a i . s e  fungls. wore .cheaply,  

(wh ich  i t  d i d ) . 13

In  1984, p r i v a t e  companies were a l lo w e d  t o  borrow under  

t h e i r  own names in  th e  Eurom a rke ts .  A few pr im e  borrow ers  such 

as R e l i a n c e  T e x t i l e s ,  T a t a  and B i r l a s ,  d id  borrow s u c c e s s f u l l y  

in  th e  Eurom arke ts ,  bu t  th e  te rm s o f f e r e d  t o  them were n o t  as 

good as those  o f f e r e d  t o  th e  n a t i o n a l  f i n a n c i a l  i n s t i t u t i o n s  

or  even t o  th e  p u b l i c  s e c t o r  companies. The argument pu t  

fo r w a r d  by th e  p r i v a t e  s e c t o r  f o r  in c r e a s e d  d i r e c t  commercial  

bo rrow ing  is  t h a t  though t h e  te rm s o b ta i n e d  by t h e  n a t i o n a l  

f i n a n c i a l  i n s t i t u t i o n s  a r e  b e t t e r ,  th e  s u rc h a rg e  o f  2% makes 

th e  funds e x p e n s iv e .  B es ides  t h e  d e la y  in  p ro c e s s in g  and 

a p p ro v in g  an a p p l i c a t i o n  may t a k e  up t o  s i x  months d u r in g

13 See Euromonev. 1985,  I b i d .



which t im e  th e  s i t u a t i o n  cou ld  change d r a m a t i c a l l y .  The 

g o ve rn m e n t ’ s c o u n te ra rg u m e n t  i s  t h a t  bo rrow ing  th ro u g h  th e  

i n s t i t u t i o n s  c o s ts  t h e  n a t i o n  le s s  in  term s o f  s c a r c e  f o r e i g n  

exchange,  and unm onitored  bo rrow ing  cou ld  become e x c e s s iv e  and 

e rode  I n d i a ’ s c r e d i t w o r t h i n e s s .

G e n e r a l l y  t h e  p r i v a t e  companies borrowed abroad o n ly  t o  

f i n a n c e  th e  f o r e i g n  exchange components o f  a p r o j e c t ,  bu t  

s in c e  1984 f o r e i g n  c u r r e n c y  loans  were t o  have a lo c a l  

c u r r e n c y  or  a rupee component which was t o  be r e p a id  in  th e  

s h o r t  te rm .  M oreover ,  o n ly  p r o j e c t s  which needed more th a n  US 

$ 1 .2  m i l l i o n  were a l lo w e d  t o  ta p  t h e  f o r e i g n  m arke ts  d i r e c t l y .

A l l  . th ese  po l  ic ie .s  . have. resu.ltegi . i n  . be t t e . r . te rm s  . f o r  

I n d i a .  Moreover th e  n a t i o n a l  f i n a n c i a l  i n s t i t u t i o n s  a re  

c o n s t a n t l y  in  touch w i t h  th e  deve lopments  in  t h e  i n t e r n a t i o n a l  

c a p i t a l  m a rk e ts ,  so t h a t  th e  new in s t r u m e n t s  o f f e r e d  by them 

can a lways be c o n s id e r e d  by t h e i r  dom est ic  c l i e n t s .  They 

a d v is e  c l i e n t s  in  r a i s i n g  f i n a n c e  in  s u i t a b l e  fo rm s ,  on 

mergers and a c q u i s i t i o n s ,  on r e s t r u c t u r i n g  o f  f i n a n c e s  and on 

u n d e r w r i t i n g . They a l s o  open commercial l i n e s  o f  c r e d i t  under  

v a r i o u s  f o r e i g n  c u r r e n c y  l i n e s  o f  c r e d i t ,  and f o r  t h i s  purpose  

th e y  e s t a b l i s h  c o r r e s p o n d e n t  bank ing  r e l a t i o n s h i p s  w i t h  a 

number o f  banks a broa d .

A p a r t  from t h e  n a t i o n a l  f i n a n c i a l  i n s t i t u t i o n s ,  t h e  S t a t e  

Bank o f  I n d i a  (S B I )  a l s o  p la y s  a r o l e  in  r a i s i n g  c a p i t a l  f rom  

abroad .  The SB I ,  a f u l l y  government-owned bank, has been 

a s s o c ia t e d  w i th  a lm o s t  a l l  f o r e i g n  c u r r e n c y  b o rro w in g s  made
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by t h e  p u b l i c  s e c t o r  c o r p o r a t i o n s  as w e l l  as a number o f  

p r i v a t e  s e c t o r  c o r p o r a t i o n s . W h i le  t h e  f o r e i g n  c u r r e n c y  loan  

r e q u i r e m e n ts  o f  sm al l  t o  m ed ium -s ized  amounts a r e  ta k e n  c a re  

o f  by r a i s i n g  d i r e c t  loans  from i t s  f o r e i g n  o f f i c e s ,  f o r  l a r g e  

loans  th e  SBI a c t s  e i t h e r  as a lead  manager f o r  s y n d i c a t i n g  

or  as an a d v is o r  t o  th e  b o r ro w e r .  I t  works o u t  t h e  f i n a n c i n g  

package which i s  i d e a l l y  s u i t e d  t o  th e  b o r r o w e r ’ s 

r e q u i r e m e n t s . I t  then  i n v i t e s  c o m p e t i t i v e  b i d s ,  e v a l u a t e s  a l l  

p r o p o s a ls  and then  n e g o t i a t e s  f o r  improvements in  t h e  te rm s .  

I t s  s e r v i c e s  in c lu d e  u n d e r w r i t i n g  and managing bond o r  e q u i t y  

is s u e s  and s y n d i c a t i n g  t r a d e  and work ing  c a p i t a l  f i n a n c e .  Thus 

t h e  government . o r .  governm ent ,  run . i n s t i t u t i o n s ,  t r . i e d .  to. 

n e g o t i a t e  f i n e r  terms f o r  e x t e r n a l  b o r ro w in g .  The n e x t  s e c t i o n  

examines th e  te rm s and c o n d i t i o n s  f o r  e x t e r n a l  b o r ro w in g .

3 . 8  Terms and c o n d i t i o n s  o f  commercial bo rrow ing

I t  can be argued t h a t  I n d i a  shou ld  have gone t o  c a p i t a l  

m a rk e ts  d u r in g  t h e  1970s when t h e  r e a l  r a t e s  o f  i n t e r e s t  were  

low (even  n e g a t i v e ) ,  r a t h e r  than  d u r in g  th e  1980s when th e  

r e a l  r a t e s  o f  i n t e r e s t  were h ig h .  T a b le  3 . 4  shows t h e  r e a l  

r a t e  o f  i n t e r e s t  on f o r e i g n  bo rro w in g s  measured as th e  nominal  

r a t e  o f  i n t e r e s t  d e f l a t e d  by t h e  growth in  th e  u n i t  v a lu e  o f  

e x p o r t s .  On an av era ge  t h e  r e a l  r a t e s  o f  i n t e r e s t  in  th e  70s 

were about  2 .8%, whereas th e y  averaged  5% d u r in g  th e  80s.  

However th e  r e a l  r a t e s  o f  i n t e r e s t  f o r  I n d i a  in  th e  80s would  

have been low er  in  th e  70s,  i f  1981 and 1986 were t o  be
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e x c lu d e d .  In  1981 th e  r e a l  r a t e s  o f  i n t e r e s t  were h igh  on 

a c co unt  o f  h igh  r a t e s  o f  LIBOR as w e l l  as t h e  f a c t  t h a t  t h e  

u n i t  v a lu e  o f  I n d i a ’ s e x p o r t s  d e c l i n e d .  In  1986, though t h e  

LIBOR r a t e s  were low, t h e  in c r e a s e  in  t h e  u n i t  v a l u e  o f  

e x p o r t s  was v e ry  s m a l l .  The r e l a t i v e l y  low r e a l  r a t e s  o f  

i n t e r e s t  in  t h e  o t h e r  y e a rs  o f  th e  80s r e f l e c t s  both  a f a l l  

in  LIBOR and a r i s e  in  t h e  u n i t  v a lu e  o f  e x p o r t s .  Thus i t  can 

be argued t h a t  though g e n e r a l l y  s p e a k in g  t h e  r e a l  r a t e s  f o r  

i n t e r n a t i o n a l  bo rrow ing  were low er  f o r  most LDCs d u r in g  th e  

70s ,  th e  b e t t e r  e x p o r t  p er fo rm an ce  and d i v e r s i f i c a t i o n  d u r in g  

th e  80s made i n t e r n a t i o n a l  b o rrow ing  f e a s i b l e  in  th e  case o f

I n d i a .  .....................................................................................................................................

A p a r t  f rom th e  r e a l  r a t e  o f  i n t e r e s t  in  te rm s o f  th e  

LIBOR, th e  o t h e r  components o f  th e  te rm s and c o n d i t i o n s  o f  

b o rrow ing  a r e  d e te rm in e d  by s e v e r a l  f a c t o r s  such as th e  

spreads  ov e r  LIBOR, th e  m a t u r i t y ,  and t h e  grace  p e r i o d .  In  

t h i s  c o n t e x t ,  T a b le  3 . 5  shows t h a t  th e y  were q u i t e  f a v o u r a b l e .  

O r d i n a r i l y  one cou ld  e x p e c t  th e  te rm s and c o n d i t i o n s  t o  worsen  

as commercia l bo rrow ing  in c r e a s e s .  However, t h e  d a t a  i n d i c a t e s  

t h a t  t h i s  has no t  been t h e  case f o r  I n d i a .  For example ,  in  

1977 t h e  I n d i a n  b o rrow ers  were charged about  1% o v e r  LIBOR,  

and t h i s  was c o n s id e re d  h i s t o r i c a l l y  low. South Korea ,  which  

was b e t t e r  commercia l r i s k  th a n  I n d i a ,  was charged 1 3/8% o v e r  

LIBOR, and B r a z i l  was charged 2% ov e r  LIBOR. A f t e r  1980, I n d i a  

has been pay ing  on an a v e ra g e  0.82% o v e r  LIBOR f o r  US d o l l a r  

d e b t ,  0.31% ov e r  LIBOR f o r  yen d e b t ,  and 0.51% ov e r  LIBOR f o r
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TABLE 3 .5  

TERMS AND CONDITIONS OF LOANS

YEAR AVERAGE
MARGIN
OVER
LIBOR

CURRENCIES AVERAGE 
DENOMINATED GRACE 

IN PERIOD 
( Y r s )

AVERAGE PROPORTION 
MATURITY OF GOVT OR 

IN YEARS GOVT GUARANTEED 
IN TOTAL (%)

1977 1 U.S $ 5 100
1978 1 - 2 . 5 U.S $ 7 50

1980 1 U.S $ 8 . 4 32
1981 3 / 8 - 1 / 2 U.S $

DM, Y , S ■ ■ • 1 0 .0 100
1982 3 / 8 - 3 / 4 U.S $,

Pounds,
DM, Y , FF 5 1 0 .0 100

1983 3 / 8 - 1 . 7 5 Pounds,
U.S $,
F F , DM 9 . 3

1984 3 / 8 U.S $ ,
Pounds,
DM,Y,ECU • • • . ro 9

1985 1 / 8 - 3 / 8 U.S $,
ECU 1 -5 8 . 0 95

1986 1 / 4 0 - 3 / 8 U.S $ ,
HK$, Y ,
Pounds,
SF 4 8 . 6 95

1987 M o s t ly U.S $,
f  i xed Y , DM
r a t e s  a t
Li b o r . Max
spread o f
1/2% 5 . 8 1 1 .0 95

1987 1 U.S $ 5 100

1988 3 / 1 6 - 1 / 2 U.S $ , Y 5 1 1 .2 100

S o u r c e : See Appendix  I
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DeutschMark d e b t .  In  t a x - s p a r e d  d e a l s , 14 th e  avera g e  

spre ad  ov e r  LIBOR d e c l i n e d  from 3/8% t o  1/8%, and in  one 

t r a n s a c t i o n  th e  r a t e  in  1986 was as low as 1/40% o v e r  LIBOR.

The a verage  m a t u r i t i e s  have a l s o  in c re a s e d  and t h e  g race  

p e r io d s  have tended  t o  become lo n g e r ,  thus  showing e a s i e r  

te rm s .  The f a c t  t h a t  t h e  range o f  c u r r e n c i e s  in  which I n d i a  

has borrowed has in c r e a s e d  i n d i c a t e s  t h e  p o s s i b i l i t y  o f

swapping and h e d g in g ,  w i t h  th e  p o t e n t i a l  f o r  decreased  c o s ts
15o f  b o r ro w in g .

T a b le  3 . 5  i n d i c a t e s  a s l i g h t  worsen ing  in  th e  terms and 

c o n d i t i o n s  o f  b o rrow ing  d u r in g  1983 and 1984. T h is  can perhaps  

b e . a t t r i b u t e d  to. t h e  .L^tjn. Amer.ic.ao de.bt c r . i s i s  be.ginni.ng in. 

1982,  which led  t o  a h a rd e n in g  o f  te rm s f o r  most d e v e lo p in g  

c o u n t r i e s .

The terms o f f e r e d  t o  I n d i a  compare f a v o u r a b l y  w i t h  th o s e  

o f f e r e d  t o  o t h e r  d e v e lo p in g  c o u n t r i e s  such as South Korea ,  

which i s  r a te d  as a T r i p l e  A b o r r o w e r .  D ur ing  t h e  1980s when

A t a x - s p a r e d  loan  i s  one in  which th e  w i t h h o l d i n g  ta x e s  
n o rm a l ly  p a y a b le  in  d e v e lo p in g  c o u n t r i e s  a r e  w a iv e d .  They 
a r e  then  c r e d i t e d  as i f  th e y  have been p a id  a g a i n s t  th e  
b a n k ’ s ta x  b i l l .  Many c o u n t r i e s  le v y  a w i t h h o l d i n g  t a x  
on payments o f  i n t e r e s t  and d i v i d e n d s  v a r y i n g  f rom f o r  
i n s ta n c e  10% in  South Korea t o  500% in  P a k i s t a n .  When a 
d e v e lo p in g  c o u n t r y  agrees  t o  wa ive  th e s e  w i t h h o l d i n g  
t a x e s ,  th e  commercia l  b a n k ’ s l i a b i l i t i e s  d e c rea s e  and i t  
can a f f o r d  t o  lo w e r  th e  s p re a d ,  as even w i t h  a lo w er  
spread i t  is  p o s s i b l e  t o  o b t a i n  th e  same l e v e l  o f  p o s t ­
t a x  p r o f i t s .

15 The p r o p o r t i o n  o f  d o l l a r  loans  was no more th a n  40% 
in  any s i n g l e  y e a r  in  th e  p e r io d  1 9 8 4 -8 8 .  In  1984 o n ly  
5 % o f  loans were denominated in  d o l l a r s .
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I n d i a  was charged a spread between 1 /4 0  and 3/4% on an 

a v e r a g e ,  South Korea was charged  a spread o f  3 / 8  t o  7/8%  

( B r a z i l  was charged 3 / 4  to  1 /2 % ) .  Some examples o f  t h e  good 

te rm s  o f f e r e d  t o  I n d i a n  companies a r e :

1) The I n d u s t r i a l  C r e d i t  and In v e s tm e n t  C o r p o r a t i o n  o f  

I n d i a  ( I C I C I )  was a b l e  t o  r a i s e  funds th ro u g h  a p r i v a t e  

plac e m e nt  in  Japan a t  6.7% in  1986.  On th e  day o f  t h e  s i g n i n g ,  

a T r i p l e  A r a te d  Korean b o rro w e r  was o f f e r e d  6.8% in  th e  

p u b l i c  Samurai m a rk e t ,  which i s  u s u a l l y  cheaper  th a n  p r i v a t e  

p ia c e m e n t s .

2 )  The government-owned Housing Development F in a n c e  

C o r p o r a t io n  borrowed a t  j u s t .  50 .basis, po jnts .  Qver. t.he 13. week. 

U .S .  t r e a s u r y  b i l l  r a t e  p a y a b le  s e m i - a n n u a l l y  w i t h  repayment  

g u a ra n te e d  by th e  U .S .  governm ent .

3 )  For an A i r  I n d i a  loan  in  1985, t h e  s h o r t - l i s t e d  

b i d d e r s  r e p o r t e d l y  o f f e r e d  a t a x - s p a r e d  c r e d i t  a t  between 1 /1 6  

and 1/32% ov e r  LIBOR f o r  a US $173 m i l l i o n  E u ro c u r re n c y  

package,  bu t  was asked t o  s u b m it  even more f a v o u r a b l e  te rm s .  

The dea l  was f i n a l l y  s t r u c k  a t  1/40% ov e r  LIBOR, which i s  an 

e x t r e m e ly  f i n e  margin by any s t a n d a r d .

These terms a r e  o u t  w i t h  assessment o f  I n d i a ’ s c o u n t r y -  

r i s k .  W h i le  I n d i a  was ranked below South Korea and o f t e n  below  

China  a lm o s t  th ro u g h o u t  th e  1980s ,  i t s  terms were as good, and 

sometimes even b e t t e r .  I n d i a ’ s ra n k in g  a c c o rd in g  t o  c o u n t r y -



1 fir i s k  from 1980 t o  1985 a lm o s t  s t e a d i l y  d e t e r i o r a t e d , whereas  

th e  te rm s o f  loans improved v i r t u a l l y  s t e a d i l y .  A s t a r k  

example o f  t h i s  paradox i s  t h a t  in  1985 t h e  c o u n t r y ’ s r a n k in g  

f e l l  t o  46 f rom 33 in  th e  p r e v io u s  y e a r ,  whereas i t s  minimum 

m arg in  ov e r  LIBOR decreased  from 3 / 8  t o  1 /8 ^ % ,  and a v e ra g e  

m a t u r i t y  in c r e a s e d  from seven t o  e i g h t  y e a r s  a t  t h e  same 

t i m e . 1̂ A p a r t  o f  t h i s  paradox can be e x p l a i n e d  by t h e  f a c t  

t h a t  th e  loan m arket  was becoming more c o m p e t i t i v e  in  g e n e r a l  

and t h e  i n t r o d u c t i o n  o f  new and more s o p h i s t i c a t e d  in s t r u m e n ts  

made th e  o t h e r  pr ime bo rro w ers  have r e c o u rs e  l e s s  and l e s s  to  

s y n d ic a te d  lo a n s .  The f a c t  remains t h a t  I n d i a  was a b l e  t o  

o b t a i n  f i n e r  terms desp.i t e  . hi g.her. I p v e l s .  o f  .borrowing ,. ajnd an. 

im p o r t a n t  d i s t i n c t i o n  must be made between h i g h e r  l e v e l s  o f  

b o rrow ing  in  t h i s  c o n t e x t  and o v e rb o r  rowi n g . As w i l l  be 

d isc u s s e d  in  C ha pte r  6 I n d i a  had no t  reached th e  l e v e l  o f  

o v e rb o r ro w in g  t i l l  v e ry  r e c e n t l y .

The p roc e dure  o f  o b t a i n i n g  i n t e r n a t i o n a l  loans and th e  

uses t o  which th e y  can be p u t  a r e  a ls o  o f  i n t e r e s t  as th e s e  

may have a d e t e r m i n in g  r o l e  in  th e  te rm s and c o n d i t i o n s  o f  

i n t e r n a t i o n a l  b o r ro w in g .  M ore ov e r ,  i n t e r n a t i o n a l  b o r r o w in g c a n  

a l s o  c o n t r i b u t e  t o  t h e  t o t a l  do m est ic  money s u p p ly  and have 

some macroeconomic e f f e c t s .  B e fo re  e xam in ing  t h e  macroeconomic  

e f f e c t s  we w i l l  b r i e f l y  look  i n t o  t r a d e  f i n a n c i n g  t r a n s f e r s

16 See Euromonev. v a r i o u s  September is s u e s .

17 See Dec 1985,  Euromonev. S p e c ia l  I n d i a  Supplem ent .



and i n t o  th e  r o l e  o f  f o r e i g n  banks in  o b t a i n i n g  commercia l  

loans  in  I n d i a .

3 . 9 .  Trade  F in a n c in g  C a p i t a l  t r a n s f e r s

There  a r e  two main sources  o f  t r a d e  f i n a n c e  in  I n d i a  : 

f o r e i g n  banks and th e  E x p o r t  Im p o r t  (EXIM) Bank o f  I n d i a .  The 

l a t t e r  was c r e a t e d  in  1982 w i t h  th e  h e lp  o f  G r i n d l a y s .  I t  

f i n a n c e s  e x p o r t s  o f  v a r i o u s  ty p e s  o f  p ro d u c ts  such as 

m an u fa c tu red  goods, s o f t w a r e  and c o n s u l ta n c y  s e r v i c e s ,  and 

a l s o  e x te n d s  s u p p o r t  t o  o v e rse a s  j o i n t  v e n t u r e s  and 

i n d u s t r i a l / c o n s t r u c t i o n  p r o j e c t s  from I n d i a .  EXIM Bank’ s 

m erchant  banking .group, can . t a i . l o r .  nrju] t . i - c y  rre.ngy. f i n a n c i a l ,  

packages t o  s u i t  th e  r e q u i r e m e n ts  o f  I n d i a n  e x p o r t e r s .  The 

B ank’ s f i n a n c i a l  e n g i n e e r i n g  s k i l l s  a r e  aimed a t  im prov in g  th e  

c o m p e t i t i v e n e s s  o f  I n d i a n  e x p o r t e r s .  A ls o ,  th ro u g h  i t s  access  

t o  l i n e s  o f  c r e d i t  in  m a jo r  c u r r e n c i e s  f rom  i n t e r n a t i o n a l  

banks and e x p o r t  c r e d i t  a g e n c ie s  in  o t h e r  c o u n t r i e s ,  EXIM Bank 

has deve lop ed  enhanced c a p a b i l i t i e s  f o r  f i n a n c i n g  im p o r ts .  

S in ce  EXIM Bank s e r v i c e s  i t s  d e b t  from t h e  a s s e ts  c r e a t e d  

o f f s h o r e ,  i t  does no t  draw upon t h e  s c a rc e  f o r e i g n  exchange  

re s o u rc e s  o f  th e  c o u n t r y .

The t r a d i t i o n a l  r o l e  o f  f o r e i g n  banks in  I n d i a  has been 

t r a d e  f i n a n c i n g .  They have been i n s t r u m e n t a l  in  o b t a i n i n g  

s u p p l i e r s ’ c r e d i t s  f o r  t h e i r  l o c a l  customers th ro u g h  th e  

bankers  a c ceptance  m a rk e t .  For i n s t a n c e ,  CITIBANK p u t  t o g e t h e r  

a f i n a n c i n g  programme f o r  t h e  im p o r t  o f  US $1b.  w o rth  o f  o i l
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in  1984. The im portance  o f  th e  m u l t i l a t e r a l  i n s t i t u t i o n s  have  

in  t h e  I n d i a n  c o n t e x t  have a ls o  boosted t h e  r o l e  o f  f o r e i g n  

banks. For i n s t a n c e ,  th e  IMF loan  o f  $4b.  in  1982 boosted t h e  

e x p o r t - i m p o r t  t r a d e  and c a l l e d  f o r  g r e a t e r  t r a n s a c t i o n s  w i t h  

f o r e i g n  banks. The IF C ,  t o o ,  which s a n c t io n e d  loans  amounting  

t o  $80 m i l l i o n  in  1981 was in s t r u m e n t a l  in  a r r a n g i n g  loans  

f rom o t h e r  m u l t i n a t i o n a l  banks. A p a r t  f rom t r a d e  f i n a n c i n g ,  

th e  e x i s t e n c e  and th e  in c r e a s e  in  t h e  presence  o f  f o r e i g n  

banks in  I n d i a  was i n s t r u m e n t a l  in  f a c i l i t a t i n g  t h e  t r a n s f e r  

o f  e x t e r n a l  c a p i t a l .  The n e x t  s e c t i o n  b r i e f l y  examines t h e  

r o l e  o f  f o r e i g n  banks in  t h i s  c o n t e x t .

3 . 1 0 .  Role  o f  f o r e i g n  banks in  c a p i t a l  t r a n s f e r s

An in c r e a s e  in  c a p i t a l  t r a n s f e r s  was f a c i l i t a t e d  by an 

e x pans ion  o f  f o r e i g n  banking a c t i v i t y  in  I n d i a .  The government  

does no t  d i s c r i m i n a t e  a g a i n s t  f o r e i g n  banks; in  f a c t ,  one 

c o u ld  argue t h a t  i t  d i s c r i m i n a t e s  in  t h e i r  f a v o u r .  They A&vc
btx.1* Jed

n o t  n a t i o n a l i  and u n l i k e  t h e i r  I n d i a n  c o u n t e r p a r t s , th e y  a r e
/A  A

n o t  o b l i g e d  t o  devote  a c e r t a i n  amount o f  t h e i r  re s o u rc e s  t o  

th e  ( lo w  r e t u r n )  p r i o r i t y  s e c t o r s .

F o re ig n  banks have g iv e n  loans  t o  l o c a l  m arke ts  f o r  

p r o j e c t s  and t o  i n d u s t r i a l i s t s  w i t h  lo n g s ta n d in g  acco unts  w i t h  

them. M oreover ,  f o r e i g n  banks have asked t h e i r  p a r e n t  branches  

to  s e t  up a c o n s o r t iu m  o f  le n d e r s  f o r  a new p r o j e c t  o r  f o r  t h e  

e xpans ion  o f  an o ld  one. For example ,  t h e  f o r e i g n  banks a r e  

h e l p i n g  to  dev e lo p  th e  O i l  and N a t u r a l  Gas Commission,
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e s p e c i a l l y  th e  o f f s h o r e  o i l  s e arc h  ne a r  Bombay. In  a d d i t i o n ,  

i t  i s  e a s i e r  f o r  th e  f o r e i g n  banks w i t h  branches in  I n d i a  t o  

m o n i to r  l o a n s / p r o j e c t s  than  banks a b ro a d .  The I n d i a n  customers  

g a in  because th e s e  banks have g r e a t e r  access t o  in f o r m a t i o n  

on t h e  t e c h n iq u e s  o f  b o rro w in g  and t o  u n l i m i t e d  f o r e i g n  

e x c h a n g e .

W ith  l i b e r a l i s a t i o n  o f  f o r e i g n  in v e s t m e n ts ,  t h e  

o p p o r t u n i t i e s  f o r  f o r e i g n  banks t o  r a i s e  funds  both abroad and 

in  I n d i a  have in c r e a s e d  s u b s t a n t i a l l y .  I n d i a n  and f o r e i g n  

companies which wish to  r a i s e  funds in  t h e  i n t e r n a t i o n a l  

m arke ts  tend  t o  go th ro u g h  th e  w e s te rn  banks which a r e  

o p e r a t i o n a l ,  in ,  I n d i a . .  The f o r e i g n  banks, hay©, a lso ,  proved to.  

be an im p o r ta n t  c o n d u i t  f o r  o f f s h o r e  f u n d in g  r e q u i r e m e n ts  f o r  

I n d i a n  p r o j e c t s ,  e . g . ,  t h e  C h a r t e r e d  Bank ( p a r t  o f  S ta nda rd  

C h a r t e r e d )  he lp ed  Pun jab  N a t i o n a l  Bank t o  r a i s e  US $25 m i l l i o n  

in  f l o a t i n g  r a t e  CDs w i t h  a Z/Q% s p re a d .  In  1983 a lo n e  th e  

Sta n d a rd  C h a r t e r e d  M e rc h an t  Bank was b id d in g  f o r  bus iness  in  

I n d i a  on th e  i n t e r n a t i o n a l  s i d e  in  excess  o f  US $ 1 . 5 b . ,  m a in ly  

c o n c e rn in g  i n f r a  s t r u c t u r a l  p r o j e c t s .

The im po rtance  o f  t h e  f o r e i g n  banks in  r a i s i n g  loans from  

commercia l sources  i s  shown by th e  f a c t  t h a t ,  o f  t h e  30 banks  

which were in v o lv e d  in  most o f  th e  s y n d ic a t e d  loans  and bond 

o f f e r i n g s ,  a bou t  10 were th o s e  w i t h  branches in  I n d i a  (s e e  

Appendix  2 t o  t h i s  C h a p te r  f o r  th e  l i s t  o f  f o r e i g n  banks which  

have branches in  I n d i a  and were in v o lv e d  in  loan  

synd i c a t i  o n s ) .



The l a s t  form o f  bo rrow ing  from t h e  i n t e r n a t i o n a l  c a p i t a l  

m a rk e ts  which has been examined in  t h i s  C h a p te r  was th ro u g h  

t h e  is s u e  o f  bonds. The n e x t  s e c t i o n  shows th e  r e a l t i v e  

i n s i g n i f i c a n c e  o f  t h i s  form o f  bo rrow ing  in  th e  I n d i a n  

c o n t e x t .

3 . 1 1 .  Bond Is s u e s

A nother  in s t r u m e n t  used f o r  r a i s i n g  e x t e r n a l  r e s o u rc e s  

was th e  f l o a t i n g  o f  bonds. The RBI s a n c t io n e d  th e  is s u e  o f  

bonds by th e  I C I C I  and th e  o t h e r  government f i n a n c i a l  

i n s t i t u t i o n s  in  th e  E u ro m a rke t ,  because th e  proceeds o f  bonds 

c ou ld  be o f  g e n e ra l ,  u s e .  in  .comparison, to. bank. loan.s* Which,  

were p r o j e c t  r e l a t e d .  M o reover ,  bank loans  c ou ld  be s topped  

whereas th e  s a le s  o f  bonds would be more d i f f i c u l t  t o  l i m i t .  

L a s t l y ,  f i x e d  r a t e  b o rrow ing  th roug h  bonds was more a t t r a c t i v e  

than  f l o a t i n g  r a t e  bank lo a n s ,  though a c o u p le  o f  f l o a t i n g  

r a t e  no tes  (FRNs) were a l s o  p la c e d  in  th e  m a rk e t .  The coupon 

on bonds was n o r m a l ly  lo w er  than  LIBOR. T a b le  3 . 6  shows th e

term s o f  th e  bonds issued  by In d i a n  b o r ro w e rs .

Bond issues  were fe w e r  in  number than  s y n d ic a t e d  lo an s  

and depend on d i f f e r e n t  f a c t o r s .  They were s t a r t e d  o n ly  in  

1980 when I n d i a  sought  ways t o  d i v e r s i f y  i t s  e x t e r n a l

commercia l b o r ro w in g .  P r i o r  t o  t h e  p lacem ent  o f  bonds in  t h e  

Japanese and t h e  American p r i v a t e  c a p i t a l  m a rk e ts ,  t h e

bo rro w er  has t o  o b t a i n  a r a t i n g  in  th e s e  m a rk e ts .  As a 

r e l a t i v e l y  new b o r r o w e r ,  I n d i a ’ s focus  had been on
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TABLE 3 .6  

BOND ISSUES BY INDIAN BORROWERS

YEAR CURRENCY TERM COUPON 
( Y r s )

ISSUE MIDDLE MKT. 
PRICE PRICE

1 980 U.S  $ 7 1/4% above  
6 month L ib o r 100% 97.5%

1982 U.S $ ,  
Y

7 - d o - 100%

1983 Pounds, 
Y ,U .S  $

5 -9 Pe r form ance  
b id  bonds as 
w e l l  as f i x e d  
coupon —  —

1 985_ U .S Y. 12. .L ibo r  1/8%. .100% . . . - T . . . . . . . . . . . . . . . . . . . . . . .

1 986 Y 12 - d o ­
o r  f i x e d  r a t e  

7%

SOURCE: Euromoney, v a r i o u s  is s u e s .
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e s t a b l i s h i n g  i t s  name and th u s  o n ly  a f t e r  1985 d id  t h e  

n a t i o n a l  f i n a n c i a l  i n s t i t u t i o n s  a p p ly  f o r  a r a t i n g  in  th e s e  

m a rk e ts .  Hence f i x e d  r a t e  d o l l a r  and Samurai bonds were no t  

tapped  t i l l  a f t e r  1985. As a p r o p o r t i o n  o f  t h e  t o t a l  

p la c e m e n ts ,  i n i t i a l l y  th e  d o l l a r  bonds were t h e  most p o p u la r ,  

b u t  a f t e r  1985 yen p lacem ents  have become more p o p u la r .  The 

GOI fa v o u r s  g r e a t e r  use o f  ECUs f o r  d i v e r s i f i c a t i o n  and 

hedging purposes .

Comparing th e  terms o b ta i n e d  by I n d i a  on h e r  bond 

p lacem ents  w i t h  those  o f  NICs such as Korea ,  B r a z i l  and some 

o t h e r s ,  i t  appears  t h a t  t h e  volume o f  p lacem ents  by I n d i a  were  

much lo w e r ,  and . th e  te rm s  . o.btai ned. by. NICs. werQ C>n. ba.lange. 

more f a v o u r a b l e ,  s p e c i a l l y  d u r in g  t h e  e a r l y  1980s.  T h is  c ou ld  

be a t t r i b u t e d  t o  th e  f a c t  t h a t  I n d i a  as a new b o rrow er  had y e t  

to  e s t a b l i s h  i t s e l f  and t h e  success o f  th e  bond is s u e s  was 

d e te rm in e d  by th e  growth o f  i t s  economy, which d id  n o t  compare
i ftf a v o u r a b l y  w i t h  N ICs.  The low volume o f  bond is s u e s  can be 

due t o  th e  d e c rease  in  t h e  t o t a l  number o f  is s u e s  made in  th e  

Eurobond m a rk e t  in  g e n e ra l  in  comparison t o  t h e  70 s .  For  

i n s t a n c e  Korea and B r a z i l  were a b le  t o  p l a c e  a number o f  f i x e d  

r a t e  is s u e s  d u r in g  th e  m id d le  70s a t  r a t e s  which were o f t e n  

below th e  LIBOR. They were no t  v e ry  a c t i v e  in  t h e  8 0s ,  

however.  In  any case ,  th e  deve lop ed  c o u n t r i e s  and 

p a r t i c u l a r l y  th e  USA emerged w i t h  m ajor  p lacem ents  in  th e

i ft See M a rk e t  Commentary S e c t io n  o f  Euromonev.



121

i n t e r n a t i o n a l  m a rk e ts .  T h is  im p l ie d  an a u t o m a t ic  r a t i o n i n g  

o u t  o f  c o u n t r i e s  such as I n d i a  f rom th e  m a rk e t .

The r e c e n t  improvement in  th e  term s o f f e r e d  on bonds in  

th e  i n t e r n a t i o n a l  m ark e ts  i s  i n d i c a t i v e  o f  two f a c t o r s .  F i r s t  

o f  a l l ,  t h e  h ig h e r  r a t e s  o f  growth d u r in g  th e  second h a l f  o f  

th e  80s d e s p i t e  th e  d rou g h t  o f  1986 has he lp ed  t o  g e n e r a te  

c o n f id e n c e  in  th e  In d i a n  economy. M ore o v e r ,  t h e  r a p id  

development  o f  th e  s to c k  m ark e ts  in  I n d i a  a f t e r  1985 has 

p r o v id e d  a secondary  m arke t  f o r  th e  p lacem ent  and t r a d i n g  o f  

I n d i a n  bonds. The in c r e a s e  in  t h e  e f f i c i e n c y  and l i q u i d i t y  o f  

th e  s e c u r i t i e s  l i s t e d  on t h e  s to c k  exchange has h e lp e d  to  

improve I n d i a ’ s access t o  th e  i n t e r n a t i o n a l  c a p i t a l ,  m a r k e t s ..

A l l  th e s e  d i f f e r e n t  forms o f  b o rrow ing  have c e r t a i n  

macroeconomic e f f e c t s  on th e  economy. The n e x t  s e c t i o n  b r i e f l y  

s e ts  o u t  th e s e  in  th e  c o n t e x t  o f  th e  I n d i a n  economy.

3 . 1 2 .  Macroeconomic E f f e c t s  o f  Borrowing

As has been mentioned e a r l i e r  commercia l b o rro w in g  has 

been m o n i to re d  and used t o  f i n a n c e  t h e  f o r e i g n  exchange  

component o f  p r o j e c t s .  To t h a t  e x t e n t  i t  can be argued t h a t  

i t  has n o t  c o n t r i b u t e d  t o  t h e  do m est ic  money s u p p ly .  However,  

t h i s  argument would o n ly  be v a l i d  i f  t h e r e  were no le a k a g e s  

in  th e  system and i f  100% o f  a l l  th e  commercia l  loans  were  

used f o r  p r o d u c t iv e  im p o r ts .  To t h e  e x t e n t  t h e r e  a r e  le a k a g e s  

and th e s e  le a k a g e s  e n t e r  th e  do m est ic  money s u p p ly ,  t h e r e  w i l l  

be an in c r e a s e  in  th e  h igh  powered money which c o u ld  p o s s ib ly
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be i n f l a t i o n a r y .  The o t h e r  two components o f  commercia l  

b o rro w in g  i . e .  t r a d e  f i n a n c e  and bond is s u e s  would have 

s i m i l a r  macroeconomic e f f e c t s .  The n e x t  s e c t i o n  l i s t s  some o f  

th e  im p o r t a n t  c o n c lu s io n s  o f  t h i s  c h a p t e r .

3 . 1 3 .  C o n c lu s io n s

There  i s  l i t t l e  e v id e n c e  o f  an in v e r s e  r e l a t i o n s h i p  

between a d e t e r i o r a t i o n  in  t h e  te rm s and th e  volume o f  

i n t e r n a t i o n a l  commercia l  loans t o  I n d i a .  However, th e  G O I ’ s 

p o l i c y  s in c e  1988 has been t o  encourage DFI r a t h e r  than  

commercia l lo a n s .  T h is  cou ld  perhaps be a t t r i b u t e d  t o  th e  f a c t  

t h a t ,  th e  .comme.rcial. b o r r o w i n g s . haye. i .ngreased.  r a p i d l y ,  .and. 

loans  have to  be s e r v i c e d  i r r e s p e c t i v e  o f  t h e  a c t u a l  r e t u r n s  

from th e  p r o j e c t s .  In  a d d i t i o n  t o  doubts  about  r e t u r n s  t o  

p r o j e c t s ,  th e  d e b t - s e r v i c e  r a t i o  has i n c r e a s e d ,  and t h i s  i s  

a source  o f  w orry  t o  t h e  p o l i c y  makers.

So f a r  I n d i a  has g e n e r a l l y  borrowed o n ly  t o  meet th e  

f o r e i g n  exchange c o s ts  o f  p r o j e c t s ,  bu t  i t  i s  p o s s ib le  t h a t  

i t  may borrow in  t h e  f u t u r e  t o  f i n a n c e  some o f  t h e  l o c a l  

c u r r e n c y  c o s ts  o f  p r o j e c t s .  T h is  w i l l  o n ly  be p o s s i b l e  i f  a 

p a r t  o f  th e  loan can be s e r v ic e d  in  rupees .  The a t t r a c t i o n  o f  

such schemes f o r  I n d i a n  b o rrow ers  can be gauged by th e  f a c t  

t h a t  th e  In d ia n  e q u i v a l e n t  o f  LIBOR has f l u c t u a t e d  between 8 

and 12%, but  some b o rro w e rs  have t o  pay 18%. As th e  r a t e  o f  

i n f l a t i o n  in  I n d i a  has been below 10% f o r  t h e  1980s,  i t  has 

perhaps th e  h i g h e s t  r e a l  r a t e  o f  i n t e r e s t  in  t h e  w o r l d .
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C o n t in u e d  or  even in c r e a s e d  commercia l bo rro w in g  is  o n ly  

p o s s i b l e  i f  I n d i a  manages to  s u s t a i n  a h ig h  r a t e  o f  economic  

growth and o f  e x p o r t s .  So f a r  I n d i a  has been as a s u c c e s s fu l  

b o r r o w e r ,  because t o  managed i t  meet i t s  7 th  P la n  t a r g e t  

growth r a t e  o f  5% and has had an amazing growth r a t e  o f  9% in  

th e  y e a r  1 9 8 8 -8 9 .  The growth r a t e  o f  e x p o r t s  and o t h e r  

m a n u fa c t u r in g  a c t i v i t y  has a l s o  been v e r y  h ig h .  D e s p i t e  th e  

e x p o r t  pe r fo rm a n c e ,  however,  t h e  b a la n c e  o f  payments has 

d e t e r i o r a t e d . Whether I n d i a  w i l l  emerge as a s u c c e s s fu l  d e b to r  

o r  a problem d e b to r  w i l l  be d e te rm in e d  by both i t s  repayments  

and i t s  g row th .  T h is  is s u e  w i l l  be examined in  d e t a i l  in  

C h a p te rs  5 a n d . 6.. . I t  i s  s u f f i c i e n t  .to  r e . i t e r a t e  here, t h a t  an 

in c r e a s e  in  e x t e r n a l  c a p i t a l  i n f l o w s  has been in s t r u m e n t a l  in  

moving I n d i a  t o  a h i g h e r  growth p a t h .  The e x t e r n a l  re s o u rc e  

r e q u i r e m e n t  could  o f  course  be met by both  DFI and NRI 

t r a n s f e r s  a long  w i t h  commercia l lo a n s .  The f o r m e r  two 

t r a n s f e r s  can be t r e a t e d  as s u p p o r t in g  t r a n s f e r s  in  th e  

c o n t e x t  o f  a d e b t  prob lem .  C h a p te r  4 th u s  examines th e s e  

s u p p o r t in g  t r a n s f e r s  in  th e  c o n t e x t  o f  t h e  I n d i a n  economy.
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Terms and C o n d i t io n s  o f  th e  P u b l i c i s e d  Loans Made t o  I n d i a ,  

1977 to  1988.

Year C ate g o ry  
borrow er

Amount 
borrowed  
(mi 11 i o n )

M arg in  Grace  
ov e r  LIBOR p e r io d  
(%) ( y e a r s )

M a tu r i  t y  

( y e a r s )

1977 P u b l i  c US$ 50 1 - 5

1980 P u b ! i  c US$ 30 3 / 8  f o r  1 y e a r  
1 /2  f o r  4 y e a r s - 5

P r i  v a t e US$ 35 1 5 /8  f o r  3 y e a r s  
5 / 2  f o r  4 . 5  y e a r s - 7 . 5

P r i  v a t e US$ 1 8 .5 5 / 4 - 8

P r i  v a t e US$ 10 1 1 /8 - 10

1981 P u b l i  c US$ 209 3 / 8  f o r  2 y $ ars. . . 
1 /2  f o r  6 y e a r s - 8

P u b l ic US$ 14 f i x e d  r a t e  a t  7.5% - 10

P u b l i  c DM 30 3 / 8  f o r  5 y e a rs  
1 /2  f o r  5 y e a rs - 10

P u b l i  c Y3000 3 / 8  f o r  5 y e a r s  
1 /2  f o r  5 y e a rs

-

10

P u b l i  c SF 30 3 / 8  f o r  5 y e a rs  
1 /2  f o r  5 y e a rs - 10

1982 P u b l i  c US$ 77 Undi s c lo s e d - Undisclosed

P u b l i  c US$ 25 3 / 8  f o r  7 y e a rs  
1 /2  f o r  3 y e a rs - 10

P u b l i  c US$ 68 1 /4  f o r  4 y e a rs  
3 / 8  f o r  6 y e a rs - 10

P u b l i  c Y 5 . 4 3 / 8  f o r  7 y e a rs  
1 /2  f o r  3 y e a rs 5 10

P u b l i  c US$ 198 3 / 8  
equi v a l e n t *

- 10

P u b l i  c US$ 17 .7 3 / 4 - 8



1983

1983

1984

125

P u b l i  c 
P r i v a t e

P r i v a t e

P u b l i  c 

P u b l i  c 

P r i  v a t e

P u b l i  c 

P u b l i  c

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i c

UKL 344 
FF 1 6 3 .4 }  
US$ 5 }

US$ 45 
US$ 30

US$ 25

DM 45

DM 37

US$ 18 

DM 50

US$ 30 

US$ 25

5 / 4
F ix e d  r a t e

11/ 8  f o r  2 y e a rs  
3 / 2  f o r  3 y e a rs

3 / 8

3 / 8

5 / 8  f o r  4 ye ars  
3 / 4  f o r  4 y e a rs

5 / 8

U n d is c lo s e d  f i x e d  
r a t e

3 / 8

3 / 8  t a x  spared

15
7

5

7

7

8 

10

Undisclosed

8

7

P u b l i  c

P r i  v a t e

P u b l i  c 

P u b l i  c 

P u b l i  c

P r i  v a t e  

P u b l i  c 

P u b l i  c 

P u b l i  c

P u b l i  c

US$ 25 
US$ 25 
US$ 4 6 .8 5

UKL 10 
US$ 15

US$ 5 .8 7

US$ 20 

US$ 100 

US$ 25

0
0 * *

1/ 2  f o r  1 .5  y e a rs  
5 / 8  f o r  3 . 5  y e a rs

3 / 8  t a x - s p a r e d

5 / 8  f o r  4 y e ars  
3 / 4  f o r  4 y e a rs

3 / 8  t a x - s p a r e d

0

Undi s c lo s e d

4
Maxirrun

DM 3 1 .4 6  5 / 8

UKL 24900 9 .5%, f i x e d  r a t e

Y 1000 0.1% o v e r  JL IP

US$ 25 
ECU 30

US$ 20

1 /4  t a x - s p a r e d  

11.5%, f  i xed r a t e

3 y e a rs  
r e v o l v  i ng 
CD

7 

10

8

8

8 . 5
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1985

1985

1986

P u b l i  c 

P u b l i  c 

P u b l i  c

P u b l i  c

P u b l i  c

P r i  v a t e  

P u b l i  c

US$ 40900

Y 10000

US$ 25 
ECU 20

US$ 40

US$ 50

US$ 12 

US$ 25

0 . 5

1 /8  t a x - s p a r e d  

3 /1 6

3 /1 6

1 /4

1 /4

8

10

10

7 y e a rs  
r e v o l v i  ng 
CD

7 y e a r s ,  
r e v o l v i  ng 
UF
7 years and
4 months
5 y e a rs  
r e v o l v i  ng 
CD
r e t r a c t a b le
t o
3 . 5  y e a rs

P u b l i  c 

P r i  v a t e

P u b l i  c

Y 5300  

US$ 9600

US$ 25

a t  J L IP  f i x e d  r a t e  0 . 5

1 /2  f o r  5 y e a rs  
5 / 8  f o r  5 y e a rs 2 . 5

1 / 8 ,  f a l l b a c k  r a t e s  
3 / 8  f o r  1 t o  4 y e a rs  
1 /2  f o r  5 t o  8 y e a r s ,

5 . 5

10

8

P u b l i  c 

P u b l i  c 

P u b l i  c

P u b l i  c 

P u b l i  c 

P u b l i  c

P u b l i  c

HK$ 25

t a x - s p a r e d

0 - 5

US$ 25 3 / 8 5 10

US$ 50 50 bp below JL IP 5 10
i n Y

Y 10000 6 . 9  a t  f i x e d  r a t e - 7

US$ 173 1 / 4 0 ,  t a x - s p a r e d 4 10

US$ 88 1 1 .6  a t  f i  xed r a t e 0 . 5 10
in  FF

US$ 88 7 .9  a t  f i x e d  r a t e 0 . 5 10
i n DM

US$ 44 1 2 .0 5  a t  f i x e d  r a t e 0 . 5 10
in  UKL

US$ 20 0 - 5
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P u b l i  c 

P u b l i  c

P r i  v a t e  

P r i  v a t e  

1987 P u b l i c  

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i c

P r i  v a t e  

- - - Governmt

US$ 30 

US$ 8 .7 5

US$ 4 . 8  

SF 48

Y 12000 

US$ 150

Y 3500

Y 3500

Y 10000

Y 6500

1 / 8

1 / 8  f o r  5 y e a rs  
1 /2  f o r  5 y e a rs

Undi s c lo s e d

1 / 2

1 /4

JLTP a t  drawdown

a t  JLTP r e f i x e d  
a f t e r  10 y e a rs

JLTP

y e a rs
P r i  v a t e  

P r i  v a t e  

P u b l i  c

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i  c 

P u b l i  c

P u b l i  c

5 10

3 10

Undisclosed  

3 9

6 10 

7

10 20

10 15

15

7 .5

US$- 279000 1 /4  f o r -  6- y e a rs  - 
3 / 8

US$ 5000 U n d is c lo s e d

US$ 8000 U n d is c lo s e d

Y 3440
Y 3440£ U n d is c lo s e d  

US$ 70 0 ,  t a x - s p a r e d

US$ 150 0 ,  t a x - s p a r e d

DM 169.1  6 . 4 8 ,  f i x e d - r a t e

US$ 2 6 .5  7 . 4 ,  f i x e d - r a t e

DM 172 Term loan

US$ 28 Term loan

Y 3800 Term loan  a t  5 . 3

US$ 150 7 /1 6  f o r  12 y e a rs
1 /2  f o r  3 y e a rs

Y 10000 Term loan  a t  5 f o r
10 y e a rs  and JLTP 
f o r  5 y e a rs

5

6

5 .7 5

8

6

8 . 5  

10 

10

1 5 .5  

12 

10

7 .5  

7

15

15
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1988

1989

f o r  5 y e a rs

P u b l i c Y 15000 Term loan  a t  5 - 10

P u b l i  c Y 6500 Euroyen te rm  loan 1 6

P u b l i c Y 14000 6 12

P u b l i  c Y 6500 Euroyen te rm  loan 1 6

P r i v a t e US$ 60 1 / 4 .  B orrow er  may 
c o n v e r t  t o  yen in  
f o u r t h  y e a r .

5 10

P u b l i  c US$ 300 3 /1 6  f o r  2 y e a rs  
1 /4  f o r  7 y e a r s 7 .5 10

P u b l i  c Y 20000 Term loans  a t  5 .7 - 10

P u b l i  c US$ 100 

US$ 50 £

3 /1 6  f o r  2 y e a rs  
1 /2  f o r  8 y e a r s  
a f t e r  2 y e a rs  
bgrrowgr .  can . . . .  
re denom ina te  in  DM

4 10

P u b l i  c Y 7000 0 . 3 5  o v e r  JLTP - 15

P u b l i  c Y 7000
Y 6000
Y 10000

0 . 2  o v e r  JLTP 
JLTP
1 / 4  f o r  8 y e a r s  
3 / 8  f o r  7 y e a r s

7
7

8

15
15

15

Go vt .  Y 50 
g u ara n te e d

0,  t a x - s p a r e d 5 10

-  do - Y 50 1 / 4 ,  t e r m - l o a n 5 10

-  do - US$ 115 J a p a n e s e , t a x - s p a r e d - 12

-  do - US$ 40 F ix e d  o r  f l o a t i n g 7
t o  be d e te rm in e d  by
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APPENDIX 2 TO CHAPTER 3

Banks Which Lead Managed or  U nderw rote  I n d i a n  Loans and whose 

Branches E x i s t  in  I n d i a .

1) Banque N a t i o n a l  de P a r i s

2 )  C i t i b a n k  -  a r ra n g e d  many lo an s  and was sometimes t h e  s o le  

prov i d e r .

3)  BT A s ia

4 )  S ta n d a rd  C h a r t e r e d  Bank

5)  G r i n d l a y s  Bank

6)  C r e d i t  Lyonnais

7)  BOT I n t e r n a t i o n a l  (Hong Kong)

8 )  American Express

9)  L l o y d s ’ Bank

10) S.G. Warburg, which i s  a w h o l l y  owned s u b s i d i a r y  o f  

S tandard  C h a r te r e d  Bank.

1 1 ) Chase Manhat tan
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CHAPTER 4

SUPPORTING PRIVATE CAPITAL TRANSFERS TO INDIA

4 . 1 .  I n t r o d u c t i o n

The l a s t  c h a p t e r  showed th e  i n c r e a s i n g  im p o r ta n c e  o f  

e x t e r n a l  p r i v a t e  c a p i t a l  f lo w s  in  th e  t o t a l  c a p i t a l  re s o u rc e s  

o f  th e  I n d i a n  economy. Commercial bank loans showed t h e  

h i g h e s t  r a t e s  o f  g row th ,  bu t  th e  repayment o b l i g a t i o n s  

i n c u r r e d  in  t h i s  form  o f  c a p i t a l  i n f l o w  a r e  more onerous than  

t h a t  a s s o c i a t e d  w i t h  t h e  o t h e r  two forms o f  c a p i t a l  i n f l o w s .  

Thus^ i n  ̂the. deve lopment  s t r a t e g y  o f  I n d i a ,  t h e  ro.le  play.ed by. 

th e s e  two s u p p o r t in g  t r a n s f e r s  go f a r  beyond t h a t  which i s  

suggested  by t h e i r  i n s i g n i f i c a n t  volumes.  T h is  c h a p t e r  

examines th e  t r e n d s  o f  th e s e  f lo w s  and i d e n t i f i e s  a g a in  th e  

im po rtance  o f  government p o l i c y  in  prom ot ing  them. T h is  

c h a p t e r  a ls o  looks i n t o  th e  q u e s t io n  o f  t r e a t i n g  th e  repayment  

o b l i g a t i o n s  in c u r r e d  by th e s e  t r a n s f e r s  in  a way which i s  v e ry  

d i f f e r e n t  from t h a t  o f  bank lo a n s .  In  t h i s  c o n t e x t ,  th e  r o l e  

o f  NRI t r a n s f e r s  in  p r o v i d i n g  ba la n c e  o f  payments s u p p o r t  has 

been more im p o r ta n t  th a n  DFI both in  term s o f  t h e i r  volume and 

in  terms o f  easy repayment c o n d i t i o n s .  In  t h i s  c h a p te r  we thus  

look  i n t o  th e  f a c t o r s  a f f e c t i n g  NRI t r a n s f e r s  f i r s t .

4 . 2 .  N o n -R e s id e n t  I n d i a n  C a p i t a l  In f l o w s

The im po rtance  o f  NRI t r a n s f e r s  in  t o t a l  f o r e i g n  c a p i t a l
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t r a n s f e r s  t o  I n d i a  in c r e a s e d  from about  2% in  1975 t o  25% in  

1 9 8 7 / 8 8 1 o f  t o t a l  f o r e i g n  c a p i t a l  i n f l o w .  A ls o ,  w h i l e  e a r l i e r  

th e s e  t r a n s f e r s  were m a in ly  in  th e  form o f  r e m i t t a n c e s  ( i . e .  

in  t h e  c u r r e n t  a c c o u n t ) ,  now a s u b s t a n t i a l  p r o p o r t i o n  e n t e r s  

as d e p o s i t s  ( i . e .  in  t h e  c a p i t a l  a c c o u n t ) .  I t  has been 

e s t im a t e d  t h a t  more than  t e n  m i l l i o n  NRIs r e s i d e  in  th e
p

deve loped  c o u n t r i e s .  To t a p  t h i s  source  o f  f o r e i g n  c a p i t a l ,  

th e  government o f  I n d i a  has s e t  up s e v e r a l  i n c e n t i v e  schemes,  

e s p e c i a l l y  a f t e r  1980 in  response t o  th e  in c r e a s e d  d i f f i c u l t y  

o f  o b t a i n i n g  e x t e r n a l  fu n d s ,  p a r t i c u l a r l y  c o n c e s s io n a l  lo a n s .

D e t a i l s  o f  d i f f e r e n t  ty p e s  o f  in v e s tm e n ts  by th e  NRIs a r e  

not  p u b l is h e d  . by. th e  .GOI.. . The . opl.y . da ta ,  a v .a i lab . le  .on .a 

c o n s i s t e n t  b a s is  i s  th e  d e p o s i t s  made in  t h e  F o re ig n  C urrency  

N o n -R e s id e n t  (FCNR) and N o n -R e s id e n t  E x t e r n a l  Rupee (NRER) 

a cco unts ;  th e s e  d e p o s i t s  have g e n e r a l l y  accounted  f o r  10-25% 

o f  t h e  i n f l o w  o f  f o r e i g n  p r i v a t e  c a p i t a l  i n t o  I n d i a .

The r e g u l a t i o n s  and i n c e n t i v e s  p r o v id e d  by th e  GOI can 

be c l a s s i f i e d  under f i v e  broad head in gs :

1) D e f i n i t i o n  o f  an NRI .

2 )  Types o f  in v e s tm e n t .

3 )  Ownership r i g h t s .

4 )  R ig h ts  o f  r e p a t r i a t i o n .

5 )  Tax exem pt ions .

1 See Economic S urv e y ,  1976. A lso  see The World  Bank,
1988, I n d i a :  Medium and Long-te rm  Economic P r o s p e c t s .
9 Euromonev. S p e c ia l  I n d i a  Supplem ent ,  December 1985.
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6)  I n t e r e s t  i n c e n t i v e s .

4 . 2 . 1 .  D e f i n i t i o n  o f  an NRI

P r i o r  t o  1982, o n ly  i n d i v i d u a l  NRIs c o u ld  i n v e s t  in  th e s e  

a c c o u n ts .  Now c o r p o r a t i o n s  o r  groups o f  NRIs can a l s o  ho ld  

d e p o s i t  a c c o u n ts .  A ls o  b e f o r e  1982 an I n d i a n  c i t i z e n  was 

re g a rd ed  as a r e s i d e n t  i f  h e /s h e  s ta y e d  in  I n d i a  f o r  30 days  

o r  more, o r  m a in t a in e d  a d w e l l i n g  house f o r  182 days o r  more 

in  a y e a r .  Now t h e  NRIs c o u ld  s t a y  ( o r  own a d w e l l i n g )  in  

I n d i a  f o r  more th a n  30 ( 1 8 2 )  days ,  and s t i l l  n o t  lo se  th e  

s t a t u s  o f  an NRI. In  t h i s  way, h e /s h e  would s t i l l  be e n t i t l e d  

t o  _ th e  .benef i t s  . a v a i  1 a b le  . t p  . NRI.s . in  . dep.osi t  .schemes..  Th is ,  

would q u a l i f y  more p e o p le  as NRIs and th u s  c o u ld  promote an 

in c r e a s e  in  th e  c a p i t a l  i n f l o w s .

4 . 2 . 2 .  Ownership

C u r r e n t l y ,  f a c i l i t i e s  f o r  in v e s tm e n ts  in  NRI e x t e r n a l  

accounts  i s  a ls o  e x ten ded  t o  companies,  p a r t n e r s h i p s , t r u s t s ,  

s o c i e t i e s  and o t h e r  c o r p o r a t e  b o d ies  which a r e  owned t o  th e  

e x t e n t  o f  a t  l e a s t  60% by N RIs .  The i m p l i c a t i o n s  o f  t h i s  

scheme is  t h a t  l a r g e  sums can be t r a n s f e r r e d  th rough  

c o r p o r a t i o n s  and t r u s t s  under th e  NRI d e p o s i t  schemes. P r i o r  

t o  1982, o n ly  i ndi v i  d u a ls  c l a s s i f i e d  as NRIs c o u ld  i n v e s t  in  

th e s e  ac co unts .
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4 . 2 . 3 .  R ig h ts  o f  R e p a t r i a t i o n

As in  th e  case o f  any f o r e i g n  in v e s tm e n t ,  t h e  NRI 

i n v e s tm e n t  would a l s o  be s e n s i t i v e  t o  th e  r u l e s  f o r  

r e p a t r i a t i o n .  A l i k e l y  concern f o r  th e  NRI i s  th e  p o s s i b i l i t y  

o f  c o n v e r t in g  h i s / h e r  r e t u r n s  t o  a hard c u r r e n c y .  Two k in d s  

o f  schemes f o r  NRI d e p o s i t s  a r e  c u r r e n t l y  in  e x i s t e n c e .  One 

i s  th e  FCNR in  which t h e  l i a b i l i t i e s  o f  repayment o f  i n t e r e s t  

and p r i n c i p l e  a r e  in c u r r e d  in  t h e  c u r r e n c y  in  which th e  

d e p o s i t s  a re  made. The second i s  th e  NRER scheme, under which  

th e  i n t e r e s t  and t h e  p r i n c i p a l  a re  p a id  t o  t h e  d e p o s i t  h o ld e r  

in  I n d i a n  rupees on m a t u r i t y .  F ree  r e p a t r i a t i o n  under th e  

f i r s t  s c h e m e . is  al.lowed. t o . t h e  depo .s i t rh .o lder . .The  p r o v i s i o n s  

f o r  f r e e  r e p a t r i a t i o n  o f  t h e  s a le s  proceeds  o f  in v e s tm e n ts  in  

d e p o s i t  accounts  has encouraged th e  low income NRIs who ho ld  

a c co unts  o f  US$5,000 o r  le s s  t o  i n v e s t  in  such schemes.

4 . 2 . 4 .  Tax I n c e n t i v e s

A l l  in v e s tm e n ts  made by th e  NRIs in  t h e  n a t i o n a l  s a v in g s  

c e r t i f i c a t e s  a re  exempt from income t a x .  NRIs a r e  a ls o  exempt  

f rom g i f t  and w e a l t h  t a x  a c c r u in g  from t h e  12% N a t i o n a l  

Sav ing s  C e r t i f i c a t e .  G i f t s  made o u t  o f  d e p o s i t s  in  both NRER 

and FCNR accounts  a re  a l s o  f r e e  o f  g i f t  t a x .

4 . 2 . 5 .  I n t e r e s t  I n c e n t i v e s

The i n t e r e s t  r a t e s  on new d e p o s i t s  by NRIs o f  m a t u r i t i e s  

o f  one y e ar  and above was two% above th e  r a t e  p e r m i s s i b l e  on
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l o c a l  d e p o s i t s  o f  com parab le  m a t u r i t i e s .  Moreover  t h e  r a t e s  

on t h e  FCNR and NRER acco unts  had t o  be h i g h e r  th a n  th e  

c o r r e s p o n d in g  r a t e s  in  th e  i n t e r n a t i o n a l  m a rk e ts .  Thus t o  

m a i n t a i n  a h igh  r a t e  o f  NRI i n f l o w s ,  t h e  RBI has had to  

m a i n t a i n  a d i f f e r e n t i a l  w i t h  t h e  c o r r e s p o n d in g  LIBOR o r  t h e  

U .S .  pr im e r a t e ,  e s p e c i a l l y  s in c e  1985. The r a t e s  o f  i n t e r e s t  

on t h e  NRI d e p o s i t  acco unts  have had t o  be 1.9% t o  4% h i g h e r  

than  th e  c o r r e s p o n d in g  r a t e s  in  t h e  i n t e r n a t i o n a l  c a p i t a l  

m a r k e t s .

4 . 3 .  Trends in  NRI D e p o s i ts

.F ro m .the .  p.reced.irjg.d.is.cys£ior) j t .  i.s .e y id Q n t  t h a t  t h e  NRI  

d e p o s i t s  were v e ry  im p o r t a n t  in  th e  o v e r a l l  f ramework  o f  

i n f l o w s  i n t o  I n d i a .  Comprehensive d a t a  e x i s t s  o n ly  f o r  

t r a n s f e r s  on NRI d e p o s i t  schemes.

To c o u n te r b a la n c e  t h e  a d v antages  o u t l i n e d  he re  t h e r e  a r e  

some d e t e r r e n t s  t o  NRI t r a n s f e r s :  t h e  cumbersome p ro c e d u re s  

on t r a n s f e r  o f  any form o f  f o r e i g n  c a p i t a l ,  t h e  d i f f e r e n c e  

between th e  r a t e s  o f  i n t e r e s t  o f f e r e d  by v a r i o u s  I n d i a n  banks,  

and t h e  d e la y s  in  p r o c e s s in g  th e  r e q u e s t  f o r  t r a n s f e r r i n g  

cap i  t a l .

Most o f  t h e  d e p o s i t s  a r e  e i t h e r  h e ld  in  th e  NRER o r  th e  

FCNR a c c o u n ts .  These d e p o s i t s  schemes were i n i t i a t e d  in  

September 1975.  I t  i s  im p o r t a n t  t o  make a d i s t i n c t i o n  between  

th e s e  two schemes, as t h e  NRER is  h e ld  in  rupees a g a i n s t  

d e p o s i t s  o f  f o r e i g n  exchange,  and i s  le s s  v u l n e r a b l e  t o  sudden
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w i t h d r a w a l s  on account  o f  i n t e r e s t  r a t e  f l u c t u a t i o n s  in  th e  

w o r ld  m a rk e ts .  F i r s t l y ,  in  a d d i t i o n  t o  th e  i n t e r e s t  a c c r u i n g  

in  NRER a c c o u n ts ,  t h e  d e p o s i t  h o ld e r  g e ts  t h e  b e n e f i t s  o f  

a p p r e c i a t i o n  o f  o t h e r  c u r r e n c i e s .  S e c o n d ly ,  t h e  acco u n ts  a r e  

o f t e n  h e ld  by NRIs t o  ensure  f i n a n c i a l  s e c u r i t y  in  t h e  e v e n t  

o f  t h e i r  be ing  f o r c e d  t o  r e t u r n  t o  I n d i a .

T a b le  3 . 3  shows t h e  growth in  t h e  NRER and FCNR a c c o u n ts .  

Two main t r e n d s  emerge from t h e  d a t a .  The f i r s t  i s  t h a t  NRI 

d e p o s i t s  as a whole have grown v e r y  r a p i d l y  o v e r  t h e  1980s.  

Second, t h e  growth in  th e  FCNR a c co unt  has been much f a s t e r  

than  t h e  NRER a c c o u n t .  I f  we c o n s id e r  t h e  f a c t  t h a t  t h e  NRER 

acco unt  .a l  so . i pel udes. ^cpr.ued . i n t e r e s t ,  . t h e  d i . f f . e r e n t . i a l .  i.n 

th e  r a t e s  o f  growth would be even h i g h e r .  As was s t a t e d  above,  

th e  NRER a c co unt  i s  more s t a b l e ,  and sudden l a r g e  w i t h d r a w a l s  

a re  l e s s  l i k e l y .  I n f l o w s  t o  t h e  FCNR acco u n ts  a r e  m a in t a in e d  

by p a y in g  a r a t e  o f  i n t e r e s t  which i s  o v e r  and above th e  

nominal i n t e r n a t i o n a l  b o rrow ing  r a t e s .  Thus a t  any p o i n t  o f  

t i m e ,  i f  t h e  GOI d im in is h e s  t h i s  d i f f e r e n t i a l ,  t h e r e  may be 

w i t h d r a w a l s .  Hence i t  i s  argued t h a t  I n d i a  i s  becoming 

i n c r e a s i n g l y  dependent  on t h e  NRIs f o r  m a i n t a i n i n g  i t s  b a la n c e  

o f  payments p o s i t i o n ,  an t h i s  dependence i s  w e ig h te d  in  f a v o u r  

o f  t h e  le s s  r e l i a b l e  NRI d e p o s i t s ,  namely t h e  FCNR.

T h e i r  compound r a t e  o f  growth o f  th e s e  acco u n ts  has been 

a phenomenal 106% per  annum s in c e  1983,  as a g a i n s t  an in c r e a s e  

o f  19.5% in  a l l  d e p o s i t s  d u r in g  t h i s  p e r i o d .  The RBI has had 

t o  m a i n t a i n  a d i f f e r e n t i a l  o f  1 .9  t o  4 .5% o v e r  LIBOR o r  th e
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US pr im e r a t e  s in c e  1985. I n  f a c t  t h e r e  i s  e v id e n c e  o f  

i n t e r e s t  r a t e  a r b i t r a g e  where an NRI can borrow a t  a lower  

r a t e  and i n v e s t  th e  same US d o l l a r  in  I n d i a  t o  e a rn  h i g h e r  

r a t e s  a t  a lm o s t  no r i s k .

The r a t e s  o f  i n t e r e s t  p a id  on t h e  NRI d e p o s i t s  a v e ra g e  

a t  about  12% ( s i n c e  th e s e  acco u n ts  were s t a r t e d ) ,  b u t  th e  r e a l  

c o s t  t o  t h e  banks i s  16 o r  17%. T h is  i s  because o u t  o f  t h e i r  

t o t a l  d e p o s i t s ,  th e  banks have t o  l e a v e  44% in  government  

s e c u r i t i e s  a t  low r a t e s  o f  i n t e r e s t .

The r o l e  o f  NRI d e p o s i t s  in  t h e  do m e s t ic  money su p p ly  

needs a m ent ion  h e r e .  NRER d e p o s i t s  s hou ld  be t r e a t e d  as a 

r e m i t t a n c e , .  and thus  . i t  doe§ .i o c p e a ^ e . th e  .domestic  . c.api ta.1 

base l i k e  any o t h e r  do m est ic  d e p o s i t .  To th e  e x t e n t  t h a t  th e s e  

d e p o s i t s  a r e  w i thdraw n  i t  d i m i n is h e s  th e  c a p i t a l  base .  

However, th e  p r o p o r t i o n  o f  funds  w i th d ra w n  from th e s e  acco u n ts  

i s  n o t  v e ry  h ig h ,  and th u s  t h e s e  d e p o s i t s  e n t e r  th e  d o m est ic  

money su p p ly  as h igh  powered money and t h e y  a l s o  lend  s u p p o r t  

t o  th e  b a la n c e  o f  payments. As f a r  as t h e  FCNR is  concerned ,  

th e y  a l s o  in c r e a s e  t h e  h igh  powered money base in  so f a r  as 

th e y  a r e  n o t  w i thdraw n  and lend  s u p p o r t  t o  t h e  b a la n c e  o f  

payments d e f i c i t s .  The o n ly  d i f f e r e n c e  between t h e  NRER and 

th e  FCNR accounts  is  t h a t  t h e  l i a b i l i t y  in  t h e  fo r m e r  case i s  

i n c u r r e d  in  th e  lo c a l  c u r r e n c y ,  whereas in  th e  l a t t e r  case i t  

i s  i n c u r r e d  in  a hard c u r r e n c y  and w i l l  r e q u i r e  t h e  g e n e r a t i o n  

o f  e x p o r t s  f o r  repaym ent .  Thus f rom t h e  p o i n t  o f  v iew o f  

repayment commitments, t h e  FCNR d e p o s i t s  can be t r e a t e d  as
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commercial lo ans,  w i th  one major  d i f f e r e n c e .  Only  a smal l  

p r o p o r t i o n  o f  commercial loans e n t e r  th e  domestic  money 

s u p p ly ,  whereas the  e n t i r e  d e p o s i ts  in  th e  FCNR accounts  

c o n s t i t u t e  high powered money.

I t  i s  o f t e n  argued t h a t  NRI

d e p o s i ts  a re  a t t r a c t e d  by a premium over  i n t e r e s t  r a t e s  in  th e  

i n t e r n a t i o n a l  c a p i t a l  m arke ts .  T h is  premium i s  j u s t i f i e d  by 

th e  f a c t  t h a t ,  u n l i k e  commercial lo a n ,  NRI d e p o s i ts  do no t  

n e c e s s a r i l y  e n t a i l  repayment. Three  p o s s i b i l i t i e s  can be 

c ons id e re d  in  th e  case o f  NRI t r a n s f e r s .

F i r s t ,  they  a re  l i k e l y  t o  be renewed e v e ry  t im e  the y  

mature., .and. thus .the. e .f fect. i  v.e . r a t e  o f  i n t e r e s t  wi.l \  be. lo w e r . -  

For in s ta n c e  assuming a margin o f  two% over  i n t e r n a t i o n a l  

i n t e r e s t  r a t e s ,  the  d iscou nted  r a t e  o f  i n t e r e s t  works ou t  t o : 3

 1______________
1 -  1________________________

1 + ( r + 2 )

Thus w i t h  r+2 = 12%, th e  d isc o u n te d  r a t e  under t h i s

s c e n a r io  works o u t  a t  about 8 .33%, which is  lower than LIBOR 

r a t e s  and th e  terms on which loans can be o b ta in e d  in  th e

■5

The d isc ou nte d  p re s e n t  v a lu e  o f  one rupee worth o f  
d e p o s i ts  which a re  r e in v e s te d  on m a t u r i t y  i n d e f i n i t e l y  
can be expressed as f o l lo w s
A = 1 + [ 1 /1  + ( r+2 ) ] + [ 1 / { 1  + ( r+2 ) } ] + [ 1 / {  1+ ( r+2 ) } 3] +

1
1 -   1 _____________

1 + ( r + 2 )



i n t e r n a t i o n a l  m arke ts .

Second, i s  t h a t  a p a r t  o f  th e  amounts d e p o s i te d  in  NRI 

a cco unts ,  whether  NRER or FCNR w i l l  be c o n v e r ted  i n t o  In d ia n  

rupees and used in  I n d i a .  In  t h i s  case,  they  can be t r e a t e d  

as r e m i t ta n c e  on which th e  i n t e r e s t  payment i s  made in  rupees,  

or  l i k e  a lo c a l  d e p o s i t  in  which no f o r e i g n  exchange l i a b i l i t y  

i s  in c u r r e d  by th e  banking s e c t o r .  The NRER accounts  can 

c e r t a i n l y  be t r e a t e d  in  t h i s  manner as t h e i r  s e r v i c i n g  does 

no t  in v o lv e  any o u t f lo w  o f  f o r e i g n  exchange.

The t h i r d  p o s s i b i l i t y  a p p l i e s  to  th e  p r o p o r t i o n  o f  the  

d e p o s i ts  withdrawn on m a t u r i t y  ( o r  o t h e r w i s e ) :  to  t r e a t  them 

as . f p r e  j gn . exc.hange. lo an s ,  in c u r r e d  a t  a . c e r t a i n  .cos.t .o .ver  

LIBOR. Looked a t  in  t h i s  way, i t  i s  l i k e l y  t h a t  th e  c o s ts  o f  

a t t r a c t i n g  th e s e  funds i s  lower than  t h a t  o f  borrowing in  th e  

i n t e r n a t i o n a l  c a p i t a l  m arke ts ,  when c os ts  o f  f l o t a t i o n  

( u n d e r w r i t i n g , commitment, s y n d ic a t io n  f e e s )  a re  taken  in  

a cco unt .  The e x t e n t  o f  fe e s  e t c .  w i l l  depend on th e  market  

s i t u a t i o n ,  but  p as t  e x p e r ie n c e  has shown t h a t  one can u s u a l l y  

add about 2%4 to  th e  a c tu a l  r a t e ,  namely LIBOR p lu s  spread  

p a id  on th e s e  loans.

On th e  whole t h e r e f o r e ,  NRI d e p o s i ts  may be cheaper  than  

commercial loans or  bonds e s p e c i a l l y  i f  a good p r o p o r t i o n  o f  

these  d e p o s i ts  need not  be s e r v ic e d  in f o r e i g n  exchange.  

However, t h e i r  r a t e  o f  growth has slowed down a f t e r  1988,  and

4 See D e w h irs t ,  S . ,  1987, o p . c i t .
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some o t h e r  schemes t o  a t t r a c t  NRI funds such as NRI bonds were  

u n d e r - s u b s c r ib e d . 3 T h is  i n d i c a t e s  t h a t  th e s e  funds have 

reached a p la t e a u  and cannot be expected  to  p ro v id e  as much 

ba lance  o f  payment s upp or t  as th e y  have done in  th e  p a s t .  The 

reasons f o r  t h i s  may be l i n k e d  to  the  ba lance  o f  payments  

d e f i c i t  which has been high in  t h i s  decade, p a r t i c u l a r l y  a f t e r  

1985, and th e  r e s u l t i n g  loss o f  c o n f id e n c e  o f  th e  NRI 

i n v e s t o r s  in  the  governm ent ’ s f o r e i g n  exchange repayment  

c a p a b i l i t i e s .  I t  could a ls o  be l i n k e d  t o  th e  f a c t  t h a t  th e  

government responds w i th  a lag  to  th e  in c r e a s e  in  

i n t e r n a t i o n a l  i n t e r e s t  r a t e s  in  m a in ta in in g  th e  d i f f e r e n t i a l  

betweep . FCNR .and. . i n t e r n a t i o n a l ,  .rates..  . Thus .though, .the.  

i n t e r n a t i o n a l  r a te s  have in c r e a s e d ,  the  FCNR d i f f e r e n t i a l  is  

y e t  to  be r e s t o r e d  in  1989.

Small savers  c o n t r i b u t e  th e  m a j o r i t y  o f  th e  funds t o  FCNR 

acco unts .  Almost 90% o f  th e  s t e r l i n g  accounts  have amounts 

below £ 3000,  and 80% o f  the  d o l l a r  accounts have amounts 

below $5000.  More than a t h i r d  o f  these  accounts were  

g e n e r a l l y  ke p t  f o r  t h r e e  years  or  lo n g e r .  In  1978, when th e  

maximum p e r io d  o f  d e p o s i t  was reduced to  f i v e  years  w i t h  a 

s c a l i n g  down o f  th e  r a t e  o f  i n t e r e s t ,  t h e r e  was a c l e a r  slump,  

in  terms o f  both th e  number and th e  amount d e p o s i te d ,  in  th e  

r e l a t i v e  importance o f  d e p o s i ts  w i t h  a m a t u r i t y  o f  t h r e e  ye ars  

o r  more. With  th e  removal o f  th e  r e s t r i c t i o n s  on th e  p e r io d

5 See World Bank, 1989, o p . c i t .
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o f  m a t u r i t y  in June 1979, d e p o s i ts  o f  more than f i v e  y e a rs  

m a t u r i t y  were a g a in  p o p u la r ,  a cco unt in g  f o r  around o n e - t h i r d  

o f  th e  volume o f  new d e p o s i ts  opened d u r in g  J u ly -S e p te m b e r  

1979.

The p r e f e r e n c e  f o r  lo nger  m a t u r i t y  suggests  t h a t  th e s e
not

a re  sav ings  d e p o s i ts  t o  be w ithdrawn un le ss  terms change  

s i g n i f i c a n t l y .  I t  i s  perhaps t h i s  long m a t u r i t y  p r o f i l e ,  

coupled w i th  an e x p e c t a t io n  t h a t  both p r i n c i p a l  and i n t e r e s t  

w i l l  be r e i n v e s t e d ,  which has encouraged th e  GOI to  e x c lu d e  

these  d e p o s i ts  from th e  reckon ing  o f  i t s  f o r e i g n  d e b t .

T h is  may be u n r e a l i s t i c a l 1y o p t i m i s t i c :  a t  l e a s t  a p a r t  

o f  . th e  ] i . a b . i l i t y .  wi.l 1. ha.ve to. be. repa.id .in. th e  .currency  in  

which the  d e p o s i t  is  made i f  d e p o s i to r s  lose  c o n f id e n c e  in  

I n d i a ’ s e x t e r n a l  f i n a n c i a l  s i t u a t i o n .  S ince  i t  i s  e s t a b l i s h e d  

t h a t  NRI d e p o s i ts  a re  m a in ly  composed o f  small s a v e r s ,  one 

would e x p e c t  the  FCNR accounts to  be p a r t i c u l a r l y  s e n s i t i v e  

to  th e  r a t e s  o f  r e t u r n  a c c ru in g  to  them. To e s t a b l i s h  a causal  

r e l a t i o n s h i p  between d e p o s i ts  and th e  r a te s  o f  r e t u r n  on them,  

we have run a r e g r e s s io n  on th e  FCNR d o l l a r  and s t e r l i n g  

accounts and th e  r a te s  o f  i n t e r e s t ,  and th e  exchange r a t e s . 6 

I n t e r e s t i n g l y ,  th e  FCNR accounts  were found to  be more 

s e n s i t i v e  to  exchange r a t e  v a r i a t i o n s  than t o  th e  i n t e r e s t  

r a t e s .  IaJ  / f4~> ^  dep re c i  a t i  on

e
In  a r e g r e s s io n  c a r r i e d  ou t  on the  FCNR d e p o s i t s ,  the  

d i f f e r e n t i a l  r a te s  o f  i n t e r e s t  and th e  exchange r a t e s ,  
i t  was found t h a t  R was v e ry  high though s ta n d a rd  e r r o r  
was high to o ,  g i v i n g  low t - r a t i o s .



141

becomes imminent, the  in f lo w s  to  these  accounts  w i l l  d im i n is h ,  

o r  even th e  r e v e r s e .

A p a r t  from d e p o s i ts  NRIs a re  a ls o  p o t e n t i a l  sources o f  

p o r t f o l i o  and e q u i t y  in ve s tm e n ts .  The GOI p e r m i ts  NRIs to  hold  

p o r t f o l i o  in v e s tm en ts ,  a f a c i l i t y  which is  not  p e r m i t t e d  to  

o t h e r  f o r e i g n e r s .  However, i t  has a ls o  been e s t im a te d  t h a t  no 

more than $1b. has come in  as in ve s tm en t  from th e  NRIs. On 

an a v era g e ,  $ 1 .2 5 b .  comes in as d e p o s i ts  per  annum. Though 

many o f  these  d e p o s i ts  a re  rou ted  through In d ia n  banks,  

f o r e i g n  banks a re  a ls o  in v o lv e d .  Many p r o f e s s i o n a l s  in  the  

U.K. or  Europe p r e f e r  to  r e m i t  t h e i r  money through f o r e i g n  

bank? .. F.oriej gp .bqnks. s.uqh .as Gr . ind lays  have. p.ut t o g e t h e r  s tock  

exchange p o r t f o l i o  investm ents  f o r  NRIs. T h is  i s  s a id  to  be 

one o f  the  most l u c r a t i v e  a c t i v i t i e s  o f  f o r e i g n  banks in  I n d i a  

to d a y .  A l l  d e p o s i ts  and inves tm ents  by NRIs c o n s t i t u t e  rough ly  

a q u a r t e r  o f  the  t o t a l  p r i v a t e  c a p i t a l  t r a n s f e r s  to  I n d i a .  NRI 

in ves tm en ts  a re  l i k e l y  t o  be s e n s i t i v e  to  th e  l e v e l s  o f  o t h e r  

forms o f  c a p i t a l  t r a n s f e r s  to  I n d i a ,  p a r t i c u l a r l y  commercial  

loans and DFI as a h ig h e r  r a t e  o f  t r a n s f e r  i n d i c a t e s  a h ig h e r  

l e v e l  o f  c o n f id e n c e  in  th e  In d ia n  economy by th e  i n t e r n a t i o n a l  

community. Thus t o  t h a t  e x t e n t  t h e r e  is  a c e r t a i n  degree o f  

in te rd e p e n d e n c e  o f  a l l  the  t h r e e  c a t e g o r i e s  o f  p r i v a t e  

t r a n s f e r s .  The n e x t  s e c t i o n  examines th e  d e te r m in a n ts  and the  

volume o f  DFI in  I n d i a .



4 . 4 .  D i r e c t  f o r e i g n  in ves tm en t  ( D F I )

The decade o f  the  80s saw the  w iden ing  in  th e  geograph ic  

spread o f  d i r e c t  f o r e i g n  in ves tm en t  (D F I )  in  th e  d e v e lo p in g  

c o u n t r i e s .  Concomitant  w i th  a d e c l i n e  in  the  d i r e c t  in ves tm en t  

in  L a t i n  America ,  e s p e c i a l l y  B r a z i l  and Mexico, was a r i s e  in  

in ve s tm en t  in  A s ia .  The major  b e n e f i c i a r i e s  o f  t h i s  in c re a s e  

have been I n d i a  and China.  Though th e  U.K. owns th e  l a r g e s t  

share  o f  th e  t o t a l  s tock  o f  c a p i t a l  in  I n d i a ,  s in c e  1980, the  

l a r g e s t  f lo w  o f  new d i r e c t  f o r e i g n  in ve s tm en t  has been from  

th e  U n i te d  S t a t e s .  However, West Germany accounted f o r  the  

l a r g e s t  p r o p o r t i o n  o f  th e  DFI in  1989 and th e  share  o f  Japan

h.as .a.ls.o. in c r e a s e d .  . A . l a r g e  . p r o p o r t i o n  . o . f . th e  . fore . ign  

in ve s tm en t  i s  a ls o  accounted f o r  by th e  S o c i a l i s t  C o u n t r ie s  

( CMEA) .  However, th e  CMEA in ves tm en ts  have l a r g e l y  been those  

accompanying j o i n t  v e n tu r e s ,  and have in v o lv e d  l i t t l e  e q u i t y .  

Hence, c a p i t a l  f lo w  d a ta  cannot a d e q u a te ly  h e lp  us to  gauge 

th e  im portance  o f  th e s e  in v e s tm e n ts ,  because they  were a ls o  

f r e q u e n t l y  accompanied by t e c h n o l o g i c a l  l i n k s ,  equipment  

l e a s i n g ,  management s e r v ic e s  o r  purchas ing  arrangem ents  f o r  

raw m a t e r i a l s .  S ince  t h i s  t h e s i s  d e a ls  l a r g e l y  w i t h  f o r e i g n  

p r i v a t e  c a p i t a l  in f lo w s  to  I n d i a ,  a study o f  th e s e  aspects  

l i e s  beyond i t s  scope. However, some r e fe r e n c e  to  

t e c h n o l o g i c a l  c o l l a b o r a t i o n s  w i l l  be made l a t e r  as some o f  

them a ls o  in v o lv e  e q u i t y  p a r t i c i p a t i o n .

B efore  launch ing  i n t o  a d is c u s s io n  o f  th e  d e te rm in a n ts  

o f  DFI i t  i s  necessary  to  c l a r i f y  th e  meaning o f  DFI in  the



In d ia n  c o n t e x t .  A p a r t  from the  NRIs f o r e i g n e r s  a re  not  

t e c h n i c a l l y  speaking a l lo w e d  to  hold  shares  in  In d ia n  

companies. However i n f o r m a l l y  speak ing ,  t h i s  i s  a p o s s i b i l i t y  

as the y  could go through t h e i r  p a r t n e r s  in j o i n t  

c o l l a b o r a t i o n s .  Fore ign  companies or  i n d i v i d u a l s  a re  a l lo w e d  

to  hold e q u i t y  up to  40% o f  th e  t o t a l  s tock  o f  c a p i t a l  in  

j o i n t  v e n tu r e s .  B es ides ,  th e y  can a ls o  p a r t i c i p a t e  in  

t e c h n i c a l  c o l l a b o r a t i o n  c o n t r a c t s  w i th  or  w i t h o u t  e q u i t y  

p a r t i c i p a t i o n .  For t h i s  they  may be pa id  a fe e  which is  e i t h e r  

an annual f e e  or  a o n e - t im e  payment. T e c h n ic a l  c o l l a b o r a t i o n  

c o n t r a c t s  and e q u i t y  p a r t i c i p a t i o n  v e n tu re s  c o n s t i t u t e  what  

was termed in. Chapter  .2 .as r e a l  in v e s tm e n t„ wher.eas. pjortfo.l i.o 

in ves tm en t  which is  q u i t e  low in  any case must be t r e a t e d  as 

f i n a n c i a l  in v e s tm e n t .  The ba lance  o f  payments e f f e c t s  o f  DFI  

a re  examined in d e t a i l  in  Chapter  7. Here i t  w i l l  s u f f i c e  to  

say t h a t  DFI p lay s  a n e g l i g i b l e  r o l e  in  a l l e v i a t i n g  the  

f o r e i g n  exchange c o n s t r a i n t  in  I n d i a .  Moreover as is  e v i d e n t  

from Tab le  4 . 3  th e  volume o f  DFI i s  v e ry  low both in

comparison to  o t h e r  forms o f  c a p i t a l  t r a n s f e r s  and in

comparison t o  o th e r  comparable d e v e lo p in g  c o u n t r i e s .  For

in s t a n c e ,  China gets  veviJ ' psc D P I  I n d i a .

S ince  t h i s  form o f  e x t e r n a l  c a p i t a l  i n f lo w  does not  in v o lv e  

stren uous  repayment o b l i g a t i o n s  i r r e s p e c t i v e  o f  th e  p r o f i t s  

o b ta in e d  from i t  ( u n l i k e  bank lo an s )  th e r e  is  a case f o r  

encourag ing  i t .  Thus the  n e x t  s e c t i o n  examines th e  f a c t o r s  

which i n f l u e n c e  DFI .
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4 . 4 . 1 .  Fa c to rs  i n f l u e n c i n g  DFI

The d e te rm in a n ts  o f  DFI in  genera l  r e l a t e  to  th e  

macroeconomic f a c t o r s ,  s e c t o r a l  f a c t o r s ,  and the  r e g u l a t o r y  

a s p e cts  o f  home and host  c o u n t r i e s .  As long as th e  p o l i c i e s  

o f  th e  host  c oun try  a re  not  extrem e and remain r e l a t i v e l y  

s t a b l e ,  the  long term economic p ro s p e c t  o f  th e  ho st  c o u n t ry ,  

and th e  c o s t  c o n s id e r a t io n s ,  a re  among th e  most im p o r ta n t  

d e te r m in a n ts  o f  the  volume and l o c a t i o n  o f  i n t e r n a t i o n a l  

d i r e c t  in v e s tm en t .  In  t o d a y ’ s w or ld  th e  p h y s ic a l  and 

i n s t i t u t i o n a l  i n f r a s t r u c t u r a l  s u p p o r t  as w e l l  as harmonious  

i n d u s t r i a l  and labo ur  r e l a t i o n s  have a ls o  been emphasized by 

th e  f o r e . i g n . i n v e s t o r s .. General 1 y . the .re  is .a .s j t r .ong .cpr .re la t . ion  

between the  economic growth in  a d e v e lo p in g  c o u n t ry ,  and i t s  

success in  a t t r a c t i n g  D FI .  To t h a t  e x t e n t  th e  in c r e a s e  in  th e  

volume o f  DFI p a r t i c u l a r l y  in  th e  second h a l f  o f  th e  80s can 

be e x p la in e d  by th e  b e t t e r  growth performance o f  I n d i a .

The r e l a t i v e  im portance o f  lo c a l  demand o r i e n t e d  or  

e x p o r t  o r i e n t e d  in ves tm en t  v a r i e s  acco rd in g  t o  th e  s i z e  and 

income C o u n t r ie s  where consumer t a s t e s  tend t o  become s i m i l a r  

t o  those  o f  the  developed c o u n t r i e s ,  a t t r a c t  in ves tm en t  f o r  

lo c a l  markets  more than  o t h e r s .  G e n e r a l l y  in ves tm en t  f o r  lo c a l  

m arkets  is  more s e n s i t i v e  t o  lo c a l  demand c o n s id e r a t io n s  w h i le  

in ve s tm en t  f o r  n o n - lo c a l  m arke ts ,  namely e x p o r t s ,  i s  more 

s e n s i t i v e  to  lo c a l  c o s t  c o n s i d e r a t i o n s .  I n d i a ’ s is  to

encourage DFI f o r  e x p o r t  r a t h e r  than lo c a l  m arkets  and hence 

th e  second c a teg o ry  o f  f a c t o r s  iS im p o r ta n t  f o r  I n d i a .
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As f a r  as the  s e c t o r a l  com posit ion  is  concerned,  DFI in  

th e  p r im a ry  s e c to r  has d e c l in e d  in  im portance  l a r g e l y  because 

o f  th e  government p o l i c i e s  towards s e l f - r e l i a n c e  in  t h i s  a r e a .  

Though pure e q u i t y  in ves tm en t  i s  s t i l l  not  p e r m i t te d  in  the  

p r im a ry  s e c t o r ,  l a t e l y  th e  government has sought t e c h n i c a l  

c o l l a b o r a t i o n  in  th e  e x p l o r a t i o n  o f  o f f s h o r e  o i l ;  t h i s  i s  the  

o n ly  p r im a ry  s e c to r  where the  government has encouraged DFI ,  

though w i th  some r e s t r i c t i o n s . In  f a c t  the  in ve s tm en t  from the  

U n i te d  S t a t e s ,  which was m a in ly  concerned w i th  the  

e x p l o i t a t i o n  o f  n a t u r a l  resources  in  d e v e lo p in g  c o u n t r i e s  

( p a r t i c u l a r 1y in  L a t in  America)  was d e t e r r e d  by the  In d ia n

i.nyestjriQnt .laws .in th. is  re.spect.. . I t  has .  bean . s u g g e s te d . t h a t  

t h i s  i s  one o f  the  main reasons why th e  U .S .  in ve s tm en t  in  

I n d i a  was v e ry  low t i l l  1 9 8 0 .7

C o n s id e r in g  DFI in  th e  s e r v ic e s  s e c t o r ,  th e  main 

m o t i v a t i o n  in  s e v e ra l  cases was to  f o l l o w  th e  m a n u fa c tu r in g  

or  p r im a ry  in d u s t r y  m u l t i n a t i o n a l  c l i e n t s .  T h is  tendency to  

f o l l o w  t h e i r  m u l t i n a t i o n a l  c l i e n t s  is  r e f l e c t e d  by Germany’ s 

d e s i r e  to  b r in g  in  German banks a long w i t h  German DFI in  

I n d i a .  F u r t h e r ,  th e  l i b e r a l i s a t i o n  p o l i c i e s  o f  th e  government  

meant an in c r e a s e  in  f o r e i g n  m a n u fa c tu r in g  a c t i v i t y  in  I n d i a .  

T h is  a u t o m a t i c a l l y  meant t h a t  a l o t  o f  th e  t r a n s a c t i o n s  f o r  

t h i s  a c t i v i t y  were e i t h e r  conducted d i r e c t l y  th rough f o r e i g n

7 See 'U .S .  In ve s tm en ts  low in  I n d i a ’ , F i n a n c i a l  E x p re s s .
4 A p r i 1 1981.
Q

Economic T im es . 15 March 1988.



banks, or  the  f o r e i g n  banks opened branches in  I n d i a .  (For  

example ,  in  th e  case o f  th e  a luminium complex s e t  up w i th  

French c o l l a b o r a t i o n ,  commercial c r e d i t s  o f  over  $500 m i l l i o n  

were o b ta in e d  from the  French banks in  1984.  A lso  t h e  growing  

Japanese in ves tm en t  in I n d i a  meant t h a t  Japanese banks became 

i n t e r e s t e d  in  expanding t h e i r  business  in  I n d i a . )  An added 

i n c e n t i v e  to  f o r e i g n  banks in  I n d i a  was p ro v id ed  by the  la r g e  

amounts o f  f o r e i g n  d e p o s i ts  made by NRI . To ta p  t h i s  source  

o f  money, some f o r e i g n  banks e i t h e r  expanded t h e i r  presence  

or s t a r t e d  a f r e s h  in  I n d i a .  The RBI a ls o  changed i t s  p o l i c y  

and became more s y m p ath e t ic  towards branches,  by r e l a x i n g  i t s  

demands . f o r  r e c i p r o c a l  . b.rqnghps ^b.rqad .in .the . c.ase. o.f . some . 

banks from major c a p i t a l  e x p o r t in g  c o u n t r i e s .  Moreover,  

f o r e i g n  banks e s t a b l i s h e d  branches to  promote v e n tu r e s  which 

were a l r e a d y  government g u ara n te e d ,  e . g . ,  th e  e x p l o r a t i o n  o f  

o f f - s h o r e  p e tro leum  p r o j e c t s ,  s t e e l  p l a n t s ,  a lum in a .  These 

g u a ra n te e s ,  and th e  a v a i l a b i l i t y  o f  a number o f  such p r o j e c t s  

a c ted  as a major i n c e n t i v e  f o r  th e  f o r e i g n  banks.

In  1984, f o r e i g n  banks were a ls o  p e r m i t t e d  to  e n t e r  

l e a s in g  business by an amendment o f  th e  Banking R e g u la t io n  Act  

o f  1949. T h is  was encouraged by the  GOI because i t  was f e l t  

t h a t  w h i le  p r i v a t e  le a s in g  companies could  o n ly  p ro v id e  

equipm ent ,  banks could  ta k e  an i n t e g r a t e d  v iew o f  th e  o v e r a l l  

f i n a n c i a l  r e q u i r e m e n t s . Banks in  c o u n t r i e s  such as th e  U.K.  

and th e  U .S .A .  had a l r e a d y  found le a s in g  v e ry  p r o f i t a b l e .  So 

t h i s  change in  p o l i c y  a t t r a c t e d  some f o r e i g n  banks e i t h e r  to
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e n t e r  i n t o  p a r t n e r s h ip  w i th  In d ia n  l e a s in g  companies or  e n t e r  

i n t o  l e a s in g  them selves .  The government a l lo w e d  le a s in g  

companies t o  r a i s e  d e p o s i ts  up t o  a l i m i t  o f  te n  t im e s  t h e i r  

p a id -u p  c a p i t a l  and r e s e r v e s .  Thus th e  f o r e i g n  banks could  

e s t a b l i s h  themselves w i th  a v e ry  small c a p i t a l  base.

The r e g u l a t o r y  aspects  o f  f o r e i g n  in ves tm en t  in  I n d i a  

r e q u i r e  a more d e t a i l e d  study as i t  is  contended by f o r e i g n  

i n v e s t o r s  t o  be the  most im p o r ta n t  d e t e r r e n t  t o  D F I .  The ne x t  

s e c t i o n  s t u d i e s  th e  e f f e c t s  o f  th e  r e g u l a t i o n s  though a 

d e t a i l e d  d is c u s s io n  o f  these  has been r e le g a t e d  t o  Appendix  

3.

4 . 4 . 2 .  S p e c i f i c  R e g u la t io n s  a f f e c t i n g  DFI

These p o l i c i e s  can be c l a s s i f i e d  under f o u r  c a t e g o r i e s .

( 1 )  A u t h o r i s a t i o n  f o r  new in ves tm en ts  and th e  a t ta c h e d  

condi t i  o n s .

( 2 )  In ve s tm en t  i n c e n t i v e s .

( 3 )  Ownership.

( 4 )  T r a n s f e r  o f  funds .

4 . 4 . 2 . 1 .  A u t h o r i s a t i o n s

A u t h o r i s a t i o n  f o r  a l l  f o r e i g n  in ve s tm en t  i s  r e q u i r e d  from  

th e  government. The c o n d i t io n s  cover  many a s p e c ts  such as 

s u b s i d i s a t i o n ,  p r i c i n g ,  e x p o r t  prom ot ion ,  l i c e n s i n g  

( c o n f o r m i t y  w i th  the  o b j e c t i v e s  o f  th e  development p o l i c i e s  

i s  a ls o  r e q u i r e d ) .  There  a re  r e s t r i c t i o n s  on th e  e x t e n t  o f
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lo c a l  c o n t e n t ,  im p o r ts ,  e x p o r t s ,  techno logy  t r a n s f e r ,  use o f  

a p p r o p r i a t e  te c h n o lo g y ,  t r a i n i n g ,  use o f  lo c a l  manpower and 

management, as w e l l  as more t r a d i t i o n a l  concerns such as 

h e a l t h  and s a f e t y  or  p r o t e c t i o n  o f  th e  env iro n m e n t .  These 

c o n d i t io n s  a re  s i m i l a r  t o  those l a i d  down by a number o f  LDCs. 

The o u ts ta n d in g  d i f f e r e n c e s  a re  th e  terms o f  th e  ownership or  

e q u i t y  s t r u c t u r e  s t i p u l a t e d  by Fo re ig n  Exchange and R e g u la t io n  

Act (FERA), 1973,  and th e  i n t e r p r e t a t i o n  o f  th e  laws govern ing  

DFI.

The i n t e r p r e t a t i  on o f  th e  a u t h o r i s a t i o n  laws can be 

l i b e r a l  o r  s t r i c t .  I t  i s  contended by th e  Japanese in v e s t o r s  

i . n . I n d i a  .that  o th e r .  Asian .c o u n t r ie s  .tend .to be. more, l i b e r a l
q

in  t h e i r  i n t e r p r e t a t i  on o f  th e  DFI laws compared t o  I n d i a .  

(The re q u ire m en ts  f o r  e q u i t y  in ve s tm en t  a re  i n d i c a t e d  in  th e  

d is c u s s io n  on ownership g iven  b e lo w . )  Approval i s  n o rm a l ly  

r e s t r i c t e d  to  " p r o d u c t iv e "  in ves tm en ts  o r  " in v e s tm e n ts  

c o n t r i b u t i n g  to  economic deve lopm ent" .

4 . 4 . 2 . 2 .  In ve s tm en t  in c e n t i v e s

O f f i c i a l  encouragement o f  in ves tm en t  ta k e s  many forms:  

ta x  i n c e n t i v e s ,  a id s  and s u b s id ie s ,  government purchase ,  

access to  lo c a l  c a p i t a l  m arke ts .  In  a s tudy  o f  f i s c a l  

i n c e n t i v e s  o f f e r e d  by d e v e lo p in g  c o u n t r i e s , 10 I n d i a  was found

0 See Business S t a n d a r d . 24 A p r i l  1988.

10 ' I n d i a n  in c e n t i v e s  more a t t r a c t i v e ’ , Business S t a n d a r d . 
14 August 1983.



t o  be r e l a t i v e l y  a t t r a c t i v e .  Comparing th e  in c e n t i v e s  o f f e r e d  

by two major contend ers  f o r  DFI in  A s ia ,  I n d i a  and Ch ina ,  

w h i le  in  I n d i a  100% e x p o r t  o r i e n t e d  in ve s tm en t  could  be 

t o t a l l y  f o r e i g n  owned, in  China a minimum lo c a l  p a r t i c i p a t i o n  

o f  25% was s t i p u l a t e d  over  and above which such p a r t i c i p a t i o n  

would be c o n t r a c t  s p e c i f i c .  Furtherm ore  I n d i a  g ra n te d  a ta x  

h o l id a y  o f  8 years  to  th e  e x t e n t  o f  25% o f  in v e s tm e n t ,  and 

China p ro v id ed  a ta x  h o l id a y  f o r  o n ly  two y e a r s .  In v e s tm e n t  

in  f r e e  t r a d e  zones in  I n d i a  is  c o m p le te ly  exempt from income 

ta x  f o r  the  f i r s t  f i v e  years  and s p e c ia l  concessions a re  

o f f e r e d  t o  in ves tm en t  in  backward a r e a s .  For s i m i l a r  

c.i rcum.stancps., .China in. c o n t r a s t  o f f e r s  a t a x  . re d u c t io n  of. 20 

to  40% f o r  10 to  15 y e a r s .  Duty f r e e  im ports  o f  c a p i t a l  goods,  

components and raw m a t e r i a l s  a re  a l lo w e d  f o r  100% e x p o r t  

o r i e n t e d  u n i t s  in  I n d i a ,  whereas China f o l lo w e d  a p o l i c y  o f  

g r a n t in g  t a r i f f  concessions in s te a d  o f  complete  exem ptions .  

Even South Korea, which is  c o n s id e re d  a g r e a t  success case in  

A s ia ,  g ra n te d  such exemptions f o r  o n ly  n in e  months i n i t i a l l y .  

However th e  ta x  on n o n - p r o d u c t iv e  in v e s tm e n ts ,  v i z .  the  

s e r v ic e s  s e c t o r ,  a re  v e ry  high in  I n d i a ,  re a c h in g  80% in  the  

case o f  some f o r e i g n  b a n k s .11

A p a r t  from ta x e s  and d u t i e s ,  f i s c a l  i n c e n t i v e s  a ls o  

in c lu d e  t a x - f r e e  i n t e r e s t  on lo an s ,  d e p r e c i a t i o n  a l lo w a n c e s ,  

advantageous r u le s  f o r  r e e v a l u a t i o n  o f  a s s e ts  and r e p a t r i a t i o n

11 See Euromonev. S p e c ia l  Supplement on I n d i a ,  December 
1985.
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c la u s e s .  However I n d i a  r e s t r i c t s  t r a n s f e r s  from e n t e r p r i s e s  

which have not  been g iven  an approved s t a t u s .  FERA 1973 

amended these  r u le s  so t h a t  in ves tm en ts  up t o  40% were a l lo w e d  

in  any in d u s t r y  and p r o f i t s  could  be f r e e l y  r e p a t r i a t e d .  The 

r e p a t r i a t i o n  c la u s e  has changed in  one im p o r ta n t  r e s p e c t  s in c e  

1973 in  1985; expenses a re  no lo nge r  a l lo w e d  t o  be 

r e p a t r i a t e d .

The ta x  d i f f e r e n t i a l s  on d iv id e n d s  and p r o f i t s  between 

I n d i a n  and f o r e i g n  companies have narrowed d u r in g  th e  p e r io d  

under s tu d y .  (See Appendix t o  t h i s  C hapter  f o r  a complete  

d is c u s s io n  o f  r u le s  on ta x  d i f f e r e n t i a l s . )  The t a x  r a t e s  f o r  

diy ide .nds.f rQm  . p r i o r i t y ,  i n d u s t r i e s  a re  . v i r t u a l l y  th.e .same .for  

I n d i a n  and f o r e i g n  companies. The t a x  d i f f e r e n t i a l  on p r o f i t s  

has narrowed down from 15% in  1975 t o  5% in  1 9 8 7 -8 8 .  Moreover,  

th e  d e f i n i t i o n s  o f  In d ia n  and f o r e i g n  companies a re  so 

im p re c is e  t h a t  the  f o r e i g n  companies have o f t e n  been a b le  to  

ta k e  advantage o f  t h i s  and reap th e  b e n e f i t s  o f  lower ta x  

r a t e s  a p p l i c a b l e  to  In d ia n  companies. A ls o ,  I n d i a  has 

s u c c e s s f u l l y  concluded b i l a t e r a l  agreements w i t h  s e v e r a l  

c o u n t r i e s  ( e . g . ,  West Germany, U . K . ,  U . S . A . )  t o  avo id  double  

t a x a t i o n .  Whenever the  GOI has r e s o r te d  t o  n a t i o n a l i s a t i o n ,  

t h e r e  has been no d i s c r i m i n a t i o n  a g a in s t  f o r e i g n  in v e s t o r s ,  

and f a i r  compensation was pa id  t o  them.

1 ? See Appendix to  4.

13 See D e s a i , A . ,  F o re ig n  In ve s tm en t  in  I n d i a ’ s
I n d u s t r i a l i  z a t i o n . fo r th c o m in g .
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P r ic e  c o n t r o l s  have been l i f t e d  in  a number o f  s e c t o r s .  

There  is  p r a c t i c a l l y  no p r i c e  c o n t r o l  in  most o f  the  

m a n u fa c tu r in g  s e c t o r s .  The government n o rm a l ly  f i x e s  th e  p r i c e  

o f  b a s ic  commodit ies such as c o a l ,  s t e e l  and m e ta ls  to  

encourage p r i v a t e  in ve s tm en t  as these  c o n s t i t u t e  th e  ba s ic  

needs o f  m a n u fa c tu r in g  a c t i v i t y .

The process o f  g r a n t in g  l i c e n s e s  has a ls o  been 

s i m p l i f i e d .  A p p l i c a t i o n s  f o r  l i c e n s e s ,  which could  ta k e  up to  

two y ears  in  th e  e a r l y  1980s, a re  now r e q u i r e d  t o  be c le a r e d  

w i t h i n  60 days. The a p p l i c a t i o n s  have to  be made 

s im u l ta n e o u s ly  to  a number o f  i n s t i t u t i o n s ,  and a committee  

o n . f o r e i g n  .invgs.tments .meets. tP. review, th e  ap.pli c a t io n s .  (.see. 

Appendix 3 on r e g u l a t i o n s ) .  The l i b e r a l i s e d  p o l i c i e s  in  1985 

sought to  f o s t e r  p r i v a t e  in ves tm en ts  in  high te c h n o lo g y  and 

e x p o r t  o r i e n t e d  a r e a s .  F is c a l  as w e l l  as e x t e r n a l  t r a d e  

p o l i c i e s  were s i m p l i f i e d ,  r a t i o n a l i z e d  and l i b e r a l i s e d  

s u b s t a n t i a l l y ,  enhancing the  p ros p e c ts  f o r  th e  p r i v a t e  s e c t o r  

a c t i v i t y  in  th e  c o u n t r y .  In  1985, the  government removed 

l i c e n s e s  in a smal l  number o f  i n d u s t r i e s .  T h is  r e s u l t e d  in  the  

e n t r y  and th e  expans ion  o f  f o r e i g n  f i r m s .  A g r e a t  many 

i n d u s t r i e s  were added on th e  p r i n c i p l e  t h a t  im p o r t in g  a 

te c hno logy  was more d i f f i c u l t  than g r a n t in g  e q u i t y  ow nership .

However, e v id e n c e  suggests  t h a t  th e  domestic  c l i m a t e  has 

a f a r  more f a v o u r a b le  e f f e c t  on DFI than f i s c a l  o r  o t h e r
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in ve s tm en t  i n c e n t i v e s . 14 A buoyant economy t h a t  promises  

f u r t h e r  growth, p o l i t i c a l  s t a b i l i t y ,  law and o r d e r ,  harmonious  

i n d u s t r i a l  r e l a t i o n s ,  and p h y s ic a l  and i n s t i t u t i o n a l  

i n f r a s t r u c t u r a l  s upp or t  c o n s t i t u t e  a good in ves tm en t  c l i m a t e .  

I n  t h i s  c o n te x t  th e  most im p o r ta n t  i n c e n t i v e s  f o r  i n v e s t i n g  

in  I n d i a  have been th e  low r a te s  o f  i n f l a t i o n ,  and s t a b l e  and 

re as o n ab ly  dynamic i n d u s t r i a l  and a g r i c u l t u r a l  s e c t o r s .  

Besides th e  In d ia n  s u b c o n t in e n t  p ro v id e s  a l a r g e  and growing  

m arket  f o r  f o r e i g n  i n v e s t o r s .  I t  i s  a ls o  a c o n d u i t  t o  th e  

m arkets  in th e  S o v ie t  Union and the  Eastern  Block c o u n t r i e s .  

D e s p i te  a l l  these  p o s i t i v e  f a c t o r s  f o r e i g n  in ves tm en t  in  I n d i a  

has . bee.n. very. .low. as. was. ment.ioned. e a r l i e r . .  . T.he . e q u i t y  

s t i p u l a t i o n  has been he ld  r e s p o n s ib le  f o r  t h i s  by th e  f o r e i g n  

i n v e s t o r s .  The n ex t  s u b -s e c t io n  thus  examines th e  ownership  

p a t t e r n .

4 . 4 . 2 . 3 .  Ownership

A major c o m p la in t  a g a in s t  FERA i s  th e  r e s t r i c t i o n  o f  

f o r e i g n  e q u i t y  ownership in  most cases t o  40%. T h is  c e i l i n g  

was r e la x e d  o n ly  in  e x p o r t  o r i e n t e d  or  core  s e c t o r  i n d u s t r i e s .  

The core  s e c to r s  comprised those l i s t e d  in  th e  Appendix I  o f  

th e  I n d u s t r i a l  L ic e n s in g  P o l ic y  o f  1973.  A ls o ,  a f o r e i g n  

in ves tm en t  o f  more than 40% was a l lo w e d  in  i n d u s t r i e s  which

14 In  an i n t e r n a t i o n a l  symposium on FDI in  th e  Asian  
Region he ld  in  M a n i la  in January 1988, t h i s  was s t a t e d  
as the  overwhelming c o n s id e r a t io n  o f  i n v e s t o r s .  See 
Business S t a n d a r d . January 1988.
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used s o p h i s t i c a t e d  te c h n o lo g y .  Under FERA a l s o ,  f o r e i g n  

companies were not  a l lo w e d  t o  r a i s e  f o r e i g n  c u r re n c y  loans in  

i n t e r n a t i o n a l  m arkets .  In  1980, both th e s e  p o l i c i e s  were 

l i b e r a l i z e d ,  to  encourage p e t r o - d o l l a r  in ve s tm en t  and to  

encourage n o n - r e s id e n t  In d ia n s  (N R I )  t o  in v e s t  in  I n d i a .  

However, these  investm ents  were a ls o  s u b j e c t  t o  th e  upper  

l i m i t  o f  40% o f  th e  t o t a l  c a p i t a l  s t r u c t u r e ,  imposed by FERA.

The number o f  branches o f  f o r e i g n  companies d e c l in e d  

s u b s t a n t i a l l y  on account o f  t h i s  r e g u l a t i o n .  The maximum 

d e c l i n e  was in insurance  (which the  government n a t i o n a l i s a t i o n  

in  1 9 7 3 ) ,  fo l lo w e d  c l o s e l y  by t r a d i n g  companies and s t e r l i n g  

t e a  . c.ompan.ies, . S M p p i n g  .companies,,  .ai r.l i.nes* .a n d  . t r a v e l ,  

o f f i c e s  a re  a l lo w e d  to  o p e r a te  on a r e c i p r o c a l  b a s is .  The 

I n d ia n  e q u i t y  p a r t i c i p a t i o n  in  these  companies has to  be a 

minimum o f  26%. The maximum pe rc en tag e  o f  n o n - r e s id e n t  

s h a r e h o ld in g  in  I n d i a  was determ ined by whether  th e  branches  

were engaged in  'Appendix I ’ l i s t e d  in  the  I n d u s t r i a l  

L ic e n s in g  P o l ic y  A c t .  T ra d in g  companies were r e q u i r e d  to  

c o n v e r t  them selves  t o  In d ia n  companies, o r  e l s e  change t h e i r  

a c t i v i t y  t o  m a n u fa c tu r in g .  Moreover,  th e  RBI can ask the  

companies covered by FERA to  reduce t h e i r  f o r e i g n  e q u i t y  

p a r t i c i p a t i o n  a t  40% or 74% depends on w h eth er ,

a)  th e  a c t i v i t i e s  o f  the  company need s o p h i s t i c a t e d  

te c hno logy  made a v a i l a b l e  to  i t  by th e  p a r e n t  company ho ld in g  

th e  sh a res .

b) th e  e x p o r t  e a rn in g  p o t e n t i a l  o f  th e  In d ia n  company is



154

dependent on th e  c o n t in u in g  he lp  and a s s is ta n c e  o f  th e  p a r e n t  

company h o ld in g  th e  s h ares .

The RBI g ra n te d  a re ason ab le  t im e  f o r  th e  f o r e i g n  

companies t o  c o n v e r t  them selves  to  In d ia n  ones; e x te n s io n  o f  

t ime was a ls o  g ra n te d  when the  RBI deemed i t  n e c e ss a ry .

Of the  890 a p p l i c a t i o n s  re c e i  ved s i«ioiJanuary 1974, 848

were processed in  accordance w i t h  FERA. No d i l u t i o n  was 

cons idered  necessary  in  258 cases.  In  1983, th e  government  

p e r m i t te d  h ig h e r  e q u i t y  p a r t i c i p a t i o n  in  c o l l a b o r a t i o n s  which 

prov id ed  s o p h i s t i c a t e d  te c h n o lo g y .  ( I n  f a c t ,  in  Japanese  

c o l l a b o r a t i o n s ,  th e  Japanese were urged to  i n v e s t  more 

e q u i t y . . )  The . t r e n d  among .mu l . t in a t . i  onal s .i s towards, t e c h n i c a l . 

c o l l a b o r a t i o n  r a t h e r  than e q u i t y  p a r t i c i p a t i o n .  Thus though  

the  In d ia n  government has l i b e r a l i s e d  e q u i t y  p a r t i c i p a t i o n  

in a reas  which r e q u i r e  s o p h i s t i c a t e d  te c h n o lo g y ,  t h e r e  seem 

to  be few t a k e r s . 15

The two im p o r ta n t  reasons f o r  FERA 1973 were: to  ach ie v e  

the  gradual  t r a n s i t i o n  o f  f o r e i g n  c o n t r o l  to  I n d ia n  hands and 

to  save the  o u t f lo w  o f  much-valued f o r e i g n  exchange. However 

no p e n a l t i e s  were l a i d  down f o r  non-com pl ian ce .  In  t h e o r y ,  a 

shut-down could  be ordered  but in  I n d i a  where a l l  where a l l  

employment is  s a c ro s a n c t ,  such d i r e c t i v e s  were d i f f i c u l t  to

i a The techno logy  t r a n s f e r  terms le a v e  much t o  be d e s i r e d  
because o f  th e  asym m etr ica l  b a r g a in in g  p o s i t i o n s  o f  I n d i a  
and the  in v e s t o r s .  F r e q u e n t ly  th e  b a r g a in in g  power o f  
i n v e s t o r s  is  b e t t e r .  See 'Japanese E q u i ty  S take  in 
C o l l a b o r a t i o n s  . . . ’ F i n a n c ia l  E x p re s s . 5 November 1985.



c a r r y  o u t .  So by and la r g e  th e  government sought v o lu n t a r y  

com pl iance .  A lthough f o r e i g n  e q u i t y  was d i l u t e d ,  t h i s  d id  not  

n e c e s s a r i l y  imply a d i l u t i o n  o f  f o r e i g n  c o n t r o l . 16 A m a j o r i t y  

o f  FERA companies have been a b le  to  r e t a i n  e f f e c t i v e  c o n t r o l  

as th e  In d ia n  s h a re h o ld in g  is  w id e ly  d is p e r s e d .  Moreover,  a 

number o f  f o r e i g n  companies made agreements w i th  t h e i r  

s u b s i d i a r i e s  t h a t  t r a n s f e r  o f  t e c h n o lo g y ,  e t c .  would

a u t o m a t i c a l l y  la p s e .  They a ls o  t r i e d  t o  in c r e a s e  the  book 

v a lu e  o f  t h e i r  s u b s i d i a r i e s  t o  l e v e l s  n e a r e r  t h e i r  market  

v a lu e  by is s u in g  shares  to  th e  o ld  s h a r e h o l d e r s , r a i s i n g  

d iv id e n d s  and c a p i t a l i s i n g  the  v a lu e  o f  a s s e ts .

. . . Thus, f .orejgri  . c o n t ro l  has .not. been .reduced and .the. in f lo w ,  

o f  e q u i t y  up t o  40% has n o rm a l ly  been to  high p r o f i t ,  consumer 

o r i e n t e d  i n d u s t r i e s ,  i . e .  not  those which government w ish^to  

e n c o u ra g e .

4 . 4 . 2 . 4 .  Rem ittances

FERA r e g u l a t i o n s  have not  f u l f i l l e d  th e  aim o f  conserv ing  

f o r e i g n  exchange through decreased r e m i t ta n c e s :  f o r e i g n  e q u i t y  

was u s u a l l y  d i l u t e d  by is s u in g  a d d i t i o n a l  shares  r a t h e r  than  

by d i s i n v e s t m e n t .  D e s p i te  th e  d i l u t i o n ,  th e  s i z e  o f  the  

f o r e i g n  in ves tm en t ,  t u r n o v e r ,  p r o f i t s  and r e m i t ta n c e s  grew 

over  th e  second p a r t  o f  the  1 9 7 0 s .17

16 See Patwardhan, M . S . , 1982, 'Exchange R e g u la t io n  A c t ’ ,
Economic T imes. 26 May.

17 See Patwardhan, M .S . ,  1982, op. c i t .



For conserv ing  r e m i t ta n c e s ,  th e  f o r e i g n  companies were 

b ro a d ly  d i v i d e d  i n t o  th r e e  c a t e g o r ie s :

1) Branches o f  f o r e i g n  companies which were under th e  

f u l l  c o n t r o l  o f  t h e i r  p a r e n t  o r g a n i s a t i o n .  E a r l i e r  th e  e n t i r e  

p r o f i t s  and a c e r t a i n  amount f o r  th e  m aintenance o f  t h e i r  head 

o f f i c e  could  be r e m i t t e d .  A f t e r  th e  fo r m a t io n  o f  th e  In d ia n  

companies, th e  on ly  r e m i t ta n c e  a l lo w e d  a re  th e  d iv id e n d s  le s s  

In d ia n  ta x e s .  Head o f f i c e  expenses a re  no lo nge r  a l lo w e d .

2)  F u l l y  owned s u b s i d i a r i e s  o f  f o r e i g n  companies. In  t h i s  

case a l s o ,  head o f f i c e  expenses a re  no lo n g e r  a l lo w e d .  Only  

p r o f i t s  le s s  In d ia n  ta x e s  a re  a l lo w e d  t o  be r e m i t t e d .

. 3 )  . Ind/ ian.cpmp^njes .in wh.ic.h . f o r e i g n  s h a re h o ld in g .  is  .not. 

more than 40%. Such companies a re  a ls o  a l lo w e d  to  r e m i t  on ly  

t h e i r  d iv id e n d s  a f t e r  payment o f  In d ia n  ta x e s .

FERA 1973 a ls o  r e s t r i c t s  th e  t r a n s f e r  o f  shares to  

persons r e s i d e n t  o u ts id e  I n d i a ,  and p e rm is s ion  from the  RBI 

i s  r e q u i r e d  f o r  t h i s  purpose. The d e c l a r a t i o n  o f  d iv id e n d s  by 

a f o r e i g n  company can be r e g u la t e d  by th e  In d ia n  government  

or by th e  RBI . In ve s tm en t  by NRI was a l lo w e d  under FERA 

prov id ed  no r e p a t r i a t i o n  o f  c a p i t a l  o r  th e  income d e r iv e d  from  

i t  was d e s i r e d  in  f o r e i g n  exchange. However, the  NRIs can 

s u b s c r ib e  t o  shares issued by new companies f o r  s e t t i n g  up 

i n d u s t r i a l  p r o j e c t s  f o r  which r e p a t r i a t i o n  b e n e f i t s  a re  

p e r m i t t e d ,  p rov id ed  such r e p a t r i a t i o n  does no t  exceed 20% o f  

e q u i t y  c a p i t a l .  (T h is  scheme does not  cover  p a r t n e r s h ip  and 

p r o p r i e t a r y  c o n c e r n s . )  In ves tm en t  in core  s e c to r s  and in
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e x p o r t - o r i e n t e d  i n d u s t r i e s  is  guided by th e  same r e p a t r i a t i o n

c la us e s  as f o r  f o r e i g n e r s .

The GOI sought to  c o n t r o l  o t h e r  means o f  r e m i t t i n g

p r o f i t s  such as t r a n s f e r  p r i c i n g  through s t r i c t  a u d i t i n g  o f

the  e x p o r t  and im port  b i l l s .  Another  measure to  avo id  t a x e s ,

namely "upstream loans" from the  s u b s i d i a r y  to  th e  p a r e n t

companies -  which a re  a n o th er  form o f  p r o v id in g  d iv id e n d s  -

a re  a ls o  r e s t r i c t e d  by FERA 1973.  D e s p i te  the  s e v e r a l  c o n t r o l s

on r e m i t t a n c e s ,  th e y  have been s t e a d i l y  r i s i n g .  The

r e m i t ta n c e s  cover  p r o f i t s ,  d iv id e n d s ,  r o y a l t i e s  and p a t e n t s ,

and s in c e  1970, i n t e r e s t  on lo an s .  W hi le  p r o f i t s  r e m i t te d

showed .a. d e c l . in e .  t i . l l .  .1980,.  r e m i t ta n c e s  .under . a l l .  o t h e r

c a t e g o r ie s  have in cre a s ed  s u b s t a n t i a l l y ;  the  maximum in c r e a s e
10

was r e g i s t e r e d  in  th e  case o f  r o y a l t i e s .  However, r o y a l t i e s  

do not c o n s t i t u t e  an im p o r ta n t  p a r t  o f  th e  t o t a l  r e m i t ta n c e s  

made by f o r e i g n  companies.

4 . 4 . 3 .  Volume o f  DFI -  Reasons and Trends  

A/e / -  O f t  o l i M i t y

cJ. (A J t-  J C y y \ J L & \ S l  i.k A J S i / / "  3  3  y / 3 -£_ f  isy

the  1980s (see  Ta b le  3 . 3 ) .  T h is  t im e  p e r io d  i s  a ls o  marked by 

a s u b s t a n t i a l  r i s e  in  the  f o r e i g n  in ves tm en t  approved w i t h i n  

the  p ro p o s a ls  o f  the  im port  o f  te c h n o lo g y .  I t  could be argued  

t h a t  th e  r e s t r i c t i o n s  imposed by FERA 1973 were n e u t r a l i z e d

( cf  yd  s . isJ . H C s J U M .*

18 See 'F o r e ig n  Companies Rem it tances  R i s e ’ , Fi nanci al  
E x p re s s , 25 May, 1981.
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by the  l i b e r a l i s a t i o n  p o l i c i e s  which were s e t  in  motion in  th e  

e a r l y  1980s and g iven  a f u r t h e r  s t ro n g  impetus in  1985. The 

e f f e c t  o f  these  p o l i c i e s  was enhanced by th e  s te ad y  growth  

r a t e  and s t a b l e  p o l i t i c a l  and economic env ironm ent  o f  I n d i a ,  

in c lu d in g  th e  growth o f  th e  p r i v a t e  s e c t o r  in  I n d i a .  The r a te s  

o f  p r o f i t  on the  DFI in  I n d i a  were a ls o  g e n e r a l l y  comparable  

w i th  those  e ls e w h e re .  The p r o f i t a b i l i t y  s t u d i e s  conducted  

p e r i o d i c a l l y  by the  Indo-A m er ican  Chamber o f  Commerce on th e  

In d o -U .S .  j o i n t  v e n tu re s  showed t h a t  th e  annual compound r a t e  

o f  r e tu r n  on a s se ts  between 1976-80  was 16%, whereas t h a t  

between 1980 and 1984 was 16.3%. With re s p e c t  t o  gross f i x e d

. . . assets, th e  .average annual  .compound, r.ate. o f  . growth, was .18.4%.................

in  1976-80  and 18.6% between 1980 and 1984.  The payment o f  

d iv id e n d s  in cre a s ed  from Rs. 150 m i l l i o n  to  Rs. 290 m i l l i o n  

in  th e  same p e r io d .  R o y a l ty  payments in c re a s e d  from Rs. 24 

m i l l i o n  t o  Rs. 44 m i l l i o n ,  and t e c h n i c a l  r o y a l t i e s  and p a te n ts

in creased  from Rs. 17 m i l l i o n  to  Rs. 327 m i l l i o n .  These
19payments were even h ig h e r  in  1985.  These f i g u r e s  compare ve ry  

f a v o u r a b ly  w i th  U.S.  in ves tm en t  e ls e w h e re ;  in  f a c t  th e  r a te s  

o f  r e tu r n  were h ig h e r  than those  a v a i l a b l e  on U .S.  investm ents  

in  Canada. However, p r o f i t a b i l i t y  s t u d i e s  o f  Indo-German j o i n t  

v e n tu re s  have shown t h a t  r e t u r n s  on German DFI were  

" s a t i s f a c t o r y  but not  e x c e l l e n t " .  The p r o f i t  r a te s  f o r  In d o -  

German j o i n t  v e n tu re s  were below those  o f  th e  p a r e n t  companies

1 9 'F o r e ig n  in ves tm en t  r e tu r n s  c o m p e t i t i v e ’ , F i nanci a l  
E x p re s s . 3 February  1988.
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?oand a ls o  below th e  i n t e r n a t i o n a l  av era ge .  No c om pa ra t ive  

study o f  In do-Japanese  j o i n t  v e n tu r e s  has been made, but  

a v a i l a b l e  e s t im a te s  suggest  t h a t  these  would be comparable to  

o th e r  DFI in  s i m i l a r  i n d u s t r i e s .

Some f o r e i g n  companies have a ls o  c ons id e re d  I n d i a  to  be 

a c o n d u i t  t o  th e  S o v ie t  m arke t .  The d em ocra t ic  s e t -u p  in

I n d i a ,  w i t h  re dress  to  law, and the  growing p e r c e p t io n  t h a t
?1t h e r e  is  l i t t l e  l i k e l i h o o d  o f  n a t i o n a l i s a t i o n ,  have a ls o  

c o n t r ib u t e d  towards a t t r a c t i n g  f o r e i g n  c a p i t a l .  Such a f e e l i n g  

i s  a ls o  enhanced by the  f a c t  t h a t  I n d i a  has i t s e l f  

c o l l a b o r a t e d  w i th  some MNCs to  s e t  up j o i n t  v e n tu r e s  in  o th e r

deye.loping . c o u n t r i e s ..............................................................................................

However, as a p r o p o r t i o n  o f  t o t a l  c a p i t a l  in f lo w s  to  

I n d i a ,  DFI accounts f o r  le s s  than 5%. ( I t  accounts f o r  a 

s l i g h t l y  h ig h e r  p r o p o r t i o n  o f  p r i v a t e  c a p i t a l  in f l o w s ,  but  

even t h i s  share  would no t  exceed 10%.) Given t h i s  small share  

o f  D F I ,  an im p o r ta n t  q u e s t io n  i s  whether  i t  can r i s e  r a p i d l y  

enough to  meet th e  gaps in  I n d i a ’ s r e q u i r e m e n t s .

I t  i s  o f t e n  argued by m u l t i l a t e r a l  i n s t i t u t i o n s  such as 

th e  World Bank t h a t  d i r e c t  in ves tm en t  b r in g s  new technology  

and management and j u s t i f i e s  th e  f o r e i g n  exchange c o s ts .  

Rem it tances  in  the  case o f  DFI a re  made ou t  o f  p r o f i t s ,

'E a s te r n  re g io n  la c k s  i n f r a s t r u c t u r e  f o r  FRG 
i n v e s tm e n ts ’ , F i n a n c ia l  E x p re s s . 28 February  1988.
o 1 • . . .Though domestic  banks were n a t i o n a l i s e d  in  the  e a r l y
1970s, f o r e i g n  banks were exempt from t h i s  move.
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whereas th e  bank loans have to  be s e r v ic e d  whether  th e  p r o j e c t  

tu r n s  ou t  to  be p r o f i t a b l e  or  n o t .  Hence th e  massive in c re a s e  

in bank loans in s te a d  o f  DFI d u r in g  the  70s in  most LDCs, and 

d u r in g  th e  80s e s p e c i a l l y  in  I n d i a ,  would appear to  be 

r e l a t i v e l y  le s s  c o s t - e f f e c t i v e .  However a c l o s e r  look r e v e a ls  

the  reasons behind the  changed com posit ion  o f  c a p i t a l  f lo w s .

Dur ing th e  70s,  th e  g lo b a l  re ce s s io n  produced a l i q u i d i t y  

c r i s i s  f o r  th e  m u l t i n a t i o n a l s .  In  I n d i a  a lo n e  s e v e ra l  

companies such as James F i n l a y ,  B r i t i s h  C o r p o r a t io n ,  

F i r e s t o n e ,  K a i s e r ,  a c t u a l l y  s o ld  t h e i r  In d ia n  a s se ts  to  meet 

the  f i n a n c i a l  crunch in t h e i r  domestic  o p e r a t io n s .  In  

add i t  i.on ,. the  g loba l ,  r.eqess.i on .1 e f t  huge u n u t i l i s e d  .c a p a c i t ie s ,  

in most d e v e lo p in g  c o u n t r i e s :  new p r o j e c t s  d id  no t  look

p r o f i t a b l e .  E x i s t i n g  DFI y i e l d e d  much le s s  than th e  c o s t  o f  

bank lo an s .  By c o n t r a s t  th e  banks were f l u s h  w i th  l i q u i d i t y  

and were w i l l i n g  t o  lend to  d e v e lo p in g  c o u n t r i e s .

A s i m i l a r  phenomenon can be observed f o r  I n d i a  d u r in g  the  

1980s. Though bank c r e d i t s  and DFI have both r is e n  

s i g n i f i c a n t l y ,  the  fo rm er  has been much more dynamic in  terms  

of  both th e  a b s o lu te  amount and th e  r a t e  o f  growth.  T h is  can 

p a r t l y  be a t t r i b u t e d  to  a genera l  d e c l i n e  in  th e  investm ent  

by MNCs from th e  U .S.  in  response to  th e  worsening p o s i t i o n  

o f  th e  d o l l a r .  Another reason i s  t h a t  MNCs now tend t o  fa v o u r  

payments over  t e c h n i c a l  c o l l a b o r a t i o n s  w i th  secure  r o y a l t i e s .  

Moreover,  though th e  p o l i c i e s  o f  the  GOI have changed to  

a t t r a c t  more D F I ,  th e  s t i p u l a t i o n s  on th e  com posit ion  and
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terms as o u t l i n e d  above may s t i l l  d e t e r  f o r e i g n  in v e s tm en t .  

The GOI on th e  o th e r  hand has o f t e n  had t o  compromise i t s  

r i g i d  stand on e q u i t y  ow nership ,  i n d i g i n i s a t i o n , e t c .  to  

a t t r a c t  f o r e i g n  c a p i t a l .  The s i z e ,  com posit ion  and terms o f

DFI a re  f r e q u e n t l y  d i f f e r e n t  from those s t i p u l a t e d ,  as a
oor e s u l t  o f  b a r g a in in g  by th e  f o r e i g n  in v e s t o r s .

4 . 4 . 4 .  Change in  G O I*s s tance  w i th  re s p e c t  t o  DFI

Keeping in  mind t h a t  th e  b e n e f i t s  d e r iv e d  from a d d i t i o n a l

economic resources  o b t a i n a b le  from D FI ,  th e  s ta nc e  o f  the  GOI
01has changed w i th  re s p e c t  to  D F I .  I t  i s  now e v i d e n t  t h a t  the  

GOI appears, to  . f^ v p q r  .DFI. Qver. c.onomerctal lo .ans.as .the. l a t t e r  

have to  be re p a id  whether the y  a re  used p r o d u c t i v e l y  or n o t .  

On th e  o t h e r  hand, th e  v e ry  n a tu re  o f  DFI would seem t o  ensure  

t h a t  c a p i t a l  is  used p r o d u c t i v e l y  to  y i e l d  commensurate 

r e tu r n s  on the  investm ents  made. Bes ides ,  u n l i k e  a m o r t i s a t i o n  

o f  bank lo an s ,  c a p i t a l  i s  g e n e r a l l y  not r e p a t r i a t e d  and 

p r o f i t s  a re  a ls o  o f t e n  r e in v e s t e d .  D iv idend  repayments average  

about 10% o f  th e  c a p i t a l  employed, which is  much cheaper  than  

a bank loan .

Moreover,  t h e r e  is  a change o f  p o l i c y ,  f a v o u r in g  e x p o r t

oo . . .T h is  i s  shown by th e  f a c t  t h a t  many d e f i n i t i o n s  and
r e d e f i n i t i o n s  o f  th e  core  s e c t o r  have been a t tem p te d  to
e v o lv e  a p o l i c y  to  welcome and augment f o r e i g n  c a p i t a l
in f lo w s  and to  make i t  conform to  a c e r t a i n  scheme o f
p r i o r i t i e s .

'P .M .  fa v o u rs  s t r e a m l i n i n g  o f  f o r e i g n  in ve s tm en t  norms’ 
in  F i n a n c ia l  E x p re s s . 20 A p r i l  1988.



promotion in s te a d  o f  im port  s u b s t i t u t i o n .  The e a r l i e r  p o l i c y  

o f  im port  s u b s t i t u t i o n  d iscouraged D FI .  I t  i s  f e l t  t h a t  t h i s  

p o l i c y  may have encouraged i n e f f i c i e n c y  and thus i t  is  

im p o r ta n t  to  r e s t r i c t  im port  s u b s t i t u t i o n  t o  th e  c o m p e t i t i v e  

s e c to r s  o n ly .  I n d i a  could l a t e r  e n t e r  th e  e x p o r t  m arkets  in  

th e s e  i n d u s t r i e s .

DFI is  now a ls o  encouraged f o r  i t s  dynamic e f f e c t  on th e  

economy, as i t  is  f e l t  t h a t  the  broad i n d u s t r i a l  base o f  I n d i a  

i s  now ready to  fa c e  f o r e i g n  c o m p e t i t i o n . 24 Though 

i n d i g e n i s a t i o n  o f  technology was encouraged, more r e c e n t l y  

e f f i c i e n c y  and c o m p e t i t iv e n e s s  have a ls o  been s t r e s s e d .  Thus 

DFI . i§  speri . t q .have .an . im portan t  . ro le  .to p l a y  . in  .the. next,  

phase o f  i n d u s t r i a l i s a t i o n .

I f  we compare th e  l e v e l s  o f  DFI in  China and th e  ASEAN 

c o u n t r i e s  w i th  I n d i a ,  the  l e v e l s  o b ta in e d  by I n d i a  a re  

e x t re m e ly  low. China ge ts  on an average an annual i n f l o w  o f  

DFI o f  around Rs. 1 5 b . ,  and the  ASEAN c o u n t r i e s  g e t  around Rs.

8©b. These d i f f e r e n c e s  cannot be a t t r i b u t e d  o n ly  to  I n d i a ’ s 

p o l i c i e s ;  the y  a re  a t  l e a s t  as f a v o u r a b le .  However, v a r io u s  

s t u d i e s  conducted in t h i s  c o n te x t  by th e  GOI have shown t h a t  

th e  i n t e r p r e t a t i o n  o f  th e  r u le s  a re  more l i b e r a l  in  China and 

ASEAN c o u n t r i e s .  And in  I n d i a  t h e r e  is  undue f r u s t r a t i o n  and 

d e la y .  Moreover,  China and th e  ASEAN c o u n t r i e s  p e r m i t  DFI in  

th e  consumer goods i n d u s t r i e s ,  which th e  GOI e x p l i c i t l y
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p r o h i b i t s  (e x c e p t  f o r  e x p o r t s ) .  However, in  cases where n e a r ly  

100% In d ia n  raw m a t e r i a l s  a re  used, th e  GOI ta k e s  a more 

f l e x i b l e  approach, reckon ing  t h a t  th e  f o r e i g n  f i r m s  can e x p o r t  

on I n d i a ’ s b e h a l f .  Though no l e g i s l a t i o n  or  c o n c re te  p o l i c y  

has been fo r m u la te d  in  t h i s  r e s p e c t ,  t h i s  debate  i t s e l f  is  a 

big  d e p a r tu r e  from th e  e r s t w h i l e  im port  s u b s t i t u t i o n  p o l i c i e s .

As has been p o in te d  ou t  e a r l i e r ,  th e  c u r r e n t  inves tm ent  

i n c e n t i v e s  a re  not  a s u f f i c i e n t  means o f  a t t r a c t i n g  DFI ,  

though d i s i n c e n t i v e s  may d e t e r  i t .  The volume o f  DFI t r a n s f e r s  

are  determ ined  by the  o v e r a l l  in ves tm en t  c l i m a t e  and in  t h i s  

r e s p e c t  I n d i a ’ s c o n d i t io n s  are  q u i t e  f a v o u r a b l e .  I n d i a ’ s GNP 

was a p p r o x im a te ly  Rs. .3D0.0b.. in  .1988,.  and i t .  was f e . l t  th a t .  a t .  

l e a s t  10% o f  t h i s  could be spent  on im p o r ts .  The c u r r e n t  l e v e l  

o f  imports  a re  f a r  below t h i s ,  but by th e  end o f  1995 I n d i a  

may reach t h a t  l e v e l  i f  the  h ig h e r  l e v e l  o f  i n d u s t r i a l  

a c t i v i t y  c u r r e n t l y  p r e v a i l i n g  can be s u s ta in e d .  The

25 'in  the  d e v e lo p in g  w o r ld .  The World Bank a ls o  appears to  ta k e

a more f a v o u r a b le  view o f  I n d i a ’ s economic p ro s p e c ts .  The

growth in  a g r i c u l t u r e  p o s tu la t e d  by th e  Plan w i l l  a ls o

ge ne ra te  a demand f o r  i n d u s t r i a l  p ro d u c ts .  Thus g iven  t h a t

I n d i a ’ s growth prospec ts  a re  b r i g h t  and th e  GOI is

s y s t e m a t i c a l l y  a t t e m p t in g  t o  remove th e  d i s i n c e n t i v e s  to  DFI ,

i n f r a s t r u c t u r e  developed by I n d i a  is

25 Euromonev. December 1985. hJoll / W  iĴ
■Q j?  Sh/i,- 4/1 JvuiU k

IBRD, 1988, I n d i a :  A Country Study.  Medium Term I s s u e s .



164

i t  i s  s u r p r i s i n g  t h a t  t h e i r  l e v e l s  a re  s u b s t a n t i a l l y  below 

those  d e s i r e d .  I t  i s  necessary  to  ana ly s e  th e  d e t a i l s  o f  t h i s  

f a i l u r e  in  o rd e r  to  examine the  prospec ts  f o r  f u r t h e r  in f lo w s  

o f  D FI .

The f i r s t  reason is  o f  course t h a t  th e  change in  th e  

G O I’ s a t t i t u d e  is  r e l a t i v e l y  r e c e n t ,  and thus a la g  o f  a t  

l e a s t  two years  must be a l lo w e d  b e fo re  s i g n i f i c a n t  in c re a s e s  

in  DFI can be observed.  The GOI e s t im a te s  t h a t  i t  w i l l  

p rob ab ly  ta k e  fo u r  or  f i v e  years  b e fo re  t h e  Japanese and the  

German in v e s t o r s  ( t h e  two l a r g e s t  in  th e  i n t e r n a t i o n a l  arena  

as f a r  as new investm ents  a re  concerned)  w i l l  r e s p o n d .27 In  

t h i s .  cQn.tex.t. . i t  . i.s. w orth  .d i s c u s s i n g  . t h e .  f a c t o r s ,  which, 

in v e s t o r s  in  these  two c o u n t r i e s  f e e l  d e t e r  t h e i r  inves tm ents  

in  I n d i a .

The main impediments t o  German DFI‘ ° were found t o  be low 

p r o d u c t i v i t y ,  i n s u f f i c i e n t  i n f r a s t r u c t u r e , b u r e a u c r a t i c  

h u rd le s  and high i n f l a t i o n .  Regarding low p r o d u c t i v i t y ,  

d i f f i c u l t  i n d u s t r i a l  r e l a t i o n s  a re  emphasised by German 

i n v e s t o r s .  The f a c t o r s  which these  i n v e s t o r s  found fa v o u r a b le  

in  I n d i a  were p o l i t i c a l  s t a b i l i t y ,  an absence o f  f e a r  o f  

a r b i t r a r y  n a t i o n a l i s a t i o n  and reasonab le  p r o f i t a b i l i t y .  The 

GOI has taken  cognisance o f  th e  impediments and is  s tudy in g  

measures to  m in imise  b u r e a u c r a t i c  h u rd le s  and f o r  improving

?7 See F i n a n c ia l  E x p re s s . 28 February  1988.

28 I b i d .
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p r o d u c t i v i t y  by enhancing congen ia l  la b o u r  r e l a t i o n s .  The GOI 

i s  a t te m p t in g  to  c o n t r o l  i n f l a t i o n ,  which has emerged as a 

problem s e r i o u s l y  on ly  in  1987 and 1988 on account o f  f a c t o r s  

s p e c i f i c  to  those y e a rs .  O therw ise  th e  i n f l a t i o n  l e v e l s  have 

been below 10% per annum.

The major d i s i n c e n t i v e  to  Japanese in ves tm en ts  has been 

th e  phased m a nufa c tur ing  programme (PMP), commonly known as 

th e  i n d i g e n i s a t i o n  programme o f  j o i n t  v e n t u r e s . 29 The PMP 

r e q u i r e s  95% i n d i g e n i s a t i o n  w i t h i n  f i v e  y e a r s ,  and t h i s  th e  

Japanese f i n d  e x t re m e ly  r e s t r i c t i v e .  In  many cases the  s t r i c t  

im p lem enta t io n  o f  PMP has compromised q u a l i t y .  Th is  was a l l  

th e  . more, .apparent ,  .in .cas.es . wjnere . th e  . p r o d u c t ,  had . an- 

i n t e r n a t i o n a l  market  and e x p o r ts  were s u f f e r i n g  as a r e s u l t .  

The GOI now recogn ises  t h a t  q u a l i t y  should  not  be compromised 

in  th e  process o f  i ndi geni s a t i  on and is  now w i l l i n g  to  

c o n s id e r  th e  PMP on a case by case b a s is  and to  adapt  the  

programme to  improve q u a l i t y  w h i le  promoting i n d i g e n i s a t i o n  

as f a s t  as p o s s ib le .  I t  i s  worth keeping in  mind t h a t  e f f o r t s  

a t  f a s t e r  i n d i g e n i s a t i o n  were being made in  I n d i a  even when 

th e  GOI was not  e n fo r c in g  i t .

u i ■n ' Another  problem as seen

by th e  Japanese was to  o b ta i n  th e  a p p r o p r i a t e  raw m a t e r i a l s ;

* I n d i g e n i s a t i o n  P o l ic y  to  be R e v is e d ’ , Fi nanci a l  
E x p re s s . 27 January 1988.

in
'Panel  mooted to  d iscuss  f lo w  o f  Japanese f u n d s , ’ 

Business S t a n d a r d . 31 January 1988.



t h i s  d i f f i c u l t y  h in d e re d  the  process o f  i n d i g e n i s a t i o n .

Besides i n d i g e n i s a t i o n , inadequate  i n f r a s t r u c t u r a l  

development and b u r e a u c r a t i c  de la y s  which led  t o  c o s t  o v e r ­

runs were a ls o  seen as major  problems by th e  Japanese. Though 

i n f r a s t r u c t u r a l  developments in  In d ia n  c i t i e s  compare ve ry  

f a v o u r a b ly  w i th  thos e  in  most o th e r  d e v e lo p in g  c o u n t r i e s ,  they  

a re  not  o f  a comparable  s ta nda rd  to  th e  developed c o u n t r i e s o *  U 4

The ta x  i n c e n t i v e s  g iven  to  u n i t s  e s t a b l i s h e d  in  backward 

areas  (see Appendix 3)  were a t t r a c t i v e  enough to  compensate 

f o r  the  lack  o f  i n f r a s t r u c t u r a l  f a c i l i t i e s .  As Japanese  

i n v e s to r s  ta k e  a g lo b a l  v ie w ,  the  advantages o f  cheap labo ur  

in .  I n d i a ,  may .not. pu.twejgh . t.he .other, d is a d v a n t a g e s .. A ls o , ,  

compared to  I n d i a ,  la b o u r  in T h a i la n d ,  f o r  example, i s  cheaper  

and the  i n f r a s t r u c t u r a l  f a c i l i t i e s  b e t t e r .  Thus th e  GOI, 

keeping in  mind J a p a n ’ s g lo b a l  p e r s p e c t i v e ,  has o f f e r e d  to  

look i n t o  some o f  th e  e x i s t i n g  p o l i c y  s t i p u l a t i o n s  in  t h i s  

r e s p e c t  on a case by case b a s is .  I n d i a  a ls o  re co gn is e s  the  

importance o f  c u t t i n g  b u r e a u c r a t i c  d e la y  when t r y i n g  to  

encourage DFI:  Japanese in ves tm en t  prop osa ls  a re  to  be

expedi t e d .

The Japanese a ls o  have expressed concern t h a t  I n d i a  might  

pass on t h e i r  te c h n o lo g y  to  th e  S o v ie t  Union and th e  COMECON 

c o u n t r i e s .  The U .S .  a ls o  used t o  suspect  t h i s  but  was



11persuaded by th e  GOI t h a t  i t s  f e a r s  were b a s e le s s .  The GOI 

has he ld  d is c u s s io n s  w i t h  the  Japanese in v e s t o r s  and o f f i c i a l s  

t o  reassure  them on t h i s  is s u e .

Yet  ano th er  problem is  th e  areas  in  which th e  Japanese  

are  a l lo w ed  to  i n v e s t .  I n d i a  wishes to  d i r e c t  Japanese  

inves tm ent  to  th e  c a p i t a l  goods s e c to r  e s p e c i a l l y  to  th e  h ig h -  

tech  a reas  r a t h e r  than th e  consumer goods s e c t o r .  The Japanese  

on th e  o t h e r  hand wish t o  in v e s t  in  assembly u n i t s  f o r  e x p o r t  

p r o d u c t io n .  The s t r a t e g y  on th e  p a r t  o f  th e  GOI should  be an 

a t te m p t  to  blend th e  two or  indeed t o  promote pure e x p o r t  

v e n t u r e s .

 Regarding.  DFI .by t h e .  U.S.. ,  . the. major  . impediments. wera

found to  be th e  e q u i t y  r e s t r i c t i o n s  and th e  b u r e a u c r a t i c  

d e la y .  I t  was suggested t h a t  the  e q u i t y - h o l d i n g  s t a t u t e s  must 

be so changed t h a t  o f  th e  remain ing  60% e q u i t y ,  o n ly  40% must 

be he ld  by the  I n d ia n  p u b l i c  and the  rem ain ing  20% by 

f i n a n c i a l  i n s t i t u t i o n s  in  both th e  c o u n t r i e s  j o i n t l y .  S ince  

U.S. investm ents  w or ldw ide  a re  d e c l i n i n g ,  no s p e c ia l  

p r o v is i o n s  have been made in  I n d i a  to  encourage U .S .  D F I .  I t  

was f e l t  t h a t  th e  g e n e ra l  p r o v is i o n s  f o r  improving DFI w i l l  

a ls o  p ro v id e  a f a v o u r a b le  c l i m a t e  f o r  U.S. in v e s tm e n ts .

A p a r t  from th e  d i r e c t  c o n t r i b u t i o n s  o f  DFI t o  th e  sav ings  

and f o r e i g n  exchange gaps, c e r t a i n  i n d i r e c t  b e n e f i t s  a ls o

Evidence o f  t h i s  i s  t o  be observed in  th e  d e la y  in  the  
U.S. s a le  o f  weapons to  I n d i a .  'Japanese In v e s t m e n t ’ , 
F i n a n c ia l  E x p re s s . February  1988.



168

a c cru e .  The most im p o r ta n t  such b e n e f i t  i s  the  p e r c e p t io n  o f  

I n d i a  as a dynamic and open economy; t h i s  image b r in g s  f o r t h  

more bank loans and NRI t r a n s f e r s  a l s o .  A b r i e f  e x a m in a t io n  

o f  the  GOI’ s p o l i c i e s  towards encourag ing  DFI by NRIs i s  g iven  

in  the  next  s e c t i o n .

4 . 4 . 5 .  DFI bv NRIs

The r e s t r i c t i o n s  imposed by FERA a re  a ls o  a p p l i c a b l e  to  

NRIs w i th  one e x c e p t io n .  DFI w i th o u t  r e p a t r i a t i o n  r i g h t s  made 

by NRIs would be t r e a t e d  on par w i t h  those o f  In d ia n

n a t i o n a l s ,  as long as i t  i s  not  meant f o r  t r a n s a c t i o n s  in
vQOfjimercia.l .p ro p e r ty ,  and. land.. : .This . imp.l ies . t h a t ,  on- such- 

investm ents  e q u i t y  and o th e r  r e s t r i c t i o n s  would no t  a p p ly .  

With r e p a t r i a t i o n  r i g h t s ,  th e  NRIs a re  a l lo w ed  to  in v e s t  

through th e  s tock  market  in  any company, s u b je c t  t o  s p e c i f i e d  

l i m i t s ;  shares l a r g e r  than th e  l i m i t  can be he ld  e i t h e r  on a 

r e p a t r i a t i o n  bas is  or  can be o f f e r e d  to  In d ia n  p a r t n e r s  or  the  

genera l  p u b l i c .

The advantage o f  the  scheme under which NRI inves tm ent  

i s  t r e a t e d  on par w i th  the  r e s i d e n t  n a t i o n a l s  is  t h a t  NRI 

funds can be employed in p r o p r i e t a r y  concerns, p a r t n e r s h ip s  

or p u b l i c  l i m i t e d  companies w i th o u t  any r e s t r i c t i o n s . S ince  

many NRIs a re  not  n e c e s s a r i l y  keen to  r e p a t r i a t e  funds ,  t h i s  

p r o v is i o n  should s t i p u l a t e  a f u r t h e r  i n f l o w  o f  p o r t f o l i o  and

32 See Government o f  I n d i a ,  1982, Budget S ta te m e nt .
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e q u i t y  in ve s tm en t ,  p a r t i c u l a r l y  by medium s iz e d  in v e s t o r s .  

Again in  t h i s  c o n t e x t ,  th e  response o f  th e  NRIs has been very  

di sappoi n t i  ng .

The second c la u s e  f o r  in ves tm en t  w i th  r e p a t r i a t i o n  r i g h t s  

f o r  NRIs to  in v e s t  in  p o r t f o l i o  o f  any new scheme up to  40% 

was i n i t i a l l y  r e s t r i c t e d  t o  h ig h - te c h n o lo g y  i n d u s t r i e s ,  and 

t o  e x p o r t - o r i e n t e d  i n d u s t r i e s .  S ince th e  response was not  

s a t i s f a c t o r y ,  t h i s  p o l i c y  was extended t o  a l l  companies quoted  

on the  s tock  exchange. Subsequent ly  a number o f  companies 

r a is e d  a p a r t  o f  t h e i r  f r e s h  p u b l i c  issue  from th e  NRIs. The 

NRIs have thus f a c i l i t a t e d  and a c c e l e r a t e d  th e  process o f  

ra is / i  ng. f r e s h  e x t e r n a l  c a p i . t a l j  .and .have .added, t p  .the. buoyancy, 

o f  th e  c a p i t a l  markets in  I n d i a .

4 . 5 .  Conclusions

To conclude,  an e x am in a t io n  o f  the  p rospec ts  f o r  f o r e i g n  

c a p i t a l  in f lo w s  shows t h a t  th e  t r a n s f e r s  made by th e  NRIs have 

reached a p la te a u  and th e  prospec ts  f o r  DFI a re  u n c e r t a in  a t  

b e s t .  I f  commercial loans c o n t in u e  to  in c r e a s e  a t  t h e i r  

p re s e n t  r a t e  than th e  market  w i l l  i n e v i t a b l y  be s a t u r a t e d  and 

t h e i r  c u r r e n t  high l e v e l s  must f a l l .  The r e s t  o f  the  t h e s i s  

thus examines the  p o s s i b i l i t y  o f  a debt  c r i s i s  in  I n d i a .
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APPENDIX TO CHAPTER 4

Chronology Of P o l i c i e s  On Fo re ig n  D i r e c t  In v e s tm e n t  In  I n d i a .

Three s e ts  o f  p o l i c i e s  on f o r e i g n  in ves tm en t  can be 

i d e n t i f i e d  in  I n d i a .  The f i r s t  c o n s is t s  o f  p o l i c i e s  which  

p ro v id e  th e  o v e r a l l  framework f o r  i n d u s t r i a l  development and 

in c lu d e s  th e  f i v e  year  p lans  and s ta te m e n ts  o f  i n d u s t r i a l  

p o l i c y .  The second c o n s is t s  o f  s p e c i f i c  l e g i s l a t i o n  which are  

a p p l i c a b l e  to  p r i v a t e  c a p i t a l  in  g e n e r a l ,  both domest ic  and 

f o r e i g n .  The t h i r d  r e l a t e s  s p e c i f i c a l l y  t o  p r i v a t e  f o r e i g n  

c a p i t a l  coming i n t o  I n d i a .

B efore  d is c u s s in g  these  t h r e e  s e ts  o f  p o l i c i e s ,  i t  is  

im po rtant .  .t<? . d e t a . i l .  . the. .s . ing le .  .m ost ,  im p o r t a n t  . p o l i c y ,  

i n i t i a t i v e  towards f o r e i g n  investm ent  in  I n d i a ,  namely FERA 

1973.  Constant  r e fe r e n c e  w i l l  be made l a t e r  t o  t h i s  p o l i c y ,  

which is  an im p o r ta n t  s t a r t i n g  p o in t  in  d is c u s s in g  p o l i c i e s  

towards f o r e i g n  investm ent  in  I n d i a .

F ore ign  Exchange R e g u la t io n s  Act  (FERA) 1973.

Under FERA 1973, f o r  th e  f i r s t  t im e  th e  In d ia n  Government  

made a form al d e c l a r a t i o n  t h a t  f o r e i g n  companies w i th  up to  

40 per c e n t  e q u i t y  would be t r e a t e d  as In d ia n  companies, and 

would be a l lo w e d  u n l i m i t e d  access t o  any segment o f  i n d u s t r i a l  

a c t i  v i  t y .

1) No In d ia n  company could  have g r e a t e r  than 74 per  ce n t  

f o r e i g n  e q u i t y  un less  they  were 100 per c e n t  e x p o r t - o r i e n t e d . 

For 100 per  c e n t  e x p o r t - o r i e n t e d  v e n tu r e s ,  up to  100 per c e n t
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f o r e i g n  e q u i t y  could be a l lo w e d .

2)  Companies w i th  g r e a t e r  than 40 per  ce n t  f o r e i g n  e q u i t y  

should be engaged in  th e  p ro d u c t io n  o f  items s p e c i f i e d  in  

Appendix I  o f  th e  I n d u s t r i a l  L ic e n s in g  P o l ic y  announced in  

1973,  o r  be engaged in  p re d o m in a n t ly  e x p o r t - o r i e n t e d  

i n d u s t r i e s  ( th o s e  which e x p o r t  a minimum o f  60 per  c e n t  o f  

t o t a l  p r o d u c t io n ) .  These companies would be a l lo w e d  to  

c o n t in u e  on th e  ba s is  o f  e x i s t i n g  p r o p o s a ls  p ro v id ed  t h e r e  is  

a minimum In d ia n  e q u i t y  p a r t i c i p a t i o n  o f  26 per  c e n t .

3)  The same r u le s  would app ly  t o  i n d u s t r i e s  r e q u i r i n g  

s o p h i s t i c a t e d  te c h n o lo g y .  Two k in d s  o f  companies were  

i d e n t i f i e d  .in th.i s. ca tego .ry . .  One,. whose .techno]  ogy. c u r r e n t l y ,  

being used f o r  m anufacture  o f  p ro d u c ts  would o th e r w is e  

n e c e s s i t a t e  im p o r ts .  Second, f o r  which th e  d i s c o n t i n u a t i o n  

o f  th e  manufacture  o f  p roducts  w i th  th e  te c h n o lo g y  would have 

an adverse e f f e c t  on th e  economy.

4)  A l l  o t h e r  companies were asked t o  b r in g  down t h e i r  

f o r e i g n  e q u i t y  s h a re h o ld in g s  to  40 per  c e n t .

5)  No f r e s h  f o r e i g n  e q u i t y  would be p e r m i t t e d  in  the  case  

o f  companies engaged in  i n t e r n a l  t r a d i n g  and commercial  

a c t i v i t i e s ,  and a l l  e x i s t i n g  companies engaged in  such 

a c t i v i t i e s  were asked t o  b r in g  down t h e i r  f o r e i g n  h o ld in g s  to  

40 per  c en t  w i t h i n  a s p e c i f i e d  p e r io d .  In  e x c e p t io n a l  cases  

where they  had developed e x p e r t i s e ,  s k i l l s  o r  f a c i l i t i e s  which 

were not r e a d i l y  a v a i l a b l e  in d ig e n o u s ly  o r  were c o n t r i b u t i n g  

s i g n i f i c a n t l y  to  e x p o r ts ,  th e  r e t e n t i o n  o f  f o r e i g n  h o ld in g s
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o f  more than 40 per  ce n t  but  no t  more than  74 per c e n t  cou ld  

be c o n s id e re d .

6) M a n u fa c tu r in g  companies engaged in  t r a d i n g  in  p rod uc ts  

not  m anufactured by them would be p e r m i t te d  t o  do so p ro v id e d  

th e  a r t i c l e s  t r a d e d  were f u n c t i o n a l l y  r e l a t e d  t o  th e  

companies ’ m a n u fa c tu r in g  a c t i v i t i e s  and c o n s t i t u t e d  a smal l  

p o r t i o n  o f  t h e i r  o v e r a l l  a c t i v i t y .  The th r e s h o ld  l e v e l  was 

decided a t  25 per  c e n t  o f  th e  e x - f a c t o r y  v a lu e  o f  th e  annual  

p ro d u c t io n  or  R s .5 0m . ,  wh ichever  was l e s s .  They would no t  be 

p e r m i t te d  t o  use t h e i r  t radem arks  or  brand names f o r  i n t e r n a l  

t r a d e  in products  not  m anufactured by them.

. . . 7.) . In  .cases w h e r e . a c t i v i t i . e s  outs ide .  Appendix .1 . o f  .the. . 

I n d u s t r i a l  L ic e n c in g  P o l ic y  1973 c o n s t i t u t e d  a minor p a r t  o f  

a company’ s t o t a l  a c t i v i t y  ( i . e .  no t  g r e a t e r  than 25 per c e n t  

o f  e x - f a c t o r y  v a lu e  o r  Rs. 50 m i l l i o n ,  wh ichever  was l e s s )  th e  

company would be t r e a t e d  a t  par w i th  the  companies engaged in  

m anu fa c tu r in g  a c t i v i t i e s  covered by Appendix I .

8 )  Tea p l a n t a t i o n  companies were to  be t r e a t e d  a t  par  

w i th  companies engaged in  m a n u fa c tu r in g  a c t i v i t i e s  s p e c i f i e d  

in  Appendix I  o f  th e  I n d u s t r i a l  L ic e n s in g  P o l i c y  1973.

In  1976, t h e r e  was a r e l a x a t i o n  o f  FERA 1973 and some 

o t h e r  c a t e g o r ie s  o f  companies were a l lo w e d  t o  r e t a i n  m a j o r i t y  

ow nersh ip .  D i l u t i o n  could  be a t  t h r e e  l e v e l s  o f  f o r e i g n  

ownersh ip ,  namely 74 per  c e n t ,  51 per  c e n t ,  o r  40 per  c e n t  

depending on th e  ty p e  o f  f o r e i g n  company. M a j o r i t y  f o r e i g n  

ownership was a l lo w e d  in  th e  f o l l o w i n g  cases.
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1) In  s p e c i f i c  high p r i o r i t y  a reas  in c l u d i n g  those no t  

l i s t e d  in  Appendix I  o f  th e  I n d u s t r i a l  L ic e n s in g  P o l i c y  

S ta te m e n t  1973.

2 )  Those which e x p o r te d  40 per  c e n t  o r  more o f  t h e i r  

p r o d u c t i  o n .

3)  Those which used s o p h i s t i c a t e d  te c h n o lo g y  in  

p r o d u c t io n  u n i t s .

I f  more than 75 per  c e n t  o f  th e  t o t a l  t u r n o v e r  o f  a 

company could  be c l a s s i f i e d  under any or  a l l  o f  these  t h r e e

c a t e g o r i e s ,  o r  i f  e x p o r ts  were g r e a t e r  than  60 per  ce n t  o f  th e

t u r n o v e r ,  the  company was a l lo w e d  74 per c e n t  f o r e i g n  e q u i t y .

. . . I / f  . the. tu r n o v e r  .from .these. a c t i v i t i e s  .was. more. than. 60 

per  c e n t  o f  t o t a l  t u r n o v e r  or  e x p o r ts  g r e a t e r  than 40 per  c e n t  

o f  t o t a l  t u r n o v e r ,  th e  company was p e r m i t te d  on ly  40 per  c e n t  

f o r e i g n  e q u i t y .

The 40 per  c e n t  f o r e i g n  e q u i t y  l e v e l  s u i t e d  many 

companies s in c e  f o r  a long t im e  the y  were keen on d e c rea s in g  

th e  l e v e l  o f  r i s k  c a p i t a l  in  i n d i a  but s t i l l  wanted to  r e t a i n

c o n t r o l  over  t h e i r  j o i n t  v e n t u r e .  As long as th e  r e s t  o f  th e

e q u i t y  l e v e l  was w id e ly  d is b u r s e d ,  40 per  c e n t  was enough to  

c o n t r o l  th e  company. Moreover,  th e  o b j e c t i v e  o f  p r e s e r v in g  

f o r e i g n  exchange was no t  met through the  FERA companies  

because th e  f o r e i g n  p a r t n e r s  d i l u t e d  t h e i r  e q u i t y  by is s u in g  

f r e s h  c a p i t a l  to  In d ia n  s h a r e h o ld e r s  in s te a d  o f  reducing  t h e i r  

s ta k e  through d is i n v e s t m e n t .  T h is  im p l ie d  t h a t  th e  number o f  

shares  on which th e  d iv id e n d  re m i t ta n c e s  were made a f t e r
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d i l u t i o n  o f  f o r e i g n  s ta ke s  remained th e  same as b e f o r e .  FERA 

1973 a ls o  im p l ie d  no r e s t r i c t i o n s  on r e m i t ta n c e s .  P r i o r  

perm iss ion  f o r  t h i s  r e q u i r e d  from th e  Reserve Bank o f  I n d i a ,  

but no s t a t u t o r y  minimum le v e l  i s  s t i p u l a t e d  f o r  making 

r e m i t ta n c e s .  D iv idend s  up to  Rs. 5 0 0 ,0 00  or  25 per  c e n t  o f  

t o t a l  issued e q u i t y  c a p i t a l  o f  an e n t e r p r i s e  (w h ic h e v e r  is  

l e s s )  a re  p e r m i t te d  w i t h o u t  th e  perm iss ion  o f  th e  Reserve  

Bank.

I f  f o r e i g n  e q u i t y  was le s s  than 40 per  c e n t ,  then  th e s e  

companies would not  r e q u i r e  perm iss ion  from th e  Reserve Bank 

f o r :  th e  e s ta b l is h m e n t  o f  a p la c e  o f  business;  th e  s a l e  or

. . purchase .o f  . r e a l ,  e s t a t e ; ,  borrowing, on . loan . o r  . d e p o s i t s ; 

appointm ent  o f  agents  o r  t e c h n ic a l  o r  management a d v is e r s ;  and 

the  use o f  t rad e m a rk s .  In  s h o r t ,  they  would be t r e a t e d  

e x a c t l y  l i k e  In d ia n  companies.

The shortcomings o f  FERA 1973

1) The d e f i n i t i o n  o f  s o p h i s t i c a t e d  te c hno logy  was u n c le a r  

and t h e r e  was no p e n a l t y  f o r  non-com pliance  w i t h  FERA.

2)  FERA d id  not  ensure access t o  techno logy  o r  o t h e r  

a s s is ta n c e  from th e  p a r e n t  companies. Thus a number o f  p a r e n t  

companies made agreements w i th  t h e i r  s u b s i d i a r i e s  t h a t  i f  any 

f u r t h e r  d i l u t i o n  o f  e q u i t y  was r e q u i r e d ,  techno logy  agreements  

would a u t o m a t i c a l l y  cease.

3) FERA-induced d i l u t i o n  led  th e  p a r e n t  f i r m s  t o  cease  

re g a rd in g  t h e i r  s u b s i d i a r i e s  as p a r t  o f  t h e i r  permanent
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c o r p o r a te  a s s e ts .  In s te a d  th e y  s t a r t e d  r e g a r d in g  t h e i r  

s u b s i d i a r i e s  as m a rk e ta b le  p r o p e r t y .  Thus th e y  t r i e d  t o  r a i s e  

th e  book v a lu e  o f  t h e i r  s u b s i d i a r i e s  n e a r e r  t h e i r  m arke t  v a lu e  

by is s u in g  bond shares  t o  o ld  s h a r e h o l d e r s , r a i s i n g  d iv id e n d s  

and c a p i t a l i s i n g  th e  in c r e a s e  in  the  v a lu e  o f  t h e i r  a s s e ts .  

A l l  t h i s  led  to  a g r e a t e r  o u t f lo w  o f  f o r e i g n  exchange which  

was c e r t a i n l y  not  th e  o b j e c t i v e  o f  FERA 1973.

4 )  The d e s i r e  t o  channel FDI i n t o  i n d u s t r i e s  where the  

supply  o f  te c hno logy  was l i m i t e d  has not  been ve ry  s u c c e s s f u l .

5) FERA 1973 and th e  subsequent l i b e r a l i s a t i o n s  have 

f a i l e d  to  s u b s t a n t i a t e  the  f o r e i g n  exchange in f lo w s  through  

encouraging. FDJ or  to .  decrease  r e m i t t a n c e s ............................................

A. General P o l i c i e s

The p o l i c i e s  which p rov id ed  th e  o v e r a l l  framework o f  

development,  a re  l i s t e d  below in  c h r o n o lo g ic a l  o r d e r .

1974

According t o  th e  F i f t h  F iv e  Year P la n ,  f o r e i g n  

c o l l a b o r a t i o n  was t o  supplement and a c c e l e r a t e  th e  development  

and u t i l i s a t i o n  o f  ind igenous  t e c h n o lo g ie s  and p r o d u c t io n  

c a p a b i l i t i e s  t o  a t t a i n  o v e r a l l  s e l f  r e l i a n c e  as q u i c k l y  as 

p o s s ib le .  However because o f  th e  la c k  o f  s p e c i f i c  g u i d e l i n e s ,  

techno logy  im ports  took  p la c e  f r e e l y .
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1977

The I n d u s t r i a l  P o l i c y  S ta tem ent  s a id  t h a t  companies w i th  

n o n - r e s id e n t  inves tm ent  o f  40 per  c e n t  would be t r e a t e d  on par  

w i th  In d ia n  companies un less  o th e r w is e  n o t i f i e d .

1980

New i n d u s t r i a l  p o l i c y  in  which th e  a ccen t  was on 

improving the  p r i c e  c o m p e t i t iv e n e s s  o f  In d ia n  i n d u s t r i a l  

p ro d u c ts ,  t h i s  was seen to  be p o s s ib le  on ly  through imported  

t e c h n o lo g y .

. IM S ........................................................................................................................

Sweep o f  1 i b e r a l i s t i o n  in  which the  government d e l ic e n s e d  

a number o f  i n d u s t r i e s .  The Seventh F ive  Year Plan (1 9 8 5 -9 0 )  

s p e c i a l l y  emphasised the  r o l e  o f  FDI in  genera l  i n d u s t r i a l  

development.

1988

The government, which had e a r l i e r  i n s i s t e d  on an 

in c r e a s in g  use o f  ind igenous raw m a t e r i a l s ,  adapted a more 

l i b e r a l  a t t i t u d e  in t h i s  re s p e c t .

B. L e g i s l a t i o n  s p e c i f i c  to  p r i v a t e  c a p i t a l  

1970

S p e c ia l  schedule  o f  i n d u s t r i e s  f o r  s i x  p roducts  o f  mass 

consumption was c o n s t i t u t e d  over  which t h e r e  were c o n t r o l s
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re g a rd in g  p r i c i n g  and d i s t r i b u t i o n .  These were e q u a l l y  

a p p l i c a b l e  to  p r i v a t e  domestic  and p r i v a t e  f o r e i g n  in ves tm en t  

in  these  i n d u s t r i e s .

1973

T h is  l i s t  was expanded to  e i g h t  p ro d u c ts .  In  a d d i t i o n  

a n o th e r  l i s t  o f  "o th e r  a r t i c l e s "  was prepared  which used 

s carce  raw m a t e r i a l s  ( e i t h e r  imported o r  d o m e s t ic a l l y  

produced) and these  were s u b j e c t  t o  p r i c i n g  and d i s t r i b u t i o n  

c o n t r o l s .

197 5- * ............................................- ................................................... * - - - * * • , •

'A u to m a t ic  growth scheme’ was s t a r t e d  under which  

e n g in e e r in g  i n d u s t r i e s  were covered and th e s e  were a l lo w ed  to  

expand a t  the  r a t e  o f  5 per c e n t  per  annum in  th e  f i v e  year  

p e r io d  between 1975 and 1980. E a r l i e r  expansions in c a p a c i ty  

re q u i r e d  a l i c e n s e .

1980

The I n d u s t r i a l  L ic e n s in g  p o l i c y  s e t  in  motion some 

changes. f o r  the  f i r s t  t im e  th e  expansion o f  th e  p r i v a t e  

s e c t o r  was encouraged. Expansions in  a number o f  i n d u s t r i e s  

up to  a c e r t a i n  percentage  (5 or  10 per c e n t )  d id  not  r e q u i r e  

a l i c e n s e .
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The l i s t  fo r m u la te d  in 1970 and expanded in  1973 was 

f u r t h e r  expanded from 13 to  66 products  and merged w i th  the  

s p e c ia l  schedule  o f  i n d u s t r i e s  as a s i n g l e  l i s t  o f  78 i te m s .  

The r e s t r i c t i o n  t h a t  a l l  funds f o r  expansion o f  c a p a c i t y  

should be r a is e d  i n t e r n a l l y  was l i f t e d  in  1982. A d d i t i o n a l l y  

an e n t e r p r i s e  was a l lo w e d  to  in c re a s e  i t s  c a p a c i t y  

c o n t in u o u s ly  by o n e - t h i r d  i f  i t  was a b le  to  in c re a s e  i t s  

a c t u a l  p ro d u c t io n  c o n t in u o u s ly .  In  p r a c t i c e  f o r e i g n  companies  

e i t h e r  o v e r u t i l i s e d  or  u n d e r u t i l i s e d  s m a l l - s c a l e  s e c t o r  which  

had no r e s t r i c t i o n  on the  expansion o f  c a p a c i t y .  The 

l i c e n s in g .  sy.stem . thus  . had .a. l i m i t e d ,  e f f e c t  .in . re g u la t in g ,  

f o r e i g n  p r i v a t e  c a p i t a l  in  I n d i a .  The companies not  o n ly  p r e ­

empted l i c e n c e s  f o r  s e t t i n g  up u n i t s ,  they  a ls o  i n s t a l l e d  

c a p a c i t i e s  in excess o f  t h e i r  l i c e n c e s .  In  f a c t ,  f o r e i g n  

companies were not  curbed by th e  Monopoly and R e s t r i c t i v e  

Trade P r a c t i c e s  Act (MRTPA) o f  1969, u n l i k e  t h e i r  In d ia n  

c o u n t e r p a r t s . Even when they  came under th e  purv iew o f  th e  

MRTPA, the y  managed to  c o n s o l id a t e  t h e i r  p o s i t i o n  by j o i n t  

v e n tu r e s .  Severa l  companies which could have been preven ted  

from in c r e a s in g  t h e i r  c a p a c i t y  under th e  MRTPA have been a b le  

to  do so under the  j o i n t  s e c to r  p r o j e c t s .

1 984

L i s t  f u r t h e r  expanded to  in c lu d e  autom ob i les .
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1985

The boost g iven  to  p r i v a t e  s e c to r  c r e a te d  a f a v o u r a b le  

c l i m a t e  f o r  f o r e i g n  investm ent  in  I n d i a .

C. S p e c i f i c  R e g u la t io n s  concern ing  FDI in  I n d i a  

1973

FERA (d iscussed  above)

1976

L i b e r a l i s a t i o n  o f  FERA (d iscussed  above)

. . . .193 .0 , ................................................................................................ - ............................................................... ......

Fo re ig n  investm ent  w i t h o u t  f o r e i g n  techno logy  was not  

a l lo w e d  e a r l i e r .  t h i s  p o l i c y  was r e v is e d  f o r  NRIs and 

i n v e s t o r s  from o i l  e x p o r t in g  d e v e lo p in g  c o u n t r i e s .  Even in  

i n d u s t r i e s  where f o r e i g n  col 1a b o r a t io n  was cons idered  

unnecessary ,  th e  c o l l a b o r a t i o n  was p e r m i t te d  i f  the  technology  

was not  a v a i l a b l e  t o  e n t r e p r e n e u r s  on c o m p e t i t i v e  terms or  i f  

the  te c hno logy  needed to  be updated to  meet h ig h e r  demand or  

to  become c o m p e t i t i v e  in  th e  e x p o r t  market  o r  f o r  manufacture  

o f  i tems f o r  e x p o r t  backed by a buy-back g u a ra n te e .  Proposals  

f o r  f o r e i g n  f i n a n c i a l  and t e c h n ic a l  c o l l a b o r a t i o n s  were to  be 

c o n s id e re d  on m e r i t .  T r a n s f e r  o f  techno logy  and e x p o r t  

o r i e n t a t i o n  were g iven  p r i o r i t y .  F a c to rs  which decided  

whether  f o r e i g n  e q u i t y  should  be a l lo w e d  in c lu d e d  the  p r i o r i t y  

n a tu r e  o f  the  i n d u s t r y ,  th e  n a tu r e  o f  the  technology  in vo lv e d
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(namely  whether i t  would promote e x p o r t s ) ,  and th e  a l t e r n a t i v e  

terms a v a i l a b l e  f o r  s e c u r in g  th e  same or  s i m i l a r  techno logy  

t r a n s f e r s .

1981

The M i n i s t r y  o f  Commerce, Government o f  I n d i a ,  announced 

t h a t  100 per  ce n t  e x p o r t - o r i e n t e d  u n i t s  would be a l lo w e d  f r e e .  

T h e i r  im ports  were exempted from im port  d u t i e s  and t h e i r  

purchases o f  ind igenous c a p i t a l  goods and raw m a t e r i a l s  from 

e x c is e  d u t i e s .  T h e i r  f i n i s h e d  goods were a ls o  exempted from 

e x c is e  and o th e r  d u t i e s .

1983

F u r th e r  l i b e r a l i s a t i o n  in  o rd e r  to  b e n e f i t  100 per  cent  

e x p o r t - o r i e n t e d  u n i t s .  The l i s t  o f  items f o r  which no im port  

l i c e n s e  was r e q u i r e d  was e n la r g e d .  E x p o r t - o r i e n t e d  were 

opened up as an avenue to  in c re a s e  in ves tm en t  by f o r e i g n  

companies and thus these  concessions can be i n t e r p r e t e d  as 

those  p rov id ed  to  f o r e i g n  p r i v a t e  c a p i t a l  to  in v e s t  in  the  

c o u n t ry .  The techno logy  p o l i c y  adopted in  1983 was 

implemented in  a l i b e r a l  manner. The p o l i c y  s t a t e d  t h a t  gaps 

in  techno logy  would be i d e n t i f i e d  b e fo re  te c hno logy  im ports  

were a l lo w e d .  In  p r a c t i c e  v ery  l i t t l e  o f  t h i s  was in  

e v id e n c e .  A la r g e  number o f  p r o j e c t s  e s p e c i a l l y  in  th e  p u b l ic  

s e c t o r  went ahead w i th  maximum f o r e i g n  a s s is ta n c e  and t h a t  too  

in  a s i t u a t i o n  where the  p u b l i c  s e c to r  o r g a n i s a t i o n s  were
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1984

S evera l  a reas  o f  i n d u s t r i a l  p o l i c y  were opened up f o r  

f o r e i g n  in ve s tm en t ,  e . g .  49 per c e n t  f o r e i g n  e q u i t y  was 

a l lo w e d  in  the  communications i n d u s t r y ,  in  c o n t r a s t  to  the  

p re v io u s  r e s e r v a t i o n  o f  t h i s  s e c t o r  on ly  f o r  th e  p u b l i c  

s e c t o r .  The e l e c t r o n i c s  in d u s t r y  was a ls o  opened up f o r

f o r e i g n  e q u i t y .

1985

. . . Li b e ra l  j s.ati on. pe l  i c i e s  f o r  e x p a n s io n , - f r e s h  inves tm ent  ,• 

e t c .  were a l l  designed to  improve th e  i n f lo w  o f  FD I .

1 988

An o b j e c t i v e  o f  in c r e a s in g  FDI from Rs. 1 b i l l i o n  to  a t  

l e a s t  Rs. 4 to  5 b i l l i o n  by f u r t h e r  1 i b e ra l  i s t i  on o f  p o l i c i e s  

on FDI,  in c lu d in g  encouragement o f  assembly u n i t s .

D. P o l i c i e s  concerning FDI in  I n d i a

1. P a te n t  laws

In  most cases o f  f o r e i g n  c o l l a b o r a t i o n ,  unpatented  know­

how was p rov id ed  to  th e  In d ia n  companies and consequent ly  the  

q u e s t io n  o f  in f r in g e m e n t  o f  p a te n t  r i g h t s  d id  not a r i s e .  In  

a d d i t i o n ,  in cases where p a t e n t  r i g h t s  were t r a n s f e r r e d  and 

a c la im  was made t h a t  i t s  r i g h t s  had been i n f r i n g e d ,  the
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In d ia n  laws have p r o te c te d  th e  f o r e i g n  company. Clause 1 0 7 (2 )  

o f  th e  P a te n t  Act o f  1970 p ro v id e s  p a t e n t  p r o t e c t i o n  to  the  

prod uct  and ignores  th e  know-how. T h is  is  e s p e c i a l l y  

im p o r ta n t  f o r  I n d i a ,  which has th e  c a p a b i l i t y  o f  d e v e lo p in g  

new processes f o r  the  same p ro d u c t .  These laws a re  thus  

d e t r im e n t a l  to  In d ia n  i n t e r e s t s .

2. T a x a t io n  

Tax d i f f e r e n t i a l s

The d e f i n i t i o n  o f  a f o r e i g n  company is  an e n t i t y  

i n c o r p o r a te d  o u ts id e  I n d i a .  The e x i s t i n g  d i f f e r e n t i a l  r a t e  

o f . income, t a x  d i s c r i m i n a t e s  a g a in s t  . a . f o r e i g n  company-* However* 

i t  i s  worth n o t in g  t h a r  the  a c tu a l  in c id e n c e  o f  t a x  is  l i k e l y  

to  be lower than would appear because companies have taken  

advantage o f  th e  nebulous manner in  which the  Income Tax Act  

has sought to  impose i t s  t a x  laws. For in s ta n c e  the  u n c le a r  

d i s t i n c t i o n  between r e c e i p t  on revenue account and on c a p i t a l  

account has meant t h a t  the  ta x  r a te s  a p p l i c a b l e  were much 

lower  than s t i p u l a t e d .

The laws concern ing  t a x - d i f f e r e n t i a l s  a re  th e  f o l l o w i n g :  

1 ) A company in c o rp o r a te d  o u ts id e  I n d i a  and in t h a t  sense 

f u l l y  owned abroad is  taxed  a t  a h ig h e r  r a t e  than an in d ia n  

company. The ta x  d i f f e r e n t i a l  between a f o r e i g n  company and 

an In d ia n  company was about 15 t o  20 per c e n t .

2) Among the  f o r e i g n  companies, th e  c l o s e l y  he ld  

companies were taxed  a t  a h ig h e r  r a t e  than b ro a d ly  he ld
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w i th  th e  type  o f  company. For i n d u s t r i a l  companies, th e y  were  

d e f in e d  as a s u b s id ia r y  in  which the  share  o f  th e  p a r e n t  f i r m  

was 60 per ce n t  or  more. For n o n - i n d u s t r i a l  companies, they  

were d e f in e d  as those in which th e  share  was 50 per  c e n t  o r  

more. A l l  o th e r  companies were d e f in e d  as b ro a d ly  h e ld .  Th is  

form o f  d i s c r i m i n a t o r y  t a x a t i o n  was designed to  persuade  

f o r e i g n  companies to  keep t h e i r  s ta k e  in  s u b s i d i a r i e s  below 

a c e r t a i n  1e v e l .

3)  Among c l o s e l y  he ld  companies, t r a d i n g  and inves tm ent  

companies were taxed a t  a h ig h e r  r a t e  than o t h e r  companies.

. . . 4 ) .  In. p r a c t i c e r . d i s c r i m i n a t i o n  . agains.t . c losel-y  • held- 

companies was r e l a t i v e l y  m i ld .  There were o p p o r t u n i t i e s  in  

c l o s e l y  he ld  companies to  r e m i t  p r o f i t s  in  n o n - ta x a b le  forms  

such as t r a n s f e r  p r i c i n g  so i t  is  l i k e l y  t h a t  the  

d i s c r i m i n a t o r y  t a x a t i o n  d id  not have much e f f e c t ;  f o r  th e  same 

reason,  the  e x t e n t  o f  d i s c r i m i n a t i o n  a g a in s t  c l o s e l y  held  

t r a d i n g  and investm ent  companies was a ls o  d o u b t f u l .

Tax in c e n t i v e s

1) 25 per cent  o f  p r o f i t s  o f  a f o r e i g n  company a re  exempt  

from income ta x  f o r  new companies and 20 per c e n t  f o r  o th e r  

e n t i t i e s  f o r  the  f i r s t  e i g h t  years  o f  o p e r a t io n .

2)  A ta x  deduct ion  o f  20 per  cent  on p r o f i t s  or ga ins  are  

a l lo w e d  in  i n d u s t r i a l  u n d e r ta k in g s  newly e s t a b l i s h e d  in  

backward areas  f o r  a p e r io d  o f  ten  ye ars .
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3)  P r o f i t s  and gains in  f r e e  t r a d e  areas  a re  ta x  

dedu ct i  bl e .

4 )  I n t e r e s t  on loans from abroad f o r  th e  purchase o f  raw 

m a t e r i a l s  or  p l a n t  and machinery is  ta x  d e d u c t i b l e .  

S i m i l a r l y ,  i n t e r e s t  re c e iv e d  by a f o r e i g n  i n v e s t o r  from an 

i n d u s t r i a l  u n d e r ta k in g  in i n d i a  i s  exempt from in d ia n  income 

t a x .

5) In ve s tm en t  a l low ance  o f  30 per c en t  o f  new p l a n t  and 

equipment i n s t a l l e d  f o r  c o n t r o l l i n g  p o l l u t i o n  or  p r o t e c t i o n  

o f  env ironm ent  i s  ta x  d e d u c t i b l e .  T h is  is  s u b je c t  to  the

c o n d i t io n  t h a t  an amount equal to  75 per  c en t  o f  the

in v e s tm e n t ,  be. c red . i ted  . to  .a. re s e rv e ,  known, as .  ".Investment.  

Allowance Reserve Account" and must be u t i l i s e d  w i t h i n  a

p e r io d  o f  ten  years  f o r  the  purpose o f  a c q u i r in g  new

m achinery ,  p l a n t  and equipment, e t c .

6) Rates o f  d e p r e c i a t i o n  a l lo w ance  vary  between 5 per 

c e nt  and 100 per c e n t .  The l a t t e r  is  p rov ided  to  energy saving  

de v ic e s  and systems. A f t e r  31 March 1980, a sum equal to  h a l f  

the  amount a d m is s ib le  as normal d e p r e c i a t i o n  a l lo w ance  in  the  

year  o f  i n s t a l l a t i o n  o f  new p l a n t  and machinery was f u r t h e r  

deduct i  b l e .

7) E x pe nd i tu re s  on s c i e n t i f i c  research  is  d e d u c t i b le  from 

t a x a b le  income f o r  the  year  in  which i t  is  in c u r r e d .

8)  F a c i l i t i e s  f o r  e x p o r t - o r i e n t e d  u n i t s  in c lu d e  l i b e r a l  

im port  f a c i l i t i e s  depending on th e  a c tu a l  im port  c o n te n t  of  

the  f . o . b .  v a lu e  o f  the  product  and re fund o f  customs and
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e x c is e  d u t i e s  pa id  on raw m a t e r i a l s  used in  the  m anufacture  

o f  th e  expor ted  p ro d u c t .  C e n t ra l  e x c is e  duty  is  not  payab le  

f o r  the  expor ted  p rod u c ts ,  raw m a t e r i a l s  a re  s u p p l ie d  a t  

c o n t r o l l e d  p r i c e s ,  e x p o r t  f in a n c e  can be o b ta in e d  from  

commercial banks a t  s p e c ia l  concessional  r a t e s  o f  i n t e r e s t ,  

and a s s is ta n c e  can a ls o  be o b ta in e d  from th e  e x p o r t / i m p o r t  

gu aran tee  c o r p o r a t io n .

9)  I f  a f o r e i g n  company is  pa id  r o y a l t y  fe e s  or  t e c h n i c a l  

s e r v i c e  fe e s  f o l l o w i n g  from an agreement made by the  f o r e i g n  

company w i th  the  government or  th e  In d ia n  concern a f t e r  31 

March 1976, the  ta x  on such income would be pa id  by the  

goye..rnmen.t .or .the. In d ia n ,  c onc e rn .a nd  no.t .be . inc lud ed ,  in .the. 

t o t a l  income o f  th e  company.

10) Tax h o l id a y s  (see s e c t io n  on FD I)  a re  a ls o  p rov id ed  

on new in ves tm en ts .  The de du ct ion  o f  ta x  depends on the  

s e c t o r  in which th e  investm ent  is  made.

11) R e c ip ro c a l  ta x  agreements have been concluded w i th  

a number o f  c o u n t r i e s  in c lu d in g  West Germany, U n i te d  Kingdom 

and th e  U n i te d  S t a t e s .

12) A r b i t r a t i o n  in  th e  case o f  t a x a t i o n  is  n o rm a l ly  on 

the  b a s is  o f  r u le s  f o l lo w e d  by the  I n t e r n a t i o n a l  Chamber o f  

Commerce or  commercial o r g a n i s a t i o n s  in  o th e r  c o u n t r i e s ,  but  

such r u le s  should not c o n f l i c t  w i th  th e  genera l  r u le s  s e t  

f o r t h  in  the  A r b i t r a t i o n  A c t .  I n d i a  is  a ls o  a c o n t r a c t i n g  

p a r t y  to  th e  U.N. Convention on R ec o g n i t io n  and Enforcement  

o f  F o re ig n  awards o f  1958; the  a p p l i c a t i o n  o f  t h i s  Convention
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is  on the  bas is  o f  r e c i p r o c i t y .

Guarantees

( 1 )  F a i r  compensation is  n o rm a l ly  pa id  i f  an i n d u s t r y  is  

n a t i o n a l i s e d .  The c o u r ts  may i n t e r v e n e  i f  th e  compensation  

i s  a r b i t r a r i l y  de te rm ined .

( 2 )  Fore ign  in v e s to r s  a re  assured o f  equal t r e a t m e n t  

compared to  in d ia n  e n t e r p r i s e s .  Rem it tances  o f  t e c h n i c a l  

f e e s ,  i n t e r e s t ,  d iv id e n d s ,  e t c .  a re  f r e e l y  a l lo w e d  s u b j e c t  to  

payment o f  In d ia n  ta x e s .  R e p a t r i a t i o n  o f  c a p i t a l  a long w i th  

a p p r e c i a t i o n  o f  c a p i t a l  s tock  is  f r e e l y  p e r m i t te d  s u b j e c t  to  

approva l  .by th.e .Reserve Bank o f  I n d i a ,  and payment, o f . Ind ian .  

t a x e s .  T r a n s f e r  o f  shares by f o r e i g n  i n v e s t o r s  as w e l l  as 

p a r t i c i p a t i o n  in management is  n o rm a l ly  p e r m i t t e d .  The 

employment o f  f o r e i g n  e x p e r ts  r e q u i r e s  perm iss ion  from the  

Reserve Bank.

( 3 )  Payment f o r  technology  a l lo w e d  both as a lump sum or  

r e c u r r i n g  r o y a l t i e s .  R o y a l ty  should no t  n o rm a l ly  amount to  

more than 5 per c en t  o f  th e  e x - f a c t o r y  v a lu e  o f  p r o d u c t io n .  

The r o y a l t y  payment is  r e s t r i c t e d  t o  5 years  from the  

commencement o f  p ro d u c t io n  or 8 y ears  from the  date  o f  

a g re em e n t .

Procedures

( 1 )  A l i c e n c e  is  necessary f o r  th e  m anufacture  o f  any 

a r t i c l e  in c lude d  in  Schedule I  o f  the  I n d u s t r i e s  Development
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and R e g u la t io n  a c t .  The l i c e n c e  is  n o rm a l ly  issued f o r  a 

s p e c i f i c  p ro d u c t ,  q u a n t i t y  and a p a r t i c u l a r  l o c a t i o n .  

Licences a re  a ls o  r e q u i r e d  f o r  expanding c a p a c i t y  and f o r  

producing new a r t i c l e s .  S u b je c t  to  c e r t a i n  c o n d i t i o n s ,  s m a l l -  

s c a l e  u n i t s ,  a n c i l l a r y  u n i t s  and u n d e r ta k in g s  w i t h i n  s p e c i f i c  

in ves tm en t  l i m i t s ,  e t c .  are  exempted from l i c e n s i n g .

( 2 )  Under MRTPA, a l l  companies and i n t e r - c o n n e c t e d  

u n d e r ta k in g s  w i th  a s se ts  equal t o  or more than Rs. 200 

m i l l i o n ,  o r  in  th e  case o f  s i n g l e  companies w i t h  a s se ts  no 

le s s  than Rs. 10 m i l l i o n ,  have to  r e g i s t e r  themselves w i th  the  

government, a p p l i c a n t s  should submit  t h e i r  a p p l i c a t i o n  a long  

with ,  .the j  r. . l i c e n c e  . o r .  s t a t e ,  .why. .they . d i d  . n o t  .submit,  

a p p l i c a t i o n s  to  the  MRTPA.

(3 )  Under FERA, any in ves tm en t  by a f o r e i g n  company or  

n a t io n a l  must be approved by th e  Reserve Bank. in  a d d i t i o n ,  

f o r e i g n  companies w i th  n o n - r e s id e n t  i n t e r e s t s  o f  more than  40 

per c en t  have to  o b ta in  the  Reserve bank ’ s perm iss ion  to  c a r r y  

on in  I n d i a  any a c t i v i t y  o f  a t r a d i n g ,  commercial or  

i n d u s t r i a l  n a tu re  and to  e s t a b l i s h  a p la c e  o f  business to  

c a r r y  on such a c t i v i t i e s .

( 4 )  Proposals  f o r  the  issue o f  shares to  n o n - r e s id e n t  

col 1a b o r a to r s  f o r  a new u n d e r ta k in g  or  f o r  a d d i t i o n a l  c a p i t a l  

by the  e x i s t i n g  u n d e r ta k in g s  should be f i r s t  subm it ted  to  the  

S e c r e t a r i a t  f o r  I n d u s t r i a l  a p p ro v a ls  and th e  M i n i s t r y  o f  

Finance ,  a f t e r  which perm iss ion  i s  to  be sought from the  

Reserve Bank.



( 5 )  A l l  these  a p p l i c a t i o n s  can be su b m it te d  t o g e t h e r  to  

the  Reserve Bank or  th e  M i n i s t r y  o f  Finance under th e  s i n g l e  

window c le a ra n c e  system e s t a b l i s h e d  in  1985, under which a 

r e p ly  w i l l  be g iven  w i t h i n  60 days.
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CHAPTER 5

A COMPARISON OF BRAZILIAN AND INDIAN DEBT CONDITIONS

5.1  : I n t r o d u c t i o n

B r a z i l  and I n d i a  o f f e r  n a t u r a l  p o in ts  o f  comparison  

because they  a re  both l a t e  d e v e lo p e r s ,  la r g e  economies w i th  

s i z e a b l e  domestic  markets  and have complex and f a i r l y  

d i v e r s i f i e d  i n d u s t r i a l  s t r u c t u r e s .  The purpose o f  t h i s  

comparison is  to  e v a l u a t e  the  p ro s p e c ts  o f  I n d i a ’ s deve lop ing  

debt  problems o f  a s i m i l a r  n a tu r e  to  B r a z i l ’ s .

• • - The p o l i t - i c a l  systems- and -hence t h e - i  deol-ogi ca l  - s tance  

o f  th e  two c o u n t r i e s  have however been s u f f i c i e n t l y  d i f f e r e n t  

f o r  them to  f o l l o w  d i f f e r e n t  p o l i c y  p a th s .  For in s ta n c e ,  the  

B r a z i l i a n  terms o f  d i r e c t  f o r e i g n  in ves tm en t  were more 

f a v o u r a b le  than those g ra n te d  by th e  In d ia n  governm ent .1 

B r a z i l  was more open t o  f o r e i g n  in ve s tm en t  than I n d i a ,  in  

f a c t ,  th e  more s u b s t a n t i a l  presence o f  m u l t i n a t i o n a l s  in  

B r a z i l  may account f o r  some o f  th e  c o n f id e n c e  t h a t  the  f o r e i g n  

bankers had in B r a z i l  d u r in g  th e  70s. The MNCs a ls o  r e s u l t e d  

in  a g r e a t e r  i n t e g r a t i o n  o f  th e  B r a z i l i a n  economy i n t o  the  

g lo b a l  economy; I n d i a  was i n t e n t i o n a l l y  more s e l f - c o n t a i n e d .

Dur ing th e  70s when I n d i a  wished t o  i n t e r e s t  Japan and 
th e  U.S. in  making f o r e i g n  in ves tm en ts  i t  was commonplace 
to  hear ’ g iv e  us terms l i k e  th e  B r a z i l i a n s ’ . Th is  was 
quoted to  me by an o f f i c i a l  in  th e  M i n i s t r y  o f  e x t e r n a l  
a f f a i r s .  The o f f i c e r  wishes to  remain anonymous.
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The r o l e  o f  the  government in  r a i s i n g  loans a ls o  d i f f e r e d  

between th e  two c o u n t r i e s .  The development o f  th e  domestic  

c a p i t a l  markets in  the  two economies a ls o  accounted f o r  the  

s c a le  o f  the  debt  accum ula t ion  in  th e  B r a z i l i a n  economy. The 

focus o f  t h i s  c h a p te r  is  th e  B r a z i l i a n  economy and on ly  cross  

r e fe r e n c e s  a re  made to  I n d i a  to  e s t a b l i s h  i t s  d e b t  p o s i t i o n .

5 .2  : D i f f e r e n c e s  in  p o l i t i c a l  id e o lo g ie s

The d i f f e r e n c e  between th e  two c o u n t r i e s  can l a r g e l y  be 

t r a c e d  t o  the  d ive rge nc e s  in  th e  two p o l i t i c a l  systems and 

th e  id e o lo g y  o f  th e  two governments w i th  r e s p e c t  t o  dependent  

development.  . . From . 1964 . to  . 1380, .B r a z i . l .w a s  governed . by . a. 

m i l i t a r y  d i c t a t o r s h i p ,  which im p l ie d  t h a t  i t  could  not  l i m i t  

th e  p o l i t i c a l  demands f o r  in cre a s ed  spending beyond her ta x  

and borrowing c a p a b i l i t i e s  t i l l  th e  mid 60s.  These d e f i c i t s  

were in c u r r e d  both to  promote growth and f o r  o t h e r  forms o f  

n o n -p r o d u c t iv e  e x p e n d i tu re s  which every  government, e s p e c i a l l y  

a m i l i t a r y  government, would need to  un dertake  in  o rd e r  to  

ga in  p o p u l a r i t y .  For f i n a n c i n g  these  d e f i c i t s ,  in s te a d  o f  

m o b i l i s i n g  a d d i t i o n a l  domestic  savings ( l i k e  I n d i a  d id )  B r a z i l  

r e l i e d  on e x t e r n a l  c a p i t a l .  S ince  concess iona l  c a p i t a l  was 

seldom s u f f i c i e n t  t o  f u l f i l  i t s  e v e r -g ro w in g  needs, i t  became 

necessary  t o  tu r n  to  th e  commercial banks. Moreover,  w i th  no 

or  a l a r g e l y  undeveloped p r i v a t e  c a p i t a l  m arke t ,  the  burden  

o f  development f in a n c i n g  in  B r a z i l  was l a r g e l y  met from  

f o r e i g n  or government sources.  Th is  im p l ie d  la r g e  s c a le



d e f i c i t  f i n a n c i n g  and th e  consequent i n f l a t i o n a r y  te n d e n c ie s  

which i n h i b i t e d  the  development o f  p r i v a t e  f i n a n c i a l  m arkets .  

T h is  in  tu r n  led to  an in c r e a s in g  r e l i a n c e  on th e  s t a t e  f o r  

f i n a n c e s .  Thus h ig h e r  tax/GDP and e x pend i tu re /G D P  r a t i o s  were 

l e g i t i m i z e d  by the  a u t h o r i t a r i a n  reg im e.  The macroeconomic 

i n f lu e n c e s  o f  t h i s  p o l i c y  was e v id e n t  in  th e  h igh r a te s  o f  

i n f l a t i o n  in  B r a z i l  in  the  l a t e  60s when i t  had j u s t  embarked 

on i t s  'g rowth  m i r a c l e ’ . I r o n i c a l l y ,  government debt  in  I n d i a  

today  is  crowding ou t  p r i v a t e  in ves tm en t  in  th e  same way t h a t  

i t  d id  in B r a z i l  d u r in g  the  70s.

. 5.2..1 . D.i r .ect. f  o r e i  gn . investment.      . .

Another im p o r ta n t  d i f f e r e n c e  between I n d i a  and B r a z i l ,  

i s  t h a t  in  B r a z i l  a g r e a t  p r o p o r t i o n  o f  th e  growth in  in d u s t r y  

d u r in g  her 'boom’ p e r io d  r e l i e d  on D F I .  The main ' t a k e o f f ’ 

s e c to r s  were t r a n s p o r t a t i o n , heavy machine t o o l s  and 

c h e m ic a ls ,  e l e c t r o n i c  household goods, p l a s t i c s ,  t y r e  and 

rubber  i n d u s t r i e s ,  a l l  o f  which were dominated by 

m u l t i n a t i o n a l s .  B r a z i l ’ s t a k e o f f  was d u r in g  th e  70s whereas  

th e  h ig h e s t  r a te s  o f  growth in  th e  case o f  I n d i a  were 

r e g i s t e r e d  d u r ing  th e  80s. In  th e  1980s, I n d i a ’ s r e l i a n c e  on 

f o r e i g n  c a p i t a l  a ls o  in c re a s e d ,  though on a c o n s id e r a b ly  

s m a l le r  s c a le  than B r a z i l .  DFI in  B r a z i l  averaged about

See s e c t io n  on government debt  in  Chapter  3. 

 ̂ See Chapter  3.
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$ 10 b . between 1967 and 1986, whereas t h a t  in  I n d i a  has always  

been le s s  than $300m. Even these  high l e v e l s  o f  DFI in  B r a z i l  

were v e ry  small in  r e l a t i o n  to  ba lance  o f  payments needs, and 

between 1977-1986 D FI ,  though s t i l l  l a r g e ,  accounted f o r  on ly  

10-15% o f  th e  f o r e i g n  loans made to  B r a z i l .

DFI was a l lo w e d  to  grow in  a f a i r l y  u n f e t t e r e d  way and 

i t  was o n ly  towards the  end o f  th e  70s t h a t  B r a z i l  a t tem pted  

t o  put  some r e s t r i c t i o n s  on i t ,  whereas I n d i a  was v e ry  c a r e f u l  

not  to  a l lo w  an u n r e s t r i c t e d  growth o f  D F I .  F o re ig n  in v e s to r s  

were reason ab ly  sure t h a t  B r a z i l ’ s m i l i t a r y  government would 

p r o v id e  a s t a b l e  and l u c r a t i v e  investm ent  c l i m a t e  f o r  DFI and 

were, th e re f .o re .  eager  t o  avai. l  . them selves  o f .  ELraz j 1.’ s n a tu r a l ,  

reso urces  and a la r g e  i n t e r n a l  m a rk e t .  By c o n t r a s t ,  Chapter  

4 has shown t h a t  c o n d i t io n s  f o r  DFI in  I n d i a  were not  so 

p r o p i t i o u s .  In  f a c t ,  DFI in  B r a z i l  has o f t e n  promoted f o r e i g n  

in ves tm en t  a t  th e  c o s t  o f  lo c a l  in v e s tm en t .  For in s ta n c e  a 

d i r e c t i v e  issued by the  monetary a u t h o r i t y 4 a l lo w e d  f o r e i g n  

m a n u fa c tu re rs  e x c e p t io n a l  exchange advantages in  im p o r t in g
c .

equipment and m achinery .  These i n c e n t i v e s  were combined w i th  

q u a n t i t a t i v e  c o n t r o l s  on im ports  o f  manufactured goods which 

e s s e n t i a l l y  ' c lo s e d  the  b o r d e r ’ , once lo c a l  m anufacture  had

4 SUMOC i n s t r u c t i o n  no. 113, 1967.

c . . . .
See, Graham, D. 1984,  Mexican and B r a z i l i a n  economic 

d eve lop m ent ’ , in  H ew le t ,  S. A. and R .S.  W e in e r t  (eds)  
B r a z i l  and Mexico: P a t t e r n s  in  l a t e  deve lop m ent . I n t e r -  
American P o l i t i c s  S e r ie s ,  v o l .  3, C en tre  f o r  I n t e r -  
American R e l a t i o n s ,  New York .
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been un de r ta k e n .  F ish low e s t im a te d  t h a t  w e l l  over  30% o f  t o t a l  

i n d u s t r i a l  growth in  B r a z i l  arose  from im port  s u b s t i t u t i n g

i n d u s t r i a l i s a t i o n  in  which f o r e i g n  inves tm ent  p layed an
c

overwhelming r o l e .

By normal c o n s id e r a t io n s  a la r g e  domestic  m arke t ,  

h i g h l y  developed i n f  r a s t r u c t u r e , s k i l l e d  labour  and

c a p i t a l  markets  in  I n d i a  should be ve ry  

f a v o u r a b le  to  the  i n f lo w  o f  D F I .  The f a c t  t h a t  high l e v e l s  o f  

DFI have not  m a t e r i a l i z e d  is  o f t e n  a t t r i b u t e d  to  the  

r e s t r i c t i v e n e s s  o f  the  r u le s  and r e g u l a t i o n s ,  and more 

g e n e r a l l y  in th e  i n f l e x i b i l i t y  o f  the  government in  i t s

. . a t t i t u d e  towards, f o r e i g n  . investment,  . B r a z i l . o n  .the.other, hand.................

seems to  have a l l  th e  wrong f a c t o r s ,  v i z .  high r a te s  o f  

i n f l a t i o n ,  an underdeveloped c a p i t a l  m a rk e t ,  a la r g e  market  

but extreme i n e q u a l i t i e s ,  but  a l l  these  n e g a t iv e  f a c t o r s  have 

been combined w i th  a high degree o f  openness. However, now 

I n d i a  i s  l i b e r a l i s i n g  and B r a z i l  imposing r e s t r i c t i o n s  

( B r a z i 1i s a t i o n ) .

5 . 2 . 2 :  D i f f e r e n c e s  in  the  s c a l e  o f  t r a n s f e r s

The B r a z i l i a n  case supports  th e  h y p o th e s is  put  fo rward  

in  c h a p te r  2, t h a t  a high degree o f  DFI leads  to  f o r e i g n  d e b t .  

However, not  on ly  DFI but th e  s c a le  o f  o t h e r  f o r e i g n  c a p i t a l

e
See F ish lo w ,  A . ,  1972, ' O r i g i n s  and consequences o f

im po rt  s u b s t i t u t i o n  in  B r a z i l ’ in  Eugenio di Marco, (e d )  
I n t e r n a t i o n a l  Economics and Developm ent . Academic p r e s s ,
New York.
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t r a n s f e r s  to  B r a z i l  a ls o  exceeded by f a r  those  made to  I n d i a .  

T h is  can p a r t l y  be a t t r i b u t e d  t o  the  g r e a t e r  i n t e g r a t i o n  o f  

B r a z i l  i n t o  the  i n t e r n a t i o n a l  economy, which in  tu r n  can be 

a t t r i b u t e d  to  th e  p o l i t i c a l  id eo lo g y  as w e l l  as th e  in f lu e n c e  

o f  D F I .

In  I n d i a ,  by c o n t r a s t ,  t i l l  v e ry  r e c e n t l y  th e  id eo logy  

o f  s e l f - r e l i a n c e  dominated economic p o l i c y .  Thus the  s c a le  o f  

c a p i t a l  t r a n s f e r s  to  I n d i a  was much lower than t h a t  to  B r a z i l .  

I t  has a l r e a d y  been mentioned t h a t  th e  s c a le  o f  DFI in  B r a z i l  

was a t  l e a s t  70 t im es  t h a t  o f  I n d i a .  The s c a le  o f  commercial  

bank le n d in g  to  B r a z i l  was a ls o  h ig h e r ,  but  th e  d i f f e r e n c e  was 

not  so d ra m at ic . .  . l a  . t h i s  .case .Brazi. l  .was ab.le to.  absorb  an 

average  o f  $4 to  $5b. per annum in  the  decade o f  the  70s 

whereas I n d i a  has been a b le  to  o b ta in  an average o f  $ 1 -3 b .  per  

year  in  th e  decade o f  th e  8 0 s . 7 The reasons f o r  these  

d i f f e r e n c e s  a re  q u i t e  complex and need to  be ana lysed in  

d e t a i l .  I f  we compare the  t o t a l  c a p i t a l  in f lo w s  t o  I n d i a  and 

to  B r a z i l  over  th e  t a k e o f f  p e r io d  f o r  each c o u n t ry ,  a c e r t a i n  

degree o f  s i m i l a r i t y  can be observed .  They both had an in f lo w  

o f  a p p r o x im a te ly  $ 4 -5 b .  per annum in  t h e i r  high growth phases.  

However t h e i r  com posit ions  a re  ve ry  d i f f e r e n t .  Whereas more 

than 50% o f  B r a z i l i a n  c a p i t a l  in f lo w s  o r i g i n a t e  from p r i v a t e  

sources more than 50% o f  In d ia n  debt  comes from concessional

For complete  d e t a i l s  o f  c a p i t a l  t r a n s f e r s  to  B r a z i l  and 
I n d i a  see the  Bank f o r  I n t e r n a t i o n a l  S e t t le m e n ts ,  Annual 
Report  and OECD, F i n a n c ia l  M arket  Survey,  v a r io u s  issues.
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sources (even today IMF c r e d i t s  account f o r  a l i t t l e  le s s  than  

20% o f  th e  t o t a l  in f lo w s  and a l l  concess iona l  sources f o r  more 

than 50% o f  t o t a l  i n f l o w s ) . 8 To t h a t  e x t e n t  i t  would appear  

t h a t  the  repayment and s e r v i c i n g  burdens would r e s t  l i g h t e r  

on I n d i a .  The r a t i o  o f  t o t a l  debt/GNP is  between 20-22% in  

B r a z i l  and is  on ly  a l i t t l e  lower  a t  15-20% in  I n d i a  ( f o r

1 9 8 8 -8 9 ) .  By c o n t r a s t  debt  s e r v i c i n g  amounts t o  30% or  a

l i t t l e  h ig h e r  o f  th e  e x p o r t  e a rn in g s  in  I n d i a ,  whereas th e  

same v a r i a b l e  ranges between 66 and 80% in  B r a z i l .  Th is  leads  

us to  the  im p o r ta n t  qu e s t io n  o f  th e  c os ts  imposed on an

economy by a s t r a t e g y  o f  growth w i th  e x t e r n a l  d e b t .  Th is

forms .the. s u b je c t  .of di .scuss.ion. in  .the. n e x t . s a c t i o n ..................

5 . 3  : Growth and e x t e r n a l  deb t  in  th e  two economies

B r a z i l  is  an extreme case o f  dependent development.  I t s  

growth path  can be t r a c e d  as f o l l o w s .  In  th e  i n i t i a l  phase o f  

i t s  growth, i . e .  from 1 9 68 -1974 ,  B r a z i l  grew a t  an annual r a t e  

o f  10% per annum, which was more than double th e  r a t e  o f  

growth o f  developed c o u n t r i e s  and much h ig h e r  than i t s  

h i s t o r i c a l  a verage .  Subsequent ly  th e  growth r a t e  in  B r a z i l  has 

f a l l e n ,  but  on an average i t  has been about 5% throughout  the  

80s. I n d i a  moved in  th e  1980s to  a h ig h e r  growth path:  the  

average r a t e  o f  growth in  I n d i a  d u r in g  th e  second h a l f  o f  the  

80s was about 5%; in  the  1960s and 70s, 2-3% was more u s u a l .

8 See Chapter  3.
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In  th e  f i s c a l  year  1987-1988  i t s  growth r a t e  averaged 9% - t h e  

h i g h e s t  e v e r .  Thus the  r a t e  o f  growth f o r  I n d i a  has so f a r  

compared u n fa v o u ra b ly  w i th  t h a t  o f  B r a z i l .  T h e i r  growth paths  

a re  graphed in  F ig u re  5 . 1 .

Whether a path  o f  dependent development was the  optimum 

one f o r  B r a z i l  o r  not can be examined on ly  w i th  a 

c o u n t e r f a c t u a l  . I t  i s  argued t h a t  even i f  th e  e n t i r e  B r a z i l i a n  

e x t e r n a l  debt  had been caused by th e  economic growth which  

occurred  s in c e  th e  f i r s t  o i l  c r i s i s ,  an e le m e n ta ry  c a l c u l a t i o n  

shows t h a t  s ta g n a t io n  would have been th e  more in e p t  o p t io n .  

In  1973, B r a z i l ’ s r e a l  GDP amounted to  o n ly  62% o f  th e  r e a l  

GDP .in 19.81,. which was .a. y e a r . o f  . re c e s s io n . .  I n .  th e  same, year- 

her debt  amounted to  25% o f  the  GDP. Th is  im p l ie s  t h a t  i f  

B r a z i l  were fo rc e d  to  pay back th e  e n t i r e  e x t e r n a l  debt  in  one 

y e a r ,  i t  would s t i l l  be in a b e t t e r  s i t u a t i o n  now than i f  i t
q

had s ta g n a te d  from 1973 onwards. On the  o t h e r  hand, i f  the  

l e v e l  o f  f o r e i g n  debt  had remained a t  the  same le v e l  in  1981 

as in  1973 and th e  GDP grown a t  a lower r a t e  o f  4% then  

s u b t r a c t i n g  th e  debt  t h a t  would then cumulate  from the  GDP 

t h a t  would accrue w i th  the  lower growth r a t e  we a re  l e f t  w i th  

a h ig h e r  l e v e l  o f  GDP than a c t u a l l y  observed on th e  b a s is  o f  

th e  assumption t h a t  the  t o t a l  debt  was to  be r e p a id  in  one go 

in  1981.  A s im ple  numerica l  example w i l l  c l a r i f y  t h i s  p o i n t .  

With th e  same r a t e  o f  growth o f  debt  between 1973-1981 as

9 See Baer, W . , 1989, The B r a z i l i a n  economy : Growth and
Development . 3rd E d i t i o n ,  P ra e g e r ,  New York .
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between 1967-1973 th e  GDP o f  B r a z i l  would have been US$250b. 

in  1981, compared to  the  a c tu a l  GDP o f  US$285b. ach ieved  w i th  

a h ig h e r  le v e l  o f  d e b t .  A t o t a l  repayment o f  t h i s  debt  would 

have made the  GDP US$224b. under the  second scheme whereas i t  

would have been US$233b. under the  f i r s t  scheme. Thus i t  

appears  t h a t  though lower growth r a te s  would have been 

a c h ieved  w i th o u t  d e b t ,  i t  may have been in  B r a z i l ’ s i n t e r e s t  

to  c u t  down the  r a t e  o f  borrowing t o  more manageable l e v e l s  

as th e  GDP ne t  o f  debt  would have then been h i g h e r . 10 However,  

t h i s  procedure  i m p l i c i t l y  assumes t h a t  a l l  debt  w i l l  be re p a id  

in  one go and thus negates th e  im portance  o f  d is c o u n t in g

f u f u r p  re.payme.nts. i.n. favour, of.  higher, . lev e ls  .o f  .a bs orp t ion .................

now.

A p a r t  from the  growth p rospec ts  which appears  to  have 

been enhanced on th e  whole by f o r e i g n  c a p i t a l  in f lo w s  i n t o  

B r a z i l ,  t h e r e  is  the  developmenta l  aspect  to o .  Many o f  th e  

p r o j e c t s  undertaken w i th  e x t e r n a l  debt  o r  w i t h  DFI had 

b e n e f i c i a l  e f f e c t s  in  expanding th e  c o u n t r y ’ s e x p o r t in g  

c a p a c i t y  and in  s u b s t i t u t i n g  im ports  in  new s e c t o r s .  Fore ign  

c a p i t a l  in f lo w s  a c c e l e r a t e d  th e  process o f  m o d e rn is a t io n  

through th e  upgrad ing and d i v e r s i f i c a t i o n  o f  th e  i n d u s t r i a l  

s t r u c t u r e .  Economic h i s t o r i a n s 11 have d i v i d e d  B r a z i l i a n  

development i n t o  fo u r  d i s t i n c t  phases. Of these  o n ly  the  l a s t

10 I b i d .

11 See Graham, D. , op. c i t .
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two a re  o f  i n t e r e s t  in  t h i s  s tudy:  the  Im p o r t  S u b s t i t u t i n g

I n d u s t r i a l i s a t i o n  ( I S I ) phase and the  c u r r e n t  Export  

D i v e r s i f i c a t i o n  I n d u s t r i a l i s a t i o n  phase. The I S I  phase l a s te d  

from 1967 t o  the  l a t e  1970s. Fore ign  c a p i t a l  in f lo w s  have 

been c r u c i a l  in  B r a z i l  f o r  both these  phases, though by the

as c a p i t a l  goods were concerned. However i t  i s  a ls o  u n d e n ia b le  

t h a t  t h e r e  was a c o n s id e r a b le  amount o f  waste in  the  growth  

programme, f o r  in s ta n c e ,  in v e s t in g  in  n u c le a r  power d e s p i t e  

B r a z i l ’ s la r g e  re s e rv e s  o f  h y d r o e l e c t r i c  power, and 

c o n s t r u c t in g  s t e e l  m i l l s  in  1970s in  th e  fa c e  o f  weak world  

demapd. . s.ince .such .programmes. ha.d .a. high, im po rt  content. ,  .a. 

more modest growth w i t h o u t  these  p r o j e c t s  ( o r  w i th  these  

p r o j e c t s  on a more reduced s c a l e )  m ight have brought  th e  r a t e  

o f  growth o f  indebtedness down.

B r a z i l ’ s indebtedness im p l ie s  t h a t  a l a r g e  p r o p o r t i o n ,  

almost  60 t o  80% o f  the  e x p o r t  e a r n in g s ,  a re  a l r e a d y  pledged  

to  i n t e r e s t  payments l e t  a lon e  a m o r t i z a t i o n .  However, the  

r a te s  o f  growth o f  th e  B r a z i l i a n  economy a re  s t i l l  h ig h ,  

exceeding th e  growth r a te s  o f  a l l  LDCs but  a few s o u t h -e a s t  

Asian NICs. Whether B r a z i l i a n  e x p o r ts  can c o n t in u e  to  grow 

a t  t h e i r  r e c e n t  high r a te s  is  dependent on th e  t e c h n o l o g i c a l  

advances t h a t  B r a z i l  is  a b le  to  make and hence on how 

c o m p e t i t i v e  i t  can become in  comparison t o  o t h e r  LDCs.

12 See 'Clumsy G ia n t  -  A survey o f  B r a z i l ’ in  The
Economist,  A p r i l  25, 1987.

end o f  70s B r a z i l  had become s e l f - s u f f i c i e n t  as f a r
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Moreover B r a z i l  has been a b le  to  r e t i r e  a small

p r o p o r t i o n  o f  i t s  debt  by means o f  swaps f o r  e q u i t y .  The high

r a t e  o f  d is c o u n t  (between 40 and 50%) in  t h i s  swap market

appears  to  be i n d i c a t i v e  o f  th e  f a c t  t h a t  in v e s t o r s  re g a rd  i t  

as a second be s t  s o l u t i o n  to  g e t t i n g  t h e i r  money back. On th e  

o t h e r  hand, th e  high volume o f  th e  swaps appear t o  be

i n d i c a t i v e  o f  the  f a c t  t h a t  th e  f o r e i g n  in v e s t o r s  s t i l l  v iew  

th e  p rospec ts  o f  B r a z i l i a n  development w i th  opt im ism .

A comparison o f  the  two c o u n t r i e s ’ growth p r o f i l e s  shows 

th e  expected  r e s u l t s .  I n d i a  w i th  i t s  l o f t y  i d e a l s  o f  s e l f -  

r e l i a n c e  and no commercial borrowing grew a t  an average  r a t e  

o f  .2. to  .3% up. t o . th e .  end of. th e  7Qs. .Moreover, i t s  . i n d u s t r i a l  

growth a ls o  tended to  s ta g n a te  a f t e r  the  e a r l y  60s,  when i t  

had r e l i e d  on imports  o f  techno logy  from th e  West and th e  

S o v i e t  b lo c k .  Though I n d i a  managed to  d i v e r s i f y  i t s  

i n d u s t r i a l  s t r u c t u r e ,  i t  developed what i s  c a l l e d  'second  

grade te c h n o lo g y ’ and second grade ,  u n c o m p e t i t iv e  i n d u s t r i e s .  

I t  s e v e r e ly  d iscouraged DFI t i l l  r e c e n t l y ,  by imposing  

r e s t r i c t i o n s  which would make DFI conform w i t h  n a t i o n a l  

p r i o r i t i e s .  I t  fo l lo w e d  a planned development path in  which 

i t  grew v e ry  s lo w ly  and a lm ost  c o m p le te ly  in  i s o l a t i o n  

compared to  B r a z i l i a n  encouragement o f  DFI and e x p o r t s .  As a 

r e s u l t ,  t i l l  t h i s  decade I n d i a ’ s r a t e  o f  growth o f  GNP b a r e ly  

k e pt  pace w i th  the  r a t e  o f  growth o f  i t s  p o p u la t i o n .

See The World Bank, World Development R e p o r t , v a r io u s  
i s s u e s .
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However, I n d i a  appears t o  be s e l f - s u f f i c i e n t  in the  

p r o d u c t io n  o f  f o o d g r a in s ,  and food im ports  a re  r e q u i r e d  on ly  

in  extrem e cases.  Th is  c o n t r a s t s  w i th  B r a z i l ,  which is  

c o n s i s t e n t l y  fo r c e d  t o  im port  10 to  20% o f  i t s  food  

consumption. Moreover though B r a z i l i a n  c a p i t a l  goods may be 

more c o m p e t i t i v e ,  I n d i a  is  a le a d in g  e x p o r t e r  o f  techno logy  

t o  o t h e r  LDCs. In d ia n  MNCs appear to  be doing v e ry  w e l l  in  

o t h e r  LDCs. I n d i a  is  a b le  to  o b ta i n  hard c u r ren cy  f o r  i t s  

development programmes through these  e x p o r ts  o f  te c h n o lo g y .

I t  can be seen from th e  B r a z i l i a n  case t h a t  though debt  

does lead  to  growth i t  a ls o  imposes repayment o b l i g a t i o n s  

which .can.be .qui te . o n e ro u s , The . c e n t r a l  issue .then . is whether,  

d e b t - l e d  growth is  an optimum s t r a t e g y  f o r  I n d i a .  To e v a l u a t e  

t h i s  we w i l l  draw upon the  e x p e r ie n c e  o f  B r a z i l .

5 . 3 . 2  : Balance between growth and debt

The optimum ba lance  between growth and deb t  r e q u i r e s  a 

ba lance  between the  b e n e f i t s  o f  growth and th e  cos ts  o f  d e b t .  

T h is  ba lance  s h i f t s  as the  dynamic p a t t e r n  changes: i f  we

look back t o  C hapter  2, in  th e  t r a n s i t i o n  th e o r y  o f  d e b t ,  h igh  

l e v e l s  o f  c a p i t a l  in f lo w s  need t o  c o n t in u e  f o r  some t im e  

b e fo r e  a c o u n try  can s t a r t  repay ing  and d e c re a s in g  i t s  d e b t .  

H y p o t h e t i c a l l y  speaking t h e r e  can be a backward bending debt  

curve:  i f  c a p i t a l  in f lo w s  a re  t r u n c a t e d  b e fo re  a c e r t a i n  p o in t  

then the  debt  could a c t u a l l y  in c re a s e  w i th  d e c re a s in g  l e v e l s
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o f  GNP.1* The c r i t i c a l  p o in t  occurs i f  GNP growth has no t  been 

adequate  to  p e r m i t  both repayment and s e r v i c i n g .  Thus a r r e a r s  

tend to  mount and th e  economy gets  caught in  a debt  t r a p .  

B r a z i l  can be s a id  to  be caught in  t h i s  k ind  o f  a deb t  t r a p .  

In  th e  case o f  I n d i a ,  we have to  examine whether  t h i s  i s  a 

f u t u r e  p o s s i b i l i t y .  F i r s t  o f  a l l ,  even w i t h  the  massive  

c a p i t a l  in f lo w s  t h a t  have been w i tnessed  in  t h i s  decade 

(a v e ra g e  o f  US $5b. per  annum) th e  r a te s  o f  economic growth  

have o n ly  been an average o f  5%, and the  i n d u s t r i a l  r a t e  o f  

growth about 7 to  9%. By c o n t r a s t  B r a z i l  grew a t  7 t o  9% and 

i t s  i n d u s t r i a l  r a t e  o f  growth was 11 t o  13%. Thus h ig h e r  

i.nf 1 ows . woul d .imply, higher, growth by. these  . f.i g u r e s .. However. 

In d ia n  e x p o r ts  have been growing a t  h ig h e r  r a t e s  than  

B r a z i l i a n  e x p o r ts ,  about 10%—15% ( i n  US$ te rm s )  per  annum 

d u r in g  t h i s  decade and In d ia n  im ports  show c o n s id e r a b ly  more 

p r i c e  e l a s t i c i t y  than do B r a z i l i a n  im p o r ts .  The l e v e l s  o f  

B r a z i l i a n  e x p o r t  d i v e r s i f i c a t i o n  appear t o  be b e t t e r ,  though  

when one examines th e  f a c t  t h a t  more than h a l f  o f  B r a z i l i a n  

e x p o r ts  a re  i n t r a f i r m  t r a n s f e r s  by th e  MNCs, then t h i s  

performance does not  appear as im p re s s iv e .  I n t r a f i r m  t r a n s f e r s  

appear t o  o f f e r  many o p p o r t u n i t i e s  f o r  t r a n s f e r  p r i c i n g ,  in  

which case e x p o r t  e a rn in g s  may no t  r e f l e c t  in  t r u e  o p p o r t u n i t y  

c o s t  o r  th e  economy’ s genera l  c o m p e t i t i v e n e s s .  The e l a s t i c i t y  

o f  these  e x p o r ts  cannot be t r e a t e d  as ge ne ra l  e l a s t i c i t i e s

^ See Chapter  6 f o r  a t h e o r e t i c a l  e x p o s i t i o n  o f  th e  debt
t r a p .
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because an MNC may wish to  re co ve r  i t s  f i x e d  cos ts  by 

c o n t in u in g  to  buy from i t s  s u b s i d i a r i e s  even though th e  c os t  

o f  o b t a i n i n g  the  same goods from e lsew here  may be lo w er .  Again  

t h i s  comparison o f  th e  r e l a t i v e  s i t u a t i o n  o f  B r a z i l  and I n d i a  

w i th  re s p e c t  t o  th e  debt  t r a p  has been conducted in  more 

e x t e n s i v e  d e t a i l  in  c h a p te r  6. Here we j u s t  c o n t a in  o u rs e lv e s  

to  a comparison o f  t h e i r  debt  c o n d i t io n s  t o  d iscuss  the  

p o t e n t i a l i t i e s  o f  th e  development o f  a debt  t r a p  in  I n d i a .

Thus an a n a l y s i s  o f  th e  f a c t o r s  which led t o  th e  B r a z i l i a n  

debt c r i s i s  is  a p p l ie d  to  I n d i a  to  d e te rm ine  th e  p o s s i b i l i t y  

o f  a debt  c r i s i s  in  I n d i a .  B efore  a n a ly s in g  why debt  became

. a problem, i . t . i s  .necessary .to s e t .  o u t  why - i t  was - i ncurred- by.................

B r a z i l  in  the  f i r s t  p la c e  and why i t  i s  being in c u r r e d  by 

I n d i a  now.

5 .4  : The debt  problem

In t h i s  s e c t io n  we w i l l  s e t  ou t  th e  debt  problem in  the  

B r a z i l i a n  c o n te x t  and cross r e fe r e n c e s  w i l l  be made to  the  

c u r r e n t  In d ia n  s i t u a t i o n .  The deb t  problem has been d iscussed  

above in  th e  c o n te x t  o f  why debt  was in c u r r e d  in  th e  f i r s t  

p la c e ,  how debt  cumulated and became a problem, what was the  

com posit ion  o f  debt  in  terms o f  th e  repayment burdens, and 

whether exogenous v a r i a b l e s  c o n t r i b u t e d  to  th e  debt  c r i s i s .

These q u e s t io n s  w i l l  be developed in th e  s u b - s e c t io n s  below.
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5 . 4 . 1  : Reasons behind B r a z i l i a n  and In d ia n  borrow ing

The ba s ic  reason behind borrowing by B r a z i l  and I n d i a  do 

not appear ve ry  d i f f e r e n t .  B r a z i l  and I n d i a  both borrowed to  

embark on h igh growth p a th s .  However, whereas GOI was a b le  

to  c o n ta in  i t s  borrowing w i t h i n  ' r e a s o n a b le  l i m i t s ’ f o r  a long  

t im e  by e i t h e r  t r im m ing  down i t s  in ves tm en t  program or  

borrowing i n t e r n a l l y  or  by money c r e a t i o n ,  th e s e  o p t io n s  do 

not appear t o  have been fa v oure d  by th e  B r a z i l i a n  government.  

I t  i s  p o s s ib le  t h a t  th e  m i l i t a r y  government in  B r a z i l  was 

unable  t o  t r i m  down i t s  e x p e n d i tu r e  programmes or  perhaps  

unable  t o  in c re a s e  t a x a t i o n  or  f in a n c e  government d e f i c i t s  by 

money cr.eat.i on .because these.wou.ld aggravate ,  th e  a l r e a d y .  h.igh. 

r a te  o f  i n f l a t i o n .  Thus i t  could  o n ly  have re co u rse  to  

encouraging DFI and i n c u r r i n g  commercial d e b t .  The 

a v a i l a b i l i t y  o f  loans was f a c i l i t a t e d  by th e  f a c t  t h a t  the  

huge o i l  s u rp lu s e s  in  the  e a r l y  1970s f lo o d e d  the  

i n t e r n a t i o n a l  c a p i t a l  markets  and the  MNCs as w e l l  as th e  

B r a z i l i a n  government had a good c r e d i t  r a t i n g .  From th e  

b o r r o w e r ’ s s id e ,  r e a l  r a te s  o f  i n t e r e s t  were v e ry  low,  

B r a z i l i a n  e x p o r ts  were booming and the  d i f f e r e n t i a l  between 

domestic  and i n t e r n a t i o n a l  r a te s  o f  i n t e r e s t  was s u f f i c i e n t l y  

high to  make e x t e r n a l  borrowing ve ry  a t t r a c t i v e  in  th e  l a t e  

60s and th e  f i r s t  h a l f  o f  the  70s.

By c o n t r a s t ,  the  g u id in g  c r i t e r i o n  in  le n d in g  o f  th e  

80s was exposure ,  and exposure to  I n d i a  was low. By the  

B r a z i l i a n  e x p e r ie n c e  and t h a t  o f  o th e r  d e v e lo p in g  c o u n t r i e s ,
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I n d i a  is  aware t h a t  s o v e re ig n  debt  has to  be s e rv ic e d  in  

f o r e i g n  exchange and thus a l l  borrowing f o r  domestic  

e x p e n d i tu r e  should  be r e s t r i c t e d .  Moreover e x p o r ts  must grow 

a t  a s u f f i c i e n t l y  h igh r a t e  f o r  s u s ta in e d  borrow ing .  Thus 

though th e  r a te s  o f  i n t e r e s t  in  th e  In d ia n  c a p i t a l  markets a re  

n o rm a l ly  h ig h e r  than i n t e r n a t i o n a l  m arke ts ,  domestic  sav ings  

f i n a n c e  most o f  the  in ve s tm en ts .

Both in  B r a z i l  and in  I n d i a  th e  h e a v i e s t  e x t e r n a l  

borrow ing has so f a r  been undertaken o n ly  when government  

d e f i c i t s  had reached h i s t o r i c a l l y  high l e v e l s .  T h is  l i n k  

between i n t e r n a l  borrowing and e x t e r n a l  borrowing or  r a t h e r  

between . i n t e r n a l . and e x t e r n a )  d e f  i c i t s - w i  1.1 .be examined - la te r  

in  a s e c t i o n  below in  the  c o n t e x t  o f  our two case study  

c o u n t r i  e s .

One im p o r ta n t  d i f f e r e n c e  needs to  be p o in te d  out  between 

th e  two c o u n t r i e s .  The r a t e  o f  domestic  sav ings  in  both  

c o u n t r i e s  is  f a i r l y  h ig h .  In  th e  case o f  I n d i a  i t  has been 

p o s s ib le  to  these  sav ings

through cc n a t i o n a l i s e d  banking s e c t o r .  By

c o n t r a s t ,  B r a z i l  i s  c h a r a c t e r i s e d  by an a lm ost  complete  

absence o f  a medium o r  a long term c a p i t a l  m a rk e t .  The 

government banking system does not  e f f e c t i v e l y  i n t e r m e d ia t e  

and th e  presence o f  high r a te s  o f  i n f l a t i o n  p re v e n ts  the  

development o f  a p r i v a t e  i n t e r m e d i a t i o n  system. F ixed  a s se ts  

a re  in  pr ime demand and a s h o r t - t e r m  c a p i t a l  market  in  which  

a l a r g e  number o f  a s se ts  a re  c o n s t a n t ly  t r a d e d  e x i s t s  but
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m ain ly  p ro v id e s  a s se ts  to  hedge a g a i n s t  i n f l a t i o n .  An 

a n a l y s i s  o f  th e  c a p i t a l  market  s t r u c t u r e s  i s  c a r r i e d  out  in  

more d e t a i l  below f o r  both c o u n t r i e s .  Here i t  w i l l  s u f f i c e  to  

say t h a t  an absence o f  a lo n g - te r m  c a p i t a l  m arket  in  B r a z i l  

i n d i r e c t l y  led to  th e  accu m u la t ion  o f  e x t e r n a l  d e b t .

The e n t r y  o f  f o r e i g n  resources  i n t o  th e  B r a z i l i a n  economy 

was as much a m a t te r  o f  government p o l i c y  as th e  accu m u la t ion  

of  f o r e i g n  debt  has been in  I n d i a  in  th e  1980s. B r a z i l ’ s 

p o l ic y  o f  m i n i - d e v a l u a t i o n s  e s t a b l i s h e d  in  August 1968 c r e a te d  

an in fo rm a l  d i s c r e t i o n a r y  l i n k  between changes in  th e  v a lu e  

o f  the  B r a z i l i a n  c urren cy  abroad and the  d i f f e r e n c e  between 

the  .US . and . t h e  . B r a z i l i a n ,  i n f l a t i o n ,  .rates. .  . Deyaluat i .ons  

occurred  every  27 days on an av era ge .  F o l lo w in g  a major  

d e v a lu a t io n  in  1968 o f  41% (and t h i s  was 19% g r e a t e r  than the  

d i f f e r e n t i a l  in  th e  r a t e s  o f  i n f l a t i o n )  m i n i - d e v a l u a t i o n s  

g e n e r a l l y  underdevalued u n t i l  1 9 7 4 . 15 These p o l i c i e s  coupled  

w i th  th e  high r e a l  r a t e  o f  i n t e r e s t  in  th e  domestic  s e c to r  

proved a powerfu l  i n c e n t i v e  t o  e x t e r n a l  borrowing by the  

f i n a n c i a l  s e c t o r  and s t im u la t e d  c a p i t a l  in f lo w s  which p layed  

a s u b s t a n t i a l  r o l e  in  p r o v id in g  resources  t o  th e  government  

f o r  r e le n d i n g .

Measures to  encourage c a p i t a l  in f lo w s  a f t e r  1974 in c lu d e d  

the  r e d u c t io n  in  minimum m a t u r i t y  from 10 to  5 years  f o r  

f o r e i g n  borrowing (minimum m a t u r i t i e s  have s in c e  been

See The World Bank, 1984,  B r a z i l  F i n a n c i a l  Systems
Review. A World Bank Country  S tudy.  Washington. D.C. USA.
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1 fii n c r e a s e d ) .  F is c a l  concessions on f o r e i g n  i n t e r e s t  payments 

and exemptions from f i n a n c i a l  t r a n s a c t i o n s  ta x  were a ls o  

g r a n te d .  The C e n t ra l  Bank asssumed a p o r t i o n  o f  the  r i s k  o f  

f o r e i g n  borrowing by assuming the  exchange r i s k s .  Most 

im p o r ta n t ,  c a p i t a l  in f lo w s  were s t im u la t e d  by th e  d e c l i n e  in  

r e a l  i n t e r n a t i o n a l  borrowing r a te s  t o  n e g a t iv e  l e v e l s  over  the  

1970s.

Borrowing abroad was rendered a d d i t i o n a l l y  a t t r a c t i v e  by 

the  exchange r a t e  p o l i c y  a f t e r  1975 in B r a z i l .  The r e a l  

exchange r a t e  a g a in s t  both th e  US$ and c u r r e n c i e s  o f  o th e r  

major t r a d i n g  p a r t n e r s  when measured on th e  b a s is  o f  changes 

in .  th e  w holesa le ,  p r i c e  j  n.dices, d e p re a ia te d .  over . 13 7 . 3 t  197.5 . I t .  

had r e tu rn e d  to  1973 l e v e l s  by m id -1 9 7 7 ,  a f t e r  which th e  r e a l  

c r u z e i r o  cont inued  to  a p p r e c ia t e  a g a in s t  th e  US$ w h i le  

d e p r e c i a t i n g  a g a in s t  o t h e r  major  c u r r e n c i e s  on account o f  

d o l l a r  d e p r e c i a t i o n .  Thus on th e  one hand, e x p o r ts  to  the  

major curren cy  c o u n t r i e s  improved, and on th e  o th e r  the  

c r u z e i r o  v a lu e  o f  th e  d o l 1a r -d enom ina ted  debt  f e l l .  Bes ides,  

an improvement in  th e  terms o f  t r a d e  a ls o  encouraged the  

i n f lo w  o f  f o r e i g n  re so urce s .  Between 1973 and 1978,  the  

i n t e r n a l  terms o f  t r a d e  s h i f t e d  by 26.6% in  fa v o u r  o f  

a g r i c u l t u r e ,  p a r t l y  because o f  improved e x p o r t  p r ic e s  and 

p a r t l y  because o f  improved domestic  p r i c e s .  T h is  s h i f t  in  the  

terms o f  t r a d e  boosted monetary c o r r e c t i o n ,  by in c r e a s in g
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domest ic  p r ic e s  w h i le  p e r m i t t i n g  the  m aintenance o f  e x p o r t  

c o m p e t i t iv e n e s s  and the  r e a l  exchange r a t e ,  and p rov id ed  a 

s t im u lu s  to  e x t e r n a l  c a p i t a l  in f lo w s  which d u r in g  t h i s  p e r io d  

were l a r g e l y  used f o r  improving r e s e r v e s .  I t  i s  e s t im a te d  t h a t  

over  1 9 76 -1978 ,  th e  n e t  expans ion ary  e f f e c t  o f  exchange  

o p e r a t io n s  averaged about 43.9% o f  th e  monetary base d u r ing  

t h i s  p e r i o d . 17

Moreover,  th e  in c re a s e  in  government debt  in  t h i s  p e r io d  

had th e  e f f e c t  o f  crowding out  domestic  borrowers  from the  

l i m i t e d  u n re g u la te d  domestic  c a p i t a l  m arke ts .  I t  must be 

p o in te d  ou t  t h a t  the  same phenomenon has been observed f o r  th e  

I n d i a n  economy .p a r t  i.cul ar.l y d u r in g  the  second h a l f  o f . t h e  80s. .  

Because o f  t h i s  crowding ou t  in  B r a z i l ,  t h e r e  was an in c re a s e  

in  the  f o r e i g n  c a p i t a l  in f lo w s .  The ne t  e f f e c t  o f  th e  domestic  

debt  issue  was an in c re a s e  in th e  o f f i c i a l  domestic  

l i a b i l i t i e s  p a r a l l e l e d  by an in c re a s e  in  o f f i c i a l  f o r e i g n  

a s s e ts  and n o n - o f f i c i a l  f o r e i g n  in debtedness .

As d o l l a r  denominated e x t e r n a l  debt  mounted so d id  the  

t h r e a t  posed by d e v a lu a t io n  o f  the  c r u z e i r o ,  as t h i s  would 

in c r e a s e  the  e x t e n t  o f  th e  l i a b i l i t y .  T h is  im p l ie d  t h a t  the  

C e n t r a l  Bank had to  p ro v id e  th e  in surance  a g a in s t  exchange  

r i s k .  In  p r a c t i c e ,  t h i s  meant t h a t  th e  c e n t r a l  monetary  

a u t h o r i t y  bought up the  d o l l a r  l i a b i l i t i e s  o f  th e  p r i v a t e  

s e c t o r  and the  p r i v a t e  s e c to r  was l e f t  w i t h  th e  e q u i v a l e n t

17 I b i d .
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c r u z e i r o  l i a b i l i t y .

A f t e r  1978, f o r e i g n  savings came t o  p la y  an e v e r  

i n c r e a s in g  r o l e  in  f i n a n c i n g  working c a p i t a l  and in v e s tm en t .  

C a p i t a l  in f lo w s  in  B r a z i l  were induced by the  decrease  in  th e  

r e a l  c r e d i t  volume from th e  monetary a u t h o r i t i e s  and 

r e s t r i c t i o n s  on commercial bank le n d in g  ou t  o f  domestic  

r e s o u rc e s .  These r e s t r i c t i o n s  were aimed t o  induce borrow ers ,  

p a r t i c u l a r l y  those in the  p u b l i c  s e c t o r ,  t o  a t t r a c t  f o r e i g n  

c a p i t a l  to  cover th e  t r a d e  d e f i c i t  and t o  meet the  deb t  

s e r v i c e  o b l i g a t i o n s  in c u r r e d  on th e  debt  which had a l r e a d y  

ac c u m u la te d .

. . . Braz.i l .  had a l r e a d y ,  e n te re d  . the .Ponz i  f i n a n c i n g  s i t u a t i o n .
1Aas e a r l y  as in  1978. E f f o r t s  to  use th e  c a p i t a l  account to  

cover  the  c u r r e n t  account d e f i c i t  was a major  f e a t u r e  o f  the  

B r a z i l i a n  response to  worsening terms o f  t r a d e  f o r  th e  p e r io d  

a f t e r  1977.

At  th e  same t im e  q u a n t i t a t i v e  l i m i t s  on le n d in g  ou t  o f  

domestic  resources  grew p r o g r e s s i v e l y  t i g h t e r :  over  1 9 80 -8 1 ,  

r e a l  c r e d i t  volumes covered by th e  l i m i t s  were h a lv e d .  P u b l ic  

e n t e r p r i s e s  were a d d i t i o n a l l y  c o n s t r a in e d  t o  absorb no more 

than 30% o f  domestic  c r e d i t .  These l i m i t s  fo rc e d  borrowers to  

tu r n  abroad,  w i th  th e  r e s u l t  t h a t  ne t  f o r e i g n  l i a b i l i t i e s  

in c re a s ed  from 17% o f  commercial bank le n d in g  in  1978 to  38% 

in  1982. However, spreads even f o r  prime borrowers in  the

IQ .See Chapter  5 f o r  an e x p la n a t io n  o f  Ponzi f in a n c e .



domestic  c a p i t a l  m arkets  ranged from 40%-100% r e a l  r a t e s  o f  

i n t e r e s t .  Exchange d e p r e c i a t i o n ,  high r e a l  LIBOR in  the  

i n t e r n a t i o n a l  m arke ts ,  and growing i n t e r n a t i o n a l  spreads he ld  

the  domestic  r a te s  h ig h .  P a r t  o f  the  in c r e a s e  in  domestic  

spreads went to  the  f e d e r a l  t r e a s u r y  through in c re a s e s  in  the  

ta x  on f i n a n c i a l  t r a n s a c t i o n s ;  t h i s  ta x  by 1981 accounted f o r  

11.8% o f  f e d e r a l  revenues.

Thus i t  can be observed t h a t  government p o l i c y  in  B r a z i l  

was r e s p o n s ib le  f o r  th e  growth in  e x t e r n a l  d e b t .  F i n a n c ia l  

p o l i c i e s ,  e s p e c i a l l y  q u a n t i t a t i v e  r e s t r i c t i o n s  on domestic  

c r e d i t ,  were in s t r u m e n ta l  in  in c r e a s in g  th e  r e l i a n c e  o f  the  

Braz.i l.i an. economy . on . f o r e i g n  . c r e d i . t . a n d  .in suppress ing  .the.  

growth o f  domestic  f i n a n c i a l  a s s e ts .  Among th e  f a c t o r s  

u n d e r ly in g  these  p o l i c i e s  were th e  need to  e x t r a c t  revenue  

from th e  system to  cover  th e  s u b s id ie s  t o  th e  fa v o u re d  

borrowers in  the  form o f  cheap c r e d i t .  Moreover,  th e  p e r c e iv e d  

d i f f i c u l t y  in a d j u s t i n g  th e  t r a d e  account r a p i d l y  w i t h o u t  

severe  r e c e s s io n ,  and faced  w i t h  an exogenous r i s e  in  debt  

s e r v ic e  c o s ts ,  the  s o le  a l t e r n a t i v e  seemed to  be to  seek

f o r e i g n  loans a t  an a c c e l e r a t e d  pace. Thus by e n d -1 9 8 2 ,  a l l

domestic  l i a b i l i t i e s  accounted f o r  on ly  28% o f  commercial bank 

l i a b i l i t i e s ,  whereas f o r e i g n  loans accounted f o r  36% and 

roughly  e q u a l l e d  th e  loans made to  th e  p r i v a t e  s e c t o r  by the

banking system. However, the  e n t r y  o f  f o r e i g n  loans d id  not

p e rm i t  the  len d in g  r a te s  in  th e  domestic  s e c t o r  t o  f a l l .  Th is  

could be a t t r i b u t e d  to  th e  f a c t  t h a t  E u r o - d o l l a r  r a te s  were
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s t i l l  h ig h ,  LIBOR averaged 16% over  1981-1982  and the  spreads  

on loans t o  B r a z i l  averaged about 2 -2 .5%  a t  th e  same t im e .  The 

r a t e  o f  d e v a l u a t i o n ,  which had been a c c e l e r a t e d  t o  match 

i n f l a t i o n  (and not  i t s  d i f f e r e n t i a l  w i th  th e  US r a t e s ) ,  and 

i n t e r m e d i a t i o n  costs  added a few e x t r a  p o in t s  to  the  c o s t  o f  

domest ic  borrow ing .  In  a d d i t i o n ,  the  t h r e a t  o f  a maxi­

d e v a lu a t io n  on account o f  the  e x t e r n a l  payment s i t u a t i o n  came 

to  i n h i b i t  f o r e i g n  borrowing and across th e  board l i m i t s  on 

c r e d i t  expansion d o m e s t ic a l l y  decreased th e  c o m p e t i t io n  among 

banks. The c ont inued  d i f f i c u l t y  o f  f o r e i g n  borrowing in  1983 

served in e f f e c t  to  break th e  l i n k  between f o r e i g n  borrowing  

and .the . quan t i  t a t i v e  r e s t r i  c.tions. on . 1 ending jcut.  o f  .domestic,  

r e s o u rc e s .  Thus in  e f f e c t  i t  was the  onset  o f  th e  debt c r i s i s  

which f i n a l l y  d e l in k e d  domestic  borrowing from e x t e r n a l  

borrowi n g .

In  I n d i a  to o ,  as was p o in te d  ou t  in  C hapter  3, e x t e r n a l  

borrowing was i n i t i a t e d  as a m a t t e r  o f  government p o l i c y .  The 

p u b l i c  s e c t o r  companies such as th e  O i l  and N a tu r a l  Gas 

Commission, A i r  I n d i a  and Coal I n d i a  L im i te d  were th e  f i r s t  

few companies which borrowed e x t e r n a l l y .  Moreover,  u n t i l  1982 

th e  government-owned or  government-managed c r e d i t  i n s t i t u t i o n s  

such as th e  I C I C I  borrowed e x t e r n a l l y  and then  the  o n le n t  

funds to  p r i v a t e  e n t e r p r i s e s .  In  1982 th e  r u l e s  govern ing  

e x t e r n a l  borrowing were changed and the  p r i v a t e  e n t e r p r i s e s  

could  borrow in  th e  i n t e r n a t i o n a l  m arkets  w i t h o u t  going  

through the  government , though they  have o n ly  been a l lo w e d  to
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borrow th e  f o r e i g n  exchange component o f  t h e i r  p r o j e c t s .  

However, l i k e  B r a z i l  the  i n t e r n a l  debt  o f  I n d i a  has been 

growing a t  an a la rm in g  r a t e ,  and g iven  t h a t  th e  c l im a t e  f o r  

concess iona l  loans is  not  so p r o p i t i o u s ,  I n d i a  in  a few years  

t im e  may be fo rc e d  i n t o  a Ponzi f i n a n c i n g  s i t u a t i o n  where i t  

is  fo r c e d  to  borrow to  s e r v i c e  i t s  e x t e r n a l  d e b t .  T h is  

p ro s p e c t  i s  examined in  more d e t a i l  in  th e  n e x t  c h a p t e r .

An a n a l y s i s  o f  th e  r o l e  o f  th e  government in  e x t e r n a l  

borrowing w i l l  be incom ple te  w i t h o u t  an e x a m in a t io n  o f  the  

com posit ion  o f  e x t e r n a l  commercial loans .  Thus a g r e a t e r  and 

in c r e a s in g  share  o f  p u b l i c  s e c to r  or  government loans w i l l  

in c re a s e  t h e . r o l . e . o f  .the. goverriment . in th e  . e x t e r n a l ,  s e c t o r .  

The n e x t  s e c t io n  s e ts  out  to  examine the  com p a ra t ive  shares  

o f  p u b l i c  versus  p r i v a t e  borrowing in  both th e  economies.

5 . 4 . 2  : Composit ion o f  f o r e i g n  loans

Most o f  th e  e x t e r n a l  borrowing in  B r a z i l  was undertaken  

by e i t h e r  th e  p u b l i c  s e c to r  e n t e r p r i s e s ,  o r  by the  s t a t e  

governments and v a r io u s  o t h e r  p u b l i c  a g e n c ie s .  The share  o f  

p u b l i c  and p u b l i c l y  guaranteed debt  in cre a s ed  d u r in g  the  80s 

as th e  government bought up a l o t  o f  p r i v a t e  d e b t .  Thus the  

share  o f  p u b l i c  and p u b l i c l y  guaranteed  loans in cre a s ed  from  

51.7% in  1973 to  63.3% in 1 9 7 8 .19 However, t h i s  f i g u r e  does 

not i n d i c a t e  th e  share  o f  p u b l i c  in  t o t a l  e x t e r n a l  loans as

19 See Baer, W. ,  1989, o p . c i t .
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some p r i v a t e  loans may a ls o  be government g u ara n te e d .  I t  is  

contended by th e  same au th o r  t h a t  a s u b s t a n t i a l  amount o f  

borrowing in  the  1970s was a ls o  conducted by th e  m u l t i n a t i o n a l  

e n t e r p r i s e s  so t h a t  u n t i l  1980 th e  m u l t i n a t i o n a l s  were more 

in debt  than e i t h e r  domestic  p r i v a t e  f i r m s  or  s t a t e  

e n t e r p r i s e s .  As these  e n t e r p r i s e s  had no access to  the

o f f i c i a l  lo n g - te r m  c r e d i t  markets  the y  had a good 

j u s t i f i c a t i o n  f o r  borrowing abroad.  The decrease  in  the

in debtedness  o f  both domestic  p r i v a t e  and m u l t i n a t i o n a l  f i r m s

was r e l a t e d  to  th e  re c e s s io n  and the  deb t  c r i s i s ,  w h i le  the

r i s e  in  th e  debt  o f  s t a t e  e n t e r p r i s e s  was r e l a t e d  to  the  

a t t e m p t . t o .  captur .e .  more, f o r e ig n ,  exchange . b.y . having, s t a t e  

e n t e r p r i s e s  borrow more than th e y  needed in  th e  i n t e r n a t i o n a l  

m arke t .  The s o c i a l i z a t i o n  o f  p r i v a t e  deb t  a ls o  c o n t r ib u t e d  to  

the  in c r e a s e  in  the  p r o p o r t i o n  o f  p u b l i c  d e b t .

In  1982 the  B r a z i l i a n  government o f f e r e d  the  p r i v a t e  

s e c to r  the  o p p o r t u n i t y  to  prepay i t s  f o r e i g n  debts  through  

the  d e p o s i t  o f  an e q u i v a l e n t  amount o f  c r u z e i r o s  in  a s p e c ia l  

account a t  th e  C e n t ra l  Bank. In  t h i s  exchange th e  government 

prov ided  th e  p r i v a t e  s e c to r  a c r u z e i r o  d e p o s i t  = exchange the  

f i r m ’ s d o l l a r  l i a b i l i t y .  T h is  th e  government thought  

w o r th w h i le ,  as the  sav ings  p ro v id ed  immediate  access to  

d o l l a r s ,  which th e  government used to  pay i n t e r e s t  on o th e r  

o u ts ta n d in g  loans.  The p r o p e n s i ty  o f  domest ic  f i r m s  to  use

20 I b i d .



th e s e  f a c i l i t i e s  in cre a s ed  enormously a f t e r  1982, as th e  r e a l  

d e v a lu a t io n  o f  th e  c r u z e i r o  s i g n i f i c a n t l y  in c re a s e d  th e  cos t  

o f  c a r r y i n g  f o r e i g n  d e b t .  Thus by e x te n d in g  f r e e  c r e d i t  to  

r e p la c e  p r i v a t e  f o r e i g n  de b t ,  th e  government l o s t  f u t u r e  

revenue amounting to  the  i n t e r e s t  due on f o r e i g n  debt  thus  

a c q u i r e d .  Th is  led  to  a massive in c r e a s e  in  th e  budget d e f i c i t  

and th e  February  1983 m a x i - d e v a l u a t i o n .

In  I n d i a ,  on th e  o t h e r  hand, most o f  th e  e x t e r n a l  p r i v a t e  

debt  has been he ld  from th e  ve ry  b e g inn ing  by e i t h e r  

government run f i n a n c i a l  i n s t i t u t i o n s  or  by th e  p u b l i c  s e c t o r .  

These t o g e t h e r  account f o r  more than 80% o f  the  p r i v a t e  

e x t e r n a l  d e b t , ,  a s . can be. observed from T a b le .  I V .  5- . In  or.der.  

to  f a c i l i t a t e  the  payment and th e  s e r v i c e  o f  debt  I n d i a  is  

seek ing  to  promote i t s  e x p o r ts  by d e v a lu in g  i t s  c urren cy  in  

the  same way t h a t  B r a z i l  d id  d u r in g  the  70s. Though domestic

loans a re  o f t e n  more expens ive  than i n t e r n a t i o n a l  loans in
•  ̂1I n d i a  the  two a re  c l e a r l y  not  regarded as s u b s t i t u t a b l e  f o r  

each o t h e r  as they  were in  B r a z i l .  Th is  could  be a t t r i b u t e d  

p a r t l y  to  the  severe  exchange c o n t r o l s  imposed by the  

government o f  I n d i a ,  as w e l l  as the  v e t t i n g  o f  loan proposals  

f o r  t h e i r  f o r e i g n  exchange component c a r r i e d  ou t  by the  

government. However g iven  t h a t  th e  t o t a l  i n t e r n a l  debt  now 

accounts f o r  around 50% o f  the  GNP and the  t o t a l  e x t e r n a l  debt  

around 16% i t  is  l i k e l y  t h a t  the  s t a t e  may be unable  to

21 See Chapter  3.



215

e x t r a c t  more resources  d o m e s t ic a l l y  and be fo r c e d  t o  borrow  

abroad to  f in a n c e  i t s  budgetary  d e f i c i t s .  T h is  would make 

th e  onset  o f  a debt  c r i s i s  imminent e s p e c i a l l y  i f  e x t e r n a l  

borrowing was undertaken f o r  the  payment o f  i n t e r e s t  on 

f o r e i g n  loans .  The ne x t  s e c t io n  examines th e  f a c t o r s  t h a t  led  

to  th e  onset  o f  th e  debt  c r i s i s  in  B r a z i l  in  o r d e r  to  examine  

whether  s i m i l a r  c o n d i t io n s  can be observed f o r  I n d i a .

5 .5  : The onset  o f  th e  debt  c r i s i s

The debt  c r i s i s  in  B r a z i l  r e a l l y  emerged in  1979, when 

the  combined e f f e c t s  o f  th e  second o i l  p r i c e  r i s e  and the  

d e t e r i o r a t i . o n  .in th e  . terms of .  t r a d e  . led. t o . a .  s e v e re  ba.lance 

o f  t r a d e  d e f i c i t .  The terms o f  t r a d e  had been f a l l i n g  s in c e  

1978 because o f  the  weakness in  th e  p r i c e s  o f  o t h e r  ex p o r te d  

p r im a ry  goods. In  a d d i t i o n  t h e r e  was a d ra m a t ic  r i s e  in th e  

w o rld  i n t e r e s t  r a te s  in r e a c t i o n  to  the  t i g h t  i n t e r n a l  

monetary p o l i c i e s  o f  th e  US. As most o f  B r a z i l ’ s debt  had been 

c o n t r a c te d  on a f l e x i b l e  i n t e r e s t  r a t e  b a s is ,  a r i s e  o f  wor ld  

i n t e r e s t  r a t e s  a u t o m a t i c a l l y  in c re a s e d  th e  c o s t  not  o n ly  o f  

new borrowing but  a ls o  o f  s e r v i c i n g  th e  o u ts ta n d in g  d e b t .  

Moreover,  i n t e r n a t i o n a l  p re s su re s  had fo rc e d  th e  B r a z i l i a n  

government to  remove f i s c a l  and c r e d i t  s u b s id ie s  to  e x p o r ts .  

Given th e  need f o r  th e  government t o  c o n t in u e  th e  ra p id

22 See B u i t e r ,  W.H. and U r j i t  R. P a t e l ,  1990,  A 
macroeconomic p e r s p e c t i v e  o f  th e  p u b l i c  f in a n c e s  in  
I n d i a . Paper presen ted  a t  an I n t e r n a t i o n a l  Seminar in  
P u b l ic  Economics he ld  a t  New D e l h i ,  January 1 1 -1 3 ,  1990.
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expansion o f  e x p o r ts ,  t h i s  made i t  necessary  f o r  the  

government to  in c r e a s e  the  f req u e n c y  o f  th e  m i n i - d e v a l u a t i o n s  

o f  th e  c r u z e i r o .  However g r e a t e r  d e v a lu a t io n s  meant h ig h e r  

i n f l a t i o n  and an in c re a s e  in  th e  f i n a n c i a l  burden o f  f i r m s  

w i t h  f o r e i g n  deb ts .

Moreover,  the  drought  o f  1978-1979  fo r c e d  B r a z i l  to  

im p o r t  such s t a p l e  p roducts  as beans and r i c e .  An in c re a s e  in  

th e  a g r i c u l t u r a l  o u tp u t ,  which would dampen th e  r i s e  in  food  

p r i c e s  and decrease th e  im ports  o f  food ,  c a l l e d  f o r  s h o r t - r u n  

in c r e a s e s  in  r e l a t i v e  food p r ic e s  in  o rd e r  t o  s t i m u l a t e  food  

p r o d u c t io n .  I t  a ls o  c a l l e d  f o r  an in c re a s e  in  th e  p r o v is io n  

Q f.  a g r i c u l t u r a l ,  . c r e d i t s . .  These, measures . im pl . ied .  f u r t h e r ,  

i n f l a t i o n a r y  pressu res  which in  t u r n  im p l ie d  f u r t h e r  

d e v a lu a t io n s  the  n e g a t iv e  e f f e c t s  o f  which have a l r e a d y  been 

discussed above.

The reasons f o r  the  debt  c r i s i s  can be b r i e f l y  summed up:

1) The e x t e r n a l  env ironm ent  d e t e r i o r a t e d . O i l  p r i c e s  and r a te s  

o f  i n t e r e s t  soared .  At  the  same t im e  the  demand f o r  and p r ic e s  

o f  p r im a ry  commodit ies were depressed.  In  t h i s  u n c e r t a in  

c l i m a t e  f o r e i g n  banks were r e l u c t a n t  to  in c r e a s e  t h e i r  

exposure t o  B r a z i l  and some s m a l le r  banks w i thdrew  from  

i n t e r n a t i o n a l  l e n d in g .

2 )  Some a m b i t io u s  p u b l i c  in ves tm en t  p lans  such as the  n u c le a r  

power development p r o j e c t  and th e  s t e e l  development p r o j e c t s  

proved d i f f i c u l t  to  c u r t a i l ,  even when the y  proved to  be w h i te  

e l e p h a n t s .



3) B r a z i l  f a i l e d  to  deve lop g r e a t e r  e x p o r t  c a p a c i t y  d u r in g  th e  

p e r io d  o f  r a p id  growth l a r g e l y  based on im port  s u b s t i t u t i n g  

i n d u s t r i a l i z a t i o n .  Subsequent ly  th e  s h i f t  o f  p o l i c y  toward  

e x p o r t  promotion has pa id  o f f :  d u r in g  th e  second h a l f  o f  th e  

80s e x p o r ts  from B r a z i l  has met th e  d e b t - s e r v i c e  r e q u i r e m e n t s .

4)  The a g r i c u l t u r a l  p o l i c y  measures (p a c o te  a g r i c o l a )  o f  1979 

p e r p e tu a te d  and e x a c e rb a ted  th e  m a c r o - d e s t a b i l i s i n g  f i n a n c i a l  

feedback o f  increased  o i l  p r i c e s  and th e  m a x i - d e v a l u a t io n  o f  

December 1979 by a u t o m a t i c a l l y  l i n k i n g  th e  growth o f  r i s i n g  

c r e d i t  s u b s id ie s  to  i n f l a t i o n .

5) The 1980 e x per im en t  o f  p r e f i x i n g  monetary c o r r e c t i o n  and 

the  . . ra te  . .of . de .va luat ion  . f ie ld  . . the. .a d ju s tm e n ts .  . to .  

u n r e a l i s t i c a l 1y low l e v e l s ,  c o n t r i b u t i n g  to  lower sav ings  and 

a p r o g r e s s i v e l y  o v e rv a lu e d  exchange r a t e  in  1980.  

O v e r v a l u a t io n  im p l ie d  a d e t e r i o r a t i o n  in  the  e x p o r t  

performance whereas d e v a lu a t io n  led  to  an in c r e a s e  o f  the  debt  

bu rd en .

Although B r a z i l ’ s e x p o r ts  c o n t in u e d  to  grow, by 1981 they  

had l o s t  a lmost  h a l f  o f  t h e i r  u n i t  purchas ing  power r e l a t i v e  

to  1977, a loss  e q u i v a l e n t  to  a lm ost  4% o f  GDP. To t h i s  must 

be added the  h ig h e r  d e b t - s e r v i c e  payments on account o f  both  

a h ig h e r  debt  burden and r i s i n g  i n t e r e s t  r a t e s .  LIBOR stood  

a t  19.5% in  March 1980 compared to  an average o f  9.4% in 1978 

and has been high and p o s i t i v e  in  r e a l  terms s in c e  th e n .  

Repress ing imports  was d i f f i c u l t  because by 1980 f u e l  

accounted f o r  44% o f  th e  t o t a l  im p o r ts ,  in t e r m e d ia t e  in p u ts



f o r  25% and c a p i t a l  goods f o r  19%. Moreover,  e x p o r t  expansion  

had stopped and by 1982 e x p o r ts  a c t u a l l y  f e l l  by ov e r  13%. 

The a c tu a l  f a l l  in  im port  c o n te n t  o f  e x p o r t  became n o t i c e a b l e  

only  a f t e r  1983 when most p r o j e c t s  i n i t i a t e d  under th e  I S I  

s t a r t e d  to  produce r e s u l t s .

On th e  whole thus i t  appears t h a t  exogenous and 

endogenous f a c t o r s  c o n t r i b u t e d  t o  the  B r a z i l i a n  debt  c r i s i s .  

Using B a l l a s s a ’ s“  procedure  t o  decompose c u r r e n t  account  

changes i n t o  e x t e r n a l  shocks ( i n c l u d i n g  r e t a r d a t i o n  o f  w or ld  

t r a d e  growth,  d e t e r i o r a t i o n  o f  the  terms o f  t r a d e ,  and r a t e  

o f  i n t e r e s t  s h o c k s ) ,  th e  burden o f  accumulated d e b t ,  and
0 Ldomestic  po.l ic y  a c t  ions., .Bacha . cal.cul a ted  thbat from 19791 to.  

1981 domestic  p o l i c y  a c t io n s  to  c o n t r o l  th e  c u r r e n t  account  

were p r a c t i c a l l y  compensated by th e  i n t e n s i t y  o f  e x t e r n a l  

shocks and t h a t  in  1982-1983  th e  e f f e c t s  o f  domestic  p o l i c y  

were c o m p le te ly  o v e r r id d e n  by e x t e r n a l  shocks. The e x p o r t  

growth which fo l lo w e d  1983 was l i n k e d  t o  wor ld  t r a d e  re co ve ry  

and to  th e  success and m a tu r a t io n  o f  th e  I S I  program. Thus the  

B r a z i l i a n  e x p e r ie n c e  appears  to  h i g h l i g h t  th e  c r i t i c a l  r o l e  

of  exogenous f a c t o r s  in  a g g r a v a t in g  and even i n i t i a t i n g  a debt  

c r i s i s .  Among th e  exogenous f a c t o r s  the  r a t e  o f  i n t e r e s t ,  the  

terms o f  t r a d e ,  th e  e l a s t i c i t y  o f  e x p o r t  and im port  demand,

23 See B a l l a s s a ,  B. , 1984,  ’ S t a b i l i s a t i o n  p o l i c i e s  and
a d ju s tm e n t :  th e  B r a z i l i a n  economy in  th e  1 9 8 0 s ’ , in
C arne ro ,  D .D . ,  1986, o p . c i t .

24 See Bacha, E. , 1984, ’ The c o nver ted  d e b to r :  L a t in
America: B r a z i l ,  in  C arnero ,  o p . c i t .
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the  com posit ion  o f  both these  b a s k e ts ,  and l a s t l y  th e  c l i m a t e  

o f  the  w o r ld  economy and t r a d e  would be o f  im portance .

To examine these  same f a c t o r s  in  the  In d ia n  c o n t e x t ,  

r e c a l l  f i r s t  from Chapter  IV t h a t  in  terms o f  I n d i a ’ s u n i t  

v a lu e  o f  e x p o r ts  th e  r e a l  r a t e  o f  i n t e r e s t  on commercial  

f o r e i g n  loans has r i s e n  o n ly  m a r g i n a l l y  over  th e  80s and t h a t  

too  not u n i f o r m ly .  T h is  could be a t t r i b u t e d  to  th e  f a c t  t h a t  

the  r e a l  r a t e  o f  growth in  e x p o r ts  over  th e  second h a l f  o f  the  

1980s has averaged about 10% per annum. Any sharp r i s e  in  the  

r a t e  o f  i n t e r e s t  in  i n t e r n a t i o n a l  le n d in g  w i l l  o b v io u s ly  

a d v e rs e ly  a f f e c t  th e  debt  burden. I t  i s  to  be noted t h a t

. . concomitant , w i t h  the  . increase.  in. e x p o r ts  . has a le o  been . th e .................

sharp in c re a s e  in  imports  w i th  the  r e s u l t  t h a t  t h e r e  has been 

a d e f i c i t  in  the  ba lance  o f  t r a d e  which has worsened in  t h i s  

decade. In  f a c t  c u r r e n t l y  i n t e r n a t i o n a l  r e s e rv e s  in  I n d i a  on ly  

p ro v id e  two months im port  cover  which is  below the  

s t i p u l a t i o n s  o f  the  IMF. The terms o f  t r a d e  has shown o n ly  a

m arg inal  improvement over  the  1980s and even t h i s  improvement
? 5has not  been c o n s is t e n t  over  th e  y e a rs .

The com posit ion  o f  e x p o r ts  and im ports  o f  I n d i a  show t h a t  

the  share  o f  manufactured e x p o r ts  has in c re a s e d  from 60% in  

the  e a r l y  80s to  about 75% in th e  l a t e  80s .  T h is  im p l ie s  t h a t  

I n d i a  may be less  v u ln e r a b l e  to  sudden p r i c e  or  demand changes

25 See The World Bank, 1989, o p . c i t .

26 I b i d .
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as i t  would have been i f  i t  were dependent on th e  e x p o r t  o f  

p r im a ry  commodit ies .  Moreover,  th e  e x p o r t  basket  is  f a i r l y  

d i v e r s i f i e d  and i t  i s  p o s s ib le  t h a t  I n d i a  may be a b le  to  ta k e  

advantage o f  t h i s  d i v e r s i f i c a t i o n  should  a sudden r e v e r s a l  in  

market  c o n d i t io n s  make the  e x p o r t  o f  one commodity or  a group 

o f  commodit ies d i f f i c u l t .  The im port  basket  on the  o t h e r  hand 

shows le s s  f l e x i b i l i t y .  Pe tro leum  and p e t ro le um  products  

account f o r  more than 30% o f  th e  t o t a l  im ports  and t h i s  share  

has remained more or  less  c o n s ta n t  s in c e  th e  mid 1980s. The 

o t h e r  im ports  a re  f a i r l y  d i v e r s i f i e d  and food accounts f o r  a
07

r e l a t i v e l y  low share  a t  2-5% o f  th e  t o t a l  im p o r ts .  However
00

the  e x p o r t  .and. the  . import  . e l a s t i c i t i e s  c a l c u l a t e d ,  by .  Lucas 

were c lo s e  to  1. Lucas ’ s e s t im a te s  were however l i m i t e d  to  the  

mid 1980s and i t  is  p o s s ib le  t h a t  in  th e  second h a l f  o f  the  

1980s th e  e l a s t i c i t i e s  because o f  e x p o r t  d i v e r s i f i c a t i o n  may 

be h i g h e r .  The o th e r  macroeconomic i n d i c a t o r s  have been very  

h e a l t h y  f o r  th e  1980s as has been observed in  C hapter  IV .  They 

w i l l  be compared to  B r a z i l i a n  macroeconomic performance a t  the  

onset  o f  th e  debt  c r i s i s  in  Chapter  6.

I t  was s t a te d  e a r l i e r  t h a t  th e  reasons behind th e

e x t e r n a l  borrowing o f  B r a z i l  can m a in ly  be a t t r i b u t e d  to  two

f a c t o r s .  One was th e  la c k  o f  a domestic  market  f o r  p r i v a t e

27 See RBI , 1988 -1 9 89 ,  The Annual R eport

See Lucas, 1989,  ’ E xpor t  and im port  e l a s t i c i t i e s  in  
th e  In d ia n  economy in  th e  1 9 80 s ’ , Journa l  o f  Development  
Economics.
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lo n g - te rm  c a p i t a l  and th e  o t h e r  was th e  massive growth in  

p u b l i c  or  i n t e r n a l  debt  which n e c e s s i t a t e d  e x t e r n a l  borrow ing .  

These two f e a t u r e s  o f  the  B r a z i l i a n  economy have been examined  

below and compared w i t h  t h a t  o f  I n d i a .

5 .6  : A comparison o f  t h e  domestic  c a p i t a l  markets

S ince  the  l a t e  1960s th e  f i n a n c i a l  s t r u c t u r e  o f  th e  

B r a z i l i a n  economy has been c h a r a c t e r i s e d  by a heavy r e l i a n c e  

on f o r e i g n  bo rrow ing ,  a f a l l i n g  sav ing  r a t e ,  d e c rea s in g  

f i n a n c i a l  i n t e r m e d i a t i o n ,  p r o l i f e r a t i o n  o f  s u b s id is e d  c r e d i t  

l i n e s ,  in c re a s e d  f i n a n c i a l  seg m en ta t io n ,  and the  d is p e r s io n  

o f  .domestic , i nt .erest .  r a t e s .. From .1 974-.1 984 f  in a n c i  al. pol i c i je s , 

in p a r t i c u l a r  s e l e c t i v e  c r e d i t  programmes have performed th r e e  

main f u n c t i o n s :  ( 1 )  to  f in a n c e  th e  d e f i c i t  o f  the  p u b l i c

e n t e r p r i s e s  and the  e x p e n d i tu r e s  o f  monetary a u t h o r i t i e s ;  ( 2 )  

to  compensate c e r t a i n  s e c t o r s  such as a g r i c u l t u r e  and e x p o r ts  

f o r  the  p r o f i t  s h o r t f a l l s  e f f e c t e d  by p r i c e  c o n t r o l s  and 

exchange o v e r v a l u a t i o n ;  t h i s  led  t o  a segm entat ion  o f  the  

market  where i n t e r e s t  r a t e  v a r i e d  acco rd in g  to  the  s e c t o r ,  

purpose, r e g io n ,  and th e  n a tu r e  o f  th e  borrower;  ( 3 )  

i n c r e a s i n g l y  to  a t t r a c t  f o r e i g n  funds t o  s upp or t  th e  c u r r e n t  

account d e f i c i t .

G r e a te r  segm entat ion  (annual  i n t e r e s t  r a t e  d i f f e r e n t i a l s  

averaged over  70%) meant c o n s id e r a b le  a r b i t r a g e  and i n f l a t i o n ,  

which in  t u r n  i n h i b i t e d  the  development o f  p r i v a t e  c a p i t a l  

m arkets .  The v a r io u s  re form s through th e  70s r e s u l t e d  in  a
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f i n a n c i a l  system th e  key f e a t u r e s  o f  which were th e  f o l l o w i n g ;

1) M arke t  segm entat ion  through th e  p r o l i f e r a t i o n  o f  s e l e c t i v e  

c r e d i t  programmes.

2) C oe x is ten ce  o f  a s s e ts  b e a r in g  monetary c o r r e c t i o n  w i th  

a s se ts  denominated in  nominal c r u z e i r o s .  Hence th e  p o s s i b i l i t y  

o f  hedging through a r b i t r a g e .

3) A d m in is te r e d ,  non-market  len d in g  r a te s  f o r  m a j o r i t y  o f  

1o a n s .

4)  I n h i b i t e d  development o f  a p r i v a t e  c a p i t a l  m arke t ,  l a r g e l y  

due to  a c t i v e  s t a t e  i n t e r m e d i a t i o n .

5) In c r e a s in g  c o ng lom e ra t ion  o f  th e  p r i v a t e  f i n a n c i a l  s e c t o r ,  

which . r a t  jo r ied . smal I  borrow ers  out  .of th e  .m a r k e t .............................

6) C e n t r a l i s a t i o n  o f  c r e d i t :  funds were passed from the  

f e d e r a l  to  the  p r i v a t e  f i n a n c i a l  s e c t o r ;  the  l a t t e r  ge ne ra ted  

no c r e d i t  by i t s e l f .

7) Q u a n t i t a t i v e  le n d in g  c o n t r o l s  s p e c i f i e d  in  an annual  

'monetary  b u d g e t ’ .

8) The assignment o f  reso urces  r a is e d  through the  s a le  o f  

f e d e r a l  debt  to  the  monetary a u t h o r i t i e s  t o  th e  p u b l i c  s e c t o r .

9) The i n c l u s io n  o f  i n t e r e s t  payments in th e  monetary r a t h e r  

than in  the  f i s c a l  budget.

Dur ing  the  economic m i r a c l e  th e  f i n a n c i a l  deepening  

( e f f e c t e d  by th e  s t a t e  in  th e  f i r s t  s ta g e  and in  the  second 

stage  by th e  p r i v a t e  l e n d e r s )  f a c i l i t a t e d  th e  e f f i c i e n t  

t r a n s f e r  o f  resources  between sav ings  s u r p lu s  and d e f i c i t  

u n i t s .  The decrease in  i n f l a t i o n  d u r in g  t h i s  p e r io d
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c o n t r ib u t e d  to  th e  p ro g re s s iv e  e q u a l i z a t i o n  o f  i n t e r e s t  r a t e s  

across th e  d i f f e r e n t  segments o f  th e  f i n a n c i a l  system.

The in c re a s e  in  i n f l a t i o n  in  1973-1974  led t o  d r a m a t ic  

s h i f t s  by savers  toward indexed a s se ts  and away from th e  

p r i v a t e  f i n a n c i a l  s e c t o r .  The share  o f  p u b l i c  s e c t o r  in c re a s e d  

from 45% to  51% d u r in g  1973-1978 in  t o t a l  l e n d in g .  P r i v a t e  

f i n a n c i a l  i n t e r m e d i a r i e s  s u r v iv e d  by ' r e t a i l i n g ’ funds  

s u p p l ie d  by th e  p u b l i c  s e c t o r .  Real r a t e  o f  i n t e r e s t  

f l e x i b i l i t y  was l i m i t e d  by th e  e x is t e n c e  o f  indexed s a v in g s ,  

so t h a t  th e  w or ldwide  decrease  in  sav ings  was r e f l e c t e d  in  th e  

decrease in  indexed a s s e ts .  The B r a z i l i a n  f i n a n c i a l  p o l i c y  

a f t e r  .1974 embod.iad .fou.r . e l e m e n t s ^ ..........................................................

1) E x te rn a l  c a p i t a l  in f lo w s  were encouraged by a range o f  

p o l i c i e s  which has been discussed in  the  p re v io u s  s e c t i o n .

2) C r e d i t  s u b s id ie s  were in c re a s e d .

3) Federa l  debt  was employed t o  r e c y c le  funds from s a v in g s  

s u rp lu s  to  d e f i c i t  s e c t o r s .

4)  R e s t r i c t i v e  monetary p o l i c y  was used t o  curb i n f l a t i o n .

One r e s u l t  o f  these  p o l i c i e s  was the  r e s t r i c t i o n  o f  th e  

p r o p o r t io n  o f  loans which domestic  banks could make on t h e i r  

own terms ( ' f r e e  l e n d i n g ’ ) .  I t  a ls o  put  p re s su re  on 

u n c o n t r o l l e d  i n t e r e s t  r a t e s  through in c r e a s in g  the  p r o p o r t i o n  

o f  the  demand d e p o s i ts  which were r e q u i r e d  to  be he ld  w i t h  the  

c e n t r a l  bank and were not  i n t e r e s t  e a r n in g .  The re q u ire m e n t  

t h a t  12% o f  the  d e p o s i ts  was t o  be re served  f o r  le n d in g  to  

small and medium s c a le  in d u s t r y  a t  maximum r a te s  o f  1.3% per
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annum im p l ie d  t h a t  th e  re a l  r a te s  o f  i n t e r e s t  reached 30% per  

annum. Thus high re s e rv e  re q u ire m e n ts  and earm ark ing  o f  loans  

f o r  th e  p r i o r i t y  s e c to rs  led  t o  high r a t e s  o f  le n d in g  f o r  the  

funds earmarked f o r  f r e e  le n d in g .  These same f a c t o r s ,  high  

re s e rv e  requ irem en ts  and p r i o r i t y  le n d in g  r e q u i r e m e n t s , a ls o  

led in  I n d i a  to  an in c re a s e  in  th e  f r e e  le n d in g  r a te s  to  

something l i k e  18-20%.

In  B r a z i l  c r e d i t  s u b s id ie s  o r i g i n a t i n g  from i n c r e a s i n g l y  

earmarked commercial bank d e p o s i ts  o r  high cash re s e rv e  

re qu ire m en ts  in c re a s e d  the  i n t e r e s t  r a t e s  on u n r e s t r i c t e d  

loans t o  cover  a d m i n i s t r a t i v e  and d e p o s i t  c o s ts .  Th is  f u r t h e r  

widene.d .the .gap b e tw e a n . f r e e  and .c o n t ro l  led. r.ates o f  i n t e r e s t .  

H igher  l e v e l s  o f  i n f l a t i o n  coupled w i th  th e  c o n t r a c t i n g  share  

o f  d e p o s i ts  in bank l i a b i l i t i e s  meant t h a t  the  average c o s t  

o f  funds d id  not  f a l l  much. However, t h e  in c r e a s e  in  c r e d i t  

s u b s id ie s  d u r in g  th e  70s im p l ie d  h ig h e r  f r e e  market  i n t e r e s t  

r a t e s .  Thus in  1978,  th e  c a p i t a l  market  s t r u c t u r e  showed 

i n t e r e s t  r a t e  d i f f e r e n t i a l s  o f  60% or more and t h i s  widened  

c o n s id e r a b ly  w i th  th e  r i s e  in  i n f l a t i o n  over  1979.  Th is  in  

tu r n  induced f o r e i g n  borrow ing ,  an in c r e a s e  in  re s e rv e  

re q u ire m en ts  and f u r t h e r  monetary expans ion .  Because o f  th e  

segm entat ion  in  the  B r a z i l i a n  c a p i t a l  m arke ts ,  c a p i t a l  in f lo w s  

r e i n f o r c e d  s u b s id iz e d  c r e d i t  c r e a t i o n  as i t  was a l l  routed  

through th e  government in s te a d  o f  o f f s e t t i n g  c r e d i t  s u b s id ie s  

as i t  m ight  have done in a more u n i f i e d  m arke t .

E a r ly  in  th e  80s,  the  d e c l i n e  in  i n t e r n a t i o n a l  le n d in g
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to  B r a z i l  s e v e r e ly  depressed i t s  in ve s tm en t  p lans  and 

in c re a s ed  p u b l i c  borrowing and i n t e r e s t  r a t e s .  In  I n d i a  to o ,  

the  government c o n t r o l s  most o f  th e  i n t e r m e d i a t i o n  and has 

encouraged a system o f  segm entat ion  through p r i o r i t y  le n d in g  

in  the  o f f i c i a l  banking s e c t o r .  In  th e  u n o f f i c i a l  s e c to r  such 

as v i l l a g e  moneylending or  the  b a z a a r ,  le n d in g  r a te s  a re  much 

h i g h e r .  I t  a ls o  appears l i k e l y  t h a t  e x t e r n a l  c a p i t a l  in f lo w s  

augment th e  market  segm entat ion  by earm ark ing  an in c r e a s in g  

p r o p o r t i o n  o f  th e  funds t o  the  p u b l i c  s e c t o r  o r  th e  government  

s e c t o r  j u s t  as i t  d id  in B r a z i l .  The o n ly  d i f f e r e n c e  l i e s  in  

the  f a c t  t h a t  the  r a t e  o f  i n f l a t i o n  in  I n d i a  is  much more 

reason ab le  .and . th is  .has  .encouraged, t h e .  deve/lopment .of .a. 

p r i v a t e  e q u i t y  m arket .

I n t e r e s t  r a te s  in I n d i a  a re  a d m in is te r e d  and not  

determ ined  by market  f o r c e s .  Almost e v ery  s i n g l e  r a t e  is  

d i r e c t l y  f i x e d  by one a u t h o r i t y  or  a n o th er  and th e  b re a d th  and 

th e  depth o f  i n t e r v e n t i o n  by th e  a u t h o r i t i e s  has grown over  

t im e .  However, in  1988 th e  RBI l i b e r a l i s e d  c e r t a i n  s e c to r s  o f  

the  c a p i t a l  markets by l i f t i n g  c e i l i n g s  on i n t e r e s t  r a t e s .  

However, th e  RBI imposed a f l o o r  r a t e  o f  i n t e r e s t  and 

in t ro d u c e d  v a r io u s  in s t ru m e n ts  such as commercial paper (C P ) ,
09

which would p e rm i t  the  p r i v a t e  s e c t o r  to  ta p  p r i v a t e  s a v in g s .  

Moreover,  the  RBI encouraged th e  development o f  the  p r i v a t e  

e q u i t y  m arke t .  Thus th e  Bombay s to c k  exchange is  f a i r l y  w e l l

^ See Chapter  3.
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deve loped ,  though th e  government d i r e c t l y  o r  i n d i r e c t l y  taps  

about 50% o f  the  funds a v a i l a b l e  from t h i s  m arke t .

By c o n t r a s t ,  th e  B r a z i l i a n  e q u i t y  market  i s  r e l a t i v e l y  

undeveloped.  The B r a z i l i a n  m a n u fa c tu r in g  s e c t o r  is  

s u b s t a n t i a l l y  ' c l o s e d ’ in  th e  sense t h a t  i t s  e q u i t y  is  not  

f r e e l y  t r a d e d .  M a j o r i t y  s h a r e h o ld e rs  a re  t y p i c a l l y  dominant  

even in  'o p e n ’ B r a z i l i a n  companies. Shares o f  a few s t a t e -  

owned e n t e r p r i s e s  a re  r e s p o n s ib le  f o r  th e  bu lk  o f  t o t a l  market  

v a lu e  and th e  t r a d i n g  volume. The same cannot be s a id  about  

I n d i a ,  where p r i v a t e  t r a d i n g  is  as s u b s t a n t i a l  as p u b l i c  and 

government b i l l s  a re  no longer  regarded as good r i s k s  as they

. . w ©re. t i . l l  .very . r e c e n t ly . .  . I n d i v i d u a l  .m in o r i t y ,  shar.ebo.l d e r s .................

i n v e s t  l i t t l e  in  th e  e q u i t y  o f  p r i v a t e  f i r m s  and th e  f lo w  o f
i K  Br J / *

i n fo r m a t io n  is  not  v e ry  comprehensive^ By c o n t r a s t ,  the  In d ia n  

e q u i t y  market  i s  much more s o p h i s t i c a t e d .

In  B r a z i l ,  lo n g - te r m  i n d u s t r i a l  le n d in g  is  the  v i r t u a l  

monopoly o f  the  Bank f o r  N a t io n a l  Economic Development (BNDE),  

a system which in c lu d e s  commercial in ves tm en t  and development  

banks. Commercial and in ves tm en t  banks lend a t  s h o r t  and 

medium term f o r  work ing c a p i t a l  e x c e p t  when a c t in g  as BNDE 

agents .  C o n c u r r e n t ly  w i th  th e  c o n c e n t r a t io n  o f  f i n a n c i a l  

i n t e r m e d i a t i o n  in  the  hands o f  th e  s t a t e ,  cong lo m e ra t io n  and 

c o n c e n t r a t io n  o f  p r i v a t e  f i n a n c i a l  s e c t o r  has a ls o  been 

encouraged w i th  th e  o b j e c t i v e  o f  r e a l i s i n g  s c a le  economies.

Thus i n t e r m e d i a t i o n  c os ts  in  B r a z i l  a re  ve ry  high by 

i n t e r n a t i o n a l  s ta n d a rd s .  For in s ta n c e ,  they  were a lmost  5



t im es  as high as the  costs  in th e  US du r in g  th e  70s. In  t h i s  

c o n t e x t ,  i t  must be mentioned t h a t  i n t e r m e d i a t i o n  cos ts  a re  

very  high in  I n d i a  to o .  In  f a c t  the  loan r e t u r n  record  o f  the  

p u b l i c l y  owned S t a t e  Bank o f  I n d i a  has been e s t im a te d  a t  o n ly
Of)  . .

about 30%. Thus to  conclude i t  can be s a id  t h a t  both in  I n d i a  

as w e l l  as in  B r a z i l  most o f  th e  i n t e r m e d i a t i o n  is  c a r r i e d  ou t  

by the  s t a t e  and is  thus  a t te n d e d  by s e v e r a l  problems n o ta b ly  

t h a t  o f  market  segm entat ion  which has served to  h ik e  up th e  

f r e e  market  r a t e s .  However, w h i le  t h i s  segm entat ion  led to  

e x t e r n a l  borrowing in  B r a z i l ,  th e  e x is t e n c e  o f  a formal  e q u i t y  

m arket ,  as w e l l  as s e v e r a l  in fo rm a l  le n d in g  i n s t i t u t i o n s  in  

t.he pr.i v.ate. s e c to r .  h.as cont.ai.ned. e x t e r n a l  borrowing. i . n . I n d i a . .  

I t  is  l i k e l y  t h a t  when I n d i a  chooses t o  borrow e x t e r n a l l y  f o r  

reasons o t h e r  than the  f i n a n c i n g  o f  th e  f o r e i g n  exchange  

component o f  p r o j e c t s ,  such borrowing w i l l  l a r g e l y  be 

undertaken by th e  government f o r  meeting ba lance  o f  payments 

d e f i c i t s .  The n e x t  s e c t i o n  b r i e f l y  examines th e  l i n k  between  

e x t e r n a l  and i n t e r n a l  borrowing in th e  two c o u n t r i e s .

5 .7  : L ink  between e x t e r n a l  and i n t e r n a l  debts

As p a r t  o f  i t s  g row th-cum -debt  s t r a t e g y  the  f i s c a l  

d e f i c i t s  o f  the  B r a z i l i a n  government were q u i t e  high to  begin  

w i t h .  Moreover,  the  system o f  s u b s id ie s  and o t h e r  

developmenta l  e x p e n d i tu re s  s t r a i n e d  th e  f i s c a l  budget o f  th e

30 See The World Bank, 1989, o p . c i t .
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B r a z i l i a n  government. D e s p i te  t r e a s u r y  s u r p lu s e s ,  th e  t o t a l  

f e d e r a l  debt  in creased  from 7.7% in 1973 t o  10.2% in  1978.  

T h is  in c re a s e  in  i n t e r n a l  debt  was a ls o  accompanied by a 

s u b s t a n t i a l  in c r e a s e  in  the  e x t e r n a l  d e b t .  A f t e r  th e

government had n a t i o n a l i s e d  a s u b s t a n t i a l  p a r t  o f  th e  e x t e r n a l  

debt  th e  f i s c a l  d e f i c i t s  in cre a s ed  by even l a r g e r  amounts.  

Budget d e f i c i t s  in  the  1980s f a i l e d  to  decrease  because o f  th e
q h

h ig h e r  c r u z e i r o / a d o  c o s t  o f  th e  f o r e i g n  debt  f o l l o w i n g

subsequent d e v a lu a t io n s ,  lower ta x e s  because o f  r e c e s s io n ,  and 

th e  f r e e z i n g  o f  p u b l i c  s e c t o r  p r i c e s  in  an a t te m p t  to  c o n t r o l

i n f l a t i o n .  P r i v a t e  s e c t o r  employment went down and

consequentl.y . p.oli t i c a l  . p re s su re s ,  t o .  in c re a s e  .pub! ic  . s e c to r ,  

employment in c re a s e d .  T h is  f u r t h e r  burdened the  government

budget .  T h is  d e f i c i t  a f t e r  1982 could no t  be f in a n c e d  by

f o r e i g n  loans and thus th e  government had to  borrow

d o m e s t i c a l l y ,  which led  to  a f u r t h e r  in c re a s e  in  the  r a te s  o f  

i n t e r e s t .  The c r i t i c a l  n a tu r e  o f  th e  B r a z i l i a n  budget d e f i c i t  

is  shown by the  f a c t  t h a t  in  1985, the  government pa id  more 

than h a l f  o f  i t s  ta x  revenue as i n t e r e s t  on domestic  and 

e x t e r n a l  de b t .

To sum up th e  r o l e  o f  government f in a n c e  in  the  B r a z i l i a n  

case,  i t  appears t h a t  i n i t i a l l y  th e  government had recoursed  

to  th e  f o r e i g n  c a p i t a l  markets  in  o rd e r  t o  b r id g e  i t s

budgetary  d e f i c i t s .  These were in c u r r e d  in th e  f i r s t  in s ta n c e

21 The c r u z i e r o  became th e  cruzado a f t e r  the  monetary  
re form  o f  1986.
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as p a r t  o f  th e  government’ s grow th-cum -debt  s t r a t e g y .  

Subsequent ly  when e x t e r n a l  loans were d i f f i c u l t  to  o b t a i n ,  th e  

government was fo rc e d  to  borrow i n t e r n a l l y  in  o rd e r  t o  s e r v i c e  

i t s  e x t e r n a l  d e b t .

In  I n d i a  to o ,  i n t e r n a l  borrowing has in cre a s ed  d u r in g  the  

l a s t  decade. The in c re a s e  in  government d e f i c i t  spending has 

been d iscussed in  Chapter  IV .  So f a r  the  government’ s s t r a t e g y  

has been to  f in a n c e  the  f i s c a l  and ba lance  o f  payments 

d e f i c i t s  e i t h e r  through concess iona l  e x t e r n a l  loans o r  through  

domestic  borrow ing .  The most r a p i d l y  r i s i n g  component o f  

budgetary  d e f i c i t  has been i n t e r e s t  payments. I f  t h i s  t r e n d  

towards ,  h igh. budgetary ,  d e f i c i t s  .should . c o a t i n u a  th e n  i t  is. 

p o s s ib le  t h a t  I n d i a  may be fo rc e d  to  go th e  B r a z i l i a n  way.

5 . 8  Conclusions

T h is  c h a p te r  has shown t h a t  th e  two c o u n t r i e s  had 

d i f f e r e n t  id e o lo g ie s  and v a r y in g  degrees o f  openness which led  

to  a la r g e  d i f f e r e n c e  in  th e  s c a le  o f  p r i v a t e  c a p i t a l  

t r a n s f e r s  from abroad. However, the  reasons behind  

accu m u la t ing  e x t e r n a l  debt  were ve ry  much th e  same in  th e  two 

c o u n t r i e s ,  as was the  r o l e  o f  th e  government in  f i n a n c i a l  

i n t e r m e d i a t i o n .  Th is  r o le  served to  segment th e  c a p i t a l  

markets  in  both c o u n t r i e s .  However, whereas B r a z i l  is  

c h a r a c t e r i s e d  by th e  v i r t u a l  absence o f  a p r i v a t e  c a p i t a l  

m a rk e t ,  I n d i a  has a f a i r l y  w e l 1-de v e lo p e d  one. The s i m i l a r i t y  

between the  two c o u n t r i e s  l i e s  in  the  f a c t  t h a t  government
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s e c u r i t i e s  command a s u b s t a n t i a l  p o r t i o n  o f  th e  p r i v a t e  c r e d i t  

markets in both c o u n t r i e s .  L a s t l y ,  t h i s  c h a p te r  has shown 

t h a t  the  B r a z i l i a n  debt  c r i s i s  was both a ggra v a te d  and t o  a 

c e r t a i n  e x t e n t  i n i t i a t e d  by exogenous f a c t o r s .  Thus to  examine  

whether  the  same s i t u a t i o n  can a r i s e  in  I n d i a  to o ,  th e  ne x t  

c h a p te r  s e ts  ou t  to  examine and compare c e r t a i n  macroeconomic 

v a r i a b l e s ,  e s p e c i a l l y  those  r e l a t e d  to  t r a d e  w i t h  s i m i l a r  

B r a z i l i a n  v a r i a b l e s .
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CHAPTER 6 

Debt Trap Sc e n a r io s

6 .1  I n t r o d u c t i o n

I t  i s  accepted t h a t  a growing and p r o f i t a b l e  c o r p o r a t e  

borrower  who has ach ieved  an o p t im a l  c a p i t a l  s t r u c t u r e  w i l l  

never  repay bank d e b t .  In s t e a d ,  o ld  deb t  w i l l  be r o l l e d  ov e r  

or  funded ,  w h i le  growing w o r k i n g - c a p i t a l  needs a r e  met by 

f u r t h e r  lo an s .  One m ight  t h i n k  t h a t  th e  same p r i n c i p l e  should  

ap p ly  t o  s o v e re ig n  b o rrow ers .  However, t h e r e  i s  an e s s e n t i a l  

d i f f e r e n c e  between governments and - p r iv a t e  b u s i n e s s e s • in  the-  

sense t h a t  th e  f i r m s  have ba lance  she e ts  and th e  government  

does n o t .  T h is  has a t  l e a s t  two i m p l i c a t i o n s :  ( 1 )  le n d e r s  can 

no t  a t t a c h  p h y s ic a l  a s s e ts  as in  th e  case o f  f i r m s  as s e c u r i t y  

f o r  lo an s ,  ( 2 )  f i r m s  have e q u i t y  s h a r e h o ld e r s , so t h a t  th e  

d e b t / e q u i t y  r a t i o  a c t s  as a guide f o r  th e  l e v e l  o f  

indebtedness  o f  th e  f i r m .  By c o n t r a s t ,  ( 1 )  th e  s t a t e  has 

r e l a t i v e l y  few t a n g i b l e  a s s e ts ;  i t s  p r i n c i p a l  a s s e t  i s  th e  

power t o  t a x ;  as a r e s u l t  ( 2 )  th e  le n d e rs  have t o  r e l y  on 

c e r t a i n  macroeconomic ag g re g a te s  in  measuring th e  indebtedness  

o f  a s o v e re ig n  s t a t e .  The l a t t e r  i s  by no means as a c c u ra te  

an index o f  th e  p ro b ab le  repayment c a p a c i t y  as th e  d e b t / e q u i t y  

r a t i o  i s  in  th e  case o f  f i r m s .  F u r therm ore ,  th e  r e tu r n s  on 

government p r o j e c t s  a re  d i f f i c u l t  t o  measure and t h e r e f o r e ,  

a n t i c i p a t e ,  p a r t l y  because o f  th e  d i s t i n c t i o n  between p r i v a t e
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and s o c i a l  r e tu r n s .

However, when debt  cumulates  ov e r  a p e r io d  o f  t im e  banks 

suddenly  become aware o f  th e  f a c t  t h a t  th e  volume o f  cumulated  

c r e d i t  t o  any one c o u n t ry  i s  h igh  enough t o  j e o p a r d i s e  

repayment. Then th e  banks become le s s  w i l l i n g  t o  lend .  

I n h e r e n t  in  such an v iew o f  th e  d e b t  problem i s  th e  p o s t u l a t e  

t h a t  t h e r e  i s  an optimum le v e l  o f  in d e b te d n e s s ,  beyond which  

l i e s  th e  Debt T ra p ,  in  which indebtedness  c o n t in u e s  t o  r i s e ,  

not  because new c r e d i t  i s  un dertaken  bu t  because th e  d e b to r  

f a i l s  t o  meet i n t e r e s t  payments.

. . 6 . 2  - Debt, t r a p - - ,  a n - e x te n s io n  .of  M in s k y ’.s . fo rm u la t . ia n  . . . .

As was s t a t e d  e a r l i e r ,  in  terms o f  a t h e o r e t i c a l  

framework we w i l l  r e l y  on M in s k y ’ s1 a n a l y s i s  o f  f i n a n c i a l  

i n s t a b i l i t y  as a p p l ie d  t o  th e  domest ic  economy. The same 

a n a l y s i s  i s  going t o  be extended t o  t h e  c o n te x t  o f  

i n t e r n a t i o n a l  debt  and here  a b r i e f  a t t e m p t  a t  th e  f o r m u l a t i o n  

o f  th e  Minsky h y p o th e s is  has been a t te m p te d .  Minsky has 

d e v ised  a framework f o r  a n a ly s in g  th e  r e l a t i o n s  between cash 

payment commitments due t o  o u ts ta n d in g  l i a b i l i t i e s  and cash 

r e c e i p t s  o r  r e tu r n s  from d e b ts .  He i d e n t i f i e s  t h r e e  f i n a n c i a l  

p o s tu re s  o f  th e  u n i t s  in  th e  economy which a re  d i f f e r e n t i a t e d  

by th e  r e l a t i o n  between c o n t r a c t u a l  payment commitments due 

to  t h e i r  l i a b i l i t i e s  and t h e i r  p r im a ry  cash f lo w s .  These a re

See Minsky,  H . P . ,  1982, I n f l a t i o n .  Recession and
Economic P o l i c y . W heatsheaf ,  B r ig h t o n .
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hedge, s p e c u l a t i v e  and 'P o n z i *  f i n a n c i n g  u n i t s .  The f i n a n c i a l  

s t r u c t u r e  depends upon th e  mix o f  th e  f i n a n c i a l  p o s tu re s .  For  

any g iven  economy, th e  g r e a t e r  th e  w e ig h t  o f  hedge f i n a n c i n g ,  

th e  g r e a t e r  th e  s t a b i l i t y  and hence a smooth e n t r y  i n t o  phase 

I I I  o f  th e  development c y c l e ,  whereas an in c r e a s in g  w e ig h t  

o f  s p e c u l a t i v e  and Ponzi f i n a n c i n g  i n d i c a t e s  an in c r e a s in g  

s u s c e p t i b i l i t y  o f  th e  economy towards  a deb t  t r a p .

For hedge f i n a n c i n g  u n i t s ,  th e  cash f lo w s  from  

p a r t i c i p a t i o n  in  income p ro d u c t io n  in  income p ro d u c t io n  a re  

expected  t o  exceed th e  c o n t r a c t u a l  payments in  e v e ry  p e r io d .  

Thus i f  A j . . . . A n, a r e  th e  r e tu r n s  t o  a p r o j e c t  in  which

investments,  a re  made,,  and I j  I n-, . the. i n t e r e s t  payments and.

a 1B . . . . a r)B, th e  annual a m o r t i z a t i o n s  o f  th e  p r i n c i p a l  then ê(jge

financing units

n
I  Aj- I j  -  cijB > 0
i = 1

and Aj > I j  + cijB f o r  a l l  i .

Moreover i f  th e  r e tu r n s  and payments a r e  d is c o u n te d  a t

th e  c u r r e n t  r a t e  o f  i n t e r e s t  th e n ,

n n
d I  Aj I  I j  + dj.B
i = 1  r  > i = 1

( 1 + r ) '  ( 1 + r ) '

and Aj I j  -  QjB
  f o r  a l l  i .

( 1 + r ) '  ( 1 + r ) '

See C hapter  2.
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For s p e c u l a t i v e  f i n a n c i n g  u n i t s ,  th e  cash f lo w s  from  

p a r t i c i p a t i o n  in  income p r o d u c t io n  exceed th e  t o t a l  cash 

payments when aggregated  ov e r  th e  f o r e s e e a b l e  f u t u r e ,  even  

though th e  near  term  cash f lo w s  exceed t h e  cash payments.  

Thus ,

n
I  Aj- I j  -  cijB > 0
i = 1

but  f o r  some i < T, Aj -  I j  -  cijB < 0

In  terms o f  d iscounted  v a r i a b l e s

n
 f  ; Ar -• .....................

1 = 1-------------- :  > 0
( 1 + r ) '

and Aj -  I j  -  cijB
------------ 1-----------------  < o f o r  some i < T.

( 1 + r ) '

F u r t h e r  f o r  s p e c u l a t i v e  f i n a n c i n g  u n i t s ,  th e  cash f lo w s  

from p a r t i c i p a t i o n  in  income p ro d u c t io n  in  th e  near  te rm  a re  

by d e f i n i t i o n  s u f f i c i e n t  t o  cover  th e  i n t e r e s t  payments but  

no t  th e  a m o r t i z a t i o n  payments. Thus,

Aj -  I j  < cijB f o r  some i < T.

A Ponzi f i n a n c i e r  u n i t  i s  a s p e c u l a t i v e  f i n a n c e  u n i t  f o r  

which th e  income component o f  th e  near  te rm  cash f lo w  f a l l s  

s h o r t  o f  th e  near term  i n t e r e s t  payments on deb t  so t h a t  f o r
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some t im e  in  th e  f u t u r e  th e  o u ts t a n d in g  d e b t  w i l l  grow due t o  

i n t e r e s t  on e x i s t i n g  d e b t .  Both s p e c u l a t i v e  and Ponzi u n i t s  

can o n ly  f u l f i l  t h e i r  payment commitments on debts  by 

borrowing ( o r  d is p o s in g  o f  a s s e t s ) .  The amount t h a t  a 

s p e c u l a t i v e  u n i t  needs t o  borrow is  s m a l l e r  than  th e  m atu r ing  

de b t ,  whereas a Ponzi u n i t  must in c r e a s e  i t s  o u ts ta n d in g  

d e b ts .  As a Ponzi u n i t ’ s t o t a l  expected  cash r e c e i p t s  must 

exceed i t s  t o t a l  payment commitments f o r  f i n a n c i n g  t o  be 

a v a i l a b l e ,  th e  v i a b i l i t y  o f  a r e p r e s e n t a t i v e  Ponzi u n i t  o f t e n  

depends upon th e  e x p e c t a t i o n  t h a t  r e tu r n s  from p r o j e c t s  w i l l  

be h igh  enough in  th e  f u t u r e  t o  cover  payments. In  terms o f  

e x t e r n a l  d e b t , ,  th e  . v. iabi l . i t y . o f .  a /P o n z i * .  . f i n a n c in g  .u n i . t  

depends on e x p e c t a t io n s  o f  h ig h e r  and in c r e a s in g  l e v e l s  o f  

e x p o r ts  in  th e  f u t u r e .  Thus in  terms o f  our  f o r m u l a t i o n  f o r  

a Ponzi f i n a n c i n g  u n i t ,  

n
I Aj-Ij-OjB > 0

i = 1

but  f o r  some i < T ,  Aj < I j  + aj

o r  in  d is c o u n te d  terms  

n
I Aj - Ij - ajB 

i = 1 ---------------- :------------------ > 0 .
( 1 + r )

But f o r  some i < T

n n
I Aj I Ij + aj.B

i = 1 ----------  < i = 1
( 1 + r ) ’ ( 1 + r ) 1
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In  terms o f  M in s k y ’ s c a t e g o r i e s ,  th e  f i r s t  s c e n a r i o  f o r  

a deb t  t r a p ,  which we w i l l  c a l l  case I  (Cases I - I I I  have been 

f u r t h e r  r e f i n e d  below) c o n s is t s  o f  u n v ia b le  Ponzi f i n a n c i n g  

u n i t s ,  case I I  comprises v i a b l e  Ponzi f i n a n c i n g  u n i t s  and 

s p e c u l a t i v e  u n i t s  w i t h  a g r e a t e r  w e ig h t  o f  th e  fo r m e r ,  and 

case I I I  comprises Ponzi and s p e c u l a t i v e  f in a n c e  u n i t s  bu t  th e  

w e ig h t  o f  th e  l a t t e r  i s  g r e a t e r .  Hedge f i n a n c i n g  u n i t s  do no t  

form a s i g n i f i c a n t  p a r t  o f  d e v e lo p in g  economies and c e r t a i n l y  

a h ig h e r  w e ig h t  o f  hedge f i n a n c i n g  u n i t s  would reduce th e  

chances o f  an economy f a l l i n g  i n t o  a deb t  t r a p .

M in s k y ’ s th e o r y  e x p l a i n s  th e  dynamics by which a d e b t o r ’ s 

s ta tu s .  can change f ro m  hedge t a  s p e c u la t i v e .  Ponzi s t a t u s .. T h is  

can be extended t o  cover  e x t e r n a l  d e b t .  U n i t s  which a re  

i n i t i a l l y  hedge f i n a n c i n g  can become s p e c u l a t i v e  and even  

Ponzi as th e  r e tu r n s  d e t e r i o r a t e  and i n i t i a l  d i s tu r b a n c e s  a re  

thus  a m p l i f i e d .  On th e  Minsky h y p o th e s is  a change in  t h e  r a t e s  

o f  i n t e r e s t  w i l l  no t  d i s t u r b  th e  i n e q u a l i t y  f o r  hedge 

f i n a n c i n g  u n i t s ,  though a change in  r e t u r n s  w i l l  do so. Thus 

in  th e  c o n t e x t  o f  e x t e r n a l  d e b t ,  a f a l l  in  e x p o r t  e a r n in g s ,  

e i t h e r  because o f  w o r ld  re c e s s io n  o r  a f a l l  in  th e  p r i c e  o f  

e x p o r t s ,  can t u r n  hedge f i n a n c i n g  u n i t s  i n t o  s p e c u l a t i v e  and 

even Ponzi f i n a n c i n g  u n i t s ,  though an in c r e a s e  in  th e  r a t e  o f  

i n t e r e s t  on e x t e r n a l  debts  would not  do so.

S p e c u l a t i v e  f i n a n c i n g  u n i t s  can f u l f i l  t h e i r  commitments  

as long as t h e i r  lo nge r  term  income p ro s p e c ts  a re  f a v o u r a b le  

and as long as funds a re  fo r th c o m in g  a t  n o n - p u n i t i v e  terms
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from th e  markets  in  which they  f i n a n c e  and r e f i n a n c e  t h e i r  

p o s i t i o n s .  In  terms o f  e x t e r n a l  d e b t ,  as long as p r o j e c t s  w i t h  

l a r g e  g e s t a t i o n  lags  a re  completed and r e t u r n s  a r e  f a v o u r a b l e  

and as long as spreads or  fe e s  o r  both do no t  in c r e a s e  th e s e  

u n i t s  w i l l  be v i a b l e .  However th e y  a re  v u l n e r a b l e  t o  both  

income and f i n a n c i a l  market  d i s t u r b a n c e s .  Thus t h e  w o r ld  

r e c e s s io n  and r i s e s  in  i n t e r n a t i o n a l  i n t e r e s t  r a t e  r i s e s  cou ld  

be s a id  t o  have c o n t r ib u t e d  t o  t u r n i n g  B r a z i l i a n  s p e c u l a t i v e  

u n i t s  i n t o  ' P o n z i ’ u n i t s .  Thus e x p o r t  e a rn in g s  d i d  n o t  grow 

a t  th e  expected  r a t e s  and th e  r a t e s  o f  i n t e r e s t  in c re a s e d  

a lmost  t w o f o ld ,  th row ing  th e  B r a z i l i a n  economy i n t o  Case I  o f

th e  dedt  t r a p ................................................................................................................

The v i a b i l i t y  o f  th e  u n i t s  which engage in  Ponzi f in a n c e  

depends upon th e  c u r r e n t  e x p e c t a t io n s  o f  f u t u r e  p r i c e s  o f  

e x p o r ts  in  th e  c o n te x t  o f  i n t e r n a t i o n a l  d e b t .  These f u t u r e  

p r ic e s  depend upon p r o f i t  e x p e c t a t io n s  in  th e  more d i s t a n t  

f u t u r e .  Moreover th e  d is c o u n t  r a t e s  o r  f u t u r e  cash f lo w s  and 

e x p e c t a t io n s  o f  f u t u r e  p r o f i t a b i l i t y  and p r i c e s  w i l l  t o g e t h e r  

d e te rm in e  t h e i r  v i a b i l i t y .  In  o t h e r  words th e  macroeconomic 

c o n d i t io n s  in  th e  r e s t  o f  th e  w o r ld  as w e l l  as th e  f i n a n c i a l  

market  c o n d i t io n s  both o f  which a r e  e x t re m e ly  nebulous w i l l  

d e te rm in e  th e  v i a b i l i t y  o f  th e  ' P o n z i ’ f i n a n c i n g  u n i t s .  Too 

many Ponzi and n e a r -P o n z i  u n i t s  w i l l  lead  t o  Cases I I  t o  I I I  

o f  th e  deb t  t r a p .



238

6 . 3 . 1  A n a ly s is  o f  th e  deb t  t r a p  in  t h e  e x i s t i n g  l i t e r a t u r e  

The e x i s t i n g  l i t e r a t u r e  on t h e  deb t  t r a p  a n a ly s e s  i t  

in  th e  c o n t e x t  o f  an optimum l e v e l  o f  b o rrow ing .  Thus th e  debt  

t r a p  in  th e  l i t e r a t u r e  has been e n u n c ia te d  in  terms o f  

s u s t a i n a b l e  and u n s u s ta in a b le  l e v e l s  o f  d e b t .  Models which  

have a na lysed  optimum l e v e l s  o f  borrowing range from s im p le

t h e o r e t i c a l  e x e r c is e s  w i t h  a few v a r i a b l e s  t o  c o m p l ic a te d
0

e m p i r ic a l  ones. One o f  th e  s im p le  t h e o r e t i c a l  models  

p o s t u la t e s  t h a t  th e  n e t  d e b t - s e r v i c e  r a t i o  must no t  exceed th e  

r a t e  o f  growth o f  e x p o r t s  f o r  debt  t o  be s u s t a i n a b l e .

The s t a r t i n g  p o i n t  in  t h i s  a n a l y s i s  i s  th e  ba lance  o f  

payments i d e n t i t y , ,  in .  which t h e  . p r o p o r t io n a t e ,  growth, in .  d eb t  

equa ls  th e  r a t e  o f  i n t e r e s t  minus th e  t r a d e  s u r p lu s  as a 

f r a c t i o n  o f  d e b t .  Thus

d/D = r -  ( X -M ) /D  

and Dx = ( 1 + d / 1 + x ) ,

where

D = T o ta l  d e b t ,

d = annual r a t e  o f  in c r e a s e  in  d e b t ,  

r  = r a t e  o f  i n t e r e s t ,

X = e x p o r ts  o f  goods and s e r v i c e s ,  

x = annual r a t e  o f  in c r e a s e  in  e x p o r t s ,  and 

Dx = D e b t /E x p o r t s .

D e f i  n e :

F f r e n c h - D a v i s ,  R. and M o l in a ,  S . ,  1985, op. c i t .
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n f  = th e  n o n - f i n a n c i a l  ba lance  as a share  o f  t o t a l  d e b t ,  or  

annual n e t  o u t f l o w  o f  reso urces  as a share  o f  t o t a l  d e b t .  Then 

d = r  -  n f .

The e v o l u t i o n  o f  Dx w i l l  depend on w hether  r  -  n f  is  

g r e a t e r  o r  le s s  than  x. I f  th e  n e t  d e b t  s e r v i c i n g  grows s low er  

than  th e  r a t e  o f  growth o f  e x p o r t s  then  th e  c o u n t ry  i s  below 

th e  p o i n t  o f  i t s  optimum borrow ing .  When t h e  d e b t  s e r v i c i n g  

exceeds x ,  th e  c o u n t ry  has crossed i t s  optimum borrowing  

t h r e s h o l d ,  and th e  deb t  can become u n s u s t a in a b le .  T h e

problem w i t h  t h i s  k ind  o f  a n a l y s i s  i s  t h a t  i t  i s  v e ry  

dependent on th e  v a lu e  o f  th e  v a r i a b l e s  a t  a p o i n t  o f  t im e  and

. . i t .  does .not. .al low, . fo r .  . the. endogenous, dynam ics ,  o f .  t h e .................

development from optimum t o  c r i s i s .  On th e  c r i t e r i o n  o f  t h i s  

framework a c o u n t ry  could  be c l a s s i f i e d  as a problem deb to r  

as a r e s u l t  o f  a o n e -p e r io d  n a t u r a l  d i s a s t e r  such as a drought  

or a f l o o d ,  even though th e  r a t e  o f  growth o f  i t s  e x p o r ts  and 

o u tp u t  may on an average  be h igh  enough t o  s u s t a i n  i t s  d e b t .

Another  m o d e l /  which i s  a v a r i a n t  o f  th e  two-gap models,  

l i n k s  d e b t  t o  th e  l e v e l  o f  n e t  domest ic  p ro d u c t .  I t  i s  assumed 

t h a t  an in co m e - in v es tm e n t  c o n f i g u r a t i o n  i s  chosen t o  a t t a i n  

th e  domest ic  p ro d u c t  e q u i l i b r i u m  s u b j e c t  t o  th e  ba lance  o f  

payments c o n s t r a i n t .  The im po rts  o f  th e  economy c o n s is t  o f  

i n t e r m e d i a t e  goods and in v e s tm e n t  goods and o n ly  d o m e s t ic a l l y  

produced goods a re  consumed. The r e l a t i o n s h i p  between t o t a l

4 Akyuz, Y. , 1985, A Model o f  Debt and Growth in  a
D eve lo p in g  Economy. UNCTAD, Geneva.
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im ports  (M ) ,  n e t  domestic  p ro d u c t  (Q) and in ves tm en t  ( I )  i s ,  

M ( t )  = a l ( t )  + b Q ( t ) ,  where 0 < a, b < 1.

The v a lu e  o f  a i s  le s s  than one because ( 1 - a )  i s  assumed 

t o  be produced d o m e s t i c a l l y .  S o lv in g  f o r  b,

b = [ M ( t ) -  a l ( t ) ] /  Q ( t )  = ( M / Q ) ( 1 - a I / M ) .

Since a l / M  and M/Q a r e  le s s  than one, b i s  a ls o  le s s  than one.  

T y p i c a l l y ,  a i s  g r e a t e r  than  b because th e  im port  re q u ire m e n t  

per u n i t  o f  o u tp u t  i s  le s s  than  im po rt  re q u i re m e n t  per  u n i t  

o f  in v e s tm e n t .

In  th e  s h o r t  te rm ,  both in ve s tm en t  and income a r e  

i n v e r s e l y  r e l a t e d  t o  debt  s e r v i c i n g ,  bu t  p o s i t i v e l y  r e l a t e d  

to  .exports  and c a p i t a l ,  in f low ..  I n i t i a l l y , . w . i t h  .reduced c a p i . ta l  

in f lo w  and in c re a s e d  payments, r e d u c t io n  in  income and 

in ves tm en t  depends on th e  s to c k  o f  d e b t  and th e  e x t e n t  to  

which e x p o r t  e a rn in g s  can be in c re a s e d  by us ing th e  e x i s t i n g  

c a p a c i t y .  The f a l l  in  th e s e  would be g r e a t e r  i f  t h e  scope f o r  

i n c r e a s in g  e x p o r ts  in  th e  s h o r t  term  i s  low. Besides t h i s  

t h e o r e t i c a l  e x p o s i t i o n ,  o t h e r  models have t r i e d  t o  s tudy th e  

debt  problem e m p i r i c a l l y .

6 . 3 . 2  E m p i r ic a l  models o f  d e b t  t r a p s

E m p i r ic a l  models o f  d e b t  problem can be d i v i d e d  i n t o  two 

main c a t e g o r i e s .  The f i r s t  s tudy  th e  p ro x im a te  f a c t o r s  t h a t  

cause th e  LDCs t o  re sc he du le  t h e i r  d e b t  and th e  second s tudy  

th e  p r o b a b i l i t y  o f  d e f a u l t .

In  th e  f i r s t  c a t e g o r y ,  two main m ethodo log ies  have been



241

adopted .  The f i r s t  i s  d i s c r i m i n a n t  a n a l y s i s . 5 T h is  approach  

i d e n t i f i e s  v a r i a b l e s  such as d e b t - s e r v i c e  r a t i o s  and 

r e s e r v e s / i m p o r t s  r a t i o s  which b es t  d i s c r i m i n a t e  between  

d e f a u l t e r s  and n o n - d e f a u l t e r s .  Each c o u n t ry  i s  then  g iv e n  a 

z - s c o r e  on th e  b a s is  o f  th e  d i s c r i m i n a t o r y  v a r i a b l e s .  A

weakness o f  t h i s  approach is  t h a t  th e  z - s c o r e  i s  o r d i n a l  

r a t h e r  than  c a r d i n a l .

The second methodology i s  based on l o g i t  a n a l y s i s .  I f

th e  l o g i t  score  o f  one c o u n t ry  i s  t w ic e  t h a t  o f  a n o th e r ,  we

may i n f e r  t h a t  p r o b a b i l i t y  o f  re s c h e d u l in g  in  th e  f i r s t
e

c o u n t ry  is  t w i c e  t h a t  o f  a n o th e r .

. . . The p r o b a b i l i t y  of. d e f a u l t ...................................................................

ez+0 .9
n = ----------------------

1 + ez+ 0 .9

where z = 0 .0 9  + r a t i o  o f  d isb u rse d  d e b t  o u ts ta n d in g  to  

e x p o r t s  -  r a t i o  o f  i n t e r n a t i o n a l  r e s e rv e s  to  im ports  -  r a t i o  

o f  im ports  t o  GDP -  r a t i o  o f  re s e r v e  p o s i t i o n  in  th e  IMF to  

im ports  -  r a t i o  o f  gross f i x e d  c a p i t a l  fo r m a t io n  t o  GDP + 

p e rc en tag e  change in  consumer p r i c e  in d e x .

Another  e m p i r i c a l  model7 s t a t e s  t h a t  as th e  p r o b a b i l i t y

5 The proponents  o f  t h i s  approach a r e  Frank ,  C. R. and 
C l i n e ,  W. R . ,  1971, and A b a s s i , B. and T a f f l e r ,  R. J . ,  
in  M. B e e n s t a lk ,  op. c i t .

6 Feder ,  G. and J u s t ,  R . E . ,  1977, and Mayo, A .L .  and
B a r r e t ,  A. G . , 1983.

7 H e f f e r n a n ,  S . ,  1983.



o f  d e f a u l t  i n c r e a s e s ,  th e  p r o b a b i l i t y  o f  o b t a i n i n g  new 

s o v e re ig n  loans in  t o t a l  i s  reduced,  w h i le  as th e  

p r o p o r t i o n a t e  losses  in c u r r e d  by r e s c h e d u l in g  f a l l ,  the  share  

o f  s o v e re ig n  loans r i s e s .
Q

I n  a n o th e r  s tu d y ,  th e  f o l l o w i n g  v a r i a b l e s  were found t o  

a f f e c t  th e  p r o b a b i l i t y  o f  d e f a u l t :

1) The r a t i o  o f  d e b t  s e r v i c e  payments t o  e x p o r t s .

2 )  The r a t i o  o f  im ports  t o  GDP. The h ig h e r  t h i s  r a t i o  th e  

h ig h e r  th e  p r o b a b i l i t y  o f  d e f a u l t .

3 )  The l e v e l  o f  GNP per  c a p i t a ,  as a proxy f o r  th e  degree o f  

development and th e  a b i l i t y  t o  s e r v i c e  e x t e r n a l  d e b t .  H ig h er  

pjer c a p i t a  GNP. was n e g a t i v e l y ,  n e la te d  . to  .the. probab.i l i  ty .  o f .  

d e f a u l t .

4 )  Longer loan m a t u r i t i e s .

So f a r  we have o n ly  been t a l k i n g  o f  repayment  

c a p a b i l i t i e s .  In  i n t e r n a t i o n a l  loans th e  d i s t i n c t i o n  between  

c a p a b i l i t y  and w i l l i n g n e s s  i s  a ls o  im p o r ta n t  in  terms o f  th e  

form and amount o f  loss  t h a t  th e  le n d e r s  may in c u r  i f  th e  

loans a re  no t  r e p a id  on s c h e d u le .  De lays  in  payment need no t  

imply f i n a n c i a l  lo s s ,  f o r  t h e r e  may be more than  compensatory  

in c re a s e s  in  i n t e r e s t  r a t e s .  I n  a d d i t i o n ,  p r i v a t e  le n d e rs  may 

u l t i m a t e l y  be b a i l e d  ou t  from l a r g e  loans by n a t i o n a l  o r  

i n t e r n a t i o n a l  l e n d e r s  or  a id  a g e n c ie s ;  th e  l a r g e  r i s k s  a re  o r

8 F eder ,  G. and J u s t ,  R. E . , 1980, Opt imal  I n t e r n a t i o n a l  
B orrow ing .  C a p i t a l  A l l o c a t i o n  and C r e d i t  W orth iness  
C o n t r o l . World Bank R e p r i n t  S e r i e s ,  Number 159.
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w i l l  be spread over  s o c i e t y  as a whole .  Thus th e  banks w i l l  

be i n t e r e s t e d  in  th e  w i l l i n g n e s s  o f  th e  s o v e re ig n  d e b to rs  t o  

r e p a y .

I t  has been contended t h a t  i t  pays t o  d e f a u l t 9 once th e  

expected  in f lo w s  o f  new loans i s  l e s s  th a n  th e  payment on t h e  

p a s t  loans w i th  th e  c o s t  o f  s a n c t io n s  ta k en  i n t o  a c c o u n t .  

Counterarguments t o  th e s e  could range from th e  f a c t  t h a t  

adequate  debt  s e r v i c i n g  may encourage DFI le a d in g  t o  

improvements in  th e  c u r r e n t  ac co unt ,  o r  adequate  d e b t -  

s e r v i c i n g  may be th e  b e s t  way t o  o b t a i n  e x p o r t  c r e d i t s .

. . 6 . .4  So.lvency .versus . 1 i q u i d i t v ........................................................................

I t  has r e c e n t l y  been contended t h a t  th e  d e b t  c r i s i s  i s  

one o f  temporary  i l l i q u i d i t y  r a t h e r  than  t h a t  o f  lo n g - t e r m  

in s o lv e n c y .  An a n a l y t i c a l  approach t o  d i s t i n g u i s h  between  

i l l i q u i d i t y  and in s o lv e n c y  i s  based on p r o j e c t i o n s  o f  th e  

ba lance  o f  payments and debt  f o r  f u t u r e  y e a r s .  I f  such 

p r o j e c t i o n s  i n d i c a t e  a s tead y  and s u b s t a n t i a l  improvement in  

th e  d e b t  s i t u a t i o n ,  then  th e  premise o f  i l l i q u i d i t y  i s  

s upp or ted .  In s o lv e n c y  w i l l  emerge i f  th e  e x p o r t / d e b t - s e r v i c e  

r a t i o  does not  improve. F u r t h e r ,  th e  d i s t i n c t i o n  between  

so lvency  and l i q u i d i t y  used in  th e  a n a l y s i s  o f  dom est ic  

f i n a n c i a l  f i r m s  can be u s e f u l l y  a p p l i e d  to  th e  a n a l y s i s  o f  

e x t e r n a l  deb t  o f  i n d i v i d u a l  o r  group borrowing from d e v e lo p in g

Q
Hojman, D . E . ,  1987, 'Why th e  L a t i n  American c o u n t r i e s  

w i l l  never  form a d e b t o r ’ s c a r t e l , ’ K v k lo s . Volume 40 .
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c o u n t r i e s .

6 . 4 . 1  Solvency and l i q u i d i t y  in  th e  c o n t e x t  o f  a f i r m

W i t h in  th e  domestic  economy, some f i r m s  go ban k ru p t  

because th e y  a re  i n s o l v e n t ,  whereas o t h e r  f i r m s  go ban k ru p t  

because the y  a re  i l l i q u i d .  In s o lv e n c y  in v o lv e s  th e  r e l a t i o n  

between th e  f i r m ’ s a s s e ts  and th e  v a lu e  o f  i t s  l i a b i l i t i e s .  

The i n t e r n a t i o n a l  c o u n t e r p a r t  t o  in s o lv e n c y  i s  no t  b a n k ru p tc y ,  

but r a t h e r  th e  r e l a t i o n s h i p  between th e  i n t e r e s t  r a t e  on a 

p a r t i c u l a r  loan and th e  p r o d u c t i v i t y  o f  th e  in ve s tm en t  

f in a n c e d  by o r  made p o s s ib le  by t h i s  lo a n .  The q u e s t io n  is  

whether  -the. l.oan. w.i 11. lead  . to  , a .h ig h e r ,  o r  .lower, l e y a l  .o f  J3NP 

in  th e  borrowing c o u n t ry .

For a domestic  f i r m ,  i l l i q u i d i t y  means t h a t  payment 

o b l i g a t i o n s  a re  not  made on s c h e d u le ,  even though th e  v a lu e  

o f  a f i r m ’ s a s s e ts  may w e l l  exceed th e  v a lu e  o f  i t s  

l i a b i l i t i e s .  Most f i r m s  can r e f i n a n c e  deb ts  as th e y  mature;  

in  f a c t  th e  f i r m s  repay m a tu r in g  deb t  by s e l l i n g  new d e b t  and 

r e f i n a n c i n g  i s  more o r  le s s  a u to m a t ic .  The key q u e s t io n  then  

becomes, why th e  debts  a re  no t  ’ r o l l e d  ov e r *  as a m a t t e r  o f  

course .  In  some cases,  a l i q u i d i t y  c r i s i s  occurs  because th e  

cash f lo w  o f  th e  borrower  i s  in ad eq ua te  t o  meet i t s  c u r r e n t  

scheduled payment o b l i g a t i o n s  o r  th e  le n d e r s  p r e d i c t  t h a t  th e  

borrower i s  l i k e l y  to  become bankrup t  because o f  th e  magnitude  

o f  c u r r e n t  lo ss e s .  The i n t e r n a t i o n a l  c o u n t e r p a r t  o f  th e  

l i q u i d i t y  problem is  an i n a b i l i t y  t o  make i n t e r e s t  and
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a m o r t i z a t i o n  payments on schedule  o r  t o  r e p a t r i a t e  d iv id e n d s  

( i n  t h e  case o f  d i r e c t  in v e s tm e n t )  on s c h e d u le .  W i th in  th e  

domest ic  economy th e  f i r m s  borrow as long as th e  r e tu r n s  on 

new p r o j e c t s  exceed th e  c o s t  o f  c a p i t a l .  A t  th e  same t im e  

f i r m s  a ls o  m a in ta in  l i q u i d  a s s e ts  and u n u t i l i z e d  c r e d i t  l i n e s  

even a t  th e  c o s t  o f  f o r g o i n g  immediate income because o f  th e  

advantage o f  having ready cash. Hence t h e r e  i s  a ’ t r a d e - o f f ’ : 

the  a l l o c a t i o n  o f  w e a l th  t o  enhance l i q u i d i t y  has a c o s t  in  

terms o f  fo rgon e  p r o d u c t iv e  a s s e ts  t h a t  m igh t  o th e r w is e  have  

been r e q u i r e d ,  but  a b e n e f i t  in  terms o f  h ig h e r  m arket  v a lu e s  

as such f i r m s  a re  c o n s id e re d  s o l v e n t .

6 . 4 . 2  Solvency and l i q u i d i t y  f o r  a s o v e re ig n  borrower

The whole q u e s t io n  o f  so lvency  i s  p r o b le m a t ic  in  th e  case  

o f  s o v e re ig n  loans -  f o r  in s o lv e n c y  is  d e f in e d  as o f  hav ing  

in ad eq uate  a s s e ts  t o  cover  debts  -  but  th e  S t a t e  has few 

t a n g i b l e  a s s e ts ;  i t s  p r i n c i p l e  a s s e t  i s  th e  power to  t a x .  In  

th e  case o f  d e v e lo p in g  c o u n t r i e s  th e  q u e s t io n  o f  s o lv e n c y  and 

l i q u i d i t y  w i t h  r e s p e c t  t o  e x t e r n a l  debt  must a ls o  be r e l a t e d  

to  th e  S t a t e ’ s c a p a c i t y  t o  g e n e ra te  s u f f i c i e n t  f o r e i g n  

exchange resources  through e x p o r ts  o r  o t h e r  means to  pay f o r  

th e  d e b t .

The i m p l i c a t i o n s  o f  so lvency  and l i q u i d i t y  in  

i n t e r n a t i o n a l  borrowing a r e  a l i t t l e  d i f f e r e n t  from domest ic  

bo rrow ing .  Le t  us f i r s t  c o n s id e r  th e  s o lvency  is s u e .  I f  th e  

c o u n try  i n i t i a l l y  begins  w i t h  no e x t e r n a l  d e b t ,  then  th e
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growth in  deb t  can be c o n c e p tu a l i z e d  in  t h r e e  s ta g e s :

( 1 )  Dur ing  th e  f i r s t  s ta g e ,  e x t e r n a l  debt  grows more 

r a p i d l y  than  th e  in c r e a s e  in  th e  b o r r o w e r ’ s n a t i o n a l  income, 

y e t  th e  in c r e a s e  in  i t s  n a t i o n a l  income is  g r e a t e r  than  th e  

i n t e r e s t  payments on the  e x t e r n a l  d e b t .

( 2 )  In  th e  second s t a g e ,  th e  i n t e r e s t  r a t e  on th e  

m arg ina l  e x t e r n a l  d e b t  i s  equal to  th e  m a rg in a l  p ro d u c t  o f  th e  

inves tm ent  made p o s s ib le  by th e  in c r e a s e  in  d e b t  i . e .  th e  

e x t e r n a l  debt  grows as r a p i d l y  as th e  c o u n t r y ’ s d e b t  s e r v i c i n g  

c a p a c i t y .  T h is  s ta g e  r e p r e s e n ts  a lo n g - te r m  e q u i l i b r i u m  

e x i s t i n g  debts  a re  r e p a id  on schedu le  and new deb ts  a re  s o ld ,  

s o .  t h a t .  in .  e f f e o t  .the. fo re . ig n .  exchange . r e a l i s e d ,  from .the 

l a t e s t  s a le s  o f  d e b t  is  used t o  f i n a n c e  th e  repayment o f  

m atu r ing  d e b t .  The c o u n try  g a in s  because th e  e x t e r n a l  debt  i s  

used t o  a c q u i r e  and ho ld  a l a r g e r  c a p i t a l  s to c k  and t h i s  leads  

to  a h ig h e r  domestic  income.

( 3 )  In  s ta g e  t h r e e ,  however,  e x t e r n a l  deb t  in c r e a s e s  more 

r a p i d l y  than debt  s e r v i c i n g  c a p a c i t y  and thus  th e  n a t i o n a l  

income o f  th e  c o u n try  i s  a d v e r s e ly  a f f e c t e d ,  because th e  

i n t e r e s t  c o s ts  on m arg ina l  deb t  a re  to o  h igh  in  r e l a t i o n  t o  

th e  p r o d u c t i v i t y  o f  th e  inve s tm en ts  made p o s s ib le  by th e  

e x t e r n a l  lo an .  In  f a c t  th e  c o u n t ry  m igh t  ga in  more by 

’ r a t i o n i n g ’ access t o  e x t e r n a l  d e b t ,  f o r  o th e r w is e  th e  

m arg ina l  borrower m ight  in c r e a s e  th e  i n t e r e s t  r a t e  pa id  by th e  

i n f r a - m a r g i n a l  borrow ers .

The t h r e e  conceptua l  s ta g e s  a r e  i l l u s t r a t e d  g r a p h i c a l l y
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in  F ig u r e  6 .1  on th e  f o l l o w i n g  page. The volume o f  o u ts ta n d in g  

loans i s  measured on th e  v e r t i c a l  a x i s ,  whereas t im e  i s  shown 

on th e  h o r i z o n t a l  a x i s .  The l i n e  SS r e p r e s e n t s  o p t im a l  

e x t e r n a l  d e b t  over  t im e .  The s lo p e  o f  t h i s  l i n e  i s  equal t o  

th e  c o u n t r y ’ s growth r a t e .  Two c o n d i t io n s  a r e  s a t i s f i e d :

( 1 ) t h a t  th e  r e a l  i n t e r e s t  r a t e  (nominal i n t e r e s t  r a t e s  

d e f l a t e d  by th e  u n i t  v a lu e  o f  e x p o r t s )  on t h e  m arg ina l  

e x t e r n a l  deb t  e q u a ls  th e  m arg ina l  p rod uct  o f  c a p i t a l  

d o m e s t ic a l l y  and

( 2 ) t h a t  th e  r a t e  o f  growth o f  e x t e r n a l  d e b t  in  r e a l  

terms (nominal deb t  d e f l a t e d  by th e  r a t e  o f  domest ic  

i n f l a t / i o n )  .is equal . to  . th e . r e a l  . i n t e r e s t .  r . a t e „ ..............................

I f  th e  c o u n t r y ’ s d e b t  i s  below t h i s  lo c u s ,  i t s  r e a l  

income would be enhanced by i s s u in g  more deb t  abroad and 

running a l a r g e r  c u r r e n t  account  d e f i c i t ,  p ro v id e d  t h a t  t h e  

a d d i t i o n a l  funds were a p p r o p r i a t e l y  in v e s t e d .  As t h e  i n t e r e s t  

r a t e  on e x t e r n a l  debt  d e c l i n e s ,  th e  SS locus s h i f t s  t o  th e  

l e f t ;  t h i s  s h i f t  i s  r e p re s e n te d  by a v e r t i c a l  d is p la c e m e n t  o f  

th e  so lv e nc y  boundary, as w i t h  th e  s h i f t  t o  S ’ S ’ .

L e t  us now c o n s id e r  th e  l i q u i d i t y  p o s i t i o n .  I n  th e  f i r s t  

s ta g e ,  th e  debt  grows more r a p i d l y  than i t s  d e b t  s e r v i c i n g  

c a p a c i t y .  In  e f f e c t ,  th e  c o u n t ry  ta k e s  advantage o f  i t s  

p r e v i o u s l y  u n d e r e x p lo i te d  deb t  s e r v i c i n g  c a p a b i l i t y .  In  th e
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second s ta g e ,  th e  c o u n t r y ’ s debt  and i t s  deb t  s e r v i c i n g  

c a p a c i t y  in c re a s e s  a t  th e  same r a t e  and th e  c o u n t ry  i s  in  

e q u i l i b r i u m  in  terms o f  l i q u i d i t y .  I n  th e  t h i r d  s ta g e ,  as in  

th e  f i r s t ,  th e  e x t e r n a l  deb t  grows more r a p i d l y  than  t h e  debt  

s e r v i c i n g  c a p a c i t y ,  and any d is tu r b a n c e  may t r i g g e r  a c r i s i s .

6 . 4 . 3  Opt im al  l e v e l  o f  borrowing

D e te rm in in g  th e  o p t im a l  l e v e l  o f  borrowing i s  e a s i e r  in  

terms o f  l i q u i d i t y  r a t h e r  than in  terms o f  s o lv e n c y .  The 

c o u n t ry  must o p t i m iz e  between hav ing  too  l i t t l e  d e b t  and 

having to o  much d e b t ;  i f  th e  debt  is  to o  l a r g e ,  any 

d is tu rb a n c e .  may. r e s u l t  .in .a. h igher, . i n t e r e s t ,  r a te .  on. .the 

r e f in a n c e d  d e b t .  I f  t h e r e  i s  no u n c e r t a i n t y  about  th e  number,  

n a tu r e  and s e v e r i t y  o f  f u t u r e  d i s t u r b a n c e s ,  t h e r e  would be no 

need t o  be concerned w i t h  l i q u i d i t y  and i f  t h e r e  were no c o s ts  

t o  a d e b t  c r i s i s ,  even though th e  l i k e l i h o o d  o f  such c r i s i s  

were u n c e r t a i n  t h e r e  would be no need t o  be concerned.

In  F i g u r e ,  6 .1  th e  band l a b e l l e d  LL r e p r e s e n ts  th e  locus  

o f  p o in t s  a t  which th e  c o u n t r y ’ s e x t e r n a l  l i q u i d i t y  p o s i t i o n  

i s  o p t im a l  a t  d i f f e r e n t  p o in t s  in  t im e .  The o p t im a l  p o s i t i o n  

i s  r e f l e c t e d  by a band r a t h e r  than  by a l i n e  t o  show t h a t  

th e r e  i s  no s i n g l e  op t im a l  l e v e l  o f  d e b t  in  terms o f

l i q u i d i t y .  The lower bound o f  t h i s  band is  drawn t o  show a

50% chance o f  a l i q u i d i t y  c r i s i s  in  th e  n e x t  X y e a r s ,  w h i l e

th e  upper bound is  drawn to  r e p r e s e n t  a 75% chance o f  a

c r i s i s .  The more r a p id  th e  growth o f  th e  c o u n t r y ’ s e x p o r t s ,
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th e  c l o s e r  th e  band w i l l  be t o  th e  s o lv e n c y  boundary f o r  any 

given  s e t  o f  e s t im a te s  o f  a l i q u i d i t y  c r i s i s .  S i m i l a r l y ,  th e  

lo nger  th e  average  m a t u r i t y  o f  th e  e x t e r n a l  d e b t ,  th e  c l o s e r  

the  band w i l l  be t o  th e  so lvency  boundary f o r  any g ive n  s e t  

o f  e s t im a te s  o f  a debt  c r i s i s .

6 . 4 . 4  Dynamics o f  so lvency  and l i q u i d i t y

A c o u n t r y ’ s p o s i t i o n  w i t h  r e s p e c t  to  t h e  s o lvency  bound 

does not  change much over  t im e ,  s in c e  change occurs  o n ly  i f  

th e  r e a l  i n t e r e s t  r a t e  on e x t e r n a l  deb t  and th e  c o u n t r y ’ s 

t r e n d  r a t e  o f  growth changes. In  c o n t r a s t ,  a c o u n t r y ’ s 

p o s i t i o n  w i t h  re s p e c t  . to  th e  . 1 i q u i d i t y  band is. more, v o l . a t i . l e ,  

w i th  th e  changes dependent on such f a c t o r s  as changes in  th e  

terms o f  t r a d e ,  th e  r e a l  exchange r a t e  and th e  volume o f  

e x t e r n a l  r e s e r v e s .  Besides th e  deb t  management p o l i c y  in v o lv e s  

the  m a n ip u la t io n  o f  s e v e r a l  v a r i a b l e s ,  so t h a t  a c o u n t ry  may 

approach th e  so lvency  bound w i t h o u t  coming c lo s e  t o  th e  

l i q u i d i t y  band. These v a r i a b l e s  in c lu d e  th e  r e a l  exchange  

r a t e ,  th e  l e v e l  o f  f o r e i g n  exchange h o ld in g s ,  and t o  a l e s s e r  

e x t e n t ,  th e  m a t u r i t y  o f  e x t e r n a l  d e b t .

The band o n ly  shows th e  p r o b a b i l i t y  o f  a d e b t  c r i s i s  and 

th e  c o u n t r y ’ s p r e f e r r e d  p o s i t i o n  depends on i t s  e s t im a t e s  o f  

th e  t r a d e - o f f  between th e  c o s ts  o f  a c r i s i s  and th e  c o s ts  o f  

m a in t a in in g  e x c e s s iv e  l i q u i d i t y .  I f  th e  c o u n t r y ’ s debt  i s  le s s  

than o p t im a l  i t  can enhance i t s  n a t i o n a l  income by s e l l i n g  

more debts  abroad and moving towards  th e  so lv e n c y  bound. I f
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n o t ,  t h e  l i k e l i h o o d  o f  a d e b t  c r i s i s  in c r e a s e s .  The m ajor  c o s t  

o f  a d e b t  c r i s i s  i s  th e  change in  th e  n e t  i n t e r e s t  r a t e  on 

e x t e r n a l  loans:  a d e b t  c r i s i s  causes t h e  so lv e nc y  bound t o  

p i v o t  in  a c lo c k w is e  d i r e c t i o n .  The process  i s  

s t r a i g h t f o r w a r d : re s c h e d u l in g  r a i s e s  th e  i n t e r e s t  r a t e  on a l l  

new loans o r  th e  i n t e r e s t  r a t e  speed or  markup ov e r  th e  LIBOR. 

Thus th e  i n t e r e s t  r a t e  pa id  in  th e  rem ain ing  y e a rs  on e x i s t i n g  

loans i s  in c r e a s e d .  Moreover management fe e s  a r e  a m o r t i z e d  

over  a s h o r t e r  p e r io d ,  so t h a t  th e  i n t e r e s t  r a t e  e q u i v a l e n t  

o f  these  fe e s  i s  in c re a s e d  ex p o s t .

Changes in  th e  exchange r a t e  o r  t h e  domest ic  p r i c e  o f  

loans a f f e c t  .the. p o s i t i o n  o f .  both , th e  so.lv.ency .bound, and t h e  

l i q u i d i t y  band. I f  th e  LDC’ s c u r re n c y  d e p r e c i a t e s ,  borrow ers  

may be a b le  t o  repay on schedule  in  domestic  c u r ren cy  b u t  no t  

in  the  c u r re n c y  in  which th e  d e b t  i s  denominated. Thus as th e  

domestic  c u r re n c y  becomes o v e r v a lu e d  both th e  so lv e n c y  bound 

and th e  l i q u i d i t y  band s h i f t  t o  th e  r i g h t .  The s h i f t  in  th e  

so lvency  bound r e f l e c t s  t h a t  th e  in c r e a s e  in  o v e r v a l u a t i o n  

reduces th e  m arg ina l  p rod uct  o f  c a p i t a l  d o m e s t i c a l l y ,  w h i le  

th e  i n t e r e s t  r a t e  on e x t e r n a l  loans remains unchanged. The 

s h i f t  in  th e  l i q u i d i t y  band r e f l e c t s  t h a t  f o r e i g n  exchange may 

not  be a v a i l a b l e  t o  f i n a n c e  repayment because e x p o r t  e a r n in g s  

d e c l i n e  w i t h  o v e r v a l u a t i o n .  As th e  r e a l  exchange r a t e  changes  

over  t im e  th e  l i q u i d i t y  band i s  l i k e l y  t o  s h i f t  r e l a t i v e  t o  

th e  s o lvency  bound, in  p a r t  because th e  l i q u i d i t y  problem  

u s u a l l y  occurs  b e fo r e  in s o lv e n c y  becomes an is s u e .
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6 . 4 . 5  D e f i n in g  an i n t e r n a t i o n a l  debt  c r i s i s

An i n t e r n a t i o n a l  d e b t  c r i s i s  can ta k e  two form s.  In  one,  

th e  deb t  p la c e s  th e  c o u n t ry  above th e  s o lvency  boundary i . e .  

th e  c o u n t ry  has borrowed so much abroad t h a t  i t s  domestic  

income i s  a d v e r s e ly  a f f e c t e d .  In  such a case th e  p r e s e n t  v a lu e  

o f  e x t e r n a l  deb t  needs t o  be reduced e i t h e r  by th e  c r e d i t o r s  

d is c o u n t in g  th e  v a lu e  o f  th e  d e b t  o r  by re duc ing  th e  i n t e r e s t  

r a t e  on th e  d e b t .  P u b l ic  loans on c o n cess iona l  terms may then  

be used t o  f in a n c e  p r i v a t e  loans on n o n-c onc e ss iona l  te rm s .  

The second ty p e  is  when th e  scheduled repayments o f  p r i n c i p a l  

a re  too  - l a r g e - r e l a t i v e  to-new lo an s -w h ic h  can be sold, abroad.  

Th is  is  th e  l i q u i d i t y  c r i s i s  and most d e b t  c r i s e s  in v o lv e  

l i q u i d i t y  r a t h e r  than s o lv e n c y .

However, a n o th e r  p o i n t  o f  v ie w 10 suggests  t h a t  th e  

d i s t i n c t i o n  between l i q u i d i t y  and s o lvency  i s  dubious a t  b e s t .  

The d i s t i n c t i o n  between th e  two r e s t s  on th e  premise t h a t  i f  

new le n d in g  i s  a v a i l a b l e  t o  cover  d e b t  s e r v i c e  then  l i q u i d i t y  

problems a re  taken  c a re  o f  though n o t  so lvency  problems. But  

even i f  a c o u n t ry  i s  s o l v e n t  -  t h a t  i s  i t  cou ld  repay the  

f u l l  p r e s e n t  v a lu e  o f  i t s  d e b t  -  th e  c o u n t ry  cou ld  o n ly  

a t t r a c t  v o l u n t a r y  new le n d in g  by o f f e r i n g  a h ig h e r  i n t e r e s t  

r a t e .  T h is  im p l ie s  t h a t  th e  l e n d e r ’ s p e r c e p t io n  o f  th e

10 See Krugman, P . ,  1988, ’ F in a n c in g  vs f o r g i v i n g  a debt  
o v e rh a n g ’ , in  th e  J ourna l  o f  Development Economics.  
N o .29.
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c o u n t r y ’ s a b i l i t y  to  pay i s  low and th e  l i q u i d i t y  c r i s i s  has 

thus a r i s e n  because o f  doubts o f  s o lv e n c y .  However banks which  

a re  a l r e a d y  exposed t o  th e s e  in d e b te d  c o u n t r i e s  w i l l  c o n t in u e  

t o  lend in  t h e  hope o f  r e c o v e r in g  t h e i r  money e v e n t u a l l y .  T h is  

i s  however o n ly  in  t h e i r  c o l l e c t i v e  i n t e r e s t :  any i n d i v i d u a l  

c r e d i t o r  would be b e t t e r  o f f  i f  i t  cou ld  op t  ou t  o f  t h e  new 

le n d in g  and l e t  o t h e r  c r e d i t o r s  c a r r y  th e  burden. T h is  ’ f r e e  

r i d e r ’ 11 problem could  lead  t o  a l i q u i d i t y  c r i s i s  which may no t  

be in  anyone ’ s i n t e r e s t .

In  a s i t u a t i o n  o f  d e f e n s iv e  le n d in g  by th e  e x i s t i n g  

c r e d i t o r s ,  th e  c r e d i t o r s  do no t  e x p e c t  t o  be f u l l y  r e p a id ;  nor  

do - d e b to rs  .e x p e c t ,  t o -  r-epay - f u l - l y .  - T-hus. a l l  .new. le n d in g ,  in  

th e s e  c irc um sta nc e s  c o n ta in s  a c o n cess iona l  e lem en t  even  

though i t  does not  say so on pa p e r .  The ch o ice  between  

f i n a n c i n g  and f o r g iv e n e s s  o f  th e  e x i s t i n g  d e b t  does no t  r e s t  

upon th e  d i s t i n c t i o n  between so lv e n c y  and l i q u i d i t y ,  but  in  

th e  t r a d e - o f f  between th e  o p t io n  v a lu e  a t ta c h e d  t o  a l a r g e  

nominal debt  and th e  i n c e n t i v e  e f f e c t s  o f  a debt  which is  

u n l i k e l y  t o  be r e p a id .  Thus c r e d i t o r s  may wish to  f o r g i v e  p a r t  

o f  a c o u n t r y ’ s deb t  t o  in c r e a s e  th e  l i k e l i h o o d  t h a t  i t  w i l l  

repay what remains.

The p re c e d in g  d is c u s s io n  on s o lv e n c y  and l i q u i d i t y  has 

a l r e a d y  ta k e n  t h i s  a n a l y s i s  i n t o  t h e  realms o f  th e  dynamic

11 See C l i n e ,  W . , 1983, I n t e r n a t i o n a l  Debt and S t a b i l i t y  
o f  t h e  World Economy. I n s t i t u t e  f o r  I n t e r n a t i o n a l  
Economics, Washington,  D.C.
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e v o l u t i o n  o f  th e  deb t  problem. The n e x t  s e c t i o n  de v e lop s  th e  

th r e e  s c e n a r io s  r e l e v a n t  t o  d e v e lo p in g  c o u n t r i e s ,  based on 

M in s k y ’ s a n a l y s i s .

6 .5  The dynamics o f  th e  debt  t r a p

The dynamics o f  th e  debt  t r a p  would depend on th e  

macroeconomic v a r i a b l e s  t h a t  d e te rm in e  repayment: in v e s tm e n t ,  

income and e x p o r t  e a r n in g s .  The dynamics o f  in ve s tm en t  and 

income would depend on whether o r  not  th e  l e v e l  o f  in v e s tm e n t  

i s  h igh  enough t o  g e n e ra te  s u f f i c i e n t  e x p o r t  expans ion  t o  

o f f s e t  th e  growing f i n a n c i a l  o u t f l o w .  O th e r w is e ,  im po rts  would  

have- t o .  be. c u t  - down, . thereby . low er ing ,  in ve s tm en t  .and .the 

p o t e n t i a l  f o r  f u r t h e r  e x p o r ts .  T h is  process would t h e r e f o r e  

be u n s t a b l e ,  r e q u i r i n g  f u r t h e r  c u ts  in  im p o r ts ,  in ve s tm en t  and 

income. I f  t h i s  downward s p i r a l  i s  t o  be a v o id e d ,  e x p o r ts  must 

not  o n ly  cover  c a p i t a l  o u t f lo w s  r e q u i r e d  f o r  i n t e r e s t  payments  

and a m o r t i z a t i o n  but  a ls o  in c re a s e  a t  an i n c r e a s in g  r a t e  in  

o rd e r  t o  buy th e  im ports  necessary  f o r  in v e s tm e n t .  Thus w h i l e  

th e  s t a t i c  s i t u a t i o n  r e q u i r e s  an e x p o r t  cover  f o r  d e b t ,  th e  

dynamic s i t u a t i o n  r e q u i r e s  a h ig h e r  growth o f  e x p o r t s ,  t o  

cover  in  a d d i t i o n  th e  im po rt  c o n te n t  o f  debt  supported  

in ves tm en t  and m u l t i p l i e r - i n d u c e d  consumption im p o r ts .

Moreover,  the  minimum necessary  r a t e  o f  in ve s tm en t  growth  

is  th e  r a t e  o f  growth o f  d e b t .  I f  in ve s tm en t  cannot grow a t  

l e a s t  a t  t h i s  r a t e ,  then cont inuou s  c u ts  in  im p o r ts ,  

in ves tm en t  and income cannot be avo ided  e x c e p t  th rough
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d e f a u l t .  In  th e  absence o f  f u r t h e r  d e b t  a c c u m u la t io n ,  

in ves tm en t  w i l l  grow a t  th e  r a t e  o f  p r o d u c t i v i t y  o f  in ve s tm en t  

in  terms o f  f o r e i g n  exchange and th e  income growth w i l l  a ls o  

converge t o  t h i s  r a t e .  But ,  because o f  th e  need t o  use f o r e i g n  

exchange f o r  debt  s e r v i c e ,  th e  a d d i t i o n a l  f o r e i g n  exchange 

e a rn in g s  g e n e ra ted  by in ve s tm en t  and e x p o r t s  cannot  be 

t r a n s l a t e d  t o  in c re a s e d  im ports  ( t h e  model i m p l i c i t l y  assumes 

im port  dependence) so t h a t  th e  r a t e  o f  in ve s tm en t  i s  checked.  

When th e  r a t e  o f  growth o f  deb t  i s  g r e a t e r  than  th e  r a t e  o f  

growth o f  in ve s tm en t  p r o d u c t i v i t y ,  i . e .  th e  in c re m e n ta l  

c a p i t a l  o u tp u t  r a t i o ,  in ve s tm en t  w i l l  s t a r t  d e c l i n i n g  even i f  

i-t - can -be - in cre a se d  • i n i t i a l l y , In  -the- reve rs e -  s i t u a t i o n . ,  

in ve s tm en t  would be i n c r e a s in g  p ro v id ed  th e  a d d i t i o n a l  f o r e i g n  

exchange gen e ra ted  by in ve s tm en t  and e x p o r t  expansion covers  

both th e  r e q u i r e d  f i n a n c i a l  o u t f l o w  and th e  im ports  r e q u i r e d  

f o r  th e  process  o f  development.

When th e  r a t e  o f  growth o f  th e  i n t e r e s t  on d e b t  is

g r e a t e r  than  th e  r a t e  o f  growth o f  debt  then  reduc ing  th e  r a t e  

o f  growth o f  debt  would h e lp .  For i n s t a n c e ,  i f  n e t  new

borrowing i s  reduced t o  z e r o ,  then  in ve s tm en t  can grow a t  th e  

r a t e  o f  growth o f  p r o d u c t i v i t y .  However such growth may have

t o  s t a r t  from a v e ry  low base which i s  no t  a c c e p t a b l e .  The

l e v e l s  o f  income and in ve s tm en t  in  th e  s h o r t - r u n  a d ju s tm e n t  

p e r io d  a re  p o s i t i v e l y  r e l a t e d  t o  th e  l e v e l  o f  d e b t ,  thus  

reduc ing  i t  would mean d e f l a t i o n .  For example, i f  debt  were  

t o  f a l l  by 5% and i f  t h i s  im p l ie d  a 5% r e d u c t io n  in
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in v e s tm e n t ,  then  assuming an unchanged c a p i t a l  o u tp u t  r a t i o ,  

t h i s  would imply  a r e d u c t io n  in  th e  r a t e  o f  growth o f  o u tp u t  

which w i l l  be d e te rm ined  by th e  v a lu e  o f  t h e  income 

m u l t i p l i e r .  N e v e r t h e le s s ,  t o  th e  e x t e n t  t h a t  th e  impact  o f  th e  

r e d u c t io n  in  c a p i t a l  i n f l o w  can be o f f s e t  by means o f  an 

in c re a s e  in  sa v in g  a n d /o r  e x p o r t s ,  o r  a f a l l  in  government  

e x p e n d i tu r e ,  then re duc ing  th e  l e v e l  o f  d e b t  w i l l  h e lp  in  th e  

long run: w i t h  h ig h e r  deb t  th e  i n i t i a l  l e v e l  o f  in ve s tm en t  

w i l l  be h ig h e r  but  so w i l l  t h e  l e v e l  o f  c a p i t a l  o u t f l o w .  

Moreover i f  th e  r a t e  o f  growth o f  debt  i s  above th e  r a t e  o f  

growth o f  p r o d u c t i v i t y ,  th e  economy would never  g e n e r a te  by 

means of- e x p o r t  expans ion  a - t r a d e  s u r p lu s ,  s u f f i c i e n t  .to pay 

t h i s  i n t e r e s t  b i l l .  T h is  dynamic i n t e r p l a y  o f  d e b t ,  growth,  

inves tm ent  and e x p o r ts  i s  f o r m a l is e d  in  terms o f  th e  t h r e e  

cases o u t l i n e d  above in  th e  c o n t e x t  o f  M in s k y ’ s h y p o th e s is .

6 . 6  F o rm a l is in g  th e  d e b t  t r a p

I t  w i l l  be r e c a l l e d  from C hapter  2 , i t  was p o in t e d  out  

t h a t  one o f  th e  im p o r ta n t  t h e o r i e s  o f  d e b t ,  th e  t r a n s i t i o n  

th e o r y ,  e x p la in e d  th e  bo rrow ing p a t t e r n  in  terms o f  th e  

development c y c l e .  In  th e  f i r s t  phase o f  g row th ,  both d e b t  and 

income grow r a p i d l y .  S u b sequ ent ly ,  in  th e  second phase  

repayments begin  and r a t e  o f  growth o f  GDP was g r e a t e r  than  

th e  r a t e  o f  growth o f  d e b t .  Then th e  t r a n s i t i o n  th e o r y  

p o s t u la t e s  (phase I I I )  t h a t  a s t a t e  o f  m a t u r i t y  i s  reached  

where th e  d o m e s t ic a l l y  g e n e ra te d  funds a re  adequate  t o  f in a n c e  

inves tm ent  and a m o r t i z e  d e b t .
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I n  th e  extended Minsky fram ework ,  phase I I I  can ta k e  

l e s s  f a v o u r a b le  forms than  t h e  s c e n a r io  p o s t u la t e d  in  th e  

t r a n s i t i o n  t h e o r y .  In  terms o f  t h i s  f o r m u l a t i o n  a d e b t  t r a p  

can be d e f in e d  in  t h r e e  ways. P le a s e  r e f e r  t o  F ig u r e  6 . 2 .  Each 

o f  th e s e  c o n s t i t u t e s  some form o f  a d e b t  t r a p .  The f i r s t  two 

phases a re  th e  same f o r  a l l  th e  t h r e e  s c e n a r io s  and th e  

t r a n s i t i o n  t h e o r y .  I t  i s  a t  th e  end o f  s ta g e  2 t h a t  th e  

economy’ s deb t  p o s i t i o n  becomes p r o b le m a t ic .

I n  th e  f i r s t  s c e n a r io ,  i n d i c a t e d  by F ig u r e  6 . 2 a ,  in s te a d  

o f  moving on t o  a phase where t h e  economy s t a r t s  r e p a y in g  th e  

p r i n c i p a l ,  th e  debt  burden induces d e f l a t i o n  in  th e  economy 

so - t h a t ,  th e  . per  . c a p i t a ,  rea l .  jGNP. dec T ines . .  T h is  .was .the 

s i t u a t i o n  in  th e  e a r l y  1980s in  B r a z i l  and is  th e  case in  much 

o f  A f r i c a  t o d a y . 12 Under th e s e  c i rc u m s ta n c e s ,  d e b t  w i l l  

c o n t in u e  t o  grow w i t h  mounting i n t e r e s t  and a m o r t i z a t i o n  

a r r e a r s .  The macroeconomic v a r i a b l e s  w i l l  be as f o l l o w s :  

Phase I I I

Case I  D e f l a t i o n :  In s o lv e n c y .

a )  r a t e  o f  growth o f  i n t e r e s t  on d e b t  > r a t e  o f  growth o f

d e b t .

b) r a t e  o f  growth o f  deb t  > r a t e  o f  growth o f

in ves tm en t

p r o d u c t i v i t y .

19 See Massad, C . ,  1985, ’ Debt:  an o v e r v i e w ’ , Journa l  o f  
Development P l a n n i n g . No. 16.
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c)  r a t e  o f  growth o f  deb t  > r a t e  o f  growth o f

in v e s tm e n t .

d)  r a t e  o f  growth o f  deb t  s e r v i c i n g  > r a t e  o f  growth o f

e x p o r t  e a r n in g s .

In  second s c e n a r i o ,  in  F ig u r e  6 . 2 b ,  GNP grows w i t h  d e b t ,  

but o n ly  j u s t  a t  th e  r a t e  o f  growth o f  p o p u l a t i o n ,  so t h a t  

debt  a g a in  assumes a momentum o f  i t s  own: i n h e r i t e d  debt

m u l t i p l i e s  because o f  ac cu m u la t ion  o f  i n t e r e s t  a r r e a r s  and 

a m o r t i z a t i o n .  The economy is  unab le  t o  in c r e a s e  th e  r a t e  o f  

repayments and i s  thus  caught in  a debt  t r a p .  T h is  i s  th e  

s i t u a t i o n  t h a t  can a r i s e  in  I n d i a ,  i f  i t s  r a t e  o f  growth is  

pushed, down. f rom , i t s  c u r r e n t . 5 £  .to 2.3%. as . th en  .repayments, o f .  

p r e s e n t  d e b t  would be v e ry  d i f f i c u l t .  The r a t e  o f  growth o f  

GNP w i l l  then  be j u s t  s u f f i c i e n t  t o  cover  th e  r a t e  o f  growth  

o f  p o p u l a t i o n .

Phase I I I

Case I I  S t a g n a t io n :  In s o lv e n c y .

a )  r a t e  o f  growth o f  d e b t  > r a t e  o f  growth o f  in ve s tm en t

p r o d u c t i v i t y .

b) r a t e  o f  growth o f  d e b t  < r a t e  o f  growth

o f  in ves tm en t

c )  r a t e  o f  growth o f  < r a t e  o f  growth o f  d e b t ,

i n t e r e s t  on debt

d) r a t e  o f  growth o f  d e b t  > r a t e  o f  growth o f  e x p o r t

s e r v i c i n g  e a r n in g .

In  th e  l a s t  s c e n a r i o ,  in  F ig u r e  6 . 2 c ,  debt  grows bu t  so
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does th e  GNP per  c a p i t a .  The s lo p e  o f  th e  growth path

i n d i c a t e s  t h a t  debt  grows f a s t e r  than  GNP per c a p i t a ,  so 

repayments o f  p r i n c i p a l  a r e  d i f f i c u l t  bu t  no t  im p o s s ib le .  The 

volume o f  i n h e r i t e d  debt  remains more or  le s s  c o n s ta n t  over  

a reas on ab le  p e r io d  o f  t im e  o r  a t  l e a s t  does no t  decrease  

a p p r e c i a b l y .  T h is  s c e n a r io  i s  s i m i l a r  t o  t h a t  o f  a s o l v e n t  

f i r m  which never  repays d e b t .  Debt i s  a lways r o l l e d  o v e r .

Th is  c o n t r a s t s  w i t h  th e  t r a n s i t i o n  t h e o r y  which p o s t u l a t e s  

t h a t  in  th e  t h i r d  phase o f  development th e  i n h e r i t e d  volume  

o f  debt  i s  a c t u a l l y  r e p a id  and e v e n t u a l l y  th e  c o u n t ry  becomes 

a c a p i t a l  e x p o r t e r .  However what i s  s o lvency  f o r  a f i r m  need 

. . no t  be. solvency, f o r  a s o v e re ig n  borrower  as. was shown .ear l  i . e r . .  

For a s o v e re ig n  borrower lo n g - te r m  s o lvency  can be d e f in e d  in  

terms o f  th e  f o l l o w i n g  macroeconomic v a r i a b l e s :

Phase I I I

Case I I I  Long-term So lvency .

a )  r a t e  o f  growth o f  < r a t e  o f  growth o f  debt

i n t e r e s t  on debt

b) r a t e  o f  growth o f  debt  > r a t e  o f  growth o f

in ve s tm en t  p r o d u c t i v i t y .

c )  r a t e  o f  growth o f  debt  < r a t e  o f  growth

e x p o r t  e a r n in g s .

d)  r a t e  o f  growth o f  debt  > r a t e  o f  growth o f  e x p o r t  

s e r v i c i n g  e a r n in g s .

B r a z i l  i s  a l r e a d y  in  th e  t h i r d ,  whereas I n d i a  appears  

t o  be in  phase I I  o f  th e  development c y c l e ,  when most o f  th e
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new c a p i t a l  in f lo w s  go i n t o  th e  development needs and deb t  i s  

not  mounting because o f  th e  a r r e a r s  on t h e  i n t e r e s t  payments  

due on th e  deb t  accumulated in  th e  p a s t .  Whether i t  e n t e r s  

s c e n a r io  1, 2 , o r  3 w i l l  depend on th e  r a t e  o f  growth o f  GNP 

per c a p i t a  and o f  e x p o r t s ,  and an e x a m in a t io n  o f  these  

s c e n a r io s  w i t h  r e s p e c t  t o  I n d i a  forms th e  b a s ic  purpose o f  

t h i s  t h e s i s .  F i r s t ,  however th e s e  s c e n a r io s  w i l l  be expounded 

in  terms o f  th e  a n a l y s i s  o f  th e  r e l e v a n t  macroeconomic  

v a r i  a b l e s .

The a n a l y s i s  o f  a c o u n t r y ’ s d e b t  s e r v i c i n g  c a p a c i t y  was 

r e l a t e d  to  v a r io u s  f a c t o r s  l i k e  th e  r a t i o  o f  i t s  im ports  to

. . i. ts .h o ld ings ,  o f .  i n t e r n a t i o n a l  . re s e rv e s ,  ( c a l . l e d .  th e  . i m p o r t .................

c o v e r ) ,  th e  growth o f  i t s  commodity e x p o r t s  o r  i t s  e x p o r ts  o f  

goods and s e r v i c e s  in  r e l a t i o n  t o  th e  growth o f  d e b t  e t c .  I f  

th e  numerator  in  these  r a t i o s ,  ( I m p o r t s / I n t e r e s t , D e b t /E x p o r t  

o f  commodit ies ,  D e b t /E x p o r t  o f  goods and s e r v i c e s ) ,  in c re a s e d  

r e l a t i v e  t o  th e  denom ina tor ,  a deb t  c r i s i s  seems l i k e l y .

However in  a n a ly s in g  no n-c onc e ss iona l  d e b t  i t  i s  o f  m a t e r i a l  

i n t e r e s t  t o  a n a ly s e  th e  r e a l  o r  e f f e c t i v e  c o s t  o f  in c re m e n ta l  

e x t e r n a l  deb t  and th e  r e t u r n s  earned by th e  in ves tm en ts  

f in a n c e d  by ( o r  made p o s s ib le  by) a d d i t i o n a l  f o r e i g n  

bo rrow ing ,  i . e . ,  e q u a t in g  th e  m arg ina l  c o s t  o f  d e b t  w i t h  

m arg ina l  r e t u r n s .  Then th e  m a r g i n a l i t y  c o n d i t i o n  im p l i e s  t h a t ,

n n
d I  A|

i = 1
d I  I \  +  cij .B
i = 1

>
dr dr
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where r  i s  th e  r a t e  o f  i n t e r e s t  on th e  loans in c u r r e d  in  the  

course o f  th e  p r o j e c t .

A l t e r n a t i v e l y ,  th e  d is c o u n te d  p r e s e n t  v a lu e  o f  th e  

r e tu r n s  and th e  c o s ts  can be e q u a te d ,  as f o l l o w s :

n n
d I  Aj d I  I j  + Oj.B
i = 1 ___ , i = 1 -------------- .---------

( 1 + r ) 1 (1 + r ) 1
  > ------------------------------------

dr dr

In  macroeconomic terms th e  r e tu r n s  t o  i n t e r n a t i o n a l  debt  

f o r  a d e v e lo p in g  c o u n t ry  w i l l  depend upon th e  e x p o r t  e a rn in g s  

and thje .c o s ts  wi. l l .  be. t h e  same v i z  .i n t e r e s t . and a m o r t i z a t i o n  

c o s ts .  The a b i l i t y  t o  s e r v i c e  e x t e r n a l  debt  depends on an 

income o r  q u a n t i t y  v a r i a b l e  as w e l l  as on th e  p r i c e  ( e . g . ,  

terms o f  t r a d e )  v a r i a b l e ,  thus  th e  a b i l i t y  t o  s e r v i c e  e x t e r n a l  

debt  may in c r e a s e  even i f  e x p o r t  p r i c e s  remain unchanged, i f  

th e  volume o f  e x p o r ts  is  growing r a p i d l y .  Hence, a debt  

s e r v i c i n g  r a t i o  based on p r o j e c t e d  v a lu e s  o f  e x p o r t  p r i c e s  and 

volumes would be more im p o r ta n t  than  th e  r a t i o  based on 

c u r r e n t  v a lu e s  in  d e te r m in in g  th e  a b i l i t y  o f  any borrow er  t o  

make i t s  payments on s c h e d u le .

Changes in  th e  deb t  s e r v i c e  r a t i o  do no t  i n d i c a t e  

whether  a c o u n t ry  has borrowed too  much o r  too  l i t t l e ,  but  

t h a t  a c r i s i s  in  repayments may occur a t  a f u t u r e  d a te ,  i f  th e  

r a t i o  o f  d e b t  s e r v i c e  payments c o n t in u e  t o  grow r e l a t i v e  t o  

e x p o r t s .  C o n c e p tu a l ly  though a c o u n t r y ’ s deb t  may be
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u n s u s t a in a b le ,  even i f  i t s  debt  s e r v i c e  r a t i o  i s  f a l l i n g ,  i f  

th e  r e t u r n  on domestic  in ves tm en t  i s  lower  than  t h e  

in c re m en ta l  i n t e r e s t  r a t e  on e x t e r n a l  d e b t .  T h is  concept  was 

e x p la in e d  e a r l i e r  in  terms o f  A kyuz ’ s f o r m u l a t i o n  by th e  

s ta te m e n t  t h a t  as long as the  in ve s tm en t  p r o d u c t i v i t y  ( o r  t h e  

in c re m en ta l  o u tp u t  c a p i t a l  r a t i o )  grows a t  a h ig h e r  r a t e  than  

th e  r a t e  o f  growth o f  deb t  ( i n c l u s i v e  o f  th e  i n t e r e s t  

a r r e a r s ) ,  th e  economy w i l l  no t  be caught  in  th e  debt  t r a p .  

However should  th e  r e v e r s e  h o ld ,  th e  economy w i l l  be caught  

in  terms o f  our f o r m u l a t i o n  in  Case I I I  o r  even Case I I .

I n  th e  a u t a r k i c  s i t u a t i o n  th e  r a t e  o f  growth o f  GNP must 

approxim ate ,  th e  r a t e  o f . g r o w t h . o f  . investment, p r o d u c t i v i t y  and 

thus  in  terms o f  our f o r m u l a t i o n  th e  r a t e  o f  growth o f  deb t  

must be lower  than  th e  r a t e  o f  growth o f  per  c a p i t a  GNP f o r  

an economy t o  be in  a s t a b l e  deb t  s i t u a t i o n .  F u r t h e r  f o r  a 

d e v e lo p in g  c o u n t ry  an a d d i t i o n a l  f a c t o r  a p a r t  from t h i s  r a t e

cio f  growth o f  GNP would be th e  r a t e  o f  g r o w t lv je x p o r ts . The r a t e  

o f  growth o f  e x p o r ts  must be g r e a t e r  than  th e  r a t e  o f  growth  

o f  debt  s e r v i c i n g  payments. Thus i f  th e  r a t e  o f  i n t e r e s t  on 

debts  i s  10%, then  e x p o r ts  must grow a t  a r a t e  g r e a t e r  than  

10% f o r  th e  economy t o  be s o l v e n t .  I f  t h i s  c o n d i t io n  i s  no t  

met, then  im po rts  w i l l  have t o  be c u t  ( i n  o r d e r  t o  meet th e  

debt  s e r v i c i n g  r e q u ire m e n ts )  which would in  t u r n  lower  

in ves tm en t  (by c u t t i n g  down on i n t e r m e d i a t e  in p u t s )  and growth  

and thus  check th e  improvements in  e x p o r t s .  T h is  process would  

be u n s ta b le  r e q u i r i n g  c ont inuou s  c u ts  in  im p o r ts ,  in ve s tm en t
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and income. Thus Case I I  o r  even Case I  o f  th e  d e b t  t r a p  would 

f o l l o w .  I f  t h i s  downward s p i r a l  i s  t o  be avo id e d ,  th e  r a t e  o f  

growth o f  e x p o r ts  w i l l  have t o  in c r e a s e  by over  t im e .

An in c r e a s e  in  th e  r a t e  o f  growth o f  e x p o r t s  w i l l  

n e c e s s i t a t e  a growth in  th e  r a t e  o f  inves tm ent  which in  tu r n  

f o r  a d e v e lo p in g  c o u n t ry  w i l l  r e q u i r e  h ig h e r  im ports  ( d i r e c t l y  

and i n d i r e c t l y  th rough  th e  m u l t i p l i e r  e f f e c t s  o f  in ves tm en t  

or  o u t p u t ) .  Thus in ve s tm en t  and e x p o r ts  must r i s e  ov e r  t im e  

by amounts t h a t  a re  s u f f i c i e n t  t o  cover  no t  o n ly  th e  in cre a s ed  

f i n a n c i a l  o u t f l o w  bu t  a ls o  the  in cre a s ed  im po rt  r e q u i r e m e n ts .  

In  o t h e r  words a c e r t a i n  th r e s h o ld  l e v e l  o f  in v e s tm e n t  and 

e x p o r ts  . i s  . r e q u i re d ,  a t  .any. p o in t  . o f  .t ime .and. t h i s ,  t h r e s h o ld  

l e v e l  w i l l  be r i s i n g  ov e r  t im e .  The minimum s u s t a i n a b l e  r a t e  

o f  in ves tm en t  growth i s  the  r a t e  o f  growth o f  d e b t .  The upper  

l i m i t  t o  th e  growth o f  debt  i s  imposed by th e  growth o f  

in ves tm en t  p r o d u c t i v i t y  o r  th e  GNP per c a p i t a .  T h is  im p l ie s  

t h a t  i f  th e  growth o f  debt  is  h ig h e r  than th e  r a t e  o f  growth  

o f  in ves tm en t  p r o d u c t i v i t y  Cases I  to  I I I  a re  i n e v i t a b l e .  

However i f  th e  r a t e  o f  growth o f  deb t  i s  lower  than  th e  r a t e  

o f  growth o f  in ve s tm en t  then Case I  i s  r u le d  o u t  and Cases I I  

or I I I  may happen. Moreover as long as th e  r a t e  o f  i n t e r e s t  

on debt  is  g r e a t e r  than  th e  r a t e  o f  growth o f  d e b t ,  reduc ing  

th e  l e v e l  o f  d e b t  would be b e n e f i c i a l ,  o t h e r w is e  Case I  i s  

i n e v i t a b l e  ( i . e . ,  d e f l a t i o n ) .
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To f o r m a l i s e  th e  e f f e c t  o f  th e  e x t e r n a l  f a c t o r s  we w i l l  

i s o l a t e  f i r s t  o f  a l l  two v a r i a b l e s ,  namely th e  r a t e  o f  

i n t e r e s t  and th e  exchange r a t e  t o  d e te rm in e  t h e i r  e f f e c t  on 

th e  n e t  p r e s e n t  v a lu e  o f  e x p o r t  e a rn in g s  (NPVE). From th e  

above d is c u s s io n  i t  i s  c l e a r  t h a t  th e  e f f e c t  on th e  NPVE o f  

changes in  above mentioned v a r i a b l e s  w i l l  d e te rm in e  both th e  

v i a b i l i t i e s  o f  Ponzi and s p e c u l a t i v e  u n i t s  as w e l l  as th e  

convers ion  o f  one to  th e  o t h e r .  Thus,

n
I  Aj -  I j  -  djB 

i = 1
. . .NPVE. ;= . . - T - - - - - - - - - - - r - .  . . > . 0 ......................................

( 1 + r ) '

F u r t h e r  s p e c i f i c a t i o n s  f o r  i n t e r e s t  a m o r t i z a t i o n  payments 

and a re  r e q u i r e d  f o r  d e te r m in in g  th e  e f f e c t  o f  changes in  th e  

i n t e r e s t  r a t e s  and f o r  changes in  th e  exchange r a t e s .  F i r s t  

o f  a l l  l e t  us assume t h a t  th e  r e t u r n s  t o  a p r o j e c t ,  A j . . . . A n, 

a re  s p e c i f i e d  in  terms o f  domest ic  c u r r e n c y .  F u r t h e r  l e t  us 

assume t h a t  th e  a m o r t i z a t i o n  payments a re  a f i x e d  p r o p o r t i o n ,  

f a ’ o f  th e  p r i n c i p a l  p a id  a n n u a l l y .  Then ' a '  must equal 1 /n .  

The i n t e r e s t  payment I j  w i l l  equal th e  r a t e  o f  i n t e r e s t  t im es  

th e  p r i n c i p a l  o r  * r B ’ i f  r  denotes  th e  r a t e  o f  i n t e r e s t  and 

B th e  p r i n c i p a l  borrowed. However th e s e  commitments d e c l i n e  

y e a r l y  i f  th e  a m o r t i z a t i o n  re q u ire m e n ts  a re  met.

Thus in  p e r io d  1 I 1 -  r  .B.



In  p e r io d  2 

In  p e r io d  3

In  p e r io d  n I n = r { B - ( n - 1 ) a B }  = r B { 1- ( n - 1 ) a ) .

Thus in  terms o f  our  e a r l i e r  f o r m u l a t i o n

n
I  Ar  a . B . [1 — ( i - 1 ) . a ]  - a . B

NPVE = i = 1 -------------------------- r ----------------------
................................................   ( 1 + r ) ' ........................... ....

D i f f e r e n t i a t i n g  t h i s  e q u a t io n  w i t h  r e s p e c t  t o  r

n
dNPV d I  Ai -  a . B . [ 1 - ( i - 1 ) . a ]  -  a .B

------------------  = --------------i = 1 ----------------------------- :---------------------------
dr  d r  ( 1 + r ) 1

n
I  - ( i + r ) 1B { 1 - (  i - 1  )a }  -  [Ar r B { 1 - (  i - 1  ) a } - a B ]  i ( 1 + r ) 1' 1

i = 1 ------------------------------------------------------------------------------------------------------------
( 1 + r ) 21

Now l e t  us c a l l  th e  f i r s t  term  in  th e  numerator  X and th e  

second term  Y. X i s  a lways n e g a t iv e  because ( 1 + r ) 1 i s

p o s i t i v e ,  B i s  p o s i t i v e  and [1 -  ( i - 1 ) a ]  i s  a lways p o s i t i v e
nby d e f i n i t i o n .  Thus th e  s ign  o f  th e  d e r i v a t i v e  o f  t h e  NPVE 

w i th  r e s p e c t  t o  r depends on th e  s ign  o f  th e  te rm  Y. Now Y is  

composed o f  two p o r t i o n s .  One i s  th e  n e t  r e t u r n s  and th e  o t h e r

266

12 = r  (B -  a B) = r ( 1 - a ) . B .

13 = r  (B -  2 aB) = r ( 1 - 2 . a ) . B .

11 a = 1 / n  and i < or  = n, thus  ( i - 1 )a  i s  a lways < 1 and 
hence 1 -  ( i - 1 )a is  a lways > 0 .
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can be regarded as th e  w e ig h t  ( i / 1 + r ) .  Thus Y can be 

cons id ered  a w e ighted  average  o f  th e  n e t  r e tu r n s  o v e r  t im e .  

Now as long as the  n e t  r e tu r n s  a re  p o s i t i v e  f o r  e v e ry  i ( i . e . ,  

the  hedge f i n a n c i n g  c o n d i t i o n ) ,  then  Zy w i l l  be p o s i t i v e  and 

the  f i r s t  d e r i v a t i v e  w i t h  r e s p e c t  t o  r w i l l  be n e g a t i v e .  Thus 

f o r  hedge f i n a n c i n g  u n i t s  as r  in c r e a s e s ,  th e  NPVE d e c l i n e s .  

However by assumption,  f o r  hedge and s p e c u l a t i v e  f i n a n c i n g  

u n i t s  th e  n e t  r e t u r n s  a re  no t  p o s i t i v e  f o r  e v e ry  i .  F u r t h e r  

s p e c u l a t i v e  and Ponzi f i n a n c i n g  u n i t s  a r e  d e f in e d  as thos e  f o r  

which th e  n e t  r e tu r n s  in  th e  near  term a re  lower th a n  those  

in  th e  f u t u r e .  Thus s in c e  th e  magnitude o f  th e  n e t  r e t u r n s  

and th e i . r  .weigKts in c r e a s e  wi.tb an. in c r e a s e  i n . i ,  th e  .weigh.ted 

a ggre g a te  o f  n e t  r e tu r n s  w i l l  be p o s i t i v e  when th e  s im p le  

a g grega te  i s  p o s i t i v e .  Thus f o r  s p e c u l a t i v e  and Ponzi u n i t s  

to o ,  an in c r e a s e  in  r  w i l l  lead  to  a decrease  in  th e  NPVE. In  

f a c t  t h i s  genera l  c o n d i t io n  is  a p p l i c a b l e  f o r  a l l  v i a b l e  u n i t s  

and can be regarded as a v i a b i l i t y  c o n d i t i o n .

Moreover as r  in c re a s e s  in  th e  v a lu e  o f  f u r t h e r  p e r io d  

NPVs i s  h ig h e r  than th e  r a t e  o f  d e c l i n e  in  near  te rm  NPVs. 

Thus s p e c u l a t i v e  and Ponzi f i n a n c i n g  u n i t s  which were v i a b l e  

over  a p e r io d  o f  t im e  can now become u n v i a b le .

Now assuming th e  domestic  c u r ren cy  v a lu e  o f  th e  loan t o  

be = p, then  p = eB, where e i s  th e  exchange r a t e  in  u n i t s  o f  

domestic  c u r ren cy  per u n i t  o f  f o r e i g n  c u r r e n c y .  B i s  o b v io u s ly  

th e  amount borrowed in  u n i t s  o f  f o r e i g n  c u r r e n c y .  Le t  th e  

r e tu r n s  to  th e  p r o j e c t  be denoted by eAj in  terms o f  th e
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domestic  c u r r e n c y .  Thus NPVE becomes,

n n
2 [eA j -e rB {  1 - (  i - 1  ) a } - a e B ]  e l  x
■j= 1 ----------------------------------------------------------   = 1 = 1 ------

( 1 + r ) '  ( 1 + r ) 1

n
d NPV I  x

d e ( 1 + r ) *

which i s  p o s i t i v e  f o r  a l l  v i a b l e  u n i t s .  Thus acco rd in g  t o  t h i s

f o r m u l a t i o n ,  d e v a lu a t io n  leads  t o  an improvement o f  th e  n e t

p re s e n t  v a lu e .  However when th e  u n i t s  a re  u n v i a b l e ,  then

d e v a lu a t io n  leads  t o  a d e t e r i o r a t i o n  in  th e  NPVE.

In  th e  c o n t e x t  o f  i n t e r n a t i o n a l  deb t  Aj can be fo r m u la te d

in  terms o f  e x p o r t  e a r n in g s .  Thus i f  Aj = PjXj where,

Pj = P r i c e  o f  e x p o r t s ,  Xj = th e  volume o f  e x p o r t s ,  t h e n ,
n

d NPVE I  Xj
i = 1  , which i s  > 0 .

d Pj ( 1 + r )

n
d NPVE I  Pi

and ---------------- = i = 1 ------   , which is  > 0 .
d Xj ( 1 + r )

Thus as th e  p r i c e  o f  e x p o r ts  or  in  macroeconomic terms  

the  terms o f  t r a d e  improve, th e  NPVE in c re a s e s  and v i c e  v e rs a .  

S i m i l a r l y  as th e  volume o f  e x p o r ts  in c re a s e s  t h e  NPVE 

in c re a s e s  and v i c e  v e r s a .

So f a r  these  r e l a t i o n s h i p s  have conf i rm ed  w i t h  expected  

changes. We have c o n s id e re d  th e  s im p le s t  form o f  repayment  

h e re .  I f  we now c o m p l ic a te  th e  model by t a k i n g  account  o f
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grace  p e r io d s  ( l e t  us assume T < n y e a r s )  then  our  f o r m u l a t i o n  

changes to

T n
I  A prB  I  [A r r B { 1 - ( i - 1  ) a } - a B ]

NPVE = i = 1------------ :----- + i =T+1______________ __________
( 1  + r ) 1 ( 1 + r )

A ccord ing  t o  our p re v io u s  a n a l y s i s  th e  d e r i v a t i v e  o f  th e  

second te rm  i s  n e g a t iv e  w i t h  r e s p e c t  t o  r .  The d e r i v a t i v e  o f  

th e  f i r s t  te rm  w i t h  r e s p e c t  t o  r ,

I  - ( 1 + r ) 1B - i  ( 1 + r )  ( A p r B )
i = l ------------------------------------------------
................ ( J + r ) 2 1 ...............................

T
1 I  [B + i / (  1 + r ) {Aj -  rB} ]
 :— i = 1

( 1 + r )

T T
= -  I  B / d + r ) 1 -  I  i . ( A j - r B ) / (  1 + r ) 1”

i = 1 i = 1

which i s  n e g a t iv e  f o r  s p e c u l a t i v e  and hedge u n i t s .  However f o r  

Ponzi f i n a n c i n g  u n i t s  i f ;

T
I i / (  1 + r )  {Aj - rB}  < 0 , 

i = 1
then  i t s  magnitude must outw eigh  a l l  th e  o t h e r  terms in  o r d e r  

t o  y i e l d  a p o s i t i v e  d e r i v a t i v e  and t h i s  i s  u n l i k e l y .  Thus 

changing t h e  form o f  repayment i s  u n l i k e l y  t o  a f f e c t  t h e  s ign  

o f  th e  d e r i v a t i v e s  and th e  expected  changes in  th e  NPVE w i l l  

occur w i th  changes in  r ,  e ,  Pj and Xj.
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6 . 8  The e f f e c t  o f  macroeconomic v a r i a b l e s  on debt

The impact  o f  an exogenous d e c l i n e  in  th e  r a t e  o f  

i n t e r e s t  i s  however unambiguously f a v o u r a b l e .  I t  w i l l  in c r e a s e  

the  l e v e l  o f  inves tm ent  c orrespo nding  t o  any g iven  l e v e l  o f  

e x p o r t  and c a p i t a l  in f lo w  and w i l l  lo w e r  th e  f i n a n c i a l  

o u t f l o w ,  g i v i n g  r i s e  to  g r e a t e r  expans ion  in  in ve s tm en t  and 

e x p o r t s .

The c o n c lu s io n s  suggested by our d e b t  model somewhat 

c o n t r a d i c t s  th e  t r a n s i t i o n  c y c le  o f  d e b t  (s e e  C hapter  2 ) .  The 

t r a n s i t i o n  th e o r y  does not  account  f o r  t h e  f o r e i g n  exchange  

c o n s t r a i n t  which, i s .  b in d in g  . in  .the. repayment, o f .  debt, f o r  .a 

d e v e lo p in g  c o u n t r y .  Thus though th e  growth o v e r  t im e  g e n e ra te d  

by debt  may lead  to  a r i s e  in  e x p o r ts  (which can pay f o r  

d e b t ) ,  t h i s  i s  by no means a u to m a t ic .  The growth in  e x p o r ts  

w i l l  depend on o t h e r  f a c t o r s  such as th e  r a t e  o f  growth in  th e  

i n d u s t r i a l  w or ld  and th e  t im e  t r a j e c t o r y  o f  th e  p r i c e  and 

income e l a s t i c i t i e s  o f  th e  d e v e lo p in g  c o u n t r y ’ s e x p o r t s .  Thus 

i t  i s  necessary  f o r  a d e v e lo p in g  c o u n t ry  t o  p lan  a s t r a t e g y  

f o r  e x p o r t  growth even b e fo re  i t  p lan s  t o  in c r e a s e  i t s  d e b t .

The domestic  p o l i c i e s  o f  th e  d e b to r  c o u n t r i e s  a re  a ls o  

o f  c r u c i a l  importance in  t h e i r  deb t  o u t l o o k . 1* For in s t a n c e  

a p p r o p r i a t e  p o l i c i e s  must be fo l lo w e d  t o  a l lo w  th e  t r a d e

14 Dooley ,  M . ,  H e lk e ,  W . , Tyron ,  R. and Underwood, J . ,  
1986, *An A n a ly s is  o f  E x te r n a l  Debt P o s i t i o n s  o f  E i g h t  
D eve lop ing  C o u n t r ie s  Through 1 9 9 0 ’ , Journa l  o f  
Development Economics. Number 21, pp. 2 8 3 -3 1 8 .
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s u rp lu s  to  m a t e r i a l i z e .  Moreover sound domestic  p o l i c i e s  w i l l  

p re v e n t  c a p i t a l  f l i g h t ,  which i s  a c o m p l ic a t in g  a s p e c t  o f  the  

debt  problem. I t  has been observed t h a t  a t te m p ts  t o  c o r r e l a t e  

the  in c r e a s e  in  debt  burdens t o  such v a r i a b l e s  as th e  r a t e  o f  

i n t e r e s t ,  th e  r a t e  o f  growth,  th e  exchange r a t e s  have been 

s i n g u l a r l y  u n s u c c e s s fu l . 15 T h is  has been a t t r i b u t e d  to  

m u l t i c o l  1 i n e a r i t y  between th e s e  v a r i a b l e s .  Exogenous f a c t o r s ,  

by a f f e c t i n g  th e  e x p o r t  p ros p e c ts  or  in c r e a s in g  im p o r ts ,  can 

lead t o  a d e t e r i o r a t i o n  o f  th e  debt  p o s i t i o n .  For in s ta n c e  

du r in g  th e  e a r l y  80s,  over  and above th e  d i r e c t  e f f e c t s  o f  the  

terms o f  t r a d e  and i n t e r e s t  r a t e s  on th e  e x t e r n a l  ba lance  o f  

the  d e b to r  - c o u n t r i e s , ' t h e  w o r l d - r e c e s s i o n - o f  - t h e - f - i r s t  y e a rs  

o f  th e  1980s n e g a t i v e l y  a f f e c t e d  th e  e x p o r ts  o f  pr im ary  

products  from LDCs. Of th e  t h r e e  p r i n c i p a l  components o f  th e  

c u r r e n t  acco unt ,  e x p o r t s ,  im p o r ts ,  and i n t e r e s t  payments, the  

f i r s t  and th e  l a s t  a re  b a s i c a l l y  de term ined exogenously  f o r  

LDCs. Im p o r t  p r i c e s  a re  a ls o  e x t e r n a l l y  determ ined  but  the  

quantum o f  im ports  is  c l o s e l y  r e l a t e d  t o  domestic  spending.  

As a consequence, s h o r t - r u n  a d ju s tm e n t  i s  n e c e s s a r i l y  based 

on im po rt  d e c re a s in g  p o l i c i e s .  E x p e n d i tu re  s w i tc h in g  o p e ra te s  

in  th e  medium t o  long te rm  s in c e  i t  r e q u i r e s  resource  

r e a l l o c a t i o n .  These changes can have d e f l a t i o n a r y  e f f e c t s . 15

15 ib id .

15 See Massad, C . ,  1985,  op. c i t .
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6 .9  C a p i t a l  f l i g h t  and debt

We s h a l l  now r e tu r n  t o  an a n a l y s i s  o f  an im p o r ta n t  f a c t o r  

which has been o m i t te d  from p re v io u s  d is c u s s io n ,  namely  

c a p i t a l  f l i g h t .  V a r i a b l e s  which d e te rm in e  c a p i t a l  f l i g h t  a r e : 17

( 1 )  domestic  i n f l a t i o n .  T h is  measures th e  e x t e n t  to  which  

the  domestic  government has r e s o r te d  t o  t a x i n g  domestic  

f i n a n c i a l  a s s e ts  through money c r e a t i o n .  Through c a p i t a l  

f l i g h t  a l a r g e r  share  o f  f i n a n c i a l  a s s e ts  a re  ke p t  o u ts i d e  th e  

c o n t r o l  o f  th e  domestic  a u t h o r i t i e s .

( 2 )  f i n a n c i a l  r e p r e s s io n .  T h is  measures th e  d i f f e r e n c e  

between i n t e r e s t  r a te s  pa id  on s h o r t - t e r m  d o l l a r  denominated  

a s s e ts  and t im e  d e p o s i ts  denominated -in th e  do m e s t ic -c urre nc y -  

a d ju s te d  f o r  a c tu a l  exchange r a t e  changes. A p o s i t i v e  v a lu e  

would suggest  more pressu re  f o r  c a p i t a l  f l i g h t ;

( 3 )  r i s k  premium. The r i s k  premium on e x t e r n a l  debt  is  

i n t e r p r e t e d  as measuring n o n - r e s i d e n t s ’ p e r c e p t io n  o f  the  r i s k  

o f  being taxed  by th e  s u b j e c t  c o u n t r y ’ s government. As t h i s  

p e rc e iv e d  r i s k  in c r e a s e s ,  i t  i s  expected  t h a t  c a p i t a l  f l i g h t  

w i l l  be reduced s in c e  th e  d i f f e r e n t i a l  faced  by th e  r e s i d e n t  

and n o n - r e s id e n t  in v e s t o r s  i s  reduced.

Regress ions  f o r  seven c o u n t r i e s  f o r  th e  p e r io d  1 9 7 6 -1 98318 

supp or t  th e s e  hypotheses.  However, though th e  expected

17 See Dooley,  M .P . ,  1986,  ’ C o u n t r y - S p e c i f i c  R isk
Premiums, C a p i t a l  F l i g h t  and Net  In ve s tm en t  Income
Payments in  S e le c te d  Deve lop ing  C o u n t r i e s ’ , IMF Research
D e p a r tm e n t .

18 Dooley ,  1986,  o p . c i t .
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c o r r e l a t i o n  w i t h  f i n a n c i a l  re p r e s s io n  was suggested by t h i s  

e m p i r ic a l  a n a l y s i s ,  th e  r e s u l t s  were no t  s t a t i s t i c a l l y  

s i g n i f i c a n t .  F i n a l l y ,  th e  c o e f f i c i e n t  on th e  p o l i t i c a l  r i s k  

premium was s t a t i s t i c a l l y  s i g n i f i c a n t  and i n d i c a t e s  th e  

expected  n e g a t iv e  e f f e c t  on c a p i t a l  f l i g h t .  T h is  im p l ie s  t h a t ,  

e . g .  as th e  r i s k  o f  f r e e z i n g  o f  f o r e i g n  a s s e ts  in c r e a s e s ,  th e  

volume o f  c a p i t a l  f l i g h t  w i l l  dec rea s e .  Thus i t  appears  t h a t  

the  in c r e a s e  in  t h i s  premium in  r e c e n t  y e a r s ,  and the  

a s s o c ia te d  r e lu c ta n c e  o f  n o n - r e s id e n t  in v e s t o r s  t o  ’ r e c y c l e ’ 

c a p i t a l  f l i g h t  has tended t o  l i m i t  th e  s c a le  o f  such 

t r a n s a c t i o n s .

- - * I - t h a s  sometimes been s u g g e s te d - th a t -D F I -  and - th e - re tu rn -

o f  f l i g h t  c a p i t a l  would be e f f e c t i v e  in  g e t t i n g  around the
10

f i n a n c i a l  squeeze e x p e r ie n c e d  by th e  d e b to r  c o u n t r i e s .  

However, i t  i s  l i k e l y  t h a t  a s u b s t a n t i a l  p o r t i o n  o f  th e  f l i g h t  

c a p i t a l  i s  committed as c o l l a t e r a l  f o r  bank f i n a n c i n g  so t h a t  

i t s  ' r e t u r n ’ , w h i le  reducing  th e  bank exposure may no t  he lp  

the  e x t e r n a l  s e c to r  o f  th e  LDCs. The o u t f lo w s  a s s o c ia te d  w i th  

DFI as has been shown above a re  v e ry  c o m p l ic a te d  and thus  DFI 

a ga in  may no t  make a s i g n i f i c a n t  p o s i t i v e  c o n t r i b u t i o n  t o  th e  

balance  o f  payments.

I n  summary, both domestic  and i n t e r n a t i o n a l  f a c t o r s  have 

c o n t r i b u t e d  t o  the  p re s e n t  debt  c r i s i s .  The f a c t  t h a t  some 

c o u n t r i e s  have avoided i t  a l t o g e t h e r  suggests  th e  r o l e  o f

19 D a v is ,  R .F .  and M o l in a ,  R . ,  1985,  o p . c i t .
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domestic  p o l i c y .  N e v e r th e le s s  th e  bu lk  o f  th e  evidence*  

suggests a dominant r o l e  f o r  e x t e r n a l  shocks in  b r in g in g  on 

t h i s  c r i s i s .  However exogenous changes in  i n t e r e s t  r a t e s  and 

o th e r  c o n s id e r a t io n s  l i e  beyond th e  scope o f  t h i s  t h e s i s .  I t  

i s  s u f f i c i e n t  to  mention here  t h a t  these  can a ls o  c o n t r i b u t e  

t o  th e  i n t e n s i f i c a t i o n  o f  th e  debt  problem.

6 .1 0  Conclusions

The above f o r m u la t io n  o f  th e  deb t  t r a p  in c o r p o r a te s  most 

o f  th e  v a r i a b l e s  c o n v e n t io n a l l y  in c lu d e d  in  th e  a n a l y s i s  o f  

s u s t a i n a b l e  and u n s u s ta in a b le  d e b ts .  However, th e  bas ic  

p r e m is e -o f  - t h i s  - fo r m u la t io n  i s  t h a t  debt  is- l a r g e l  y - incurred-  

to  f o s t e r  growth i . e .  t o  in c re a s e  th e  p re s e n t  and th e  f u t u r e  

consumption o f  d e v e lo p in g  s o c i e t i e s .  To t h i s  e x t e n t  th e  above 

f o r m u la t io n  does not  in c o r p o r a t e  th e  p o s s i b i l i t y  t h a t  d e b t  may 

be used f o r  n o n -p r o d u c t iv e  consumption and may have l i t t l e  or  

no e f f e c t  on th e  GNP per  c a p i t a .  I m p l i c i t l y ,  however t h i s  

p o s s i b i l i t y  i s  captured  in  the  f i r s t  and th e  second s c e n a r io s  

where th e  growth r a t e  o f  GNP per c a p i t a  i s  i n s e n s i t i v e  t o  debt  

or  deb t  has a n e g a t iv e  e f f e c t  on th e  GNP per  c a p i t a .  To 

conclude i t  can be s a id  t h a t  th e  above f o r m u la t io n  o f  th e  debt  

t r a p  in c o r p o r a te s  both th e  p o s s i b i l i t y  o f  p r o d u c t iv e  and o f  

n o n -p r o d u c t iv e  usages o f  de b t .

A pp ly ing  t h i s  f o r m u la t io n  t o  th e  c o n te x t  o f  I n d i a  shows

20 I b i d .
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t h a t  th e  growth in  th e  i n t e r e s t  on debt  d u r in g  th e  l a s t  decade  

has been lower per  annum than th e  growth in  d e b t .  However th e  

growth in  e x t e r n a l  debt  in  I n d i a  d u r in g  th e  l a s t  decade has 

been much h ig h e r  than th e  r a t e  o f  growth o f  in ves tm en t  

p r o d u c t i v i t y  in  th e  l a s t  decade. The r a t e  o f  growth o f  debt  

in  I n d i a  d u r in g  the  l a s t  decade has e q u a l l e d  th e  r a t e  o f

growth o f  in ve s tm en t .  The r a t e  o f  growth o f  debt  s e r v i c i n g  has

so f a r  been le s s  than th e  r a t e  o f  growth o f  e x p o r t  e a r n in g s .

Thus th e  t r e n d  f o r  these  v a r i a b l e s  f o r  th e  l a s t  decade

p re s en ts  us w i th  a somewhat ambiguous p i c t u r e  w i th  r e s p e c t  to  

I n d i a .  R e f e r r i n g  back to  th e  t h r e e  s c e n a r io s  shows t h a t  

In d i -a ’-s- -debt - s i t u a t i o n  - has - n o t -  -yet- -ach-ieved- - c r i s i s -  

p r o p o r t i o n s ,  but  i t  could do so i f  the  e x p o r t  s i t u a t i o n  were 

to  d e t e r i o r a t e .  A t  th e  p r e s e n t  moment, th e  macroeconomic 

v a r i a b l e s  (d o m e s t ic )  v i z  in ves tm en t  p r o d u c t i v i t y  growths a re  

not  v e ry  h e a l t h y  in  r e l a t i o n  to  th e  d e b t .  The e x p o r t  growth  

r a te s  th roug hou t  t h i s  decade have been v e ry  encourag ing .  

However, as was p o in te d  ou t  in  c h a p te r  5 as th e  f o r e i g n  

exchange o u t f lo w s  in c re a s e  in  th e  90s a s hor ta ge  o f  f o r e i g n  

exchange w i l l  be e x p e r ie n c ed  and t h i s  could  lead  t o  an 

in c r e a s in g  recourse  t o  th e  p r i v a t e  c a p i t a l  markets and a debt  

c r i s i s .
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CHAPTER 7 

Conclusions

The focus o f  t h i s  t h e s i s  is  an a n la y s is  o f  th e  p r i v a t e  

e x t e r n a l  c a p i t a l  in f lo w s  to  I n d i a  dur ing  the r e c e n t  y e a r s .  

Th is  q u e s t io n  is  i n t e r e s t i n g  to  examine because f i r s t l y  i t  has 

not been looked i n t o  b e fo re  and secondly as th e  t h e s i s  has 

shown the  dimension o f  the  s h i f t  in  th e  t r a n s f e r  o f  p r i v a t e  

c a p i t a l  to  I n d i a  has been unprecedented e s p e c i a l l y  in  the  

r e c e n t  t im e s .  The change in  the  GOI s tance  from a p o l i c y  o f  

s e l f - r e l i a n c e  to- one of- growth with-  d e b t - i s  -almost -a -s h i - f t  in. 

the  paradigm o f  the  In d ia n  economy. In  t h i s  t h e s i s  i t  was 

shown t h a t  t h i s  s h i f t  in  th e  s t r u c t u r e  o f  e x t e r n a l  c a p i t a l  

in f lo w s  to  I n d i a  was in a sense imposed upon th e  In d ia n  

economy by th e  decrease in  th e  a s s is ta n c e  h i t h e r t o  p rov id ed  

by the  m u l t i l a t e r a l  i n s t i t u t i o n s .  In  f a c t  t h i s  was th e  main 

f a c t o r  which m o t iv a te d  th e  GOI to  go to  the  i n t e r n a t i o n a l  

c a p i t a l  m arkets .

Chapter  two showed t h a t  I n d i a ’ s e n t r y  t o  th e  

i n t e r n a t i o n a l  c a p i t a l  markets was p a r a d o x i c a l l y  f a c i l i t a t e d  

by th e  debt  c r i s i s .  The s hor ta ge  o f  c r e d i t w o r t h y  s o v e re ig n  LDC 

borrowers made I n d i a ’ s p o s i t i o n  appear in  a f a v o u r a b le  l i g h t  

by comparison. The macroeconomic performance o f  th e  In d ia n  

economy du r in g  t h i s  deacade may have s t re n g h te n e d  the  

c o n f id e n c e  o f  the  le n d e rs .  T h is  was shown by the  f a c t  t h a t
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though the  l e v e l  o f  debt  o f  the  In d ia n  economy in creased  a t  

a r a p id  pace t h e r e  was no d e t e r i o r a t i o n  in  th e  terms and 

c o n d i t io n s  o f  the  loans o b ta in e d  by I n d i a  d u r in g  the  

l a t e  80s in  comparison to  th e  e a r l y  80s.  Thus the  deb t  c r i s i s  

worked to  I n d i a ’ s advantage in  o b ta i n in g  lo a n s .

Of the  o th e r  two forms o f  p r i v a t e  e x t e r n a l  c a p i t a l

in f lo w s  which were r e l e v a n t  in  th e  I n d i a n  c o n t e x t  the  

development o f  NRI d e p o s i ts  has been emphasised in  t h i s

t h e s i s .  I t  was p o in te d  out  e a r l i e r  t h a t  th e  GOI does not  even 

in c lu d e  t h i s  in f lo w  in  i t s  reckoning o f  th e  e x t e r n a l  debt  o f

the  In d ia n  economy. In  t h i s  t h e s i s  we have t r i e d  to

r a t i o n a l i s e  th is -a p p r o a c h - b y -d e ta i -1 ing two-methods o f - t r e a t i n g -  

the  repayment o b l i g a t i o n s  o f  th e  NRI d e p o s i t s .  NRI d e p o s i ts  

may e i t h e r  be t r e a t e d  as r e m i t ta n c e s  on th e  b a s is  o f  th e  

assumption t h a t  in  the  l i m i t  they  a re  c o n v e r te d  i n t o  In d ia n  

Rupee d e p o s i ts  o r  they  a re  c o n s t a n t ly  renewed and thus must 

be t r e a t e d  as a c u m u la t iv e  d e p o s i t  o r  an a n n u i ty  which is  

never w i thdraw n.  Th is  assumption is  based on th e  f a c t  t h a t  

w i th d r a w a ls  from these  d e p o s i t  accounts c o n s t i t u t e  a very  

small p r o p o r t io n  o f  th e  t o t a l  d e p o s i ts .  Thus th e  f o r e i g n  

exchange c o s t  o f  o b ta in in g  these  d e p o s i ts  is  m in im a l .  Thus 

they  do not comprise e x t e r n a l  debt  in  th e  same way t h a t  bank 

loans do. However to  exc lude  them from th e  reckon ing  o f  

e x t e r n a l  debt  may a ls o  not  be v a l i d  as a p a r t  o f  them however 

small w i l l  have t o  be r e p a id .

The l a s t  c a teg ory  o f  p r i v a t e  e x t e r n a l  c a p i t a l  i n f lo w
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examined in  t h i s  t h e s i s  was D FI .  DFI in  I n d i a  was not  a v e r y  

im p o r ta n t  c a te g o ry  as has been shown by th e  l i t e r a t u r e  which  

e x i s t s  on t h i s  t o p i c .  The h ig h e r  r a t e  o f  growth o f  DFI

wi tnessed  d u r in g  t h i s  decade could be th e  r e s u l t  o f

a change in  goverment p o l i c y  n o te a b ly  t h a t  o f  government  

l i b e r a l i s a t i o n .  Though th e  s i g n i f i c a n c e  o f  t h i s  i n f l o w  in  

I n d i a  i s  r e l a t i v e l y  l i m i t e d  i t  should be promoted because i t  

can supp or t  th e  GOIs a m b it io u s  growth p lans  and does no t  

in v o lv e  onerous repayment o b l i g a t i o n s  l i k e  t h a t  in  bank lo a n s .  

I t  was shown in  t h i s  t h e s i s  t h a t  th e  s i n g l e  most im p o r ta n t

d e t e r r e n t  t o  DFI in  the  In d ia n  economy w©.g the  r i g i d i t i e s  in

government - p o l ic y ,  and.  a t t i t u d e  . to w a rd s  . D F I . .  B u r e a u c r a t i c  

de la y s  in  process ing  a p p l i c a t i o n s  has a ls o  d e t e r r e d  D FI .  

Attem pts  to  s i m p l i f y  these  laws and l i b e r a l  i n t e p r e t a t i o n  o f  

the  r u le s  would go a long way in  encourag ing  DFI .

The r a t e  o f  growth o f  debt  and i t s  accum ula t ion  d u r in g  

t h i s  decade has however been s ta g g e r in g  in  view o f  I n d i a ’ s 

l i m i t e d  c a p a c i t y  to  repay i t .  The development o f  th e  debt  

s c e n a r io  in  I n d i a  was l i k e n e d  to  t h a t  o f  B r a z i l .  I t  was shown 

in t h i s  t h e s i s  t h a t  th e  B r a z i l i a n  debt  c r i s i s  was a 

consequence o f  both e x t e r n a l  and i n t e r n a l  f a c t o r s .  E x te rn a l  

f a c t o r s  c o n s is te d  o f  terms o f  t r a d e  d e t e r i o r a t i o n ,  h ig h e r  

im port  b i l l s  on account o f  the  r i s e  in  o i l  p r i c e s ,  and l a s t l y  

in c re a s e s  in  th e  r a t e  o f  i n t e r e s t .  I n t e r n a l  f a c t o r s  which 

c o n t r ib u t e d  t o  th e  debt  c r i s i s  c o n s is te d  o f  a r i s e  in  

government d e f i c i t s  and th e  consequent need t o  borrow abroad,
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as w e l l  as the  r e l a t i v e  underdevelopment o f  th e  domestic  

c a p i t a l  m arkets .  Thus the  p r i v a t e  s e c to r  in  B r a z i l  was fo rc e d  

to  tu r n  to  th e  i n t e r n a t i o n a l  c a p i t a l  m a rk e ts .

In  I n d i a  the  r o l e  o f  th e  government d e f i c i t s  d u r in g  t h i s  

decade have increased  a t  high r a te s  and has led  t o  the  

accum ula t ion  o f  d e b t .  However, u n l i k e  Bra z i l  I n d i a ’ s
V /

borrowing has been l i m i t e d  t o  the  f o r e i g n  exchange component 

o f  p r o j e c t s .  Th is  procedure has both l i m i t e d  and p r i o r i t i s e d  

th e  accum ula t ion  o f  d e b t .  Th is  procedure i f  ex tended  to  f u t u r e  

loans too  w i l l  he lp  to  a l l e v i a t e  th e  debt problem should i t  

a r i s e  in  th e  f u t u r e .  As f a r  as e x t e r n a l  f a c t o r s  were concerned  

th e  - th e s is  - showed- th a t -  a d e t e r i o r a t i o n  -in both t h e .  terms of. 

t r a d e  and the  i n t e r n a t i o n a l  r a te s  o f  i n t e r e s t  would lead to  

debt problems in  I n d i a .  I t  was a ls o  s t a t e d  t h a t  t h e r e  is  a 

p o s s i b l i t y  o f  th e  i n t e r e s t  r a t e  r i s i n g  d u r in g  th e  90s and t h i s  

would a g g ra v a te  I n d i a ’ s debt  s i t u a t i o n .  The terms o f  t r a d e  

w i l l  depend both on th e  e x p o r t  and the  im po rt  b a s k e ts .  As both  

these  were seen t o  be ve ry  low i t  can be concluded t h a t  though  

e x p o r t  e a rn in g s  would be d i f f i c u l t  to  s t i m u l a t e  in  th e  s h o r t  

run i t  i s  u n l i k e l y  t h a t  t h a t  th e r e  would be a d r a s t i c  f a l l  in  

too  in  th e  s h o r t  run. However im po rt  e x p e n d i tu r e  may 

in c re a s e  a t  a f a s t e r  r a t e  than e x p o r t  e a rn in g s  and t h a t  would 

cause repayment problems. T h is  p o s s i b i l i t y  would in c re a s e  i f  

th e  growth r a te s  o f  I n d i a  a re  to  be m a in ta in e d .

In  terms o f  th e  th r e e  debt  t r a p  s c e n a r io s  developed in  

t h i s  t h e s i s  I n d i a  could e i t h e r  f a l l  i n t o  s c e n a r io  2 or  in
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s c e n a r io  3. I t  would f a l l  i n t o  s c e n a r io  2 i f  e x p o r t  e a rn in g s  

d e c l i n e  d r a s t i c a l l y  o r  i f  th e  r a te s  o f  i n t e r e s t  shoot up 

suddenly  or  i f  im port  p r ic e s  or  volumes o f  im ports  r i s e  

d r a s t i c a l l y .  I t  was shown in  t h i s  t h e s i s  t h a t  th e  p o s s i b l i t i e s  

o f  a l l  these  th r e e  a re  l i m i t e d .  However moderate in c re a s e s  in  

a l l  these  th r e e  would lead to  s c e n a r io  3 and t h a t  i s  a l i k e l y  

p o s s i b i l i t y  in  th e  In d ia n  case.
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