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INDIA - 1983 ARTICLE 1V CONSULTATION
ARRANGEMENT

J—
"

The Executive Directors continued from the previous meeting (EBM/83/31,
2/18/83) their consideration of the staff report for the 1983 Article IV
consultation with India and the review of the extended arrangement for
India (EBS/83/16, 1/20/83; and Sup. 1, 2/17/83). They also had before
them a report on recent economic developments in India (SM/83/28, 2/7/83).

The Director of the Asian Department commented that the staff had
consistently assumed that the adjustment of the fundamental structural
imhalances in the Indian economy would take a long time. The extended
arrangement pointed both to the direction and to the magnitude of the
needed policy changes in various areas, including import, pricing, indus-
trial, and regulatory policies. In particular, the arrangement included
provision for substantial increases during the program period in public
investment in key sectors, such as energy and transportation, which were
aimed at helping to strengthen the balance of payments in the short to
medium term. The staff report described the progress that had been made
In the effort to achleve structural adjustment. It was clear that signif-
icant progress had been achieved during the previous two years in all the
most important areas, although the progress had not been uniform, and
more rapid progress in certaln areas would certainly have been welcome.

The authorities and the staff agreed that policy changes designed
to liberalize the economy must be sustainable, the Director continued.
No benefit would be gained from bold changes that subsequently had to be
reversed, and in that respect the authorities had been quite successful;
there had been no significant reversals of structural reforms. The
authorities were in the best position to judge the appropriate timing
of policy changes, and they had expressed their intention of introducing
measures to liberalize further the economy when, and to the extent that,
circumstances permitted. The authorities had stressed that the effect
of changes in one policy area on developments in other policy areas had
to be taken into account in making decisions concerning the process of
liberalization. Even so, the staff felt that India would benefit from a
more comprehensive and planned approach to policy changes in related
structural areas.

Fortunately, the Director explained, the authorities had detected
the shortfalls in revenues and savings soon after the adoption of the
budget for the current year, and they had subsequently decided to scale
down dJdevelopment projects and low-priority budgeted expenditures.

There seemed to be a feeling by some Executive Directors that the
monetary targets for March 1983 were liberal, the Director remarked.
Those targets took into account the very low level of both the narrow
and broad money supply in March 1982 and rhe prospective large need for
food credit. The levels for March 1983 were below those that had been
projected in the first year of the program. In addition, it had been
assumed that the improvement in inflation and, consequently, in real
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interest rates, would increase the demand for broad money, which was
projected to grow at a rate of 15.5 per cent, while the growth of narrow
money, which was more closely linked to transactions demand, was projected
to rise by 12.5 per cent. The staff had caretfully considered whether the
credit and monetary targets were sufficiently restraining, and had agreed
with the authorities that the program targets continued to be appropriate
even though circumstances had changed. The main factor in the unexpectedly
slow real growth in 1982/83 was the reduction in agricultural incomes
which was expected to have its main impact on money demand in the coming
year, Farmers' expenditure and savings in 1982/83 were influenced largely
by the 1981/82 harvests; similarly, the 1982/83 harvests would provide
income for 1983/84. Continued relatively low rates of inflation, at rates
below the program projection, would have a positive effect on the public's
demand for real cash balances in 1982/83.

It was useful to compare the experience in 1982/83 with that of
1979/80, the previous drought year, the Director noted. In that year,
both monetary and budgetary policies had become excessively expansionary
because of the need to support sectors of the economy that had faced
serious problems. That situation had not recurred in 1982/83. The
agreed financial program had proved to be an invaluable framework within
which to contain the pressure for excessive money growth.

The Government used both quantitative restrictions and tariffs to
protect domestic industries, the Director explained. The domestic prices
of some imported and import-competing goods were higher than the Import
prices together with the customs duties paid because the volume of the
imports was limited by quantitative restrictions; for those products,
the actual level of protectlon was determined by the quantitative restric-
tions. The domestic prices of some other important goods approximately
equaled the import price plus tariffs; in those cases, the tariffs deter-
mined the real level of protection. Despite the Import liberalization
of the previous several years, the majority of imports remained under
the first category that he had described. The domestic prices of a
large number of products were 50-150 per cent higher than the import
price plus tariffs. The real level of protection could therefore be
reduced more effectively by liberalizing the quantitative restrictions
than by reducing tariffs.

The authorities had introduced a significant import liberalization
in 1983, the Director went on. Recent increases in auxiliary duties had
raised the general level of pratection, but for a larger number of products
quantitative restrictions, rather than the tariff measures, determined the
level of protection. The staff telt that the adjustment in duties had had
a negative overall impact, although the measures had had beneficial effects
on revenues. One of the characteristics of the industrial structure in
India was the wide variation in the level of effective protection; the
level was high for a number of products but negative for some other impor-
tant items. It was not clear to the staff whether adequate protection was
provided for the products that should be promeoted in the long-run best
interests of the economy, or whether excess protection was being glven to
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products whose long-rum outlook was not promising. As the import policy
had been liberalized, tariffs had become an increasingly important means
of protection. The staff believed that steps should be taken to identify
the products for which tariffs could be reduced without worsening the
long-run outlook for the economy.

The State Electricity Boards (SEBs) were responsible for setting
prices in the power sector, the Director remarked. Power tariffs had been
increased on average by 18 per cent in 1981/82 and by more than 10 per cent
in the first half of 1982/83, but studies indicated that those for some
classes of consumers remained well below long-run marginal costs. Further
tariff increases would therefore provide additional resources for the
vitally important capacity expansion program in the power sector and would
have a desirable allocative effect. In states participating in the World
Bank-supported rural electrification scheme, the operating surpluses of
SEBs were to contribute 20 per cent of their overall investment. In
addition, the scheme limited the subslidies that the state budgets could
provide to rural consumers. As a result, substantial tariff increases
were expected to occur in a number of states. As for petroleum prices,
pricing policy was kept under continuous review, and the prices of petro-
leum products had been raised in early February 1983. The latest adjust-
ment was expected to raise Rs 8 billion in additional revenue over a full
year and Rs 1 billion in the rest of the current financial year. Prior
to that adjustment, the average price of petroleum products was estimated
to have been marginally higher than the world market levels.

At the time of the writing of the staff report, the Director of the
Asian Department explained, all the deposit interest rates had been positive
in real terms, and the staff had projected a rate of inflation of 8 per
cent. At present, the staff cautiously estimated that, in general, the
deposit rates continued to be positive In real terms. Finally, soda ash,
steel, and man-made fibers were examples of industrial products whose
domestic producers had experienced increased competition from producers
in the industrial countries seeking to penetrate India's market.

The staff representative from the Aslan Department said that the
mederate increase in disbursements of commercial loans shown In the balance
of payments table in the staff report gave the wrong impression about the
extent of the commercial borrowing by India in 1982. The staff expected
that, on a commitment basis, commercial borrowing by India would be of
the order of SDR 2 billion in 1982/83, or nearly double the level of
1981/82. The increase was substantial and was very close to the original
program target. The low level of disbursements was not seen by the staff
as a cause for concern. Tt had always envisaged that, during the program
period, the authorities would attempt to build up a pipeline of borrowing
that could be used in subsequent years. Until récently, India had had
virtually no access to commerclal credit markets, and it had been assumed
that some time would be needed to construct the pipeline. Moreover, the
loans were related directly to projects and it took time to arrange such
loans, which would in any case be disbursed in stages over a number of
years.



EBM/83/32 - 2/18/83 -6 -

The staff expected private savings as a percentage of GDP to decline
from 18.6 per cent in 1981/82 to 17.8 per cent in 1982/83, the staff
representative explained. However, it was important to bear in mind that
the latest firm data on private savings on a national incomes basis covered
only 1980/81, and that the projection for 1982/83 was quite tentative,
although it had been accepted by the authorities and took into account a
number of factors, the most important bheing the effect of the decline in
incomes In the present year. The marginal savings rate in India had been
very high--of the order of 30-40 per cent——in recent years. Such high
marginal rates tended to mave downward as well as upward, and lower than
expected growth would lead to a lower savings/GDP ratio. The lower incomes
in agriculture in particular would have a substantial effect on savings
in 1982/83, although savings rates in agriculture tended to be lower than
the rates in other sectors.

There were a number of factors accounting for the relatively high
rate of private savings in India, the staff representative considered.
Progress had been made in interest rate policy during the program period.
Deposit rates had been raised on three occasions during the program period,
and inflation had declined substantially. The authorities should be given
due credit for the significant Improvement In interest rate policy on the
deposit side, which acted as an encouragement to private savings.

Commenting on the relatively high rate of household savings in Indila,
the staff representative said that it was important to recognize that there
was a large number of farming households that were, in many respects,
enterprises. The increasingly attractive investment climate in agriculture
resulting from both the improvements in irrigation and other aspects of
the infrastructure and the efforts to promote modern production techniques,
had encouraged savings in the household sector. In the financial sector,
the authorities had extended the network of financial institutions, partic-
ularly in rural areas, thereby providing adequate facilities for savings
in rural areas. Moreover, considerable progress had been made in increas-
ing the range of attractive financial instruments issued by bhoth the
Government and the financial institutions. Private savings in India were
also supported by the high level of workers' remittances from abroad.

The concern expressed by some Executive Directors about the distortions
in the patterns of prices and effective protection were well founded, the
staff representative said. The distortions had been caused by a number
of factors, including import restrictions, tariffs, tax rates, and pricing
policy. A number of detailed studles of the problem had been made by
official and acadewmic circles in India and by the World Bank. The Fund
staff, together with the World Bank staff, had been encouraging the author-
ities to continue the examination of the problem of price dlstortions in
India. 1In India, as in many other countries, the tariff structure had
evolved over a number of years and was based on decisions that were
designed to affect particular industries while taking into account certain
budgetary programs; tariff decisions were based only partially on their
impact on the pattern of industrial protection. The effective rate of
protection varied considerably from one industry to the next. The rate
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was particularly high in consumet goods industrles, partly because of the
scarcity of such goods as a result of the import restrictions on them,
Man-made fibers and railway equipment also benefited from particularly

high levels of effective protection. The tea, coffee, leather, textile,
and chemical industries faced negative rates of effective protectien.

Some industries—--such as intermediate goods—-—had been particularly affected
by import liberalization in recent years and had experienced a relatively
rapid decline in the rate of effective protection. The rate had also

The tax system was an important factor contributing to the price
distortions in the economy, the staff representative went on. The tax
system in India relied heavily on central excise taxes and state sales
taxes. Central excise taxes were levied on 136 items, including petroleum,
metals and manufactures, textiles, chemicals, and transport equipment.
Some were ad valorem and others specific; tax rates in some cases exceeded
50 per cent. Indirect taxes were levied on intermediate products, and
in some cases the cascading effect was significant. The authorities
understood the role played by indirect taxes in the distortions in the
economy and had been examining possible changes, such as the substitution
of a value-added tax. However, certain administrative and constitutional
difficulties stood in the way of changes. The system of price controls
also had the potential for causing distortions, but the staff was inclined
to feel that the increased flexibility in pricing policy in recent years,
especially in the prices for petroleum, steel, and other basic items, had
markedly alleviated those distortions.

The unexpectedly large budget deficit in the cutrrent year had been
caused in part by the shortfall in revenues and, even more Iimportant, by
the increase in capital and current expenditure necessitated Iin part by
the drought. The increase In the fertilizer subsidy had also contributed
to the rise in the budget deficit. The authorities were taking steps to
improve tax collection and administration to reduce the revenue shortfall.
They were also introducing significant resource mobilization measures that
were Intended to have a significant effect in both the present year and
the coming one. The measures implemented since November 1982 were expected
to yield about Rs 2.6 billion—-a significant contribution. Cuts in low-
priority expenditure were also likely to be needed to reduce the budget
deficit., 1In sum, the authorities were successfully handling the various
budgetary problems, but the difficulties they would face in the final part
of the present financial year should not be underestimated.

Any problem with the formulation of the government credit ceiling
was more apparent than real, the staff representative said. The rise in
credit above the ceiling followed by a sharp decline below the ceiling
just prior to the end of the period in which the ceiling was applied was
the normal seasonal pattern in India and reflected mainly the quarterly
payment of taxes, in the final month of each quarter. The staff had
recognized the pattern and had taken it into account in setting the
ceilings for the end of each quarter.
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A question had been raised, the staff representative recalled, about
the way in which state overdrafts were accommodated by the central finan-
cial framework. The taking over by the Central Government of the state
overdrafts constituted a mere transfer in the books of the Reserve Bank
that did not atfect the credit ceilings in any way. Ways and means
advances to the states were meant to enable them to deal with temporary
imbalances, and the increased level of the ways and means advances should
be seen as a practical attempt to accommodate the temporary swings in the
states' finances. The temporary imbalances should be distinguished from
the real problem caused by fundamental weakness in their financial posi-
tion; the increase in the ways and means advances was not meant to address
that problem. The latest available data, which covered January 1983,
showed that the aggregate of the states' ways and means advances had been
kept within the ceiling established by the authorities. Financial problems
continued in a few states——not all of them——and consultation between the
states and the Central Government had taken place. Financial discipline
had been increased in the states facing financial constraints; there was
considerable evidence that those states were being forced to make difficult
decisions concerning expenditure. The arrangement between the Central
Government and the states with respect to the ways and means advances
provided seemed useful but in no way reduced the need for more fundamental
improvements in the state finances which, in turn, would require an increase
in their resource mobilization.

Some Executive Directors felt that some of the staff's statements on
the raillway system were contradictory, the staff representative recalled.
On the one hand, the staff had apparently suggested that the railway's
performance as measured by the carriage of freight had not been fully
satisfactory. On the other hand, the staff had concluded that the rail
system met the present needs of the economy. The diff{iculty seemed to
have arisen because of the measure of railway freight movement that the
staff had originally chosen to use in formulating the program. The
measure was not fully representative, as there had been a reduction in
the average lead because of shorter hauls. The Fund and World Bank staff
had also examined broader measures of performance, for instance, tons of
originating traffic, which measured in gross terms the tonnage moved by
the railways without regard to the length of the haul; the performance
according to that measure had improved substantially. Another useful
measure-—net ton kilometers per railway wagon day--also showed a substan-
tial improvement. The railways were performing well, and the authorities
were to be commended on the important improvement in the performance in
the previous two years.

The staff did not have direct data to support the estimate for workers'
remittances in the current year, the staff representative explained, but
there were indirect indications that developments were broadly in line
with the projections In the program. There was scope for improvement in
the collection of data on workers' remittances.

The authorities' policy on inward remittances by workers abroad had
hecome more positive and active during the previocus year, the staff
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representative noteds The interest rate on deposits in India by non-
residents had recently been raised by an additional 2 percentage points
above the rates applied to residents' deposits, thereby significantly
increasing the attractiveness of lnvestments in India. The Government

had also increased investment opportunities for nonresident Indians. The
likely course of remittances, as reflected in the program projections, was
not particularly bright. The authorities were therefore reviewing their
policies, with a view to taking further steps to encourage remittances.
Maintaining a stable financial enviromment in India would certainly make
an Important contribution to encouraging remittances.

The staff intended to discuss the likely evolution of the terms of
trade in 1983/84 when it met with the authorities to formulate the details
for the 1983/84 program, the staff representative remarked. TFor the
moment, the staff did not expect the terms of trade In the coming year )
to have any substantial negative effect on the economy. Indeed, a slight
improvement in the terms of trade was likely to occur. The present export
target for 1982/83 was unchanged in value terms from the original target.
In other words, the downward revision of the figure for export volume
had been offset by the somewhat higher prices than had been originally
expected.

The latest available figure on the population growth rate was 2.1 per
cent, the staff representative from the Asian Department said. Finally,
the 3.9 per cent effective appreciation of the exchange rate mentioned by
the staff was the actual figure through the first ten months of 1982; it
was not a target for the year as a whole.

A Deputy Director of the Exchange and Trade Relations Department said
that the staff would wish to conslder Mr. Finaish's request for a medium—
term scenario. His preliminary reaction was that the staff was unlikely
to be able to develop a scenario based on anything better than the author-
ities' own assumptions about weather conditions.

The extended arrangement for India was scheduled to run from November
1981 through November 1984, the Deputy Director explained. The next staff
mission to India planned to discuss the appropriate level of Fund financing
in support of the program for the Indian financial year ending March 31,
1984, Management had advised the Indian authorities of the need for a
fourth and final set of discussions on the appropriate level of financing
and the performance criteria for the last seven months of the third year
of the extended arrangement. There was no question of the staff attempting
to stretch out the period of the arrangement.

Commenting on the appropriate size of Fund financing in the present
case of India, the Deputy Director remarked that Mr. Dallara apparently
agreed with the staff that, in the absence of an early approach to the
Fund for support of the country's adjustment effort, India's balance of
payments position would certainly have worsened considerably. It was
true that the proposed program did not provide for a substantial reduction
in the level of the current account deficit. However, as a percentage of
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GDP, the deficit was expected to be relatively low, about 1.8 per cent.
Although the decline would not be large in absolute terms, India’s external
sector was not large, and the adjustments that were being made were clearly
sizable in the circumstances of India.

The balance of payments problems facing India were serious, the
Deputy Director stated. They had been caused to some extent by financial
mismanagement, but the main cause was the sizable deterioration in the
terms of trade on the import side, particularly with respect to petroleum.
Accordingly, the authorities were attempting to make certain important
adjustments in the economy. Nevertheless, the staff had maintained that
the payments situatlion in India did not constitute a crisis.

Management and staff had consistently stated their support for the
authorities' basic strategy in the area of commercial borrowing, the
Deputv Director commented. The authorities were receiving balance of
payments financing from the Fund and had stepped up their investment
program with the support of commercial loans. The authorities expected
the bulk of the borrowing under the 1982/83 ceiling tn be committed; in
comparison, one year previously there had been considerable uncertalnty
about the extent to which available funds would actually be committed.
Mr. Narasimham had assured the Executive Board that the basic strategy
was to implement a heavy program of foreign borrowirng over several years,
and all the available evidence suggested that the authorities had in fact
been doing so. The staff had assumed that the assoclated development
projects would not show up as expenditures in the balance of payments for
several years; that expectation was consistent with the medium—term
balance of payments effort that the authorities had undertaken. The
objective of the adjustment supported by the extended arrangement was to
place India in a position to carry on without Fund assistance in the
period after the expiration of the arrangement. In sum, the commercial
borrowing constituted an important element of India's overall borrowing
strategy and was expected to have a positive effect on the balance of
pavments in the medium run.

In the case of India's arrangement, as in the case of any multiyear
arrangement, the Deputy Director of the Exchange and Trade Relations Depart-—
ment remarked, the staff would take a fresh look at the balance of payments
need before negotiating the financial program for the next 12-month period
of the arrangement, to be certain that a need still existed. [In the
coming period, the Indian economy was likely to benefit from the decline
in the price of oil imports, but the recession and protectionist tendencies
in the world economy would make it difficult for the authorities to main-—
tain the desired export volume. The balance of payments need for each
12 months would be assessed on the basis of its own merits.

Mr. Malhotra noted that there seemed to be a consensus that the
program had been moving on track, and that the authorities had reacted
effectively to the changing circumstances. Several speakers had noted
how the major setback due to the very severe drought had heen handled.
The total precipitation and the pattern of precipitation in 1982 had been
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almost as unfavorable as in 1979, one of the worst drought years on record.
The 1982 monsoon had arrived late, thereby delaying sowing, and precipita-
tion had been erratic, with long dry spells occurring. The monscon had
also withdrawn prematurely, leaving inadequate molsture in the soll for
the winter sowings. On the basls of information provided by Indian meteo—
rologists, the authorities had realized early--around mid-July 1982--that
the weather conditions constituted an important problem, and they had
planned several measures to deal with the situation.

The Agriculture Ministry, Mr. Malhotra continued, in consultation
with State Governments, had worked out a strategy to limit the damage
caused by the drought by supplying inputs, especlally seeds, and through
resowing, where necessary. Action had also been taken to safeguard, and
to increase the output of, the winter crop. The final assessment of
meteorologists was that the 1982 drought had been only about 10 per cent
less severe than the 1979 drought. However, the estimated loss of produc-
tion in 1982--some B million tons——had been much less than the 22 million
tons lost in 1979/80. The less damaging effect of the latest drought was
due in considerable measure to the fact that a substantial area had been
brought under irrigation since 1978/79 and had been used effectively.

Commenting on the steps that had been taken to suppress inflationary
expectations, which had spurted in June and July 1982, Mr. Malhotra said
that he agreed with the staff that the restrictive monetary policy stance
had helped, but a whole series of other measures adopted over the previous
two years had also helped. Price policies, particularly in the energy area,
had helped to soak up a large volume of ligquidity. The importance of the
measures to build up stocks of foodgrains with the public distribution
agencies should not be underestimated. For that purpose, remunerative
prices had been fixed to encourage the veoluntary sale of the marketable
surplus of foodgrains to the public distribution system, which played a
crucial role in promoting price stability as well as agricultural produc-
tion. As a result, despite the shortfall in production, the procurement
of rice in 1982 had been as large as it had been in 198l, partly because
a large portion of the procurement had taken place in surplus areas with
assured irrigation. Furthermore, as the staff had noted, about 4 million
tons of wheat imports had been contracted. Those measures, together with
the management of other important commodities, such as sugar and edible
oils, had considerably moderated the inflationary expectations. As for
sugar in particular, production in 1982 had reached a record level, but
exports had been limited by weak demand and low international prices that
had been well below production osts. In any event, sugar exports were
regulated under the provisions of the International Sugar Agreement.
Sugar stocks had been used effectively to bring down the price of sugar
by raising releases into the market,

The production of oil seeds in 1981/82 had increased by 20 per cent,
Mr. Malhotra remarked. Therefore, stocks of domestic and imported edible
01ls had been comfortable at the end of that year. Still, it had been
decided that for 1982/83 the previous level of imports should be maintained.
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The success in controlling inflation had been much greater than the
authorities had dared to hope, Mr. Malhotra said. Similarly, Executive
Directors clearly appreciated that the exchange rate policy had bheen
effective. Mr. Laske, however, had mentioned that there had been a few
months' delay in fully correcting the appreciation of the rupee that might
have taken place in real effective terms in July 1982. In that connectioen,
it was important to note that price data became available with a time lag.
Furthermore, there was a basket of currencies against which the exchange
rate of the rupee was fixed from time to time. That mechanism, which had
been in place for several years, had served India well. It was not always
possible to correct minor imbalances from one month to the next, but he
agreed that it was important to maintain the competitiveness of Indian
exports. Indeed, the supplementary information circulated by the staff
showed that the competitiveness of the rupee since the start of the program
had improved by about 6 per cent.

Speakers had endorsed India's interest rate policy of the previous
two years, Mr. Malhotra commented, and they appreciated that real interest
rates were positive. In fact, at the present rate of inflation the rates
could be open to the charge of being excessively positive. However, the
authorities intended to maintain the present interest rates on deposits
because they attached great importance to encouraging financial savings.

Trade liberalization had helped to improve the availability of
industrial raw materials, components, and capltal goods, Mr. Malhotra
remarked. India had in fact been moving in that direction since 1978/79,
even before the authorities had thought of approaching the Fund for an
arrangement. However, considerable progress had been made during the
program period. The staff papers provided a useful analysis of how the
ebjectives of the liberalization policy were being achieved. They men-
tioned the increases in imports of capital goods, industrial raw materials,
components, and other requirements of the economy, but there had been
serious problems, several industries-—including some competitive cnes--
having “"felt the heat.” The Indian authorities had taken a pragmatic
approach. They had maintained the broad stance of lmport liberalization
not because the Fund wished them to do so, but because they believed that
such a policy, subject of course to certain qualifications, was generally
in the best interests of the Indian economy. The authorities had tried
to resolve complaints by looking at specific cases, and they had taken
appropriate corrective steps in a few areas, as the staff had noted.

There also seemed to be broad agreement that monetary policy was
appropriate and that the balance of payments was on track, Mr. Malhotra
went on. Taken together, the policies that he had described amounted to
a very comprehensive framework. A judgment that the policies were in tha
right direction was in itself significant. However, the authorities were
not complacent about the program. In a large and diverse country like
India, where powers were divided between the center and the states,
developing a consensus in support of a program was by no means an easy
task. TIndia had a multiparty system, and the party in power at the
renter was not necessarily also in power in all the states. Despite the
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success they had achleved thus far, the Indian authorities were aware of
the difficulties confronting the economy and of the need to overcome them.

The statement by Mr. Dallara questioning the appropriateness of the
application of the enlarged access policy to the Indian program,
Mr. Malhotra said, was similar to the statements that had been made when
the program had first been discussed. After a wide-ranging discussion,
the program had been approved by the Executive Board. The staff had
already answered the questions that had been raised in that connection,
but he wished to add two points. First, the staff had originally estimated
that the terms of trade loss over the program period would amount to some
SDR 9 billion. On page 74 of SM/83/28, it was said that "in total, the
deterioration of the terms of trade amounted to more than 30 per cent in
the period 1979/80-1981/82, and its total direct impact on the 1981/82
trade account is estimated at about SDR 4.5 billion.”™ For the year
1982/83, the staff had assumed that the terms of trade had neither deterio-
rated nor improved. Hence, after adjusting the estimate for the volume
of imports and exports, the impact on the 1982/83 trade account due to
the accumulated terms of trade deterioration would also be large; for
the two years taken together, the figure would reach SDR 9 billion.

Second, Mr. Malhotra continued, the arguments that he himself might
have put forward in favor of the program had been correctly anticipated
by Mr. Dallara. 1In particular, Mr. Dallara had noted that, if the Fund's
support had not been given, India's payments position would have been
much worse than it actually was. Mr. Dallara felt that India should
have gone to the commercial market, and the staff had provided information
on the cogntry's recourse to the market. It was clear how reserves
would have moved in the absence of the Fund-supported program. They had
declined from the equivalent of eight months' imports at the end of 1978
to only about four months' imports at present; and, as Imports increased,
the proportion of reserves to imports would be reduced. A major objectilve
of the program was to prevent such a deterioration In reserves.

It was important to note, Mr. Malhotra stated, that the amount of the
Fund's assistance under the proposal was equivalent to 291 per cent of
quota, well below the celling for support under the enlarged access policy.

In his statement, Mr. Malhotra recalled, Mr. Laske, noting the slight
improvement in the overall balance of payments in 1982/83 and the fact
that India had kept its commercial borrowing below the established limits,
had suggested that the balance of payments need for 1983/84 should be
looked at with "exceptional care.”™ In that connection, it was useful to
note that, under the program, the drawdown of reserves during the two years
1981/82 and 1982/83 was SDR 1 billion. The reserve drawdown in the two
years ended December 1982 had actually been SDR '1.65 billion. The current
account deficits for those two years had deteriorated only marginally com-
pared with the staff projections. The actual use of commercial borrowing
during the period had been greater than had been expected by SDR 351 million.
Similarly, the overall balance of payments for the two—year period had also
shown only marginal deterioration. Moreover, the staff had concluded that
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developments In the balance of payments were broadly on track. Given
those facts, he had been somewhat surprised by the statement to the etfect
that the staff had to look at India's balance of payments need with excep-
tional care. The staff would of course continue to pay the usual close
attention to the need aspect of the country's external position, but he
hoped that it would not result in India being treated in an exceptional
manner.

It had been suggested by Mr. Dallara, Mr. Malhotra recalled, that
Fund financial support under a stand-by arrangement should only be used
when there was an acute need for it. His authorities felt that the need
already existed to use the resources to ensure the success of the program
and to maintain reserves. Mr. Dallara had also suggested that annual Fund
support should be treated as a ceiling and not as a target. It was of
course up to the Executive Board to consider whether a new approach to
handling extended arrangements should be evolved. Until then, the present
arrangement and all others should be handled within the bounds of estab-
lished policv. Furthermore, the period of the extended arrangement should
be looked at as a whole. It was true that the performance criteria and
disbursements were agreed upon each year, but the need to maintain reserves
at an appropriate level was at the heart of India's program.

After noting that the performance criteria had been met, Mr. Laske
had asked whether the criteria had not been excessively liberal,
Mr. Malhotra said. His response to the question was based on his author-
ities' actual experience. As had been clearly explained in the staff
reports, there had been a severe squeeze on bank credit in the first half
of 1982, The authorities had had to live with the agreed ceilings on
commercial credit and had monitored the ceilings closely. Indeed, they
had established internal ceilings that were somewhat lower than those
agreed with the Fund. TIn retrospect, it was clear that the ceilings had
contributed to the severity of the squeeze, which partially explained the
slack that had developed in some important industries. The variocus ceil~-
ings, including the one on bank credit to the Covernment, had been very
difficult to live with. That outstanding bank credit to the Government
had somewhat exceeded the ceilings on two occasions in the present finan-
cial year merely underscored the toughness of the ceilings and the diffi-
culty the authorities had had in living with them. It was important to
avoid a Catch-22 situation in which the staff was blamed for being exces-
sively liberal if ceilings were met, and for being excessively tough if
disbursements under an arrangement were suspended. It was the responsi-
bility of the Executive Board to guide the staff; at the same time, it
was important to give the staff room to make their own judgments in
consultation with the authorities. Tt was much too difficult for the
Executive Board to give directions to the staff on such technical matters.

He agreed that monetary policy should be cautious, and that the
growth nf monetarv aggregates should be kept under control, Mr. Malhotra
commented. At the same time, it was essential that monetary policy should
meet the needs of the economy and he implemented flexibly. Problems had
arisen in the past when the authorities had had t«o respond quickly to new
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developments. Such corrections were difficult to implement, as the signal
0f change had to be sent to thousands of bank branches in a large country
like India. Flexibility was needed to ensure the vlability of a reasonable
monetary policy and he remarked that the growth in the monetary aggregates
in the previous year had not been on the high side.

Although the increase in the wholesale price index had been very low,
Mr. Malhotra remarked, the rate of inflation based on the consumer price
index in 1982 had been 7.9 per cent. The possible reasons for the differ—
ence between the rates of price Increase based on the wholesale and
consumer price indices had been explained by his chair on previous occa-
sions. In considering the growth of the money supply in 1982, including
the 15.5 per cent rise in M-3, Executive Directors should bear in mind
the movement in the consumer price index and the deflationary impact of
the substantial loss of official reserves.

Commenting further on the rate of growth of M-3, Mr. Malhotra said
that the Interest rate policy had played a significant role in increasing
bank deposits. The aggregate increase in the deposits of the banking
system in the first half of 1982 had been sluggish, but the rate for the
whole year had exceeded the rate for the year 198l. A substantial portion
of the deposits were term deposits for three to five years. The increase
in M-3 in response to policies aimed at promoting financial savings was
therefore certainly not a cause for concern.

A question had been raised, Mr. Malhotra recalled, about the use of
the additional limit of Rs 5 billion, which was in the nature of a contin-
gency provision. At the time of the consultation discussions, the author-
ities had considered whether the staff should not be asked to increase
the ceiling on commercial credit. At that time, bank credit to the
commercial sector had not been growing rapidly, partly because of the
slack in industry, and therefore no change in the ceiling had actually
been requested. Subsequently, however, commercial credit had picked up,
and the Reserve Bank and the commercial banks had to provide finance for
the large sugar stock and for the increased foodgrain stock with the public
distribution system. Nevertheless, the authorities had informed the Fund
that, for the time being, they had decided not to use the cushion that
had been provided. While the possibility of a problem arising in that
area could not be ruled out, the authorities wished to live within the
ceilings.

Some Executive Directors had expressed concern about public savings,
the budget, and the availability of investment financing, Mr. Malhotra
remarked, but public savings had increased at a good rate, moving from
3.7 per cent of GDP in 1980/81 to 4.3 per cent in 1981/82, Under the
original program, public savings were to have increased to the equivalent
of 4.8 per cent of GDP in 1982/83. During the discussions on the program
for 1982/83, the substantial increase in public savings in 1981/82 had
encouraged the authorities to do even better in 1982/83. As a result, the
original target for 1982/83 of 4.8 per cent of GDP had been raised to 5 per
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cent. The drought and the slack in the industrial sector would inevitably
have an adverse impact on public savings, and, in the circumstances, the
projected level of savings was remarkable.

It was true that there had been some budgetary shortfalls, Mr. Malhotra
continued, but the authorities had reacted to them in a positive way. The
new measures adopted since end-1982 would add about Rs 2.6 billion to
resources in the current fiscal year and Rs 12.5 billion in 1983/84. Other
postbudgetary measures had also been taken, especially with respect to
charges of the railways and the Post and Telegraph Department. There were
obvious limits to taxation in a period that was characterized by severe
drought and slack in several industries, but the authorities had taken
substant Lal steps to Increase resource mobilization. They had also made
ad justments on the expenditure side. The staff had noted that expenditure
on drought-related programs was expected to increase. In India, drought
relief was provided essentially through an employment—-creation program
rather than by doles. TDistricts maintained lists of works that could be
taken up in drought periods. The lists were occasionally updated and
were being Increasingly dovetailed into the Development Plan, wherever
possible. However, some of the areas that had been severely hit by the
drought lacked irrigation facilities and had limited public works; there—
fore, extra expenditures on drought-related programs had had to be incurred.
Nevertheless, the authorities were trying to live with the limits on bank
credit to the Government that had been agreed with the Fund. There were
no unnecessary expenditures in the budget. Some expenditures were of
course accorded a higher priority than others.

The blame for many of the problems facing the Indian economy ought
not to be heaped on the state governments, Mr. Malhotra remarked. The
additional resource mobilization by the states for the year 1982/83 had
been close to what had been envisaged. In addition, the states were
contributing 48.5 per cent to the financing of the present Development
Plan. Hence, while there was scope for improvement in state finances,
Executive Directors should not be left with the impression that the states
were making anything other than a major effort. In the past, the recourse
by several states to the Reserve Bank tap for overdrafts had been a major
source of concern for the Government, and the decision taken by the
Government in consultation with the states to deal with the problem was
a significant development. The new scheme had held up well thus far. The
Reserve Bank's ways and means limits for the states had been doubled
because the state budgets, Iincluding state expenditures, had considerably
increased; thus the move of doubling the limits was a necessary correction
of the situation that had been developing for a number of years.

It had been suggested by Mr. Laske, Mr. Malhotra recalled, that tardi-
ness In persuading the states to raise finances could create problems.
There was no tardiness as far as dialogue between the states and the Central
Government was concerned. In fact the Planning Commission discussed with
the states the size and financing of their plans every year. In addition,
financing issues were discussed in the National Development Council, which
consisted of the Prime Minister, her associates, and all the chief ministers
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of the states. The development of a broad national consensus on the
development strategy of the country had been one of the great achievements
since the inception of planning in India. The consensus had held for over
30 years because the division of powers under the Indian Constitution had
been respected by both the Central Government and the states. The state
governments generally had acted with great responsibility in tackling the
tasks of development. At the same time, however, it was important to
appreciate that the state governments were closer to local groups than the

Central Government and were particularly sensitive toc public reactions.

The Constitution recognized that, while the states had considerable
responsibilities for agriculture, education, security, health, and several
other areas, the resource base was not proportionately large, Mr. Malhotra
said. To correct the imbalance, the Constitution provided for the appoint-
ment of a Finance Commission every five years to examine the state finances
in detail and to recommend the devolution of resources from the Central
Government to the states. The latest Finance Commission was scheduled to
make 1ts report in a few months. The previous Finance Commissions had

helped to improve the flow of resources to the states. In the short run,

ns to budgetary

the Central Government and the states had to find soluti budgetar

shortfalls.

Two of the states' responsibilities--irrigation and power—-had been
highlighted during the discussion, Mr. Malhotra noted. The actual increase
in the irrigated area in the first three years of the Plan was broadly in
line with the program targets; the shortfall was marginal. That achieve-
ment was the result of a shift in emphasis from large works, which took
several years to complete, to smaller works that could be completed
gquickly, and to minor irrigation in the private sector, which attracted
additional private savings. Although more could be done, irrigation was
not a cause for major concern.

Shortfalls in the creatlon of power generation capacity were likely
to occur, Mr. Malhotra went on. However, the matter should be seen in
perspective. Mr. Laske seemed to feel that the Indian Development Flan
was much too ambitious and left no cushion for the kinds of adverse
economic developments experienced in 1982. However, while excessive
ambition might not be desirable, some ambition was a crucial factor in
successful planning. Still, in retrospect, the authorities had been very
ambitious in their plans for power generation. Before the start of the
present Five-Year Plan, the power generation capacity had been of the
order of 31,000-32,000 megawatts, which had been developed over several
decades. The present Plan was aimed at increasing the capacity by as
much as 19,000 megawatts 1n five years. It was Lherefore not surprising
that some shortfalls in capacity creation were likely to occur. On the
other hand, the authorities had tried to ameliorate the situation. Three
power projects, with a total capacity of 3,000 megawatts, which had not
been envisaged in the current Plan, were being undertaken with the help
of external finance. It was quite possible that those projects might not
not come on stream by the end of the Plan period and might spill over to the
next, but they should help meet the shortfall with some delay. Meanwhile,
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there had been a heartening improvement in the efficilency of thermal
plants. The plant load factor had risen by about 2 per cent in 1981/82
and was llkely to rise by another 2 per cent in 1982/83.

The broader question of a possible shift of responsibility for the
power sector from the states to the Central Government was a very diffi-
cult one, Mr. Malhotra went on. The states could not be asked to transfer
their responsibilities to the Central Government. However, the authorities
were establishing a large generating capacity in the central sector. Many
of the central power stations would ultimately have capacities of about
2,000 megawatts each. Some of the new externally supported plants that
he had mentioned were in the central sector.

Coal production had been consistent with the projections under the
current Plan, Mr. Malhotra noted, and the staff report had adequately
described the satisfactory developments—--including the significant gains
in efficilency-~in the rall system. Net ton kilometers per rail wagon a
day had increased from 986 in 1980/81 to 1,126 in April/Octobetr 1982.
That remarkable improvement had been due to some extent to a reduction
in the number of wagons on the rails. Wagon turnaround time, another
important indicator of efficiency, had declined from 15.2 days in 1980/81
to 13 days in April/October 1982. Extra money had been channeled to the
rail sector, and a large program for establishing computer-based manage-
ment systems to improve further the movement of goods by the rail system
was being implemented with the assistance of the World Bank.

Capacity creation in the fertilizer sector was in line with the
targets under the Plan, Mr. Malhotra said, and the capacity added in the
cement sector had been remarkable, about 7 million tons in just one year.
All the investment areas that he had mentioned were crucial to the adjust-
ment of the external account. 01l production would also play a crucial
role and, in that connection, the recent developments had clearly consti-
tuted a success story. The Plan had.originally provided for a much lower
level of investment in o0il than had actually occurred. However, once the
authorities had discovered that the potential reserves in the Bombay high
0llfield were larger than had been assumed, an accelerated production
program had been prepared, thereby increasing the budget for the oil sector
by about 100 per cent. Domestic o1l production was in line with the
revised targets.

In considering the resource shortages for the power sector,

Mr, Malhotra sailid, Executlve Directors should take into account the sub-
stantial shift of resources to the oil sector, which had had a direct and
immediate effect on the balance of payments. Although most of the indus-
trial programs were broadly on track, a shortfall in power capacity
creation was expected. The authorities were making every effort to find
supplementary resources for the power sector and to improve the sector's
efficiency. An improvement in efficiency could have a significant impact.
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Despite the adverse external environment, India's exports had grown
at a satisfactory pace, Mr. Malhotra remarked. There was some feeling
among Executive Directors that the export subsidies in the form of cash
compensatory support were large. The cash compensatory support was a
refund of unrequited, indirect taxes on exported goods that could not be
returned directly to exporters. The cash compensatory support was reviewed
in detail every three years, and there were a large number of goods for
which cash compensatory support was not provided even though exporters
paid unrefunded indirect taxes. Given the present budgetary position, the
authorities could not afford to be generous with their cash support. He
understood that the cash compensatory support did not constitute an export
subsidy.

" On the feasibility of introducing a value—added tax, Mr. Malhotra
said that while he personally was a great admirer of that tax, it was
not feasible in India. For some time the Central Government had discussed
with the states the limited suggestion for substituting a central excise
tax for the sales tax on some commodities. Under the Constitution, the
states were empowered to levy the sales tax, a major source of their
revenue, and they did not wish to give up that power. The Central Govern-
ment was prepared to pay the states the revenue that they might lose,
together with increments, but the states had not been persuaded. As a
practical matter, therefore, the value-added tax could not be introduced.

A number of Executive Directors had welcomed the import liberaliza-
tion that had already taken place, Mr. Malhotra noted, and some of them
felt that the authorities should take further steps to reduce protection
of industry and to allow more competition than hitherto. On the other
hand, several Executive Directors apparently felt that, in the present
circumstances, further progress in liberalization might be difficult and
should be approached with caution. The staff representative had noted
that the tariff structure had developed essentially in response to the
need to raise resources, and it was true that, except in a few cases,
customs duties had been raised for revenue reasons and not for protection.
It was also true, as the staff had pointed out, that a large number of
industries had negative protection. 1In sum, several industries in India
had negative protection, and a few had positive protection for special
reasons.

A study by a nongovernment organization (the ICICL) in 1975 had
concluded that effective protection for industry in India was not high,
Mr. Malhotra srated. 1Import liberalization in India had to be approached
with caution. The country had substantially liberalized its system, but
the effort had tn be sustainable if it was to remain broadly acceptable.
It was also important to note that, although India was more industrialized
than some other developing countries, manufacturing accounted for only
about 15 per cent of GDP in India. There was a tendency to look at India's
total industrial production and not at the contribution of manufactures
to GDP., India had still a long way to go before the contribution of 1its
manufacturing sector reached the present levels in several middle-income
industrial countries. It was important to remember that the authorities’



steps to liberalize imports were being taken at a very difficult time
characterized by an unfavorable trading environment and protectionism.

The question had been raised, Mr. Malhotra recalled, of what the Fund
could do to counter protectionism in larger economies that did not use
the institution's rescurces. The Fund could merely exhort them to avoid
protectionism or even to roll it back. However, protectionism was growing
in the stronger economies. Many of India's exports had run inteo difficulty
because of the protectionism abroad. In addition, India had suffered
terms of trade losses. Because of the import liberalization, several
Indian industries, many of which were relatively new, were feeling the
heat of foreign competition, and there was therefore a clear need to
approach further liberalization in a cautious way. On the other hand, the
intentions that had been expressed in the letter of intent would be fully
honored. Taking any further steps would be difficult, given the present
international environment, the state of industry in India, and a number
of other factors, including political ones. Some time ago it had been
decided that the products of 14 industries——large, capital-intensive
industries, including power, cement, and fertilizers, which accounted for
a substantial part of total investment in India--should be the subject of
international tenders that could be floated by users. Problems had arisen,
however, as several cases akin to dumping had occurred; quotations had
been received that were completely out of line with production costs. In
one case, for instance, a large capital item had been quoted at $68 million
in a neighboring country and at $38 million by a company operating in India.
A committee has been established to detect such practices. However, the
Government had not altered its liberalization policy despite the consider~
able pressure from domestic industries. Much had been done to promote

competition in the important productive areas.

There was some feeling that the Fund should take a comprehensive look
at India's industrial policy, Mr. Malhotra remarked. The staff reports
described in detail the numerous steps that had been taken with a view to
making industrial policy more flexible, production oriented, and supportive
of exports and competitiveness. Industrial policy was under constant
review, and there was no need for the comprehensive examination that had
been suggested during the present discussion. The investment climate in
India was very good, as was reflected by the large increases in new capital
raised and in long-term credit disbursed to new and modernizing Industries,
which had occurred mainly because Indian industry was profitable. Price
regulation in India was limited to a few basic inputs. There was a feel-
ing in Indian industrial circles that there was a fresh breeze blowing
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through the country, that they had much more elbow room at yrcacuL tnamn

in the past, and that government policies were highly supportive of both
the public and private sectors. In addition, there had been a major change
in attitude toward the importation of technology. In 1982, some 600 cases
of technical collaboration had been sanctioned; and the figure for each

of the two previous years had been about 450. The authorities' policies
were helping to make Indian industry more modern and competitive than
hitherto.
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The authorities had introduced a number of incentives to promote the
flow of remittances into India, Mr. Malhotra said. There was a large
concentration of Indian workers in the Gulf area, where a number of problems
had arisen. The surpluses of the Gulf countries had been declining and,
given the uncertainties about developments in the coming period, it was
difficult to be very optimistic about the outlook for remittances, although
they were unlikely to decline.

It had long been an article of fai{th with the Indian authorities,
Mr. Malhotra explained, that once foreign investment in India was admitted,
remittances of profits, technical fees, or repatriation of capital should
not be Interfered with. The Reserve Bank of India monitored the flows,
but the authorities had doggedly stuck to the policy of noninterference.
In his comments on the matter, Mr. Taylor might have been referring to
certain Investment incentives that were gilven to nonresidents of Indian
origin. TIf they wished to establish an industry without repatriating
profits, they were permitted 100 per cent of the equity in certain indus-
tries; if they wished to repatriate profits, the equity could be as much
as 75 per cent, which was also a high level.

The increase in the fertilizer subsidy was due mainly to the success
in establishing new fertilizer capacity, Mr. Malhotra explained. Fertilizer
was a capital-intensive industry, and the cost of new projects was extremely
high. 1TIf fertilizer factories were to supply fertillzer at a certain
price level, they must receive a proper return, provided they functioned
efficiently in terms of capacity utilization and other performance norms
based on input/output ratios. The fertilizer subsidy was not given to each
and every fertilizer plant. Many old plants, which had written off their
capital and did not carry a high Interest burden, actually contributed to
the pool that financed the subsidy in order to help ensure that new invest-
ment in the sector took place.

Fertilizer use had a special place in India's agricultural strategy,
Mr. Malhotra went on. During the previous two years, fertilizer prices
had been increased by about 70 per cent, and fertilizer prices in India
were higher than those prevailing in other countries in the region. Recent
experlence had given the authorities reason to approach fertilizer price
policy with caution. After the 70 per cent price increases, the annual
growth of fertilizer use, which had been running at about 17-19 per cent,
had fallen to an average of about 7 per cent; and the rate of decline
earlier on had been even steeper. The decline in fertilizer use had some
effect on agricultural output. 1In the wake of the fertilizer price
increases, the price for the procurement of foodgrains by the public
agencies had had to be raised, thereby affecting the consumer prices of
foodgrains issued by the public distribution system. Many agronomists
and economists felt that the massive increase Iin fertilizer prices had
adversely affected the growth of fertilizer use. India was Investing
heavily in irrfgarion, and the utilization of irrigation could be optimized
only 1if the use of fertilizers grew. The Government did not particularly
wish to provide subsidies, but the subsidy situation was complex and the
authorities intended to keep it under review. The considered view in
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India was that a further increase in fertilizer prices would be counter-
productive. Given the size of the country, fertilizer consumption was
not high. The use of fertilizers was highly price elastic, and the
authorities felt that it would not be wise to increase fertilizer prices
at the present stage.

There had been no deliberate attempt by the Indian authorities to
divert additional exports to a particular country or area, Mr. Malhotra
explained. The authorities were seeking markets all over the world.
Most of the exports to Eastern Europe were made by the private sector
and were based entirely on the commercial judgment of the contracting
parties.

The authorities were keeping the bilateral trading arrangements under
review, Mr. Malhotra went on. As a result of past reviews, bilateral
arrangements with some countries—-for instance, Yugoslavia and Hungary——had
been given up by mutual agreement. Similar arrangements with some develop-
ing countries had also been terminated. However, the authorities continued
to attach importance to existing arrangements, which had been highly benefi-
cial, particularly when Indian exports had encountered difficulties in
several other markets.

The large increase in Indian exports to the Scoviet Union had been
noted by some speakers, Mr. Malhotra remarked. The reason for the increase
was an indication of the usefulness of the remaining bilateral trading
arrangements. The Soviet Union supplied a considerable amount of crude
0il and oil products to India; 60-70 per cent of India's imports from the

Soviet Union consisted of those commodities. When oil prices had risen
b\.r about 100 per cent in 1_979, the balanced trade concept had rpnu‘[‘r‘pd
that the Soviet Union increase its imports from India, as it had in fact
done. The temporary payments imbalance between India and the Soviet Union
had arisen because the Soviet Union had been providing part of the oil
from one of the Middle Eastern countries that had encountered some delays
in supplying oil for export and, in the meanwhile, India had not wished
its exports to the Soviet Union to be delayed. Another factor to take
into account in considering bilateral trade arrangements was that, under
such arrangements, a debit was charged, or a credit was given, immediately
upon shipment of a good or service. Under multilateral systems, actual
recelpts typically materialized with a lag of two or three months but the
lag in payments did not surface as an imbalance or credit. Under bilateral
payments arrangements, temporary accommodation was essential to take care
of imbalances in trade that evened out over time; over the 1970s, more
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under its bilateral arrangements.

Mr. Dallara stated that he fully accepted the principle that members
should deal with their balance of payments problems at an early stage in
their development. However, he would not wish to go further and suggest
that the acceptance of that principle meant that in all such cases the
Fund should approve a stand-by or extended arrangemeunt and, as in the case
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of India, provide a considerable volume of Fund resources. There were ga
variety of ways—-such as technical assistance and Article IV consultations—-—
in which the Fund could support members.

Mr. Taylor said that it had been his understanding that the repatriation

of profits and dividends on certain kinds of inward direct investment in

India was subject to limitations. The matter was an important one to his
authorities, but it could be taken up bilaterally.

The Deputy Director of the Exchange and Trade Relations Department
gave a further explanation of the concept of balance of payments need and
the appropriate amount of Fund assistance. If a member had a three-year
arrangement with the Fund for, say, SDR 3 billion, and the initial balance
of péyments projection suggested a need for SDR 1 billion of assistance in
each of the three vears of the arrangement, the Executive Board would
formally commit SDR 1 billien in resources for the first year. Management
and staff would review the situation in the country concerned in preparing
its recommendation for the second year of the arrangement; a mission would
visit the country and negotlate a program for the second year, and a

developments and prospects, would be made. The same kind of review would
be conducted in preparing a recommendation for the third year of the
arrangement and, if management and staff found that there was no longer

a balance of payments need, a program and proposal for the use of Fund
resources under the arrangement would not be brought to the Executive
Board. The maximum amount of Fund assistance under the arrangement would
be SDR 3 billion. The amount that was actually drawn would depend on
balance of payments developments in the country and might well be less
than SDR 3 billion.

Mr. Malhotra remarked that he fully agreed with the Deputy Director
of the Exchange and Trade Relations Department.

The Chairman said that India would of course be treated with the same
care with which the Fund treated all members. He then made the following
summing up:

Execut lve Directors expressed satisfaction with the continua-
tion in 1982/83 of the generally successful implementation of the
Ad justment program but noted that progress had been adversely
affected by exogenous factors. 1In particular, economic growth
and the balance of payments were affected by a serious drought
and continued recessionary conditicns in the wo economy. AS
a result, savings, including those in the public sector, were
expected to be lower than programmed in 1982/83, and there would
be some shortfall from the program targets for public finances.
Nevertheless, the performance criteria were all observed and
important progress was made in several other areas, including
the containment of inflationary pressures, which had been remark-
able, and the implementation of the investment program. There

had also been progress toward more open trading policies.
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Directors agreed that restrained and skillful financial
policies over the past year had played an important role in
maintaining the program on track and in keeping inflation low
in the face of drought. Restrictive commercial credit policies
fnitiated in 1981 had resulted in slower than programmed monetary
ELUWLh during the first half of 1982, Althﬁbsu credit pGlILiES
have since been relaxed somewhat, policles remain cautious, a
stance that Directors endorsed as being appropriate in view of
the inflationary potential in the present situation. They
recognized that there was concern about the slowdown in activity
in some sectors but considered that caution would continue to be
needed in the period ahead. Directors welcomed the recent
fncrease in interest rates on bank deposits as a further encour—
agement to private savings. They noted that real interest rates
on deposits and lending were positive.

Nirectors emphasized the importance of minimizing the impact
of adverse factors on public finances. They welcomed the efforts
the authorities were making to bridge the prospective budgetary
gap in 1982/83 and reiterated that they attached importance to

maintalining recourse to the banking system within the program
projections for 1982/83. Even if the authorities' efforts in

this direction are successful, public savings at both the Central
Government and state levels are likely to fall considerably short
of the program targets. The financial performance of some states
was a source of concern. Because of insufficient resources, some
curtailment of public investment would be necessary, a development
that Directors noted with concern. They observed that part of

the savings shortfall raeflected delaves in nd1uer1no some prices
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and increased subsidies and urged that corrective steps in these
areas be taken.

Directors welcomed recent steps to ralse substantial addi-
tional public resources and stressed that sustained efforts were
needed in the period ahead. Although progress In the key sector
investment programs of oll, ceal, fertilizer, cement, and railways
was satisfactory, resource constraints were becoming 1lncreasingly
apparent, especlally in electric power and irrigation. As for
irrigation, resource constraints had been mitigated by a shift
nf emphasis from large works to minor works so that additional
creation of capacity was broadly in line with Plan targets. As
regards power, it was noted that, in order to overcome the likely
shotrtfall in capacity, external finance was being arranged to set
up three large projects not previously envisaged in the Development
Plan. TIncreased resource mobilization by the Central Government,
and especlally the states, will be imperative to prevent a disrup-
tive shortfall in investment in areas crucial to external adjust-
ment.

Directors noted with satisfaction that the import liberaliza-
tion steps introduced in 1982/83 were being implemented ef fectively
and that their impact on the econcmy was broadly as expected. They
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commended the authorities for their resolution in this area in

the face of difficulties encountered by some domestic industries,
which were intensified by the impact of the international recession
and protectionism abroad. Increased competition should yield a
welcome improvement in the efficiency of the Indian economy.

A number of Directors observed that despite the recent
progress, India's basic framework of restrictions remains largely
intact and they saw need for further significant import liberali-
zation. These Directors urged the authorities to achieve the
agreed objectives of the extended arrangement during the remain-
ing period of the program and to match that by an active tariff
policy. Several Directors, however, thought that further progress
in this area may be difficult in view of the unfavorable external
trading environment, protectionism abroad, and the need to adjust
the balance of payments. Directors noted that considerable
progress has been made in reducing controls and regulations on
private industry and in liberalizing pricing policy, but Directors
urged the authorities to continue to press ahead in this area in
order to improve economic efficlency.

Directors noted with satisfaction that, despite the adverse
circumstances of the current year, balance of payments develop-—
ments were broadly in line with the program projections. Export
performance, while falling somewhat short of the target, was
satiafactory in the context of weaker than expected world demand.
A large part of export growth took place under bllateral payments
arrangements, and some Directors encouraged the authorities to
rely less on such arrangements and on special export assistance.

While welcoming underlying progress toward balance of pay-
ments adjustment, Directors emphasized that continued expansion
of exports would be needed to ensure that the balance of payments
and external debt positions remain manageable in the second half
of the 1980s. While noting that India's export competitiveness
had improved over the program period, several Directors drew
attention to the importance of the role of exchange rate policy
in ensuring the competitiveness of exports.

Some Directors noted with concern the slow pace of the use
of commercial borrowing and encouraged the authorities to increase
such borrowing in line with the levels envisaged in the extended
arrangement. It was also noted that the level of new commitments
of commercial loans is expected to rise substantially in 1982/83.

Overall, Directors commended the Indian authorities on the
economic performance in 1982/83, despite shortfalls from program
targets in some areas. For the future, they stressed the need
for strong efforts In certain areas, especially in the budgets
of the Central Government and the states, in the mobilization
of savings, in the liberalization of imports, and in reducing
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the scope of internal contrels In order to achieve the overall
objectives of the adjustment program. All adjustment policies
would be reviewed by the Board when it considers the 1983/84
program under the extended arrangement.

The Executive Board then took the following decisions:

Decision Concluding the 1983 Article XIV Consultation

1. The Fund takes this decision relating to India's exchange
measures subject to Article VIII, Section 2, and in concluding
the 1983 Article XIV consultation with India, in the light of
the 1983 Article IV consultation with India conducted under
Decision No. 5392-(77/63), adopted April 29, 1977 (Surveillance
over Exchange Rate Policies). .

2. The restrictions on the making of payments and transfers
for current international transactions described in SM/83/28
are maintained by India in accordance with Article XIV, except
that the restriction arising under the remaining bilateral pay-
ments agreement with a Fund member is subject to approval under
Article VIII, Section 2. The Fund encourages the authorities to
terminate the bilateral payments agreement with a Fund member as
soon as possible and to further simplify the exchange system.

Decision No. 7327-(83/32), adopted
February 18, 1983

Review of Extended Arrangement

The Fund and India have completed the reviews contemplated
in paragraph 3{(c) of the decision on the program for the second
vear of the extended arrangement for India (EBS/82/102)-and in
paragraph 3 of the letter dated June 8, 1982, attached thereto.
No new understandings with the Fund are necessary regarding
circumstances in which purchases may be made by India under the
extended arrangement until June 30, 1983.

Decision No. 7328-(83/32), adopted
February 18, 1983



- 27 - EBM/83/32 - 2/18/83

BRAZIL - EXCHANGE SYSTEM

Mr. Kafka made the following statement:

I would like to inform the Executive Board that, in view of
the unsatisfactory development of world markets, and in order to
accelerate the program for which we are asking Fund support and
to make certain that it can be carried out as originally conceived,
the Brazilian authorities have today devalued the cruzeiro by
23 per cent, which involves a 30 per cent increase in the dollar
price of the cruzeiro. Everything else remalns essentially
unchanged, although some recalculations will have to be made,
and the staff is working on them. I would like to stress that
throughout the period prior to this declision the Managing Director
was kept fully informed.

The Chairman remarked that he had been in close contact with the

Brazilian authorities during the previous several days. The adjustment
of the exchange rate did not alter the thrust of Brazil's program, l/

The Executive Board took note of Mr. Kafka's statement.

APPROVED: July 22, 1983

JOSEPH W. LANG, JR.
Acting Secretary

1/ A description of the devaluation and an analysis of its impact on

Brazil's program were circulated in EBS/83/33, Supplement 1 (2/24/83).



