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PREFACE 

The Department of Economic Affairs, Ministry of 

Finance constituted an Expert Group on Commercialisation of 

Infrastructure Projects in October, 1994 

Shri Gajendra Haldea, Joint Secretary, Department of 

Economic Affairs, Shri Yogendra Narain, Chairman, National 

Highways Authority of India, Dr. Pronab Sen, Consultant. 

Planning Commission, Smt, Anita Soni, Deputy Director 

General. Department of Telecommunications and Shri R. 

Venkatesan, Chief Officer, Reserve Bank of India were later co 

opted as members in the Expert Group. 

The Expert Group held 5 meetings and 2 workshops for 

deliberations as follows: 

I. 17th November. 1994 at New Delhi. 

2. Workshop on 101 I January at Mumbai 

3. Workshop on 31st January, 1st February, 1995 at 

Mumbai 

4. 2nd March, 1995 at New Delhi. 

5. 21st April. 1995 at Mumbai. 

6. II th August. 1995 in New Delhi. 

7.910 December. 1995 at Mumbai. 

8. 15 June, 1996 at New Delhi. 

At the time of formation of the Expert Group, brief 

terms of reference of the Group were ,given. Detailed discus

sions were held during the first meeting of the Expert Group 

to firm up the terms of reference. During the first meeting 5 

sub groups were formed to look at various aspects of infra

structure investment. The composition of the sub groups is 

given in Annex II. 

At the outset. I would also like to place on record my 

appreciation to Shri N. Vaghul. Chairman, ICICI for the extent 

to which he generously placed the resources of ICICI for sup

porting the work of the Expert Group. Ms, Lalita D. Gupte, 

Deputy Managing Director. ICICI and Member Secretary of the 

Expert Group has been unstinting in providing inspiration, 

gUidance and hard work in contributing to the work of the 

Group. Ms. Gupte h_as been extremely generous with the time 

of her staff for help in the work of the Expert Group. All meet

ings of the Expert Group were hosted by ICICI and very ably co

ordinated by Ms. Vinita Karavana. 

I would also like to place on record a particular word of 

appreciation to my colleagues in the Ministry of Industry for 

the assistance they have provided during all phases of work. 

The Industrial Investment Division, Office of the Economic 

Adviser. then headed by Shri Somnath Chatterjee functioned 

as the Delhi secretariat for the Expert Group. Besides provid

ing other inputs, Shri Somnath Chatterjee contributed very 

significantly to the drafting of the main report. Shri M.e. 

Singhi and Smt. Anuradha Balaram did extensive work in for

mulating the sectoral report on the Ports Sector. Shri Atul Rai 

performed the arduous task of succinctly portraying the rele

vant 'boxes' that are on display throughout this report. r am 

also grateful to my personal staff which includes Shri Prakash 

Chandra. Shri A.K. Gupta, Shri Dhani Ram and to the staff of 

the Industrial Investment Division. namely, Shri v. Srikanth, 

Ms. Sumitra Chaudhury and Shri Kulwant Singh who have pro

Vided excellent backup support. A special word of appreciation 

goes to Shri A.K. Gupta for performing the arduous task of 

word processing most of this voluminous report and organis

ing the collection of its many segments. 

I would like to thank all members of the Expert Group 

for taking time from their very busy schedules for participat

ing in and contributing to the work of the Expert Group. 

Special thanks are due to the Sub-group Chair persons Dr. R.H. 

Pati!, Shri Pratip Kar, Shri Ravi Parthasarthy, Shri K.K. 

Bhatnagar and Shri Siddharth Shriram (see Annex P.2 for com

position of the various sub-groups). Special thanks are accord

ed to Shri K.K. Bhatnagar. Shri Yogendra Narain. Shri 

S.K.N.Nair, Shri S.D.Saxena and Smt. Anita Soni. and Shri S.N. 

Chattopadhyaya for preparing the sectoral reports on urban 

infrastructure, roads. power and telecommunications, and 

industrial parks respectively. 

I am grateful to Dr. Javed Shirazi. Resident 

Representative of the world Bank for many useful discussions 

and for contributing the services of Shri Bhaskar Naidu who 

did excellent work on the macro-level projections which 

formed the basis for assessing our forthcoming requirements 

for infrastructure investment. 

Although the preparation of this report has been a truly 

co-operative effort I would like to acknowledge the specific 

contributions made by the many individuals who gave gener

ously of their time. 

Shri Gopal Rajagopalan. Shri Hari Shankaran, Shri Prasad 

Ranade and Smt. Sangita Anand all of IL&FS, along with Shri 

Somnath Chatterjee contributed to the preparation of Chapter 

I of the main report. The statistical assistance for Chapter II 

was proVided by Shri Bhaskar Naidu of the World Bank. 

Workshops held at the Department of Economic Affairs by Shri 

Montek Singh Ahluwalia, Finance Secretary, and specific com

ments received from Dr. Arvind Virmani helped greatly in 

sharpening the projections. Chapter III was mainly contributed 

by Shri Somnath Chatterjee now with the Department of 

Economic Affairs, Ministry of Finance. Chapter IV was pre

pared under the direction of Dr. R.H. Pati!, Managing Director 



of the National Stock Exchange and member of the Expert 

Group. The main drafting burden was borne by Shri Rajgopal S. 

Kudva of the ICICI with assistance from Shri Shekhar Damle. 

Smt. Meera Mehta contributed the material on Municipal 

Bonds. Chapter V was prepared under the direction of Shri 

Pratip Kar. Executive Director. SEBI and member of the Expert 

Group. He was assisted by Shri S.H. Bhojani. Executive Director. 

ICICI. Finally Chapter VI was prepared under the direction of 

shr Ravi Parthasarthy. Vice Chairman and Managing Director, 

IL&FS, with assistance from Shri Gopal Rajagopalan and Shri 

Hari Shankaran. The material for the appendix on stamp duty 

was received from Shri P.S.A. Sundaram. 

The Power Sector report was mainly compiled by Shri 

S.K.N. Nair, member of the Expert Group. Useful contributions 

and gUidance were received from Shri R. Vasudevan , former 

Secretary, Power, Shri P. Abraham, Secretary, Power, Shri 

Pradeep Baijal, Joint Secretary, Power and Shri Sanjeev 

Ahluwalia. former SpeCial Secretary, Department of Industries, 

Govt. of U.E and now a staff member of the Tata Energy 

Research Institute. 

The Urban Infrastructure report was prepared under the 

direction of Shri K.K. Bhatnagar, CMD, HUDCO. Very useful 

contributions were proVided by Smt. Kiran Wadhwa was 

responsible for the preparation of the report. Dr. P.S.Rana, Dr. 

Majumdar, Mr. Subramaniam and Mrs. Madhu Chadha also 

proVided able assistance. 

The Telecommunication Sector report was prepared 

under the direction of Shri S.D. Saxena and Smt. Anita Soni. 

members of the Expert Group and Dr. D. Sengupta of the ICICI. 

Smt. Dipannita Chattopadhyaya, Shri Kamal Gianchandani and 

Shri Suresh Maheshwari made very useful contributions to the 

preparation of the report. Dr. Mahesh Uppal also proVided use

ful inputs on the Telecom Sector. 

The Roads Sector Report was prepared under the direc

tion of Shri Yogendra Narain, member of the Expert Group and 

Chairman of the National Highways Authority of India. He 

received very able assistance from Shri D.B. Gupta and Shri 

Kamlesh Kumar of the NHAl, and Shri M.e.Singhi. 
The Report on Industrial Parks ;"as prepared under the 

direction of Shri S.N. Chattapadhyaya, on - behalf of Shri 

Siddharth Shriram, Member of the Expert Group. We are par

ticularly grateful to Shri N.e. Singhal. Managing Director, SCIC!, 

for proViding his staff resources to help in the finalisation of 

this report: Shri M.J. Subbiah of SCICI made a very significant 

contribution. Useful comments and suggestions were also 

received from Shri Arvind Mayaram, Managing Director of the 

Rajasthan Bureau of Industrial Promotion. I partiularly appreci

ated very useful comments and suggestions from Shri v. K. 

Shunglu , Comptroller and Auditor General of India. 
The Ports Sector report has been prepared by Shri M.e. 

Singhi and Smt. Anuradha Balaram of the office of the 

Economic Adviser in the Ministry of Industry. We are grateful 
for the support proVided by Shri S. Sundar, Secretary, Ministry 

of Surface Transport and Shri S. dopalan , also of that Ministry. 

The Expert Group has also received very useful sub

miSSions from various institutions and individuals. Ms. Naina 

Lal Kidwai of Morgan Stanley and Mr. Renata Limjoco of 

Asian Development Bank sent us their studies on the Indian 

debt market. Representatives of the HDFC Bank and National 

Westminster Bank gave us a presentation on private sector 

toll roads . The Chubb Insurance Group proVided useful infor

mation on the insurance market. On the regulatory frame

work we received a lot of useful documents from Ms. Sheena 

Brand of Denton Hall. We have also received inputs from Shri 

Urjit Patel of the Reserve Bank of India, on the development 

of the yield curve, Shri Farroukh Irani on leasing, Shri v.K. 
Mathur on airports , Shri R. Ravimohan, Managing Director, 

CRISIL, on the development of the debt market, and Shri 

Udaibir S. Das of the RBI. on the development of an infrastr

cuture financing institution. Mr. Roger Woods of National 

Grid proVided useful information on the restructuring of the 

British power industry. We also received very useful materials 

as the various US Trust Funds for infrastructure from the 
Embassy of The United ·States. 

We also benefited from the contributions made by the 

workshop participants in January, 1995. They were Shri K. 
Pandav, Videocon Industries Ltd: Messers Pramod Saxena, 

Neeraj Sanghi. Ravi Padiyar of Essar Gujarat Ltd: Shri K.v. 

Natarajan of Jawaharlal Nehru Port - New Bombay: Messers Y. 
M. Deosthalee, P.J. Mehta , R. Rangarajan , A.e. Datta, Rakesh K. 

Niraj of Larsen & Toubro: Shri S. Ramkrishnan of Tata 

Industries Ltd : Messers J.K. Bhosle, Ravindra Tewari of Usha 

Martin Industries Ltd: Messers S. B. Mathur, K.V. Subramanian 

of Reliance Industries Ltd: Shri Ranjit Mathrani. Chairman, 

Vanguard Capital: Shri Latif Chaudhry, Senior Investment 

Officer (IWFI), Asian Development Bank: Mr. Richard Hand of 

Trafalgar House Corporate Development Ltd: Mr. Sadao Makai. 

Mr. Akio Hotta, Mr. Vacho Satake, Mr. Takashi Mishima and Mr. 

Tommy Tanaka of Nippon Telegraph & Telephone Corporation: 

Shri M.P. Rajan, Managing Director, Madhya Pradesh Audyogik 
Vikas Nigam: Shri V.K. Phatak. Chief Planning Division, Bombay 

Me~ropolitan Development Authority ; Shri Sandeep Kamat, 

Shri Ravi Suri. GE Capital: Mr. Barry GoJd, Lehman Brothers , 

Hong Kong: Shri Ashok Wadhwa of Arthu'r Anderson:.Shri Raj 

Pandey, ReSident Managing Attorney, White and Case. 

I would also like to record a personal debt of gratitude 

to many friends abroad who have kept me supplied with the 

many written materials that are now coming out incessantly 

on the commercialisation of infrastructure. Foremost among 

them are Ashoka Mody and Sumaa Bery of the World Bank 

who have kept me abreast with both theoretical and practical 

developments in the literature as well as specific ideas ema-



nating from East Asian and Latin American countries. Charles 
Frank Jr. of GE Capital educated me on the role of independent 
power produces and the nature of U.S. regulation for the 
power industry. Gary Perlin and D.C. Rao contributed to my 
education on the development of the bond market. Kaushal 
Tikku of Price Waterhouse, Hongkong gave me a crash course 
on commercialisation by arranging very useful discussions 

with leading firms based in Hong Kong such as the Asian 
Infrastructure Fund, Hong Kong Land , Jardine Fleming, 
Goldman Sachs , AT & T and others. Gordon Wu, Chairman, 
Hopewell Holdings, has been generous with his time on sev

eral occasions. Similarly, Shri S.K.Majotra , then with the 
Indian Embassy in Tokyo, organised visits to all the main infra
structure ministries and other institutions in Tokyo. 

In addition to the members of Expert Group and co

opted members, many other officers and staff of the organisa
tions to which Expert Group members belong also contributed 
significantly in the preparation of the report. We would like to 

sincerely thank all the persons connected in preparation of the 
report. I would speCifically like to thank Shri Niral Maru of SEBI 
who made the final production of this report possible through 
his amazing information technology skills . 

This report has taken a long time in its preparation, and 

ANNEX P.l 

many developments have taken place during the time that the 
Expert Group has been in existence. There is now Widespread 
awareness of the importance of infrastructure investment for 
enabling the kind of economic growth and development that 
the country needs . We hope that this report will contribute to 
improving the understanding of the many issues involved in 

the commercialisation of infrastructure ; that it will provoke 
discussion on the many recommendations given; so that 
appropriate policy changes are put in place . We believe that 
the concept of commercialisation , wherever it is feasible, will 

have to be applied to the operation of both the public and pri
vate sectors in their investments in infrastructure . Our find
ings indicate the public sector will have to continue contribut

ing to infrastructure at least at the levels that it has been 
investing over the last decade. There is no room for private 
sector substitution. However. the increase in investment lev

els required will have to come from the private sector. The 
public private composition will naturally vary between sec
tors , The order of the day will have to be public private part
nership in infrastructure provision. 

Rakesh Mohan 
Chairman 

Development of the Debt Market: R,H. Patil. Convenor; Lalita Gupte, Shitin Desai. Pratip Kar, Anita Soni 
R~gulatory Framework: Pratip Kar, Convenor; S.K,N. Nair, S.H, Bhojani, Anita SonLR. Venkatesan, 
Gopal Rajgopalan, O,P, Sodhani -

Fiscal Issues for Infrastructure Projects: Ravi Parthasarthy, Convenor, R,H. Pati!, Pratip Kar, Pradeep Shah, 
Anita Soni. V. Suresh, S,D, Saxena, Lalita Gupte 

Commercialisation of Urban Infrastructure Projects: K.K. Bhatnagar, Convenor; Dinesh Mehta, 
S.N. Chattopadhyaya, A, Ananthakrishna, Vijay D, Lall, Ravi Parthasarathy, P.K, Mohanty, Siddarth Shriram, 
M.S, Srinivasan, Nasser Munjee, Hari Shankaran, M.J. Subbaiah, Pronab Sen 

Industrial Parks: Siddharth Shriram, Convenor; V. Suresh, S.K.N, Nair, Anita Soni. R.S. Ramasubramaniam, 
S,R. Ramakrishnan, }.S. Gill, as,N. Chattopadhyaya 



ANNEX P.2 
No.F.10I7/CM/94 

Government of India, Ministry of Finance 
Department of Economic Affairs, New Delhi, dated the 13th Oct., 1994. 

ORDER 
I. Government of India has taken a number of initiatives aimed at making Indian industry globally competitive and increas

ing the extent of integration with tbe global economy. The success of these policies in terms of an accelerated response of produ
tion and exports depends crucially upon the expansion of critical infrastructure and improvement in its quality. 

2. Considering the vital role of infrastructure, Government has decided to constitute an expert Group to consider issues relat
ing to the commercialisation of infrastructure projects. The Group will examine problems relating to the institutional arrange
ments, legal framework and specific sector constraints that are presently inhibiting the free flow of resources to the infrastructure 
sector and make recommendations for overcoming these constraints. 

3. The composition for the Expert Group will be as follows: 

l. Dr.Rakesh Mohan Economic Adviser Ministry of Industry, Chairman, 
2. Sh.Ravi Parthasarathy Managing Director, ILFS, Member 

3. Sh.Pradeep Shah Managing Director, Member 

Indocean Fund Management. (Former MD, CRISIL) 
4. Sh.Shitin Desai 

5. Sh.Siddarth Shriram 

6. Sh.R.H. Patil 

7. Sh.Pratip Kar 

8. Sh.K.K. Bhatnagar 

9. Sh.S.K.N. Nair 

lO.Dr.Arvind Virmani 

ll.sh.s.D. Saxena 

12.Smt.Lalita Gupte 

DSP Financial Consultants. 

Managing Director 

Shriram Industrial. Enterprises Ltd. 

Managing Director, 

National Stock Exchange 

Executive Director, 

Securities & Exchange Board of India 

Chairman, HUDCO 

Consultant. (Former member CEA 

and former member. Telecom Commission) 

Adviser (P&P) 

Department of Economic Affairs. 

Financial Adviser. MTNL 

Executive Director. I(ICI 

4. The terms of reference of the Expert Group will be to : 

Member 

Member 

Member 

Member 

Member 

Member 

Member 

Member 
Member Secretary 

(i) Review the existing lega(framework that governs the infrastructure sector aqd make specific recommendations in respect 
of legal framework that would facilitate private sector participation in infrastructure. 

(ii) Make recommendations on appropriate institutional arrangements which would facilitate the successful domicile of pro-
jects, with the intention of empowering the institutions concerned to rai~e resources on a project recourse basis. . 

(iii) Examin~ 'and propose modifications to the. role of Government in facilitating public-private partnerships in the financ-
ing ofinfrastructure projects. . 

(iv) Make recommendations on the role Government could play in developing the capital market for inte'rmediating long 
term savings to long infrastructure investments, including in the fostering of desirable institutional arrangements. 

(v) Examine the role of private international capital flows in infrastructure financing and development, assess the nature of 
projects likely to receive such capital. and consider how such financing can be obtained and structured to the country's advantage. 

5. The Expert Group will submit its report and recommendations within 6 months from the date of its constitution. 

Sd/ 
(V. SARASWATHY) 
Under Secretary to the Government of India 
Tel. : 3015581 
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The Need for a 
New Approach 

NFRASTRUCTURE is generally defined as the physical 
framework of facilities through which goods and ser
vices are provided to the public. Its linkages to the 
economy are multiple and complex, because it affects 
production and consumption directly, creates positive 

and negative spillover effects (externalities), and involves 
large flows of expenditure. 

Infrastructure contributes to economic development 
both by increasing productivity and by proViding amenities 
which enhance the quality of life. The services provided lead to 
growth in production in several ways: 
• Infrastructure services are intermediate inputs to produc
tion and any reduction in these input costs raises the prof
itability of production, thus permitting higher levels of output. 
income, and/or employment 
• They raise the productivity of other factors, including labour 
and other capital. Infrastructure is thereby often described as 

. an "unpaid factor of production", since its availability leads to 
higher returns obtainable from other capital and labour, 

The infrastructure sector covers a Wide spectrum of serv
ices: transportation (roadways, railways, airways and water 
transportation): power generation, transmission and distribu
tion; telecommunications: port handling facilities; water sup
ply and sewage disposal: urban mass transport systems and 
other urban infrastructure; irrigation; medical. educational and 
other primary services. Some of these services have a direct 
impact on the working of a business enterprise, while others 

are more important from a sOCietal point of view. This Report 
focuses on the provision of the key physical infrastructure ser
vices. It does not address the reqUirements in social infrastruc
ture such as medicaL educational and other such services. 

Each sub-sector is inherently unique in terms of its 
administrative and organisational structure, the regulatory 
framework governing its operations, the level of technology, 
and the degree of commercialisation. In addition, while some 
services such as telecommunications can be proVided on a 
strictly commercial basis, others like roads are expected to be 
fully proVided by the State or at least part-subsidised . 

Infrastructure projects can be classified vis-a-vis their 
characteristics and the nature of their users as : 
• Open Access Projects: Those from which people cannot be 
easily excluded, such as water supply and intraCity flyovers . 
• Limited Access Projects: Typically those that can be proVid
ed on the basis of a person's ability to pay. Exclusion of cate
gories of people who are unable to pay would usually be feaSi
ble through the provision of alternate facilities, 

This Report is addressed in particular to the possibility 
of commercialisation of infrastructure provision, be it within 
the public sector or the private sector. As such much more 
attention has been given to the second category of projects. 

Impact on Growth and Development 
The availability of adequate infrastructure facilities is imperative 
for the overall economic development of a country. Infrastructure 
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adequacy helps determine success in diversify
ing production, expanding trade, coping with 
population growth, reducing poverty and 
improving environmental conditions. As a transition 

structure changes significantly. For 
lOW-income countries, more basic infrastruc
ture is important-water, irrigation, and (to 
a lesser extent) transport. As economies 
mature, most of the basic consumption 
demands for water are met; the share of agri
culture in the economy shrinks, and more 
transport infrastructure is proVided. The 
share of power and telecommunications is 
greater in high-income countries. 

In recent years, much research has 
been devoted to estimating the productivity of 
infrastructure investments. Many studies 
examining the link between aggregate infra
structure spending and GDP growth show 
very high returns in time-series analyses. 
However, the causality--does infrastructure 
investment cause growth or does growth 
cause infrastructure investment?-has not 
been fully established. A strong association 
nevertheless exists between the availability of 
certain services-telecommunications (in par
ticular), power, paved roads, and access to safe 
water-and per capita GDP. 

is made from 
exclusive provision 
of infrastructure by 
the public sector, 
the rules of the 

Production and Investment: Most directly pro
ductive activities in industry, agriculture and 
services use electriCity, telecommunications, 
water and transport as intermediate inputs. 
Even in the informal sector, infrastructure can 
be a major share of business expenses. A mea-

game need to be 
codified better. 

Research indicates that while total 
infrastructure stocks increase by 1 per cent 
with each 1 per cent increment in per capita GDP, household 
access to safe water increases by 0.3 per cent, paved roads by 
0.8 per cent, power 1.5 per cent and telecommunications 1.7 
per cent. Infrastructure productivity will determine how India 
will cope with the increasing pace of urbanisation, globalisa
tion and technolOgical innovations in manufacturing and logis
tics. Environmental issues and poverty reduction, too, depend 
heaVily on the productivity of the infrastructure sector. 

Typically, as incomes rise, the composition of infra-

surable benefit of investment in infrastructure 
is the reduced cost to users of each service unit 
consumed. This benefit is greater, the more the 

service is characterised by economies of scale. 
If enterprises are unable to realise the benefit of effi

cient generation of infrastructure services, they are forced to 
seek higher-cost alternatives that may. have unfavourable im
pacts on profits and production levels. Unreliability (erratic 
water pressure, call interruptions etc) and lack of access to 
infrastructure services lead to underutilisation of existing pro
ductive capacity and constrains short-run productive effiCiency 
and output growth. Users are forced to invest in alternative 

Importance of Infrastructure to Economic Development: 
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An Example From China 
THE fact that infrastruct.ure provides critical support to 

the growth of an economy can be clearly seen when 
bottlenecks arise. China's intercity transport system is 

a striking example. 
The coverage of China's interCity transport networks 

is one of the thinnest in the world: the total route length per 
capita or per unit of arable land-for highways or railways 
-is similar to or lower than that in Brazil, India and Russia. 
This has resulted mainly from chronic underinvestment. 
China's transport investments amounted to only 1.3 per 
cent of its gross national product annually during the eight
ies, whereas this was actually a period of rapid growth in 
transport demand. 

Since the onset of China's open door policy in 1979, 
economic growth averaging 9 per cent a year has resulted 

. in an unprecedented expansion in intercity traffic, with 
freight growing at an average of 8 per cent a year and pas
sengers 12 per cent. This has imposed tremendous strains 
on the transport infrastructure, as manifested by bottle
necks in the railway network, the severe rationing of trans-

port capacity on railway lines, and the poor quality of ser
vice experienced by shippers and passengers. 

The fallout is far-reaching. In particular, transport 
shortages have adversely affected the supply of coal, which 
is the source of some 73 per cent of the country's com-

. mercial energy and about 43 per cent of the total freight 
tonnage handled by the railways. The coal shortage has in 
turn adversely affected supply of electricity, about 76 pElr 
cent of which is generated by thermal plants. In 1989; 
China was experiencing a Shortfall in available power of 
about 20 per cent of industrial electriCity requirements. 
Central and local authorities established quotas for allocat
ing electricity and rationed new connections, but power 
cuts have nevertheless been frequent. 

A conservative estimate is that the annual economic 
costs of not having adequate transport infrastructure in 
China during the past several years amount to about 1 per 
cent of China's GNP. 

Source: The World Bank, Development Report 1994. 



sources such as captive power plants and tube wells, thereby 
raising capital costs. This has ripple effects, creating bottle
necks and slack capacity utilisation in other sectors of the econ
omy. Problems like undermaintenance of facilities and poor 
service quality shift the burden of infrastructure provision and 
increase overall costs to produce outcomes which are not the 
most economically efficient. 

Infrastructure is central to the basic patterns of 
demand and supply, and to the economy's ability to respond 
to changes in prices or endowments of other resources. The 
expansion of service, high-technology and financial sectors 
relative to manufacturing industries increases the demand 
for telecommunications. but decreases the relative require
ments for industrial waste disposal and transportation of 
manufacturing inputs and outputs. 

Recent Government of India (GoI) policy initiatives have 
served to open the Indian economy and achieve a higher 
degree of integration with the world economy. A focused effort 
is underway to render Indian firms globally competitive, ease 
the barriers of entry and provide an impetus 
to exports. To attain these goals, India 
requires to rapidly demonstrate its competi-

investments rose from 3.6 per cent in the 1970s. to about 4.6 
per cent in the 1980s, and to 5.0 to 55 per cent of GOP in 1993. 
As will be seen in Chapter 2. the Indian experience is not too 
different. These estimates cover investments in sectors such as 
power, telecommunications, transport. water and sanitation, 
roads, and railways. East Asian economies are expected to grow 
at an annual rate of 7-8 per cent. As a result. infrastructure 
investments may have to increase from about 5 per cent of GOP 
to about 65-7 per cent in the next 10 years. This would trans
late to between $1.3 -1.5 trillion during the next decade. India 
needs a similar acceleration. 

Whatever the exact numbers, it is obvious that the size of 
investments and the managerial effort needed to handle them 
effectively will be enormous, The manner in which these invest
ments are selected, designed. funded. implemented and finally 
operated would have a critical impact on the quality of the ser
vices, and have major macro-economic implications for the coun
try. It is, therefore. appropriate to look at past experience around 
the world and draw lessons that can help improve the quality 

and cost-effectiveness of such investments. 

Scope of this Report 
tive advantage in terms of a deep domestic 
market with purchasing power. affordable 
level of wages, labour productivity. natural 
resources, and most importantly. infrastruc
ture availability. It is therefore essential to 
accelerate investment in this sector. 

Infrastructure Clearly, we need a good understanding of the 
nature of infrastructure. how it has tradition
ally been proVided. and what intrinsic 
changes are taking place in the world which 
necessitate the adoption of new approaches. 
Since the needs and fund reqUirements are 
massive. it is also necessary to obtain a realis
tic view of what is feasible to be invested over 
the next decade. Given the scarcity of public 
funch;. we need to understand which sectors 
are amenable to commerCialisation and to 
what extent. Similarly. we need to explore the 
changes necessary in the working of our capi
tal markets so that commercial infrastructure 

projects have 

Massive Investment 
Requirements 

lumpy investments 
and long payback 

Developing countries have to make massive 
investments of financial. human and manager
ial resources in infrastructure. Estimates vary 
substantially depending on definitions, 
methodology and source of information as well 
as assumptions of what needs can and should 

periods. This makes 
it difficult for 

private firms to 
enter the sector. 

reasonably be met. but it may be useful to look 
at some illustrative numbers. A recent World 
Bank study has estimated that developing countries as a whole 
invest about $200 billion per year in physical infrastructure 
facilities. This is about 4 per cent of their GOP. Roughly four
fifths of this, or about $160 billion, is financed through domes
tic public resources. about one-sixth or about $25 b,illion through 
international development assistance and the remaining. about 
$15 billion, through private capital. The private sector's share, 
while still smalL is fast rising in many countries and sectors. 

Future investment needs are expected to be much hig
her. because of demand created by economic growth, rising 
population, rapid urbanisation as well as the need to recon
struct some economies and make up for lack of adequate 
investment in others in the recent past. This is particularly true 
for the East Asia Region, whose sharply-increased investment 
needs are driven by its very high economic growth rate. The 
need for investment in infrastructure rises exponentially with 
economic growth rate. The World Bank estimates that East 
Asian economies have steadily increased infrastructure invest
ment in absolute terms and as a proportion of GOP. Total 

projects can raise resources here. As a tran
sition is made from the exclusive provision of 
infrastructure by the public sector to a situa-

tion where there would be many agenCies. both public and pri
vate and combinations of both , the rules of the game need to 
be codified better for the benefit of investors. service providers 
and consumers alike. Thus it is important to understand the 
role and scope of regulation in these activities . Finally, we need 
to probe whether specific fiscal incentives are required to 
direct investment into these desirable areas. 

This Report is devoted to exploring each of these areas. 

The Historical Prominence 
of the Public Sector 
Infrastructure services have generally been proVided by the 
~ublic sector across the world for most of the 20th century. The 

" private sector's increasing interest in infrastructure provision 
on a commercial basis is only a recent phenomenon. which has 

-emerged in the last five to 10 years. 
Most infrastructure services have some elements of pub

lic good in them in the sense that they are generally publicly 
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available and also exhibit significant positive externalities. To 
take the simplest example. public lighting benefits all citizens. 
The consumption of public lighting by one citizen has no effect 
on the consumption by another. It is also difficult to exclude 
anyone from the benefit. and hence to charge for it from those 
who do benefit. The only way in which such exclusion is pos
sible is to restrict entry into the areas where public lighting is 
prOVided. but this is neither practically feasible nor desirable. 
As a consequence. public lighting is characteristically proVided 
by public authorities and is generally financed by some form of 
tax revenues. Similarly. roads. But in their case. there is greater 
possibility of pricing and exclusion. The usage of a road by one 
consumer does not affect the usage by another until a point of 
congestion is reached. It is only after the road becomes con
gested that the use of the road by an additional consumer 
imposes costs on all others already on the road. Thus there is 
some rationale for charging for road usage in order to avoid 
congestion. In most roads. it is difficult to limit access to only 
those paying a certain price. Moreover. the use value of a road 
is enhanced by its connectivity. Attempts to price access to 
most roads would result in a decline in their value. Thus. gen
erally. it is only certain long-distance highways whICh are built 

for exclusive use by those who pay for their use. Other exam

ples like transportation. power. water. telecommunications 
and irrigation may be taken to show that different segments of 
infrastructure have different degrees of the characteristically 
public and private good in their provisiop. 

In the case of most infrastructure services. it is difficult 
to price them fully to cover all costs. Consequently it has tradi
tionally been difficult for the private sector to participate in the 
provision of these services. The greater the element of public 
good and the difficulty of exclusion and pricing in a service. the 
higher is the likelihood that the service would be proVided by 
the public sector and financed by some form of tax revenues. 
This has been the main rationale for the public provision of 
infrastructure services. 

There are other characteristics of these services which also 
tend to make them more suitable for supply by the public sector. 
Typically. it is difficult for more than one infrastructure supplier 
to exist in one location. Power and water supply networks. 
telecommunications. sanitation and sewerage all have elements 
of monopoly built into them. It is physically not feasible. say. to 
have competing water supply networks serving the same neigh
bourhood. The consequence is that such services either have to 

The Evolution Of Private Solid 
Waste Disposal in the US 
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AstudY carried out by the American Public Works 
Research Foundation in 1989 revealed that more than 
half the cities surveyed relied on private solid waste dis

posal. Private landfills contain half of the nation's existing dis
posal space, though they represent only 14 per cent of the 
total numbers in the country. In addition, half of the nation's 
resource recovery plants are privately owned. In just one year, 
for example, Browning-Ferris Industries, one of the largest 
waste disposal firms in the US, bought 131 small garbage 
collection businesses. 

Private participation has not always dominated waste 
disposal. Since the mid-1800s, when the emergence of large 
industrial cities greatly increased the problem of urban waste, 
cities came to assume a governmental responsibility for the 
collection and disposal of waste through "contracting out" 
the provision of the -service to local private vendors. The 
growth of the Progressive Movement around the time of the 
First World War, which believed that providing services pub
licly would reduce opportunities for graft and mismanage
ment, led the cities to discontinue this practice. After the 
Second World War, a number of cities resumed contracting 
out due to high cost of collection eqUipment and political dif
ficulties in siting waste disposal facilities. The cost of refuse 
collection was paid by local governments from the proceeds 
of real estate taxes, although special user fees have some
times been assessed. 

The shift towards private waste disposal came about 
with the rise of the environment movement in the 1960s, 
transforming waste disposal from a labour-intensive to a 
capital-intensive industry dominated by a handful of giants. 
Garbage until then was disposed of in open dumps or burned 
in incinerators. Emission limits in the 1970 Clean Air Act 
forced many communities to close down their incinerators. 
The Resource Conservation and Recovery Act (RCRA) of 
1976 established strict controls over the design and opera
tion of landfills, required separate facilities for the disposal 
of hazardous waste, and encouraged the development of 
facilities for recovery of resources. The Public Utilities and 
Regulatory. Policy Act (PURPA) of 1978 made prospects for 
waste-to- energy plants more attractive by requiring electric 
utilities to buy energy from the plants at the avoided cost of 
supply from new generation plants. 

Stringent technological requirements have .also con
tributed to increas!ng the cost of developing and 'operating 
new waste disposal facilities. The National Solid Wastes 
Management Association estimates that the cost of con
structing a landfill (above and beyond acquisition of land) has 
risen from $200,000 per acre in 1975 to $1 million an acre in 
1990. Environmental management requirements add another 
$210,000 an acre. Tipping fees (the user or access fees 
charged by landfill or waste recovery plant operators) have 
risen dramatically, both to cover these higher costs and to 



be supplied by the publiC sector or have to be 
regulated in the presence of such monopoly. 

ed as public services that shouldbe available 
to all citizens. The extension of lighting to all 

Also. infrastructure provision usually 
involves high upfront costs and long payback 
periods. Investments are typically bulky and 
lumpy. This has two implications. First. the 
investor has to have large initial .capital. 
Second. in view of a long payback period. he 
has to be capable of obtaining matching long
term finance. This has traditionally made it dif
ficult for private firms to enter the sector since 
it neither has adequate access to such large
scale finance . nor does it find it feasible fo raise 
long-term resources in the capital market. 
Moreover. since infrastructure sectors have to 
be heavily regulated because of their monopoly 
characteristics. there is high risk attached to 
such investments due to uncertainties 

When infrastructure 
is developed by the 

homes. for example. enhances the ability of 
children to study: denial because of inability 
to pay would not only harm the individual 
affected but also the economy as a whole 
because of the reduced availability of an edu
cated labour force . Provision of clean drinking 
water reduces disease . and thereby improves 
productivity. and reduces health costs ._Th~s 
infrastructure provIsIOn also typically 
involves different degrees of cross-subsidies 
which are easier done by the public sector 
than the private. 

State, there is 
typically little 

connection between 
the cost of funds 

and the returns on Howe~r. it is of interest to note that 
the public sector was not always so dominant 
in infrastructure provision. In the 19th centu
ry. a good deal of investment was made by the 
private sector. In some sense. we are coming 
back full circle after a hundred years. 

investment. 

involved in regulation and pricing. 
..Finally. there is also the issue of social 

welfare and externalities. Minimum supply of water. power. 
sanitation and sewerage. and access to transport are all regard-

reflect the increasing scarcity of disposal capacity. 
Private waste disposal is usually done on either a 

contract or a merchant basis. Under the former approach, a 
private firm agrees to design, build and operate a plant for 
one or several municipal governments. The contract fixes 
the tipping fee per tonne (often with provision for inflation) 
and guarantees a minimum volume of waste to be delivered. 
The public sector often assists or takes responsibility for 
siting. Actual site ownership, private or public, is usually 
dictated by the advantages offered by the tax laws in effect 
when the plant was built. The usual contract specifies that 
the private company absorbs the risk of any doubt that the 
plant will work correctly and can be built and operated with
in budget, while the public sector absorbs the risk that open 
market tipping fees might decline or local trash volumes 
might fall below contract minima. Many communities 
choose the contract route because they are not prepared to ' 
build or operate today's technologically sophisticated dis
posal technologies and they do not want to be exposed to 
the risk of ever-increasing tipping fees. 

The merchant plant, by contrast, is generally built and 
operated without prearranged public or private clients, and 
without siting assistance. It is, however, free to charge what
ever the market will bear for waste disposal. In terms of risks, 
merchant plants are close to toll roads, since the plant oper
ator assumes not only the risks of whether the technology will 
work and be on budget, but also the risks of fluctuations in 
market demand or prices. 

Source: Gomez-Ibanez, Jose A. et al in "The Prospects for 
Privatising Infrastructure: Lessons from US Road and Solid 
Waste", Journal of Transport Economics and Policy, 
September, 1991 

41 the 19th century. many railway. canal. road. gas. 
power and water systems were initially privately owned. oper
ated and funded in most countries. But with time. more and 
more infrastructure companies were regulated or nationalised. 
Thtr pattern varied substantially across and within countries 
and sectors. In .several cases. nationalised companies were 
reprivatised due to fiscal constraints-although usually only 
briefly. Almost all the railroads in the United States and Latin 
America in the 19th century were built by private investors. 
International capital markets worked well at that time and a 
good deal of financing was done through the sale of railway 
and other infrastructure bonds in London-the most vibrant 
capital market of the time. AsSOCiated land concessions and 
other lucrative rights were also common as a means of financ
ing these investments. 

Nevertheless. by the start of the First World War. many 
infrastructure firms were subject to some type of utility regula
tion or State ownership. There were also many bond failures. 
arising either from the failures of the infrastructure companies 
themselves or because of wars and other dislocations. Wars and 
economic depreSSion gave another boost to nationalisation and 
stronger regulation. which increased in the 1940s and 1950s. 
Disenchantment with the performance of regulated or nation
alised firms has led again to deregulation and privatisation in 
many countries from the 1970s onwards. 

Major issues for the state nevertheless arise. because 
many users are dependent on a common facility. say. an 
electricity network. which is not subject to head-to-head com
petition. Whoever controls such a "natural monopoly" can 
extract excessive profits (rents) from it. The network owners. 
consumers and the bodypolitic vie for these. A sustainable 
ownership arrangement requires a rent-sharing system which 
protects consumers. proVides owners with incentives to oper
ate the network efficiently. and reduces the temptation of gov
ernments to explOit monopoly rents for political advantage. In 
principle. such arrangements can be implemented through 
well-deSigned regulatory frameworks. Historically. however. 
satisfactory regulatory regimes have been difficult to achieve. 

Pressures to establish some kind of regulatory mecha-
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nism arise soon after the establishment of a new infrastructure 
network. Rail. gas and water networks all emerged in the first 
decades of the 19th century in Britain. Early moves in water 
and gas to limit wasteful competition by establishing monopoly 
franchises started around 1820. Rent regulation came into 
being with Gladstone's 1844 Railway Act. followed by dividend 
limitations-to 10 per cent-for gas and water companies 
under the 1847 Gas Works and Water Works Acts. Similarly. 
limits on prices or returns were introduced in Canada (Toronto) 
for town gas and in some United States railroad statutes 
around the middle of the century . . 

PIjvate provision of infrastructure inevitably reqUires 
strong and transparent regulation. Given the typical lack of 
competition in supply. prices need to be regulated in the inter
est of protecting consumers. Similarly. because of the non
tradable nature of infrastructure services. there is no direct 
link with exchange rate changes: thus foreign investors face 
exchange risk and expect some predictability in tariff setting. 
Service providers face commercial risk in terms of unpre
dictability of demand and other risks arising 
from regulation itself. Thus private provision 
entails considerable complexity giving rise to 

enchantment with the efficacy of State solutions and precari
ous government finances. Private provision of new facilities is 
also being pursued in fast-growing countries where fiscal rev
enues are a low share of output, most notably in East Asia. The 
other key driver is technological change. whic~ has always 
influenced the degree of competition possible. Today. telecom
munications is particularly affected as new transmission and 
compression techniques allow private competition where 
monopoly once reigned. 

While the specific motivations and circumstances vary 
by countries. and within countries by sectors. there are five 
basic pragmatiC and non-ideology-related factors leading coun
tries across the world to consider enhanced commercialisation 
of infrastructure provision: 

Massive Investment Needs: The huge investment needs pro
jected cannot be met within the financial resources of the 
State. without crowding out other priority social and eco
nomic programmes that can only be carried out by the State. 

Currently. countries invest about 5 per cent 
of their GDP in such physical infrastructure; 
more than 90 per cent of this is public 

significant increase in transaction costs for all 
parties. This has itself inhibited private pro
vision of infrastructure. These issues are 
examined in detail in Chapter 5. 

To compete for FDI, 
investment. At this level of investments. 
many countries are facing major infrastruc
tural bottlenecks. Future investment needs 
are projected to be much higher because of 
demands created by rapid urbanisation. and 
the need to make up for past inadequate 

facilitate exports, 
and improve their What Has Changed? 

What is then new in the current situation 
which allows for commerCialisation and 
greater participation of the private sector? 

competitiveness, all investment and. most importantly. because 
of the high economiC growth rates. As 
already mentioned, during 1996-2005. devel
oping countries in East Asia will need to 
invest $1.3-1.5 trillion. But, most of them 
are being forced to curtail overall public 
spending and yet increase allocations to 
social programmes. They are not in a posi
tion to Simultaneously increase outlays on 
i~frastructure projects . The only solution is 

A wave of privatisation and deregula
tion has been sweeping infrastructure sectors 
around the planet. These bold new approaches 
promise improved effiCiency and service qual
ity. But the world has seen waves of private 
participation in infrastructure before. only to 
see reversion to State solutions. Should the 

East Asian countries 
recognise the need 

to improve 
infrastructure. 

recent wave be viewed as the beginnings of a 
new trend. or simply as another cycle of the great privatisation
nationalisation wheel? We believe that the recent shift in policy -
opens the door for new competitive solutions. which could 
overcome some of the drawbacks of public ownership and reg
ulation of infrastructure. 

The new wave began in the 1970s when the US started 
deregulating natural gas. power and airlines. During the 1980s, 
Chile, New Zealand and the UK implemented far-reaching 
deregulation and privatisation of al~ost all infrastructure sec
tors. Since the late 1980s. at least 145 companies in 30 countries 
have been privatised and at least 146 new projects in 34 coun
tries with significant private participation started in power, nat
ural gas. telecommunications, roads and water. Many more ini
tiatives have been undertaken in sectors where privatisation is 
easier. such as waste management. airlines and surface trans
port services. Currently, more than a thousand new private 
infrastructure projects are under consideration worldwide. 

In many OECD and Latin American countries. the cur
rent flurry of privatisation of existing facilities is driven by dis-

6 

to turn increasingly to private financing. 
A similar situation exists in most devel

oped countries. In their case. the share of the public sector has 
increased to between 40 and 50 per cent of GDP in most coun
tries. But much of this increase is devoted to social security and 
related expenditures. leaving little for infrastructure. In some 
of these countries. the real need is the replacement of old exist
ing infrastructure. In others. the quest is to install more mod
ern transport systems for the 21st century using the latest tech
nology. Such infrastru'cture is extremely capital-intensive: the . 
only choice then is to go for increasing commercialisation. " 

Managerial Constraints in the Public Sector: While there are 
well-performing public utilities in some countries. the quanti
ty, quality, and cost-effectiveness of infrastructure services 
overall have not kept up with the needs of either the general 
public or the business community in most countries. The pub
lic sector is unable to keep up with the myriad decisions and 
managerial challenges associated with the acceleration of 
investments at a time when the infrastructure business is 
becoming more complex. 



Efficiency of investment has assumed new importance 
in the context of fiscal stringency. There is greater demand for 
accountability in public expenditures. When infrastructure 
facilities are developed by the State or State agencies, there is 
typically little connection between the cost of funds and the 
returns from the investment. Consequently, there is little 
accountability. Often, public sector entities are not good at 
responding to consumer needs owing to rigidities in their man
agement structures, the necessity to fo llow government-set 
rules and regulations, and inappropriate incentive structures. 
Thus a demand has arisen fo r commercialisation and privatisa-

tion of infrastructure in order to inject greater efficiency. 

Changes in Technology: Changes in technology, particularly in 
telecommunications, computers and electronics now make it 
easier to charge for marginal usage of se~ices. For example, in 
telecommunications, it is possible for different service providers 
to be linked through the same network to the ultimate con
sumer. Computerisation allows the consumer to be charged on a 
marginal usage basis and each proVider to be given revenues 
according to different use by different subscribers. It has there
fore been possible to introduce competition, particularly in long-

Private Sector in Infrastructure: 
Conventional Concerns 

NUMEROUS studies of infrastructural facilities suggest 
that private operators cost less than public operators as 
long as there is competition to ensure efficiency. Some 

private sector "savings" may simply be transfers, yet private 
firms do appear to have a number of potential real cost advan
tages as well. These are created in part by the incentives pro
vided by the profit motive, in part by avoidance of some cum
bersome public sector bidding and contracting requirements, 
and in part by achieving efficiencies of scale, scope and expe
rience that might elude public operators. 

Private operators, for example, may have a stronger 
incentive and more flexibility in using resources such as 
labour productively. Comparisons of labour-intensive public 
and private services, such as garbage collection, often show 
that private firms have higher labour productivity because they 
have more freedom to structure the compensation, promotion 
and other incentives to encourage worker productivity and are 
less constrained by cumbersome work rules. Similarly, some 
private landfill operators use their sites and labour more effi
ciently by giving managers and employees strong incentives 
to compact trash more thoroughly and grade and cover it 
more carefully. 

Private firms may also achieve real cost savings by 
building facilities more quickly. The public sector generally 
plans, designs, bids and builds major facilities in a sequential 
process, completing each stage before the next is begun. 
Private firms may have more flexibility to use design-build or 
fast-track parallel processes, in which design engineers and 
private contractors are selected simultaneously and the plan
ning, designing, building and construction phases overlap. For 
example, proponents of the private Dulles Toll Road Extension 
in the US assert that they can plan , receive approval for, 
finance and build a road in four to five years, which is two or 
three years faster than what the Virginia Department of 
Transportation would take to build a similar facility. Faster 
construction saves on the capital required for a project by 
bringing the investment into service more quickly. 

The Dulles Toll Road Extension has so far, though, been 
marked by delays from the corporation's original schedules. In 
April 1988, the toll road backers estimated that the road would 
open in the fall of 1991 , but that schedule has been extended 
several times. These delays, however, are due in part to public 
regulatory oversight. 

Ironically, the private sector may also be better able to 
exploit economies of scale, scope and experience. For exam
ple, private firms building or operating a number of plants in a 
variety of locations may achieve greater specialisation of 
labour by being able to afford experts with specialised techni 
calor managerial skills, while smaller public agencies rely on 
generalists. Multiple plant operation may also allow the private 
operator to achieve economies in administrative or overhead 
functions and offer staff more opportunities and incentives for 
career advancement (and so to recruit a better workforce at 
less cost, all else being equal) . Private operators may also be 
better placed to exploit their experience, or the learning curve, 
since, as they build larger plants or build plants more often, 
they do not have to learn about the practical and technological 
problems afresh each time. 

The public sector may encounter difficulties in achieving 
these economies of scale, scope and experience on its own (or 
more preCisely, without contracting with the private sector) . 
Even if they band together on a regional basis, for example, 
local communities are unlikely to build or operate more than 
one large waste recovery plant or landfill every decade or two. 
The public sector's appreciation of these potential economies is 
reflected in the near-universal practice of contracting with pri
vate firms to construct complex infrastructure facilities (even 
when they are publicly owned), and in the growing practice of 
contracting for management as well. 

Source: Gomez-Ibanez, Jose A. et al in "The Prospects for 
Privatising Infrastructure .' Lessons from US Road and Solid 
Waste ", Journal of Transport Economics and Policy, 
September, 1991. 
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distance services whereas earlier. telecommunications was 
regarded as a natural monopoly and therefore sUitable for public 
sector provision. Similarly. smart cards. electronic billing etc. are 
making it possible to potentially charge for road usage on a mar
ginal use basis without the disruption caused to traffic by toll 
booths. In the case of power too. it is now increasingly feasible 
for different service providers to have access to the same con
sumer over the same network according to the consumer's 
choice. Computerisation also enables power pricing to be much 
more sophisticated so that different prices can be charged at dif
ferent times of the day or according to the rate and type of con
sumers. It is also becoming possible to exclude those who do not 
pay without excessive disruption. The need for regulation is also 
reduced to the extent that more competition becomes possible. 

Technology changes have also made it possible to unbun
dle infrastructure services. Today. different telecommunica
tions services such as international. domestic long distance. 
local services. other value-added services. can 

Virtually all the improved practices designed to reduce 
logistiCS costs. including those in transport. have been based on 
information technologies using telecommunications infra
structure. Cost reductions and the increased speed of freight 
movements over the past few decades have also been increas
ingly based on multi-modal transport involving containerisa
tion. which requires intensive co-ordination by shippers acrOSS 
rail. port. air and road freight modes. 

The exigencies of modern logistics management in 
developed industrial countries pose similar requirements on 
developing countries wishing to compete in these markets. 
Global sourcing has created interwoven networks of interna
tional trading and industrial relations. in which businesses in 
several countries produce different components of the same 
final product. The ability of developing countries to provide the 
transport and communications services essential for modern 
logistiCS management will increasingly determine their ability 

to compete for export markets and FDI. 
be provided by different firms. In power. it is 
now quite easy to separate generators from 
transmission providers and distributors. In 
general. greater opportunity for unbundling 
services enables the increasing introduction 
of competition and therefore the participation 
of the private sector. 

Ensuring efficient, 
responsive delivery of 
infrastructure services 

In India the freight rates of container 
traffic and transit times through ports exceed 
those of Asian competitors by large margins. 
which seriously constrains the country's 
export promotion goals. The main reason for 
this poor performance lies in excessive regu
lation of trade and transport. administrative 
practices and inefficient management by pub
lic transport entities. The eVidence of trade 
performance' indicates that dysfunctional reg
ulatory and administrative practices which 
reduce quality and reliability of trade and 
transport services can be a serious impedi
ment to growth of international trade. even if 
physical infrastructure is otherWise good,
However. structural reforms of the policy and 
institutional environment for trade and trans
port cannot be a substitute for the minimal 
transport and communications infrastructure 
needed to compete in export markets. 

Globalisation: Many surveys of transnational 
corporations have indicated that the quality 
and cost of infrastructure is one of the prima
ry considerations in their decisions as to 
where new investments should be located. To 
compete for FDI. to facilitate exports. and 
more generally to improve their competitive
ness. almost all East Asian countries recognise 
an urgent need to improve the quality and 
variety of infrastructure services. Many coun
tries see greater involvement of the private 
sector within a competitive environment as a 
tool to improve effiCiency-both of invest
ments and operations-since private compa-

The incentives 
need to be 

changed, through 
commercial 

management, 
cOlnpetition and 

stakeholder 
involvement. 

nies are seen to be better at assessing market 
needs and managing risks. In political econo-
my terms. privately provided services are also seen as better 
able to charge market prices. Elimination of subsidies would in 
turn moderate growth in demand. as well as reduce investment 
needs and consumption subsidies. 

Adequate quantity and reliability of infrastructure are key 
factors in the ability of countries to compete in international 
trade. In fact. globalisatlon of world trade has arisen not only 
from the liberalisation of trade policies but also from major 
advances in communication. transport and storage technolo
gies. These advances centre on managing logistics-the combi
nation of purchasing. production. and marketing functions-to 
achieve cost savings in investing and working capital and 
respond more rapidly to customer demand. During the I980s. 
order cycle times in OECD countries have reduced by up to 80 
per cent. More than 60 per cent of production and sales in these 
markets are now processed directly to order. and "just in time" 
(lIT) delivery to customers is projected to increase continuously 
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New Dynamism in World Capital Markets: 
Before the First World War. most governments 
typically did not have adequate resources for 

undertaking infrastructure activities. Taxes were low. collection 
abilities were limited and government centralisation was inhib
ited by lack of transport and communication facilities. At the 
same time. capital markets functioned relatively well. particular
ly in the UK and other European countries. However. the first 50 
years of th~ 20th century were punctuated by a number. of polit
ical and economiC dislocations. The First World War. the Russian 
Revolution and enSUing Soviet default on Russia:s foreign deb.t. 
the Wall Street Crash of 1929. the resultant Great Depression in 
the capitalist world. the bond failures of the 1930s and the 
Second World War. all occurred in rapid succession within a peri
od of about 30 years. One Significant. consequence of these 
dislocations was the collapse of the global capital market which 
had otherWise developed well in the latter part of the 19th cen
tury and the first decade of the 20th. Similarly. the exchange rate 
regimes also became restrictive. thereby imparting considerable 
rigidity in the settlement of international payments. When the 



vices and will therefore reqUire different 
degrees of Government regulation. 

Second World War ended, capital markets in 
most countries except the US were not func
tioning well. Consequently, there was little 
choice but for the public sector to provide the The State will retain 

Finally, the problem of adequate access 
to these services for the poor and hence of 
cross-subsidies will remain. Consequently. 
whereas it is clear that there must be a greater 
degree of private participation in the provi
sion of infrastructure, the Government will 
always retain a strong role both in direct pro
vision in areas not amenable to appropriate fi
nancing and user charges, and in regulation in 
other sectors. The Government's role in pro
viding subsidies where necessary will also 
remain. Thus, what is necessary is a transpar
ent framework which promotes synergistic 
firmness of public-private partnership in 
infrastructure provision. 

required infrastructure investments through
out most of this century. International move
ments of capital were mediated through insti
tutions such as the World Bank and private 
international banks. 

a strong role in 
provision, 

regulation and 
subsidising of 

However, the 1990s have seen the re
emergence of both domestic and global capital 
markets which can be accessed relatively easi
ly by private firms, institutions and govern- infrastructure. What 
ments. Gross private capital flows to develop
ing countries have risen from about $20 bil
lion in 1985 to $42 billion in 1989, $113 bil
lion in 1992, and $173 billion in 1994: nearly 
a nine-fold increase in as many years. These 

is needed, however, 
is transparency. 

private flows are now about three times of 
official development assistance. About half of 
the $173 billion transfer in 1994 consisted of 
foreign direct equity and another fifth of portfolio investment. 
Thus, the private sector now has access to the kind of resources 
needed for infrastructure investment. 

There are many reasons for this increased flow of private 
resources fiom the developed to the developing world. As the 
population of the OECD countries has aged, contractual savings 
in the form of life insurance, pension funds and the like have 
expanded very conSiderably. Currently, there is a particular 
bulge in the volume of funds available with such institutional 
savings organisations because of post-Second World War baby 
boomers who are now at the peak of their earnings cycle. This 
situation is expected to continue for at least another decade. 
These funds are searching for high-return opportunities out
side the OECD countries as the returns on investment in these 
mature economies are lower than in the newly industrialising 
economies. This is a welcome opportunity for deve10ping coun
tries to attract these large footloose funds so that they can be 
channelled into infrastructure investment. 

At the same time. with their functions expanded, particu
larly after the Second World War, governments have over the 
years resorted to increases in taxes and borrowing to finance all 
the activities that they had started to get into. Because of the lack 
of inadequate returns in many of these activities, they have had 
to continue to increase their borrowing. The result is that most 
governments, both in developed and developing countries, have 
now reduced access ,to resources since an increasing proportion 
of revenues has to be devoted to the servicing of past debts. In 
our own case: the government has now run a revenue defiCit for 
many year,s. The GoI is borrowing from the market to finance 
even current expenditures. Thus all government infrastructure 
expenditures are now being financed by market borrowings. 

However, many of the other 'problems remain. Many 
infrastructure projects have high initial costs accompanied by 
long payback periods and high risk. The private sector over
coming these problems reqUires institutional and other inter
ventions both through appropriate regulation and through the 
development of the capital market. A certain degree of monop
oly will always remain in the provision of infrastructure ser-

The Social Dimensions 
Impact on the Environment: The relation

ship between each infrastructure sector and the environment 
is complex. Infrastructure's linkages to the environment. as to 
poverty, are felt both through its effects on the quality of life 
and on economic productivity. These effects may be positive as -
well as negative, depending on the nature of each infrastruc
ture development and what the alternatives are. While there -
may be trade-offs between economiC benefits and the 
environmental impacts involved in particular cases, there 
is a wide scope for "win-win" strategies through which the 
quality of both servic~ and the environment can be enhanced. 

Negative environmental impacts often result from a fail
ure to taKe acCOunt of interdependencies among infrastructure 
sectors. For example, underinvestment in sewerage relative to 

~ "Water supply in many places has led to harmful contamination 
of water reserves. exacerbated flooding, and reduced the health 
benefits from water investments. Poor management of solid 
waste and inappropriate disposal further complicates waste 
water disposal and urban street drainage. 

There are also many positive opportunities for synergies 
among activities in infrastructure and other sectors to increase 
both environmental and economic benefits in urban areas. For 
example, reclaimed landfill sites and wetlands used for . 
sewage treatment can be developed into recreational parks. 
Duckweed ponds can serve both as waste water treatment and 
a source of high-quality protein feedstock for animals, 
Methane can be extracted from sewage treatment plants and 
from the decomposition of organic matter in landfills and 
used as fuel. Compost from organic solid waste can restore 
soils, and properly treated municipal sewage and waste water 
can be used . for irrigation. Recycling of municipal solid waste 
can reduce the reqUirements for virgin raw materials, such as 
trees for pulp. Technical and economic requirements may not 
make these options attractive or feasible in all cases, but exam
ples do exist of their current application even in some of the 
least developed countries. 

Impact on Productivity: Infrastructure developments, such as 
improved transport. which reduce workers' time spent on 
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non-productive activities. or which improve health status (for 
instance. through better access to clean water and sanitation). 
raise the economic returns on labour. By the same token. the 
lack of affordable access to adequate infrastructure is a key fac
tor in determining the nature and persistence of poverty. 
Inadequate access affects the time allocations of the poor and 
thus their ability to engage in income-earning activities or activ
ities which would have a greater impact on the household's 
welfare (such as child care or food preparation). 

Impact on Health: Inadequate infrastructure can have multiple 
effects on health. and thereby on labour productivity as well as 
quality of life. Improvements in water supply and sanitation 
have a large impact in reducing morbidity from major 
water-borne diseases (ranging from 25 to 78 per cent) and 
reducing the severity of disease when it occurs. It is interesting 
that the health benefits are not assured merely by access to the 
physical infrastructure of water supply. Adequate sanitation 
(excreta disposal) is critical to the reduction in incidence and 
severity of diseases and thus planning for both water supply 
and sanitation needs to be better integrated. Moreover. 
research has found that consistent and reliable operation of the 
facilities are necessary-for example. they must not fail during 

seasonal transmission periods of the diseases-and must be 
supported by appropriate behaviour of users regarding person
al and domestic hygiene. 

In addition to the obvious linkage between water and 
sanitation and health. the quality'of transport and commu
nication infrastructure can affect access to health care. Air 
pollution and safety hazards connected to motor trans
port-aCCidents on congested routes-also dffect morbidity, 
particularly in densely populated areas. where th~ poor are 
often concentrated. 

Linkages to Poverty: The main point from the above discus
sion of infrastructure's linkages to productivity and health, and 
its implication for poverty is not that the provision of infra
structure is often highly unequal. as is so often the case with 
other resources as well. Rather. the way in which infrastructure 
is provided and especially the way in which it is financed, have 
implications for the potential to mitigate poverty and reduc€ 
inequalities in the longer term. 

The impact on low-income individuals' access to infra
structure depends on the options available, and the poor as a 
group have fewer or less attractive options than the rich. 
Alternative sources of service (e.g. by investing in their own 

Privatisation of Infrastructure 
in Malaysia: Support Options 

LIMITED recourse is almost universally adopted for financing 
large infrastructure projects in Malaysia. Outright government 
guarantees, common in the past, are being replaced by 

implicit guarantees such as those given in greenfield projects 
undertaken by the five independent power producers (IPPs). The 
attendant risks of demand and inflation are passed through to 
Tenaga National-a privatised group with government share hold
ing, under a power purchase agreement that includes a minimum 
uptake of electricity output. 

Tenors have stretched from five years to 1 D-and now 15 
for the IPPs. In the last five years, 7 per cent of an estimated M$40 
billion has been securitised. Securitisation is still limited because 
the covenants are not as watertight as in other, more regulated 
markets. With the IPPs, for instance, exchange rate risks are not 
taken into account. GJven the rising foreign Currency component in 
technically-intensive projects, debt raising remains localised. 

As capital market financing is limited, issues have focused 
on syndication, using commercial paper and debt notes, typically 
on half-floating, half fixed-rate pricing. The entry of the Employees 
Provident Fund (EPF), however, with a monopoly on M$10 billion, 
into the market two years ago has led to the emergence of 
long-dated, fixed-rate, traceable and, invariably, fully-subscribed 
bonds. Although there is little difference between EPF-held paper 
and straight debt in structure, the fund's entry simplifies docu
mentation, speeds up the sale and shifts attitudes towards accep-
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tance of pure project risks. The EPF participation has permitted the 
IPPs to take off in two years, and has financed Kuala Lumpur's 
M$1.2 billion light rail transit system and the M$8 billion interna
tional airport. 

Using land rights as a pivotal element in financing of infra
structure projects is also gaining ground. The six-mile land bridge 
linking Malaysia's Johore state with Singapore is being financed 
in two tranches: M$351 million in payments from an associated 
company developing a nearby piece of land, and a M$1 billion 
syndicated loan arranged by Commerce International Merchant 
Bankers (CIMB). Th~ Malaysia- Singapore Second Crossing con
cessioJ.l, held by civil works contractor United Engineers, is unlike 
earlier toll road projects by the company. There are no govern
ment guarantees for minimum traffic volume and no government 
soft loans-the two conditions which produced the successful 
syndication of the M$6 billion North-South Toll 'Expressway. 

With a r~turn on equity on the project lower than the' 12 
per cent minimum that would make repayments viable, and 
insufficient revenues from bridge traffic, United Engineers 
secured a 14,700-acre site around the approach road to the 
bridge. This is to form the nucleus of the planned 27,OOO-acre 
town Gelang Patah, which is to be developed over 23 years at a 
cost of M $83 billion. It is hoped that the land, priced at between 
6 per cent and 10 per cent of Singapore's land costs, will attract 
local and Singaporean developers. 



weJl or water pump, private transport. kerosene stoves or light
ing, or by moving to a better-served neighbourhood) may be 
unavailable or unaffordable to the poor. Policies to improve 
access should not be focused mainly on reducing the costs of 
the formal supply systems, e.g. through subsidies on public 
utilities, since these are often poorly targeted as well as finan
ciaJly unsustainable. The main supply system may not even be 
the most appropriate for low-income users. At the same time, 
equity and efficiency are both served when private benefiCia
ries of publiC infrastructure investments are required to pay for 
them to the greatest possible extent. 

Public poliCies should aim at increasing the range of aff
ordable options for services of the type and quality required by 
the poor. Often, this will call for directing poliCies to faCilitate 
alternative forms of provision by the private sector. within a 
framework of regulation which protects safety and fairness. 

Impact on Technological Innovation: In a fundamental sense, 
and today more than ever before, infrastructure proVides the 
key to modern technology in practically all sectors. The changes 
in markets and production brought about by the railways and 
electriC power in the past are significant enough, but are 
dwarfed by the telecommunications-based information revolu-

The second such project where land is pivotal is the 
National Sports Complex. Part-payment for the M$550 million 
($229 million) project, due for completion in 1997, is being 
made through offering land for development, here also to 
United Engineers. As part of the build-awn-transfer concession 
agreement of the sports facility, the firm has been given the 32-
acre piece of Merdeka land-the site of country's existing 
1957-built national stadium-plus a 150-acre site at Bukil Jalil. 
The sites are valued at M$423 million. The Merdeka land, with 
property prices riSing in Kuala Lumpur, offers the most plausi
ble option to meet the promoter's debt obligations, The sports 
complex has no long-term fixed revenue stream and so requires 
credit support by developing adjacent land. Using land rights to 
support the financability of projects requires a strong sponsor 
able to develop the land, and United Engineers carries consid-' 
erable weight as a company. 

One way to encourage special-purpose project vehicles 
in Malaysian project finance is through further deregulation on 
existing restrictions. At present, restrictions exist on the use 
of bank guarantees in financing by insurance companies. 
There are also multiple approvals required before debt instru
ments are issued, as well as a plethora at other minor regula-

. tions and tax and legislation hurdles. The Government has 
promised to simplify the process. Moreover, structural 
issues-such as the size and expertise of the banks, the lack 
of a defining class of assets, the absence of any benchmark 
yields, and the absence of a liquid secondary bond market
will all have to be addressed if Malaysia is to advance to the 
paint where the domestic capital markets can be regularly 
tapped to finance infrastructure. 

Source: Project and Trade Finance, July 1995 

tion of recent decades. Electronic information systems under
lies a very large share of production and distribution activities 
in secondary and tertiary sectors of the modern economy, 
indudiIJg banking, government. and culture. 

v Information is today considered a factor of production by 
itself, and activities involved with the processing and genera
tion of information account for one-third to half of GOP and 
employment in OECO countries, and a growing share of GOP in 
the modern sectors of LOCs. Technological change, whIch has 
drastically reduced the cost of communicating and expanded 
the range of services available, has also reduced costs of trans
portation and many other telecommunications-using activities. 
The result has been a dramatiC change in cost structures and 
increased information intensity of many activities, a heightened 
globalisation of trade, manufacturing, and capital flows, as well 
as increased contact and cultural exchange across populations. 

New Approaches I 

_ Delivery of Infrastructure Systems: The dependence on bud
getary allocations has been essentially responsible for delays in 
the implementation of projects, due to the resultant non-avail
ability of funds on time. Funds are released in intermittent 
dribbles and not necessarily in tune with expenditure patterns 
and optimal project cash flows. Consequently, projects are 
largely budget-driven, and as a corollary, efficient logistics man
agement is accorded secondary importance. 

The detailed planning and execution of infrastructure 
projects frequently involves a multiplicity of organisations and 
numerous administrative ministries. The procedure for 
approval of a project plan is lengthy and time-consuming. In 
the absence of commercial funding and a consequent need to 
recoup investments, little urgency is attached to completing 
projects on schedule. Cost overruns have thus been the norm, 
ranging up to even 1,000 per cent. 

The generation of revenue and profit streams has rarely 
been a significant objective tied to the creation of a specific 
asset. Consequently, there is no tangible profit motive to drive 
the speedy implementation of projects. So, organisations 
implementing infrastructure projects have not had any incen
tives to go in for constant technology upgradation and the 
development of project management skills. 

Service, however. is the goal and measure of infrastruc
ture development. Hence, concern is shifting from increasing 
quantity of infrastructure stocks to improving the quality of 
services. And the source of improved performance in service 
delivery lies in the incentives facing the proViders. 

Insufficient maintenance, misallocated investment. 
unresponsiveness to users, and technical inefficiencies present 
issues which need to be addressed to improve delivery. The 
impetus to improvement lies in examining the institutional 
arrangements with the view to effecting systems of delivery 
which are more effiCient. user-responsive, environment-friend
ly, and more resourceful in using public and private resources. 

A new pragmatism, arising from an enhanced under
standing of the relative strengths and weaknesses of govern
ments and markets in infrastructure provision, is creating oppor
tunities for reform of delivery mechanisms. WorldWide, liberali
sation of markets and experiments with different forms of pri-
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vate sector participation have provided a new 
body of experience to reinforce this atti tude. 

Capital Region Board (NCRB), as well as innu
merable state-level organisations. 

Stages in Development: The development of 
infrastructure projects typically involves three 
distinct phases. including project identifica
tion and planning, detailed design and execu
tion, and operation and maintenance, 

BaSing project 
Notwithstanding the creation of a legal

ly d istinct format. the organisations created 
continue to fu nction largely as a government 
department. and are rarely permitted actual 
autonomy in operations. Frequently, the very 
basis of their constitution precludes indepen
dent decision making and the ability to raise 
reso urces outside coriventional systems. 
Hence. there has been little incentive for 
these organisations to strive for technical 
upgradation. aesthetics and the provision of a 
full range of international-standard amenities. 

proposals on social 
and pOlitical 

Presently projects are identified by vari
ous ministries of the Central/State 
Governments based on proposals put up by 
local organisations which act as their opera
tional arms. The existing structure has been 
derived from the viewpoint of streamlining 
budgetary allocation of resources. Project pro
posals are therefore not based on commercial 
considerations, but frequently reflect social and 
political priorities, and budgetary constraints. 

priorities, and 
budget constraints, 

not commercial 
considerations, has 
inherent limitations. 

The operation and maintenance of the 
projects are usually carried out by the same 
organisations that implement the project. 

ObViously, the process has inherent limitations. 
The detailed design and implementa-

tion of projects is carried out by governmental departments 
and organisations which work under the supervision of the 
concerned ministry, In certain instances, GoI and State 
Governments have promoted autonomous organisations to 
undertake the development of a specific area on an integrated 
basis. Examples are the New Okhla Industrial Area 
Development Authority (NOIDA), City & Industrial 
Development Corporation Ltd (CIDCO) and the National 

Thus the DoT, MTNL and VSNL provide and 
maintain the telephone network. while the 
same function is discharged in the transport 

sector by the PWDs, and in the power sector. primarily by the 
SEBs. Given the pressures to implement new projects, and the 
paucity of resources, maintenance budgets are typically mini
mal. This is in fact anomalous in the infrastructure sector, as 
a rupee of preventive maintena nce would typically save ten
fo ld the amount in repairs. 

Since a typical project involves high capital costs and a 
long gestation period, a key aspect in ensuring its commercial 

Private Sector Involvement 
in Airport Development 

THE privatisation of ABA (formerly the British Airports 
Authority)-owner of Heathrow, Gatwick, Stagnated , 
Aberdeen, Glasgow and Southampton Airports in 1987 

through an initial public offering of 97 per cent of the equity marked 
the beginning of airport privatisations, Since then, the idea has 
been gathering momentum, A 25 per ce'nt stake in Vienna Airport 
was sold to investors in 1992, Another 24 per cent was sold in 
1992. One-fourth of Copenhagen Airport was sold in 1994. Rome's ' 
two airports are scheduled for privatisation in 1997. Australia has 
announced its plans to sell its four largest airports serving 
Brisbane, Melbourne, Sydney and Perth in 1997 to be followed by 
privatisation of 19 others by 2000. There are also greenfield options 
such as Athens' new Sprat airport for which a $2.7 billion project 
financing closes in 1996. 

Privatisation is becoming an attractive option as the airports 
are now close to capacity while air traffic is projected to continue 
growing at a rapid rate. The International Civil Aviation Organisation 
is forecasting a 5 per cent per annum growth in passenger kilome
tres from 1992 to 2003 and 6.5 per cent in freight-tonne kilometres, 
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which means that large sums are needed to expand and upgrade 
airports around the world. Inexpensively priced money can flow 
into airport financing through privatisation and the risks for the 
whole venture can be passed on to an independent company. 

Despite the appeal of private sector sale or financing, how
ever, a number of factors have stopped privatisation from becom
ing more common. Airports are seen by some governments as key 
to national security and therefore should not be in private hands; 
indeed, in some countries, airports share facilities with the air force. 
There are also conflicts between regional and national governments 
as well as air traffic control issues that make it difficult to envision 
certain airports in private hands. 

There are also cases where government ownership has not 
adversely affected the financial independence or capital structure of 
the airports. Amsterdam's Schipol has been a limited liability compa
ny since 1958. The Central Government owns 76 per cent, the city of 
Amsterdam 22 per cent and Rotterdam 2 per cent. Privatisation is not 
on the cards. Schipol has a supervisory board which appoints the 
four-member executive board: a president and three managing direc-



the resource pool. in effect necessitating a 
greater induction of private capital in the 

viability is the expeditious implementation of 
the project within a defined timeframe. In 
addition. construction technologies and mate
rials must be such as to minimise the high 
base project cost as well as truncate imple
mentation time. This needs significant value 
engineering and involvement of agencies with 
superior project management expertise. 

The transition from 
delivery of infrastructure services. 

Governments. though. have a continu
ing role. In addition to taking steps to improve 
the performance of infrastructure provision 
under their direct control. they are responsi
ble for creating the policy and regulatory 
framework to faCilitate delivery on a commer
cial basis. safeguard the interests of the poor. 
improve environmental conditions and coor
dinate inter-sectoral interactions. 

monopoly to a more 

In the longer term. strategies that aug
ment the capacity of local authorities to oper
ate. maintain. and generate revenues would 
help induce systemic change. Such a strategy 
would also provide a platform for better levels 
of service and greater coverage. To promote 
operation and maintenance on a commercial 
basis. the project should be able to generate 
revenues that sustain acceptable standards of 
service operation and maintenance. 

competitive system 
needs enforceable 

contracts to 
provide the stability 

needed for long-
Creating the institutional and organisa

tional conditions for efficient and user
responsive delivery of infrastructure systems. 
thus. requires an understanding of the insti
tutional arrangements based on a public-pri-term investment. 

Incentive Structures for Efficient Service 
Delivery: To ensure effiCient. responsive delivery of services. 
incentlves need to be changed through the application of three 
instruments-commercial management. competition. and 
stakeholder involvement. This requires a transformation in the 
role of Government and the private sector in delivery. And 
especially so in the context of the Indian economy. where con
straints on budgetary allocations and dismantling of the allo
cated system of credit have resulted in competing demands on 

tors. The current and former presidents both came from the 
Ministry of Transport. The executive board is responsible for policy 
making and development, but major decisions must be approved 
by the supervisory board which is by law charged with protecting 
the interests of the company. 

With over 20 million passengers, 260,000 commercial 
aircraft movements, and 775,000 tonnes of cargo, Schipol is 
al ready among ' the four largest airports in Europe. Airline 
charges account for 44 per cent of total revenues. Of this, 59 
per cent is derived from the landing fees (based on maximum 
landed weight) and most of the remainder from passenger fees 
(charged on a per-passenger basis to the airlines) . Concession' 
income accounts for 21 per cent of total revenue, and parking 
for another 6 per cent (a similar proportion to other major air
ports). Schipol has a well-defined pricing strategy, based 
almost wholly on competitive factors, aiming to stand broadly 
in the middle of the rarl{le among jts key competitors. The air
port. provided a 6 per cent dividend from the mid-1980s until 
1993 when it rose to 7.5 per cent. 

The Schipol Investment Programme 1990-2015 
amounts to DFL 22 billion, of which DFL 7 billion will be spent 
by the airport, and DFL 15 billion by government bodies 
(including Dutch Railways). 

Source: Infrastructure Finance, December 1995-January 1996; 
S&P's Credit Review; July 27, 1994 

vate partnership format and the incentives 
governing the delivery of such systems. 
Infrastructure provision needs to be reorient-

ed to function like a service industry that responds to customer 
demand. The high Willingness to pay for some servICes pro
vides greater opportunity for user charges. private sector 
involvement in management. financing. or ownership. 

In the recent past. much has been said about the role of 
comp~titive markets in achieving an effiCient allocation of 
resources. A fundamental feature of competitive markets is that 
they provide incentives and disincentives for effective institution
al performance. Thus. the most effective way to achieve demand 
orientation is to expand the realm of competitive markets. 

The Organisational Framework: The present organisational 
framework lacks integration in the planning and implementa
tion of projects . is dependent on budgetary support from the 
Govern ment for its fu nd reqUirements. and has failed to 
upgrade its technology and project management skills to inter
national standards. 

It is necessary to conceive of new institutions or adapt 
existing institutions to a format where the institution con
cerned has an -eqUity stake in the project. and develops within 
it the relevant technologies and financing skills. It is also nec
essary that the tasks of the institution selected are clearly 
defined to include the dissemination of project appraisal skills. 
on-time project management and sector reform. The institu
tions would need to interface with Central and state govern
ments. as well as municipalities and local authorities. If specif
ic initial projects are successful. additional projects would. in 
the normal course. be undertaken with the same agency. At this 
juncture. it may be appropriate for the GoI to consider the cre
ation of local joint ventures between the institutit3n concerned 
and the local authority. to faCilitate the rapid implementation 
of additional projects. and to create expertise at the fie ld level. 

To achieve integration in project implementation. it is 
necessary to create organisations to implement the projects. 
Such organisations would fulfil six objectives: 
• To identify specific projects that could be taken up for com
mercial implementation 
• To seek additionality in resources with respect to implemen
tation of projects so identified 
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• To ensure project management and implementation along 
professional lines 
• To attract new and appropriate technologies 
• To seek skills upgradation with respect to project conceptual
isation. techniques. costing. maintenance and aesthetics 
• To promote the implementation of major projects under a self
sustaining format in conjunction with local authorities and munic
ipalities 

Regulatory Design: 
A Continuum of Solutions 
The transition from monopoly to a more competitive system. 
however. requires enforceable contracts to balance the interest 
of all stakeholders and to provide the stability needed for long
term investment. Comprehensive. transparent. and non-dis
criminating rules of the game need to be developed. Effective 
implementation of economic regulation requires a highly 
sophisticated information base which is usually unattainable. 
making the task of regulatton extremely diffi-
cult. A greater appreciation of regulatory fail-
ure has led to progress in the design of simple 

Transparency is enhanced. Still further along. private firms 
may be subject to regulatory oversigqt by agencies as in the US. 
which influence price and investment decisions . At the other 
end. in French muniCipalities. no separate regulatory agency 
exists. Consumers can exercise their rights through complaints 
and by voting in mayoral elections. 

No Best Solution: Given that different ownership and over
Sight combinations exhibit similar features . it remains unclear 
why and how performance should systematically vary among 
them. Indeed. empirical investigations about the respective 
merits of alternative arrangements remain inconclusive. 
However. it is clear that regulatory systems are costly and often 
fail to achieve their goals . Recent estimates of the benefits 
derived from deregulation in the US amounted to some 9 per 
cent of the output of formerly-regulated infrastructure sectors . 

Furthermore. for this very same reason. the privatisa
tion-regulation-nationalisation cycle may arise. not inevitably. 
but with some likelihood. Regulation imposed on private firms 

tends to weaken their incentives to perform 
and involves "the public" in decisions about 
levels of income and subSidy. When firms do 

rules to which regulators can precommit and 
that produce predictable and consistent out
comes. Also. involvement of stakeholders . 
espeCially users. can make the regulatory 
process more effective. 

Estimates of the 
not receive suffiCient revenues and when 
prices are kept artifiCially low. demand wU'l be 
large and supply insufficient and of poor 
quality. More Government intervention 
culminating in nationalisation will cloak the 
problem. When subsidies required to obtain 
acceptable service quality can no longer be 
borne by the public purse. privatisation will 
once again be seen as a remedy. 

benefits derived 

Under all regulato!L systems. the 
notion of a"fair" price or return plays a role. 
Early on. it was understood that price or 
return regulation risked undermining the 
incentives for firms to invest and operate effi- • 
ciendy. Ever since. mechanisms have been 
sought to cope with the trade-off between fair
ness and effiCiency. When prices are con
trolled. quantity and quaTity also require some 
regulation. Service and access obligations are 
embedded in all regulatory mechanisms. This 

from deregulation in 
the US amounted to 

9 per cent of the 
output of the Summary ( 

formerly-regulated The availability of adequate infrastructure 
facilities is vital for the acceleration of eco
nomic development. Knowing this . gov-sectors. 

opens the door for endless arguments and 
poliCies about who to serve at what price. 
with the risk of introducing inefficient and unjustified subsi
dies and cross-subsidies among customer groups . 

Consequently. institutional arrangements to implement 
regulatory goals reflect the balance of interests in a particular sit
uation and the political and administrative system of the ~oun
try. A whole array of solutions is found across countries and sec
tors. Ownership may be private. mixed or public. Regulatory 
powers rest in varying degrees with the legislative. executive or 
judicial branch of the Government. Separate regulatory institu
tions may exist. Different levels of government may be 
involved-muniCipalities. provinces or the Central Government. 

These various institutional arrangements are points on a 
continuum. All interfere with firm-level pricing and invest
ment decisions. At one end of the spectrum. full nationalisa
tion places all decisions in the hands of the State. Decisions are 
not transparent. consumers are represented only in their capac
ity as voters. not directly. Further along. the State establishes 
autonomous corporations. governed by performance contracts. 
which generally specify key pricing and investment decisions. 
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ernments have traditionally accorded high pri
ority to investment in sectors such as rail
ways . roads. power. telecommunications. 

ports. water supply. sanitation. sewerage and airports. 
Infrastructure services are often monopolistic in nature; they 
usually involve high upfront costs and long payback periods; 
and investments are typically bulky and lumpy. The existence 
of externalities also makes it difficult for infrastructure entities 
to both capture investment costs and operational expenses 
through the levy of user charges. Consequently. the supply of 
infrastructure servites has .been predominantly pmvided by 
the public sector in almost all countries for most of the 20th 
century. In the 19th century. however. a good portion of 
infrastructure investments were proVided by the private sector. 

A wave of privatisation and deregulation has been 
sweeping infrastructure sectors around the globe for the last 
decade or so. These bold new approaches promote improve
ment in effiCiency and service quality. Whereas the specific 
motivations and circumstances vary by countries . and in coun
tries by sectors. there are five basic pragmatic and non-ideolo
gy-related factors that are leading countries to consider 
enhanced commercialisation of infrastructure provision. First, 
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the massive investment requirements arising from sharply ris
ing economic growth rates are pushing countries to look for 
additional sources of financing. given fiscal stringency in most 
countries. Second. the rising awareness of the importance of 
efficiency in investment and delivery. in a tight fiscal situation. 
is also giving rise to rethinking on the ability of government
owned entities to supply these services in an adequately busi
nesslike manner. TQJ;d. changes in technology now make it 
easier to charge for marginal usage of infrastructure services 
where it was not possible before . Such technological changes 
are making possible the introduction of competition horizon
tally and unbundling of services supplied vertically. FO't.[th. the 
increasing recognition of the need to compete in the global 
marketplace is putting additional pressure on countries to pro
vide effiCient infrastructure services to their businesses in a 
cost-effective and competitive basis. Higher infrastructure costs 
in terms of both price and time delays can make the difference 
between firms being globally competitive and otherwise. fufth. 
the new dynamism and integration of world capital markets 
has vastly increased the possibility of private firms raising large 
funds for infrastructure investment on a commercial basis 
whereas. earlier. it was governments which had better access to 
resources. In many cases. it is now the private sector which can 
source large funds internationally. 

But despite these forces pushing most countries towards 
the commercialisation of infrastructure services. there is also 
increasing understanding of the social dimensions of infra
structure. In poor countries in particular. the State bears a 
responsibility to proVide the impoverished adequate access to 
basic services such as health. education. water supply. sanita
tion and sewerage. Moreover. given the continuing monopolis
tic elements in most infrastructure services. despite the new 
possibilities of competition mentioned above. the State 
remains responsible for proViding the appropriate regulatory 
frameworks which aSSist investors and infrastructure entities 
on the one hand and protect consumers from monopolistic ex
ploitation on the other. The commerCialisation and unbundling 
of infrastructure also lead to considerable increase in transac
tion costs which have to be mitigated through transparent and 
appropriate regulation. 

The general conclusion is that whereas the possibility of 
commercialisation of infrastructure investment and services 
has increased tremend~usly over the last decades. the role of 
the public sector in both actual investment and delivery of ser
vices and in regulation will continue to be vital. This scenario 
therefore suggests the introduction of a new framework for 
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public-private partnerships in different forms so that appro
priate investment can fructify. 

This Report examines all these issues and proVides direc
tions for policy reforms which can help in greater commerciali
sation along with the promotion of public-private partnerships. 
Chapter II proVides estimates of the investments required over 
the next 10 years. from 1996-97 to 2005-06. These estimates are 
made both from a macro-economic viewpoint which provides 
limits of what is feasible in the context of a relatively robust 
growth of the economy at an average of about 7 per cent per 
annum. and also from the bottom up for different sectors accord
ing to perceived reqUirements which have then been aggregated. 
The latter clearly comes out to be greater than the macro-esti
mates of feasibility. Chapter \II proVides an approach to com
mercialisation of projects along with an analYSiS of the different 
kinds of risks involved in infrastructure investment. and sug
gestions for their appropriate allocation. Chapter IV gives a 
review of the existing capital market framework in the country 
and makes projections for the sources of funds that would be 
required for the investment estimates made in Chapter II. These 
projections suggest the necessity for a vast expansion of the cap
ital market. particularly on the debt side. This chapter then pro
Vides policy directions required to activate the debt market. 
particularly the long-term debt market. essEjlItial for infrastruc
ture investments. Chapter V reviews the overall regulatory 
framework governing different infrastructure sectors. It provides 
pOinters to the approach required to make regulation transpar
ent and protect investors and infrastructure entities. and the 
needs and interests of consumers. Finally. Chapter VI suggests 
some fiscal reforms which may be necessary to channel the kind 
of resources required over the next decade. 

Volumel 11 of this Report takes an in-depth look at the in
vestment reqUirements and regulatory practiCes in each of six 
sectors. 
• Urban Infrastructure 

• Power 
• Telecommunications 

• Roads 
• Industrial Parks 

• Ports 

The approach in each of these sectoral reviews is consis
tent with the overall approach adopted in the main part of 
these Report. Some key sectors where a Similarly appropriate 
level of examination was not possible include railways. civil 
aviation and airports. shipping and water transport. 
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The Investments 
Required: 1996·2006 

NFRASTRUCTURE requirements are not easy to estimate at 
any time. Different countries have developed elaborate sys
tems of planning devoted to finding methods and process
es which could look ahead in order to co-ordinate the 
investment requirements of infrastructure with the rest of 

the planned growth of the economy. These procedures, mostly 
designed for ordering investments within the public sector itself, 
were essentially supply-oriented and were often unable to take 
adequate cognisance of the existing and anticipated levels of 
demand. Large errors have been made in different countries: 
either overinvestment in infrastructure much before the actual 
appearance of demand or, conversely, underinvestment because 
of failure to anticipate the demand. Consequently, investment 
plans for infrastructure have often gone awry. 

The situation now is vastly more complex. First. the 
pace of chang~ itself has accelerated. Sustained growth rates in 
per capita incomes of 7 per cent anq above have been achieved 
by many of the South East and East Asian countries in recent 
decades. We hope that this contagion of high growth will now 
spread to India as well. If India does begin to accelerate its rate 
of growth, as seems to be happening, it is difficult to antici
pate well what the requirements will be over the next decade. 
Second, the pace of technological change has also qUickened. 
The best example of this in the infrastructure sector is in 
telecommunications, The introduction of satellite-based com
munications, cellular telephony, and the like has totally trans
formed the sector in ways that could clearly not have been 
foreseen even a decade ago, Technological changes have very 

large effects on costs of materials, services and equipment. 
Thus the estimation of requirements for infrastructure invest
ment is fraught with difficulty since it is nearly impossible to 
anticipate such changes. Third, with the introduction of the 
private sector and overall commercialisation wherever feasi
ble, demand for infrastructure is likely to become much more 
price-sensitive. Infrastructure will presumably be provided in 
many sectors only if it is commercially viable: this makes 
anticipation of both demand and supply more difficult as com
pared with need-based estimates. 

We have therefore undertaken this exercise with a cer
tain degree of humility and trepidation. The objective is to pro
vide estimates of broad magnitudes that are seen to be feasi
ble at the present time. The attempt is to improve the level of 
information that is available at present. This should help in 
shaping expectations of the different players in the area of 
infrastructure: the government. suppliers of funds in the cap
ital market. infrastructure entities making plans to make 
investments in the infrastructure sector, foreign investors, 
and the general public. 

We have used two broad approaches to making these 
estimates. The first is a macro-economic approach painting a 
feasible scenario for the country's economic growth over the 
next 10 years and thereby deriving the broad magnitudes of 
infrastructure investment which are seen to be consistent with 
such growth. Though based on a macro-consistency framework .. 
so that the sums are kept consistent. the approach is a judg
mental one in positing a relatively optimistic scenariO of 
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1 INDIA: ECONOMIC GROWTH 1980-1994 

......................................... ,. .................................................................................................................................................................................................................................................... .. 
1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

Real annual growth rates (%) 
GDPmp 6E 
GOP at Factor Cost 7.2 
Agri. & Allied Services 12.9 
Manufacturing 0.2 
Mining and Quarrying 12.2 
Other Industry 11'.2 
Services, Etc. 4.2 

6.5 
6.1 
5.9 
8.0 

13.5 
6.4 
5.0 

3.8 
3.1 

-1.2 
6.5 

H.5 
-1.7 
6.5 

7.4 
8.2 

10.8 
9.9 
2.7 
7.0 
5.2 

3.7 
3.8 
0.0 
6.5 
1.4 
5.8 
6.3 

5.5 
4.1 
0.3 
4.0 
5.5 
6.1 
7.4 

4.9 
4.3 

-1.7 
7.0 

13.5 
6.6 
7.6 

4.8 
4.3 
0.4 
7.3 
3.4 
4.7 
6.1 

9.9 
10.6 
16.3 

8.8 
15.0 
8.6 
7.3 

6.6 
6.9 
1.7 

11.7 
7.3 
6.8 
8.9 

5.7 
5.4 
3,8 
6,2 

10.7 
6.7 
4.4 

0.4 
0.8 

-2.5 
-3.2 
3.7 
5.6 
5.4 

5.3 
5.1 
5.3 
3.1 
2.3 
5,3 
4.9 

3.9 
5.0 
4.2 
4.7 
2.9 
5.9 
7.3 

6.3 
6.3 
4.9 
9.0 
4.3 
7.4 
6.0 

60Ft Deflator 100.00 110.26 118.46 128.50 138.12 148.46 158.14 171.68 185.51 200.92 222.92 255.63 277.69 303.57 337.12 
G·Ofi.. Infiation 11.6 10.3 . 7.4 8.5 7.5 7.5 6.5 8.6 8.1 8.3 10.9 14.7 8.6 9.3 11.1 

(percentage of GOPmp) 

GOP at Factor Cost 
Agri. & Allied Services 
Manufacturing 
Mining and Quarrying 
Other Industry 
Services, Etc. 
Net Indirect Taxes 

90.0 
34.3 
15.9 
1.4 
6.0 

32.4 
10.0 

Gross Domestic Investment 22.7 
Current Account Balance -1.7 

Memo Items 
Population (million) 
Per-Capita Income' 
Per-Capita Income' * 

. 687.0 
1980 
1980 

89.6 
33.0 
15.8 
2.2 
5.9 

32.8 
10.4 

21.4 
-1.9 

701.8 
2065 
2276 

89.5 
31.5 
15.8 
2.5 
6.1 

33.6 
10.5 

20.4 
-1.6 

716.9 
2098 
2485 

89.9 
32.5 
15.9 
2.4 
6.2 

33.0 
10.1 

20.1 
-1.5 

732.3 
2206 
2835 

Source: csa, National Accounts Statistics; • (Rs at constant prices); • '(Rs at current prices) 

• 

90.1 
31.1 
16.1 
2.4 
6.5 

34.0 
9.9 

19.7 
-1.8 

89.2 
29.4 
15.9 
2.4 
6.8 

34.6 
10.8 

22.2 
-2.8 

88.8 
28.1 
15.8 
2.3 
7.1 

35.5 
11.2 

20.9 
-2.6 

748.1 764.2 780.6 
2239 2312 2373 
3093 3432 3753 

88.5 
27,7 
15.9 

2,1 
7.2 

35.6 
11.5 

22.9 
-2.5 

89.1 
28.8 
15.9 
2.3 
7.1 

35.0 
10.9 

24.5 
-3.1 

89.5 
27.8 
16.9 
2.3 
7.1 

35.4 
10.5 

24.9 
-2.7 

88.8 
27.6 
16,6 
2.2 
7.1 

35,3 
11.2 

27.0 
-3.4 

89.4 
28.5 
15.7 
2.0 
7.1 

36.1 
10.6 

23.4 
-0.6 

89.0 
27.4 
15.8 

2,1 
7.2 

36.5 
11.0 

23.1 
-1.6 

797.4 814.6 832.1 846.3 861.7 877.0 
2434 2619 2732 2839 2800 2896 
4179 4859 5490 6328 7158 8042 

90.3 
27.7 
15.4 

2.1 
7.5 

37.6 
9.7 

21.6 
-0.2 

90.3 
28,1 
15.7 
2.0 
7.6 

36.9 
9.7 

25.2 
-1.0 

892.5 907.8 
2957 3090 
8975 10416 



growth over the next decade. This approach provides an idea of 
the limits of infrastructure investment levels that are feasible 
in an upbeat scenario. This is essentially a top-down approach. 

The main objective of this approach is to place the 
required infrastructure investment within the broad macro
economic context and trends. A macro-economic model has 
been used to capture the main variables such as savings. in
vestment. sectoral outputs. and giving particular attention to 
the balance of payments-both current and capital accounts. 
The economy can be made to grow in this framework while 
ensuring the existence of the various standard macro-economic 
identities. Although point estimates have been given for each 
variable. they should be interpreted as broad ranges in each 
case since the projections proVided are mainly intended to give 
an idea of the range of magnitudes implied by the relatively 
optimistic scenario of growth that is modelled in this frame
work. Different simulations could have been made for exhibit
ing such ranges but they would be difficult to discuss and pre
sent. Thus only the most preferred scenario is being proVided. 

The second approach is a bottom-up 
one attempting to aggregate the investment 
reqUirements from estimates in each sector. 

Projecting Economic Growth: 1996-2006 

What rate of economic growth can be expected over the next 
decade? What are our aspirations and what is feaSible? The 
growth of Indian national income (gross national product. GNP) 
was in the range of 3 to 3.5 per cent per year between 1950 and 
1980. the first three decades after independence. Annual per 
capita income growth was about 1 to 1.5 per cent over this long 
period-low enough to be barely perceptible. but nonetheless. 
a significant departure over the previous 100 years. A noted 
acceleration took place during the 1980s when annual GNP 
growth increased to about 5 to 5.5 per cent. Consequently. per 
capita income growth accelerated to a range of 3 to 3.5 per cent 
per year over this decade-a very significant jump over the pre
vious 30 years. As a result. offiCially measured levels of 
absolute poverty began to decline perceptibly-though they 
continued to be unacceptably high. Some portion of this 
acceleration in growth was caused by the compositional shift in 

the structure of the economy. As the agricul
tural economy has grown conSistently slower 
than the rest of the economy. its share has 

These sectoral estimates are also judgmental. 
based on what sectoral experts are projecting 
in terms of requirements in each sector. 
They are somewhat normative since they 
reflect views on what should(ITALlCS) be 
invested in order to proVide reasonable qual
ity and quantity of services for satisfying the 
people's perceived needs. They have. howev
er. been tempered so that the projections are 
not too inconSistent with past investment 
trends. The area of greatest difficulty is that 
of urban infrastructure which currently 
exhibits perhaps the most acute underin
vestment. It is also difficult to estimate what 
the past trends have been since the data are 
not easily segregated from either the nation-

Assuming that leOR 
fallen. and the weight of the other sectors has 
risen. Consequently. with further acceleration 
of the growth of the industrial and service sec
tors during the 1980s. overall growth in GNP 
jumped. It should also be noted. parentheti
cally. that the planning process laid particular 
emphasis on infrastructure investments dur
ing this decade. 

reduces to 3.5 
results in the 

current GOP growth 
rate of 6.2 per cent In order to estimate the country's infra

structure reqUirements over the next 10 years. 
we have projected the overall growth of the 
economy until the year 2005-06. Until 1995-96. 
we have shown all economic magnitudes at 
current prices and external transactions at the 
prevailing exchange rates for each year. In our 

rising to 7.5 per 
cent in 2000-01 and 

8.5 in 2005-06. 

al accounts or sectoral sources. 
Overall. the two approaches proVide 

rather different results. The aggregation of the bottom-up esti
mates proVides volumes of investment much in excess of what 
may be feasible in even an optimistic macro-economic scenario. 
But we have made no attempt to reconcile' the two' estimate 
sets. The sectoral estimates proVide some idea of the potential 
reqUirements and aspirations in t~e country within each sec
tor. The macro-based estimates give a sense of what is feasible 
in the aggregate. The difference proVides an index of the excess 
demand for capital that is likely to manifest itself. The differ-
ence also indicates the role that appropriate pricing will have to 
play in moderating the expected demand. as well as the impor
tance of cost reduction and efficiency improvement in infra
structure provision in each sector. 

The overall estimates are used to derive some idea of 
what is likely to be the total draft on the capital market in the 
country in terms of both equity and debt. These estimates pro
Vide pointers for capital market reforms and institutional 
development that would be necessary if such magnitudes of 
funds are to be mobilised. 

projections for 1995-96 to 2005-06. we have 
eschewed any projections of inflation or of 
exchange rate. Thus all magnitudes in our pro-

jections are in real terms. made at constant 1995-96 prices and 
at a constant exchange rate of US $ 1 = Rs 35. 

The economic reforms since 1991 are particularly 
deSigned to improve effiCiency in the economy. The introduc
tion of competition in every sphere of activity. the opening of 
trade. the freeing and opening of capital markets. the availabil
ity of free access to foreign investment and technology. and the 
introduction of the private sector into most areas reserved 
hitherto for the public sector. should all result in better alloca
tion of resources and hence greater efficiency in the economy. 
Higher levels of productivity should result in the attainment of 
a lower overall incremental capital output ratio. In other words. 
if the economic reforms have the effect that they are designed 
to achieve. higher income growth should be achieved from 
even the same levels of gross investment. The average level of 
gross domestic investment was in the region of 23 to 24 per 
cent of GDP during the 1980s. This yielded an average rate of 
GDP growth of about 5 to 5.5 per cent. gIving an incremental 
capital output ratio (ICOR) of about 4.2 (Table 2.1).Even if the 
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2 Key economic ratios of selected developing countries (1965-1994) 

..........•......••............•.•......••.............•....•.......................•.............•........................ 
1965 1973 1980 1985 1990 1991 1992 1993 1994 

China 
Gross Domestic InvestmentlG9P 24.0 29.0 30.1 38.6 33.2 35.1 34.4 41.2 43.6 
Gross Domestic Savings/GOP 24.8 29.8 28.3 34.7 37.3 38.4 37.0 40.2 44.2 
GOP (average annual growth)* 8.5 5.3 10.2 8.1 12.7 8.4 14.3 14.0 12.6 

Exports of goods and nfs/GOP 4.2 4.6 10.2 10.5 19.1 18.7 22.5 23.9 24.9 
Imports of goods and nfs/GOP 3.4 3.8 12.1 14.4 15.0 15.4 19.9 24.8 24.3 
Current Account Balance/GOP -1.6 -4.1 3.4 3.7 1.4 -2.8 0.4 

Total Debt/GOP 2.3 5.8 14.8 17.3 16.5 19.7 19.2 
Total DebtJExports 20.9 56.0 87.0 87.1 81.7 91.8 83.6 
Total debt service/exports 4.3 8.3 11.5 12.1 10.2 11.1 10.9 

ICOR (5 years average, 1 year lag) 4.7 2.9 5.0 4.9 4.1 3.6 
ICOR (1 year incremental) 3.9 2.4 9.4 3.9 2.3 2.3 

India 

Gross Domestic Investment/GOP 17.0 18.3 20.9 23.9 26.6 24.0 23.3 21.3 24.8 
Gross Domestfc SavlngsIGDP 14.9 17.7 17.4 20.8 23.7 23.4 22.0 21.1 24.1 
GOP (average annual growth)* 3.7 3.8 5.3 6.6 3.6 1.2 4.8 3.5 4.9 

Exports of goods and nfs/GOP 3.6 4.3 6.5 6.0 7.9 9.3 10.1 11.4 11.9 
Imports of goods and nfs/GOP 5.6 4.8 10.1 9.1 10.8 9.9 11.4 11.6 12.6 
Current Account Balance/GOP -1.7 -2.8 -3.7 -1.2 -1.7 -0.3 -0.7 

Total DebtlGOI? 13.8 11.9 19.1 27.6 28.5 37.2 36.6 34.2 
Total Debt/Exports 297.6 136.0 263.7 314.7 274.3 329.1 287.8 268.2 
Total debt service/exports 18.7 9.3 22.7 30.7 28.9 28.2 28.0 26.2 

ICOR (5 years average, 1 year lag) 7.7 4.4 3.9 4.7 4.7 6.4 
ICOR (1 year incremental) 3.8 4.0 4.7 35.0 4.9 9.1 

IndonesIa 
Gross Domestic klvestmentlGDP 7.8 20.8 24.3 28.0 30.1 35.0 28.7 28.3 27.6 
Gross Domestic Sawingsl(;OP 7.7 22.5 37.1 29.8 32.1 35.4 31.0 30.5 29.7 
GDP (average annual growth)* 6.6 7.2 5.1 6.1 6.5 6.7 6.5 6.3 6.5 

Exports 01 goods and nfs/GOP 5.3 20.3 33.0 22.2 27.4 27.6 28.9 27.6 28.4 
Imports of goods and nfs/GOP 5.4 18 .. 6 20.2 20.4 25.5 27.2 26.5 25.4 26.3 
Current Account Balance/GOP 3.6 -2.2 -3.1 . -3.6 -2.4 -1.6 -2.6. 

TotalOebtlGOP 33.5 26.8 42.0 63.0 65.7 65.4 61.9 . 62.2 
TotafO~rts 158.8 94.2 181.7 223.8 230) 219.1 213.8 204.1 
Totat debt servlcelexports 6.3 13.9 28.8 30.9 32.6 30.6 31.8 30.8 

ICOR (5 years average, 1 year lag) 2.6 5.9 5.0 4.9 4.7 4.6 
ICOR (1 year incremental) 2.7 11.1 4.3 5.0 5.0 S.O 

contd ... 
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2 Key economic ratios of selected developing countries (1965-1994) 
"""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" " 

1965 1973 1980 1985 1990 1991 1992 1993 1994 

Republic of Korea 

Gross Domestic InvestmenVGOP 15.1 24.5 31.7 29.6 36.9 39.1 36.6 34.3 38.4 
Gross Domestic Savings/GOP 7.7 21.6 24.3 30.9 36.4 36.5 35.6 34.7 39.2 
GOP (average annual growth)* 10.2 9.0 8.8 10.1 6.6 8.4 5.0 5.6 8.0 

Exports of goods and nfs/GOP 8.6 29.7 34.0 34.1 29.8 29.3 28.9 29.4 27.9 
Imports of goods and nfs/GOP 16.0 32.6 41.5 32.8 30.3 31.9 29.9 29.0 27.1 
Current Account Balance/GOP -8.6 -1.0 -0.9 -3.0 -1.5 0.2 0.4 

Total Debt/GOP 26.8 47.1 50.0 13.8 14.0 14.3 14.3 14.2 
Total Debt/Exports 85.6 130.6 142.4 45.2 46.6 48.4 47.6 49.2 
Total debt service/exports 15.1 19.7 27.3 10.7 7.1 7.6 9.2 8.2 

ICOR (5 years average, 1 year lag) 3.8 3.6 3.1 3.4 4.3 5.1 
ICOR (1 year incremental) -13.4 4.2 3.6 4.0 7.8 6.6 

Malaysia 

Gross Domestic InvestmenVGDP 19.7 25.5 30.4 27.6 31.5 37.0 33.8 33.2 
Gross Domestic Savings/GOP 24.0 31.0 32.9 32.7 33.4 31.1 35.5 38.1 
GOP (average annual growth)* 6.7 7.5 5.6 7.1 8.3 8.7 7.8 8.5 8.3 

Exports of goods and nfs/GOP 42.5 39.8 57.5 54.9 76.6 81.4 78.0 80.3 85.4 
Imports of goods and nfs/GOP 38.2 34.3 55.0 49.8 74.6 87.3 76.2 75.4 86.0 
Current Account Balance/GOP -1.3 -2.1 -2.3 -8.9 -2.8 -3.3 -10.0 

Total DebVGDP 9.7 27.0 65.0 37.5 37.7 34.4 36.2 36.3 
Total DebVExports 22.0 44.6 114.0 46.6 44.9 42.8 43.8 40.6 
Total debt service/exports 2.6 6.3 30.4 10.3 7.7 6.6 7.9 72. 

ICOR (5 years average, 1 year lag) 3.0 7.0 3.7 3.2 3.4 3.7 
ICOR (1 year incremental) 3.7 -31 .9 2.9 3.6 4.9 4.2 

Thailand 

Gross Domestic InvestmenVGDP 19.7 27.0 29.1 28.2 41.1 42.0 39.6 40.0 
Gross Domestic Savings/GOP .18.6 25.6 22.9 25.5 33.6 35.0 35.4 35.9 
GOP (average annual growth)* 7.8 7.5 5.5 10.8 8.2 8.1 7.6 9.0 8.1 

Exports of goods and nfs/GOP 16.5 18.6 24.1 23.2 34.0 35.4 36.3 37.0 37.0 
Imports of goods and nfs/GOP 17.6 20.0 30.4 25.9 41.5 42.5 40.5 41.1 42.6 
Current Account Balance/GOP -6.8 -4.3 -8.7 -7.8 -5.7 -5.6 -5.4 

Total Debt/GOP 4.2 25.6 45.1 33.0 36.5 35.5 36.7 41.7 
Total DebtlExports 20.7 96.8 171.7 90.3 94.9 92.4 94.0 107.0 
Total debt service/exports .2.5 18.9 31.9 16.9 13.1 13.9 18.7 11.3 

ICOR (5 years average, 1 year lag) 4.0 5.5 2.8 3.0 3.4 4.0 
ICOR (1 year incremental) 6.0 6.6 2.8 4.8 5.3 5.0 

• Number shown under 1965. 1970, and 1980 represents average annual growth rates for the periods 1965-73, 1973-80 and 1980-85 respectively 
Source: The World Bank, Trends in Developing Economies, and World Debt Tables. 
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3 INDIA: ECONOMIC GROWTH 1995-2005 
........................................................................ P R 0 I E. C. T I 

1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997 -98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

(Rs billion at 1995(96 prices)· 

GDPmp 5355.3 
GDPfc 4756.0 

Agri. & Allied Services 
'anufacturing 

Wining and Quarrymg 
Other Industry 

~ervices etc. 

1480.0 
889.9 
117.9 
378.3· 

~et Indirect Taxes 
1890.0 
599.3 

, 

6168.0 
5515.5 
1760.5 
967.2 
126.4 
437.4 

2224.0 
652.5 

7053.3 
6276.3 
1933.3 
1113.1 
145.1' 
509.8 

2575.0 
776.9 

8010.3 
7231.0 
2217.5 
1234.8 
169.5 
601.0 

3008.3 
779.3 

9456.2 10884.1 11637.8 12437.7 13318.9 14275.0 15371.4 16566.9 17898.0 19372.1 21013.4 22825.9 
8541.0 
2659.1 
1484.8 

9794.8 10422.6 11116.9 11871.1 12708.1 13656.9 14716.7 15894.0 17200.4 18641.5 20233.1 
2815.0 2899.5 2989.3 3082.0 3180.6 3282.4 3387.5 3499.2 3614.7 3737.6 3868.4 
2213.1 2438.8 2692.4 2977.8 3299.4 3662.4 4072.5 4536.8 5063.1 5660.5 6339.8 

188.7 157.7 164.1 170.7 177.5 184.6 192.3 200.4 208.8 217.6 226.7 236.3 
714.7 813.7 862.5 918.6 980.1 1045.8 1115.8 1190.6 1270.4 1355.5 1446.3 1543.2 

3493.8 3795.3 4057.8 4345.9 4653.7 4997.6 5403.9 5865.7 6378.7 6949.5 7570.3 8245.4 
915.1 1089.3 1215.2 1320.8 1447.8 1567.0 1714.5 1850.2 2004.0 2171.7 2371.9 2592.8 

~DI 1448.5 1477.4 1637.6 1733.3 2384.1 2825.5 3091.4 3391.1 3696.4 4075.5 4512.0 4930.0 5415.3 5938.8 6523.4 7179.5 

OR (5 yr lVerage 1 yr lag) 3.5 5.2 
ICOR (1 year Incremental) 4.0 

5.1 4.8 
5.6 

3.8 
3.2 

3.7 
3.5 

3.6 
3.6 

3.6 
3.7 

3.6 
3.7 

3.6 
3.7 

3.6 
3.5 

3.6 
3.6 

3.5 
3.5 

3.5 
3.5 3.5 3.4 

=:t% of GDP) 
.J 
~ GDPfc 

Agri. & allied Services 
6 Manufacturing 

Co. Mining and Quarrying 
Other Industry 

88.8 
27.6 
16.6 
2.2 
7.1 

35.3 
11.2 

89.4 
28.5 
15.7 

2.0 
7.1 

36.1 
10.6 

89.0 
27.4 
15.8 

2.1 
7.2 

36.5 
11.0 

90.3 
27.7 
15.4 

2.1 
7.5 

37.6 
9.7 

90.3 
28.1 
15.7 
2.0 
7.6 

36.9 
9.7 

90.0 
25.9 
20.3 

1.4 
7.5 

34.9 
10.0 

89.6 
24.9 
21.0 
1.4 
7.4 

34.9 
10.4 

89.4 
24.0 
21.6 

1.4 
7.4 

34.9 
10.6 

89.1 
23.1 
22.4 
1.3 
7.4 

34.9 
10.9 

89.0 
22.3 
23.1 
1.3 
7.3 

35.0 
11.0 

88.8 
21.4 
23.8 
1.3 
7.3 

35.2 
11.2 

88.8 
20.4 
24.6 
1.2 
7.2 

35.4 
11.2 

88.8 
19.6 
25.3 
1.2 
7.1 

35.6 
11.2 

88.8 
18.7 
26.1 

1.1 
7.0 

35.9 
11.2 

88.7 
17.8 
26.9 

1.1 
6.9 

36.0 
11.3 

88.6 
16.9 
27.8 
1.0 
6.8 

36.1 
11.4 

: Services etc. - Net Indirect Taxes 

Gross Domestic Investment 27.0 - 24.0 

(Real Growth Rates) 

GDPfc 
Agn. & Allied Services 
Manufacturing 
Mining and Quarrying 
Other Industry 
Services etc. 

4.9% 
3.8% 
6.2% 

10.7% 
6.7% 
4.4% 

1.1% 
-2.5% 
-3.2% 
3.7% 
5.6% 
5.4% 

·TiIl1995·96 at current prices. afterwards at 1995-96 prices. 

23.2 

4.6% 
5.3% 
3.1% 
2.3% 
5.3% 
4.9% 

21.6 

5.0% 
4.2% 
4.7% 
2.9% 
5.9% 
7.3% 

25.2 

6.3% 
4.9% 
9.0% 
4.3% 
7.4% 
6.0% 

26.0 

6.2% 
3.0% 

10.0% 
4.0% 
5.5% 
6.8% 

26.6 

6.4% 
3.0% 

10.2% 
4.0% 
6.0% 
7.0% 

27.3 

6.7% 
3.1% 

10.4% 
4.0% 
6.5% 
7.2% 

27.8 

6.8% 
3.1% 

10.6% 
40% 
6.7% 
7.2% 

28.6 

7.0% 
3.2% 

10.8% 
4.0% 
6.7% 
7.5% 

29.4 

7.5% 
3.2% 

11.0% 
4.2% 
6.7% 
8.2% 

29.8 

7.8% 
3.2% 

11.2% 
4.2% 
6.7% 
8.6% 

30.3 

8.0% 
3.3% 

11.4% 
4.2% 
6.7% 
8.8% 

30.7 

8.2% 
3.3% 

11.6% 
4.2% 
6.7% 
9.0% 

31.0 

8.4% 
3.4% 

11.8% 
4.2% 
6.7% 

'll.0% 

31.5 

8.5% 
3.5% 

12.0% 
4.2% 
6.7% 
9.0% 
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4 INVESTMENT INTENTIONS IN INDUSTRY 

.......................................................................................................................... 
1991-92 1992-93 1993-94 1994-95 1995-96 

LOIIIEM (No) 3,279 5,480 4,984 5,210 6,857 
Proposed Invstment (Rs Bn) 784 1,299 828 1,067 1,398 
No of Pri mary Market Issues 512 1,037 1,143 1,694 1,692 
Capital Raised from Primary Markets 58 206 241 278 208 

Assistance by All India Financial Institutions 

Sanctions 221 326 403 573 642 
Disbursements 150 223 256 321 381 

Note: 1. Letters of Intent (LOI) and Industrial Entrepreneurs Memoranda (IEM) are in calendar years. 2. Capital Raised from Primary Market excludes bonds issued by 
Public Sector Enterprises 

Source: Reserve Bank of India; Ministry of Industry; Securities and Exchange Board of India; Industrial Development Bank of India 

level of gross domestic investment remains at similar levels. an 
annual growth rate of about 6.5 per cent would be achieved if 
effiCiency and productivity enhancements resulting from the 
economic reforms succeed in reducing the ICOR to about 3.5 to 
3 6. Can the ICOR be reduced even further? The experience of 
the high growth countries of East Asia would suggest not. As 
might be expected. the experience of different countries 
reveals a good deal of variation. There is also the difficulty of 
selecting the appropriate time periods for purposes of compar
ison, However. a review of this experience (Table 2.2) suggests 
that. broadly. an ICOR lower than 3.5 is unlikely. This is particu
larly so in India because of its size and the existence of wide 
variation within the country. High growth states such as 
Punjab. Haryana. Gujarat and Maharashtra co-exist with low 
growth states such as Orissa. West Bengal and Bihar. Whereas 
it is possible that effiCiency and productivity levels increase 
Significantly in some areas of the country. it is unlikely that 
they can improve uniformly across the country. It is therefore 
an optimistic assumption to posit a reduction of the ICOR in 
India to about 3.5 over the next decade. 

Can the level of gross domestic investment be expected 
to increase over the next decade? The experience of the high 
growth Asian countries suggests that high GDP growth rates 
can be achieved only if the level of gross domestic investment 
rises Significantly to about 30 per cent of Gnp and heyond 
(Table 2.1) It is only with such levels of investment that these 
countries have been able to achieve ~ustained annual growth 
rates in per capita GDP of 7 per cent and beyond. A growth 
rate of 7 per cent results in the' doubling of per capita income 
level in 10 years, This is ·the kind of growth that the Indian 
economy requires if poverty is to be eliminated within the 
next decade or two. 

During the 1980s. the level of gross domestic invest
ment rose from about 20-22 per cent in the first half of the 
decade to about 22-25 per cent in the second half of the 
decade. albeit accompanied by unsustainable levels of fiscal 
and balance-of-payment deficits (Table 2,1). The initial years 
of stabilisation in the context 'of economic reforms resulted in 
a sharp reduction in total investment. Thus estimates of gross 
domestic investment reduced to 23.5 per cent in 1991-92.22,9 

per cent in 1992-93. and 21.6 per cent in 1993-94. from a high 
of about 27 per cent in 1990-91. The early estimates for 
1994-95 show a sharp investment recovery to about 25.2 per 
cent of GDP. We have assumed that this recovery will now be 
self-sustaining and that the investment level will continue to 
increase from this 25 per cent level to about 29 to 29.5 per 
cent by 2000-01 and 31 to 31.5 per cent by the end of the 
decade in 2005-06. The corresponding assumption of reduc
tion in !COR to about 3.5 results in the current GDP annual 
growth rate of 6.2 per cent rising to about 7.5 per cent in 
2000-01 and 8.5 per cent in 2005-06, The corresponding per 
capita growth rates would be about 5,8-5.9 per cent in 
2000-01 and 7 per cent in 2005-06 (Table 2,3), 

In assessing whether such growth rates are feasible in 
the Indian scenario. it is useful to look at the implication for 
sectoral growth rates (Table 2,3), In the framework adopted. 
annual manufacturing growth is projected to rise from the cur
rent 10 per cent to about 12 per cent in 10 years. The overall 
industrial growth is somewhat lower with lower growth pro
jected for the mining sector, Correspondingly. services sector 
growth is projected to rise from the current 6-7 per cent to 
about 9 per cent in 10 years. We have been somewhat conserv
ative in projecting agricultural growth from 3 per cent to only 
3.5 per cent over these 10 years, In discussions. some have 
argued that sustained growth of the magnitude envisaged in 
industry and services cannot occur if agriculture continues to 
grow at such a low rate. There may be some merit in this argu
ment. It is possible that we have underestimated agricultural 
growth and overestimated growth in the other sectors, There 

. may well be more balanced growth, Despite such interim 
adjustments. we would not expect much higher aggregate 
growth than that projected. 

The sectoral growth rates posited seem to be within the 
realms of feasibility as seen from the current vantage point. 
The investment intentions filed so far since the reforms were 
initiated in 1991 suggest a clear acceleration in industrial 
investment (Table 2.4). The early indications of actual private 
corporate sector investment also suggest significant buoyancy 
in industrial investment. If these trends continue and if the 
current direction of ec;onomic reforms is maintained. the 

23 



N 

2 ~ 

5 INDIA: 'BALANCE OF PAYMENTS! SUMMARY (1980-1994) (US $ MILLION) 

•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• ...... A~"",..i.ol.!(l. yq~l.iJrH ~~"\J7PdI ~I'J!. ~J:'.. J 1 .... ~ r.t"i mil CIIM" 'MIl"""" ~ ~W~! 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987·88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 1994-95 

GDPmp 172321 178915 185009 201306 194621 214296 229108 256932 273393 274153 298373 251562 243603 255325 301410 

Trade Balance -7546 -6855 -5998 -5693 -5655 -7835 -7320 -7170 -9361 -7456 -9437 -2798 -4368 -1285 -4815 
Exports 8316 8697 8389 9090 9769 9463 10420 12646 14257 16955 18477 18266 18869 22700 26857 
Imports 15862 15552 14387 14782 15424 17298 17740 19816 23618 24411 27914 21064 23237 23985 31672 

Invisibtes. (net) 4649 3368 2950 2684 2143 1840 1277 770 752 76 -704 1163 479 655 1801 

Current Account Balance -2897 -3487 -3047 -3008 -3512 -5995 -6044 -6400 -8609 -7380 -10141 -1635 -3889 -630 -3014 

Total Debt Flows * 747- 8 240 1691 2106 4235 4429 5292 5225 4227 4158 3306 1225 -504 2669 
Disbursements 1502 754 1173 2777 3197 5544 6719 7187 7174 6190 6555 5875 4174 3675 7298 
Repayments .755 746 933 1086 1091 1310 2290 1895 1949 1963 2397 2569 2950 4179 4629 

Others (net) •• ' 1153 575 2849 1769 1154 1789 1075 179 1259 1454 1372 -177 2413 385 -1349 
Foreign Investment 8 10 65 63 62 160 208 181 287 350 165 158 587 4110 4895 
Other Capital Flows'" -1171 -1899 -2414 -962 -598 1428 1351 1148 694 10 2675 1742 703 5165 1556 

Capital Account 1380 -809 1138 2928 3177 7971 7466 7209 7871 6541 8369 5029 4927 9156 7771 

Reserves Position 6858 4460 4965 5847 6110 6657 6729 6391 4959 4109 2338 5722 6749 15476 20233 
(months of gnfs imports) 4.7. 3.1 3.7 4.1 4.1 4.1 4.0 3.4 2.2 1.8 0.9 2.8 3.0 6.3 6.2 

Total External Debt 20532 22573 27407 31978 33755 40849 48109 55542 58270 73393 81983 83947 89822 92104 98990 
Total Debt Service 1406 1568 2043 2610 2959 3533 5273 5695 5959 6735 7894 7502 7323 8454 10516 

% of GOP 
Current Account Balance -1.7 -1.9 -1 .6 -1.5 -1.8 -2.8 -2.6 -2.5 -3.1 -2.7 -3.4 -0.6 -1 .6 -0.2 -1.0 
Total External Debt 11 .9 12.6 14.8 15.9 17.3 19.1 ·21 .0 21 .6 21.3 26.8 27.5 33.4 36.9 36.1 32.8 

% of Exports (goods) 
Total External Debt 246.9 259.6 326.7 351 .8 345.5 431 .7 461 .7 439.2 408.7 432.9 443.7 459.6 476.0 - 405.7 368.6 
Total Debt Service 16.9 18.0 24.4 28.7 30.3 37.3 50.6 45.0 41.8 39.7 42.7 41 .1 38.8 37.2 39.2 

'Inc~des Grant-Aid, Official Borrowings, Public and Private Guaranteed Debt, and Short-term Debt. 
.. Includes IMF Credit (net), NRI qeposits (net), and Bilateral Balance. 
*'. Residual item including sho'rt-term capital, reserves revaluation changes, ad rupee trade imbalances etc. 



investment levels and resulting growth rates projected here are 
not excessively optimistic. In summary, we are projecting total 
groSS domestic investment to rise from the current 25 per cent 
levels to about 31 to 31.5 per cent of GOP in 10 years by 
2005-06. The corresponding GOP growth rate is projected to 
rise from the current 6.0 to 6.2 per cent to about 8.5 per cent 
over this same period. 

What are the implications of such a growth scenario? 
Can such investment levels be financed? The acceleration in 
industrial growth will require significant increases in invest
ments in power, telecommunications, transportation, urban 
infrastructure, ports and airports. Further, industrial invest
ment. industrial production and infrastructure investment of 
the magnitude implied will sack in large imports: these will 
have to be financed largely by corresponding export growth. At 
the same time, the level of gross domestic investment envis
aged would be difficult. if not impossible, to be financed 
entirely from domestic savings. Significant external savings 
will have to be attracted into India. Thus some prudent level 
of a current account deficit would be neces-
sary in order to absorb these external capital 
inflows (external savings). What would be the 

diVidends are fully repatriable. The only current exception is in 
the case of foreign direct investment (FOI) in a specified list of 
consumer goods industries where dividend repatriation has to 
be balanced by gross export earnings for a period of seven years 
from the date of investment. Foreign debt cannot be incurred 
by any Indian entity without the specific approval of the 
Government of India through its Ministry of Finance. Thus, at 
present. while seeking foreign capital inflows, the Government 
exercises substantial control over the incurring of foreign lia
bilities of Indian entities, both in terms of equity and debt. 

This concern with foreign liability was heightened at the 
end of the 1980s when excessive and unsustainable borrowing 
in the latter half of the decade had contributed to the balance 
of payment crisis of 1991 (Table 2.5). The projections for feasi
ble and sustainable capital inflows made here have been influ
enced by this episode of excess foreign liability that the Indian 
economy went through only recently, The approach adopted 
here can be interpreted in either of two ways. First. the 
approach is to make a judgement on what international capital 

markets are likely to regard as sustainable lev
els of external capital inflows (both equity and 
debt) on the basis of macro-economic funda-

overall level of infrastructure investment 
required? How much external capital inflow 
can be expected? How much can domestic 
savings be expected to increase? It is to these 
questions that we now turn. 

External capital 
mentals. What are the levels of total debt that 
international markets will see as sustainable? 
What are the desirable debt service levels that 
would ensure such capital flows? What are the 
implied levels of exports and imports that 
would be required to service the expected 
import reqUirements lind the servicing of 
equity and debt? What would be the level of 
foreign exchange reserves that would lend 
stability to foreign exchange markets? These 
judgements are made in the colltext of what 
might happen should the capital account be 
made convertible. The second interpretation 
can be made in the context of a continued 
control on the capital account: what are the 
macro magnitudes that should be targeted in 

Mobilising External Savings 

inflows will have to 
play an important 
role for GOI to rise 

The objective in this section is to estimate the 
maximum feasible level of external savings 
that can be mobilised to finance an augment
ed programme of gross domestic investment 
in India over the next 10 years. To the extent 
that external savings can be mobilised for 
investment in India on a sustainable basis, it 
would reduce the volume of domestic savings 
reqUired. Gross domestic investment (GO!) 

from 25 per cent to 
31 to 31.5 per cent 

of GOP over the 
next 10 years. 

has been projected to increase from about 25 
. per cent to 3 I to 31.5 per cent of GOP over 10 years. It is unlike
ly that domestic savings can rise as much over the same peri
od. Thus external capital inflows will perform an important 
role in the financing of investment in India over the next 
decade-including infrastructure investment. 

The key issue that has to be considered is the sustain
ability of external capital inflows. At present. although the 
Indian rupee is convertible on the current account. the capital 
account continues to be controlled by the RBI and the 
Government of India. Thus foreign equity investments are gov
erned by the rules concerning foreign investment: apart from a 
list of 35 industries where foreign equity is automatically per
mitted upto a level of 51 per cent. all other investments are 
approved on a case by case basis by the Government of India. 
This includes investment in all infrastructure areas. The Indian 
capital market is partially open to investments by FIls within 
prescribed limits: FIls as a whole cannot invest in more than 24 
per cent of a firm's equity, and no single FlI can own more than 
10 per cent of equity of a single company. Disinvestment and 

the context of such control. The absorption of 
external capital inflows depends on the exist

ence of a sustainable level of current account deficit. The cur
rent account defiCit during the first half of the 1980s ranged 
between 1.5 per cent of GOP to 2.8 per cent. averaging about 1.9 
per cent. During the latter half of the 198os, the current ac
count defiCit ranged from about 2.5 per cent to 3.4 per cent of 
GOP, with an average of just under 3 per cent. These levels of 
current account deficit were in the context of export levels 
which ranged between 6 to 7 per cent of GOP and imports 
between 9 to 10 per cent. Moreover, these deficits were 
financed almost entirely by debt and were ultimately found to 
be unsustainable. By 1990-91. total external debt had risen to 
over US $ 80 billion; the debt service ratio rose to 30 per cent 
as a proportion of total current receipts and as much as 43 per 
cent as a proportion of exports. Foreign investment during the 
1980s had been negligible. A major turnaround has taken place 
in India's external account since then: exports are now about 
10 per cent of GOP; imports about I 1.5 percent; debt service as 
a proportion of current receipts is down to under 25 per cent, 
and 33 per cent as a proportion of exports (Table 2.6). We have 
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6 INDIA: BALANCE OF PAYMENTS: CURRENT ACCOUNT (1990-2005) (US $ MILLION! 

GDPmp 298373 

Exports, fob 18477 
Primary 4354 
Manufactures 13781 
Other than POL 13259 
POL Exports 522 

Statistical Discrepancy 341 

Merchandise Imports 27914 
POL 6028 
Non-POL (customs) 18045 
Non-customs 3841 

Trade Balance -9437 

Invisible Balance (net) -704 
Non-factor Services 980 
Net investment income -3753 

Interest Payments -3738 
Other Factor Payments -105 
Others (net) 91 

Private Transfers 2069 

Current Account Balance -10141 

(Annual Growth Rates). 

251562 

18266 
4189 

13773 
13356 

417 
304 

21064 
5364 

14764 
936 

-2798 

1163 
1206 

-3826 
-3445 
-110 
-271 
3783 

-1635 

243603 

18869 
3940 

14603 
14127 

476 
327 

23237 
6000 

16078 
1159 

-4368 

479 
1127 

-3422 
-3370 
-115 

63 
2774 

-3889 

255325 

22700 
4794 

17441 
17044 

398 
465 

23985 
5753 

17553 
679 

-1285 

655 
777 

-3947 
-3513 
-123 
-311 
3825 

-630 

301410 

26857 
6324 

20002 
19863 

138 
531 

31672 
5884 

23330 
2458 

-4815 

1801 
-494 

-3905 
-3832 
-314 
241 

6200 

-3014 

.."....,..."'..,,,'~ 

315387 

32430 
6827 

24619 
24453 

166 
984 

39445 
6263 

30368 
2814 

-7015 

1595 
-68 

-4487 
-3829 
-274 
-384 
6150 

-5421 

337228 

38997 
7247 

30566 
30321 

245 
1184 

46096 
6608 

37715 
1774 

-7099 

359 
-509 

-4234 
-3914 
-318 

-1 
5101 

-6740 

360406 

45542 
7703 

36555 
36234 

321 
1284 

53314 
7096 

44717 
1500 

-7772 

236 
-390 

-4608 
-4043 
-681 
116 

5234 

-7537 

385940 

52805 
8186 

43273 
42871 

402 
1346 

61057 
7615 

51942 
1500 

-8252 

-212 
-231 

-5350 
-4610 
-984 
244 

5369 

-8464 

413646 

60670 
8706 

50474 
50054 

420 
1490 

69379 
8450 

58911 
2018 

-8709 

-747 
-56 

-6194 
-5176 
-1391 

373 
5504 

445414 

69141 
9312 

58127 
57692 

436 
1702 

78184 
9344 

66734 
2106 

-9043 

-1543 
80 

-7174 
-5768 
-1894 

488 
5551 

480057 

77686 
9919 

65867 
65413 

454 
1900 

87456 
10262 
74694 
2500 

-9769 

-2332 
174 

-8193 
-6403 
-2439 

649 
5687 

518627 

86889 
10573 
74074 
73616 

458 
2242 

96974 
11183 
83291 
2500 

-10085 

-3503 
155 

-9481 
-7090 
-3088 

697 
5824 

561344 

97052 
11278 
83274 
82782 

492 
2500 

107404 
12113 
92791 
2500 

-10352 

-4873 
191 

-10878 
-7807 
-3787 

715 
5815 

608903 

107525 
12037 
93488 
92983 

505 
2000 

118543 
13040 

103002 
2500 

-11018 

-6215 
185 

-12215 
-8501 
-4563 

848 
5815 

661423 

118792 
12856 

104937 
104418 

518 
1000 

130815 
14073 

114242 
2500 

-12022 

-7792 
151 

-13758 
-9316 
-5395 

953 
5815 

-9455 -10586 -12101 -13587 -15226 -17233 -19814 

Exports, fob 9.0% -1.1% 3.3% 20.3% 18.3% 20.7% 20.3% 16.8% 15.9% 14.9% 14.0% 12.4% 11.8% 11.7% 10.8% 10.5% 
Merchandise Imports 14.4% -24.5% 10.3% 3.2% 32.0% 24.5% 16.9% 15.7% 14.5% 13.6% 12.7% 11.9% 10.9% 10.8% 10.4% 10.4% 

(% of GDP) 
Exports (Goods) 6.2% 7.3% 7.7% 8.9% 8.9% 10.3% 11.6%' 12.6% 13.7% 14.7% 15.5% 16.2% 16.8% 17.3% 17.7% 18.0% 
Current Account Balance -3.4% -0.6% -1.6% -0.2% -1 .0% -1 .7% -2.0% -2.1% -2.2% -2.3% -2.4% -2.5% -2.6% -2.7% -2.8% -3.0% 
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made our projections with this experience in view. and after 
observing the experience of other countries. We have accord
ingly aimed to bring down the debt service ratio to no more 
than 20 per cent (as a proportion of current receipts) on a medi
um to long-term basis. and no more than 25 per cent as a pro
portion of exports. 

For the future. we enVisage a judicious balance between 
debt and non-debt-creating inflows. Both kinds of inflows need 
to be serviced. In principle. the returns on eqUity ought to be 
higher than those on debt. But the returns on eqUity are per
formance-related. and therefore safer than those on debt. More-
over. a portion of the returns on FDI tend to be continually rein
vested. Such retained earnings finance new investment but also 
need to be serviced in future years. Our simulations have taken 
account of this. FDI is. by its nature. less mobile: once invested. 
it is not usually expected to be disinvested for a long period of 
time. if ever. In the case of portfolio inflows. there is continu
ous movement in and out. Such movements are as determined 
by conditions in international capital markets as with the fun
damentals in the receiving economies. Over 
time. gross inflows would be balanced by gross 
outflows. yielding a limited volume of net 

ment inflow of about us $ 4 to 5 billion would rise to about US 
$ 9 billion by 2000-01. and us $ 15 billion by 2005-06 (Table 2.7). 
of this. FDI inflow is projected to rise from the current US $ 2 
billion to about us $ 6.5 billion in 2000-06 and US $ 11 billion 
by 2005-06. while net portfolio investment is seen to increase 
modestly to about us $ 2.5 billion in 2000-01 and us $ 4 billion 
by 2005-06. Some would find such a foreign investment profile 
to be too conservative. Even with such a profile. the servicing of 
the accumulated stock of foreign equity capital would rise to 
more than US $ 2 billion by 2000-0 I and US $ 5 billion by 
2005-06 (Table 2.6). Although foreign equity inflows are seen as 
preferable to debt-creating inflows. it is unlikely that the debt
equity ratio of inflows can be brought down to much below 
unity. In fact. infrastructure projects in particular tend to have 
higher debt-equity ratios. Moreover. one of the advantages of 
receiving foreign equity inflows is that it is then easier to lever
age foreign debt inflows at more favourable rates. However. the 
existing high level of Indian foreign debt of approximately US $ 
100 billion reduces the degree of flexibility in receiving larger 

inflows of new foreign debt flows. 
We have therefore assumed a rough 

parity between new net equity and net debt 
inflows. Accordingly. we have projected only 
net levels of portfolio inflows. One of the 

flows. including those from offiCial multi
lateral and bilateral sources. Thus. the exist
ing debt flow of about US $ 3-4 billion is pro
jected to rise to about US $ 10 billion by 
2000-01 and US $ 12 billion by 2005-06. The 
implication for gross flows is a rise from the 
present US $ 7-8 billion to about US $ 15-17 
billion by 2000-01 and US $ 25-26 billion by 

Our debt projections have assumed 
average debt terms of seven years and returns 
of 150 basis pOints above L1BOR. The net debt 
inflow is limited by the debt service targets 
mentioned above. 

advantages of 
receiving foreign 
equity inflows is 

In the current account. exports have 
been projected to continue their healthy 
growth (Table 2.6) . Exports grew by over 20 
per cent a year in US $ terms over the past 
three years 0993-94. 1994-95. 1995-96). We 
have projected a gradual tapering off from the 
current 20 per cent annual growth to about 10 
per cent at the end of the next 10 years Yield
ing an average annual real growth of about 15 

that it is then easier 2005-06 (Table 2.7). The bulk of this new 
debt will have to be from commercial 

to leverage foreign 
debt inflows at more 

sources. since the scenario for official debt 
flows does not look promising over the next 
five to 10 years. Gross offiCial flows are 
expected to stagnate at about US $ 3.5 to 4.5 
billion over the next 10 years. leading to favourable rates. 

per cent over this period. Such growth would 
result in exports increasing their share from 
the current 10 per cent of GOP to about 15 per cent by 2000-01 
and over 17 per cent by 2005-06. Imports are projected to grow 
marginally faster to about 17 per cent of GOP in 2000-01 and 
over 19 per cent in 2005-06. On this basis. the level of exports 
would be about US $ 66 billion in 2000-01. and US $ 113 billion 
by 2005-06 (in 1995-96 US dollars). Although lower than some 
projections being made currently (e.g. US $ 75 billion exports 
by 2000-0J) these projections are still quite ambitious. Their 
achievement would itself be crucially dependent on very sig
nificant infrastructure investments in export logistics in trans
portation. ports and airports. 

With such "judgmental assumptions of foreign invest
ment. foreign debt inflows. export and import growth. tar
geted debt service ratios. the current account defiCit is pro
jected to widen to about 2.5 per cent of GOP by 2000-01 and 
3 per cent by 2005-06 from the current level of 1.5 per cent 
of GOP. This would enable a corresponding foreign capital 
inflow of similar magnitude. 

This implies that the current level of net foreign invest-

reduction in net offiCial debt flows. 
The projections suggest that our repay-

ments of official debt would rise from the cur
rent US $ 2 to 2.5 billion to about US $ 3 billion by 2000-01. 
Disbursements are expected to be roughly constant at US $ 4 to 
4.5 billion over the next five years: net offiCial debt flows 
would also .stagnate at between US $ I to 1.5 billion over the 
next five years. Similarly. the debt repayments for external 
commercial borrowing are expected to rise from the current US 
$ 2 to 2.5 billion to about US $ 4.5 to 5 billion by 2000-01. 
Consequently. substantial increases in gross external commer
cial borrowing will have to take place if the projected levels of 
net debt flows are to materialise. Our projections suggest that 
gross external commercial borrowing will have to rise from 
about US $ 6 billion in 1996-97 to about US $ 12-13 billion by 
2000-01. As the debt repayments arising from these flows start 
to increase substantially in the following five years. and with 
continuing pessimism regarding net offiCial debt flows. keep
ing a net external debt flow of US $ 10-12 billion between 
2000-01 to 2005-06 will require gross external commercial bor
rowing to increase from about US $ 12.5 billion in 2000-01 to 
US $ 22 billion in 2005-06. If external commercial borrowings 
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7 INDIA: BALANCE 'OF PAYME~rS: CAPITAL ACCOUNT (1990-2005) (us $ MILLION) 

................•.................•.•................. ............ _*~\ A;:tPMPz~t·.D.r ... \.,M .... :·;r:.t~il~'_1.~~~·t,.,:·:-;.{~t~....,*.I;~~,.~ 

1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 ZOOl-02 2002-03 2003-04 2004-05 2005-06 

Grant-Aid 462 461 363 370 390 335 300 300 300 300 300 300 300 300 300 300 

Official Debt (net) 2347 2901 1942 1418 '1.250 959 1424 968 817 1193 1507 1467 1323 1192 932 664 
Disbursements 3570 4368 3600 3801 3067 2920 3847 3595 3558 4040 4387 4505 4497 4480 4376 4374 
RepayinentS 1223 1467 1658 2383 1817 1961 2423 2628 2741 2847 2880 3037 3174 3288 3444 3711 

Other Borrowings (net)* 306 1418 -351 422 391 -29 1701 7322 7392 7374 7907 8718 8953 9035 9827 10297 
Disbursements 1480 2520 941 2218 3203 3374 5506 8954 9502 10750 12500 14200 16300 17700 20100 22000 
Repayments 1175 1102 1292 1796 2812 3403 3806 1632 2110 3376 4593 5482 7347 8665 10273 11703 

Net Short-term Debt 1043 -1474 -730 -2714 638 112 450 500 550 600 600 600 600 600 600 600 

Total Debt Rows (net) 3696 2845 862 -874 2279 1042 3575 8790 8759 9167 10014 10786 10877 10827 11358 11561 

Others (net)* * 1372 -177 2413 385 -1349 -1773 -1594 -1243 -987 -799 -554 -503 -485 -460 450 450 

Foreign Investment 16~ 158 587 4110 4895 3973 5500 6500 7000 8500 9000 10000 10700 11500 14000 15000 
Direct Investment 165 150 341 620 1314 1875 3500 4000 4500 6000 6500 7500 8000 8500 10500 11000 
Portfolio Investment 0 8 246 3490 3581 2098 2000 2500 2500 2500 2500 2500 2700 3000 3500 4000 

Other GapftaI Rows ... • 2675 1742 703 5165 1556 -11)76 0 0 0 0 0 0 0 0 0 0 

Total Capital Account 8369 5029 4927 9156 7771 2501 7781 14347 15072 17168 18760 20582 21392 22167 26108 27311 

'I ncludes Public and Private Guaranteed Commercial Borrowings. 
"Includes IMF Credit (net), NRI Deposits (net) , and Bilateral Balance. 
'''Residual item includes short-term capital , reserves revaluation changes, and rupee trade imbalances etc. 



continue to be controlled during this period. these are the kind 
of magnitudes which would have to be permitted so that appro
priate capital inflows take place to fuel the increasing needs for 
overall investment. 

With most of new debt expected to be commercial. 
these projections are crucially dependent on continuing 
improvement in India's credit rating and of its borrowing 
agencies internationally. In order to achieve good credit rat
ings. and to provide abundant caution in the face of ever ris
ing capital inflows and import levels. our projections have 
provided for a cover of foreign exchange reserves at about six 
months of imports increasing to about 7.5 months by 2005-06. 
The reserves are thus projected to rise from the approximate
ly us $ 20 billion currently to about us $ 50 billion by 2000-01 
and about US $ 90 billion by 2005-06. This cushion is also 
seen to be necessary to take account of the rising volumes of 
foreign exchange required to service the accumulating debt 
and stock of equity over the years. This level of foreign 
exchange reserves would provide the appropriate confidence 
to foreign investors and creditors to continue 
investing and lending in the economy. 
Sudden unforeseen shocks occurring interna-

market confidence in India's ability to service such externallia
bilities-of both equity and debt. A key lesson of this exercise 
is that continuing expansion of trade. both imports and 
exports. is crucial for the financing of growing domestic invest
ment in India. and particularly that of infrastructure. Finally. 
sustaining a current account defiCit of much higher than 2.5 to 
3 per cent is unlikely to be viable in the foreseeable future. This 
provides the maximum feasible limit on the volume of capital 
inflows that can be expected. 

As mentioned in the beginning. these projections of 
external capital inflows have been made on a judgmental 
basis on what the markets would be willing to lend to and 
invest in India based on the fundamentals of the economy. 
The debt service ratio according to these projections would 
range between about 15 and 22 per cent as a proportion of 
current receipts over the next 10 years. and between about 20 
and 30 per cent of exports. Exports as a percentage of GOP 
would rise from the current 10 per cent of GOP to about 17 
per cent while imports would rise from the current 11.7 per 

cent to about 19 per cent. The implications of 
these projections is that export expansion 
and an open regime for foreign direct invest-

tionally or within the domestic economy 
should then not have significant effects on 
the exchange rate and on international confi
dence. It is also important to understand that 
with rising exposure of the domestic econo
my to trade and to foreign debt and equity. 
sudden depreciations of the domestic cur
rency would cause considerable difficulty to 
domestic firms. particularly in infrastructure 
sectors. in servicing their external obliga
tions. A relatively high level of reserves 
should then help in maintaining a stable real 
exchange rate. In order to provide this con
tinuing accretion to reserves. capital inflows 
have therefore to be somewhat higher than 
the current account deficit at any given time. 

Export expansion 
ment and foreign institutional investment 
will be essential to mobilise the volume of 
capital inflows projected. If the capital 
account is not made convertible. external 
commercial borrowing permissions would 
have to be of the volumes indicated. 

and an open regime 
for FDI and foreign 

institutional Within these overall projections for 
external capital inflows. the volume flowing 
into the infrastructure sectors wiUdepend on 
how hospitable the regulatory regimes are in 
each sector for foreign investment. As in the 
other sectors. external commercial debt would 
tend to be closely associated with foreign 
investment. In sectors such as power and 
telecommunications. foreign equity inflows 
would tend to be associated with supplier 

investment are 
essential to 

mobilise the capital 
inflows projected. 

In summary. even somewhat conserva
tive projections of a widening of the current 
account deficit to about 2.5 per cent of GOP by 2000-01 and 3 per 
cent by 2005-06. coupled with optimistic assumptions of trade 
expansion. yield quite large volumes of capital inflows. Total net 
capital inflow is prbjected to rise from the current US $ 7-8 bil
lion to about US $ 17-20 billion by 2000-01. and about US $ 25-30 
billion by.2005-06. diVided roughly equally between debt and for
eign equity with the latter being preferably somewhat higher. 
With these projections. the stpck of total debt would rise to 
-about US $ 140 billion by 2000-01 ,md US $ 200 billion by 
2005-06. Debt service payments would rise to about US $ 14 bil
lion by 2000-01 and US $ 25-27 billion by 2005-06 (Tables 2.8. 
2.9). Such magnitude of flows. both inflows and outflows. are 
not feasible to maintain without healthy and sustained overall 
economic growth of the kind that has been projected. _ 

The mobilisation of such external capital inflows will be 
crucial for infrastructure investment. As emphasised earlier. 
the maintenance of good credit ratings will be essential to 
impart confidence to would-be investors. The substantial and 
ambitious trade expansion projected would form the basis of 

credits as well as credits from official export 
credit agencies such as US EXIM Bank. the 

Japanese EXIM Bank and others. Since the repayment for both 
equity and debt associated with infrastructure projects would 
have a longer duration. the payment burden arising from such 
capital inflows would be stretched out over time if the propor
tion of such inflows going into infrastructure can be main
tained at a high level. In our projections for the finandng of 
infrastructure investment requirements. we have assumed that 
a total of about 40 per cent of external capital inflows would 
flow to the infrastructure sector. 

Some members of the Expert Group have felt that far 
greater volumes of foreign investment can be expected to be 
mobilised for infrastructure investment than the levels project
ed here. This would be qUite feasible if international capital 
markets do not view a further Widening of the current account 
deficit with any degree of alarm. As has been shown above. 
there is some marginal room for the debt service ratio to be 
maintained at a higher level of about 25 per cent. In that case it 
would be possible to increase the level of external capital flow 
by another 0.5-1 per cent of GDP. However. our overall judge-
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8 INDIA: BALANCE OFPAYMENTS SUMMARY (1990-2005) 

(US $ MILLION) 
.. ............................. ~ ................ ~ ••....•.••...••.. 

1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

GDPmp (US$ million) 298373 251562 243603 255325 301410 315387 337228 360406 385940 413646 445414 480057 518627 561344 608903 661423 

Trade Balance -9437 -2798 -4368 -1285 -4815 -7015 -7099 -7772 -8252 -8709 -9043 -9769 -10085 -10352 -11018 -12022 
Exports 18477 18266 18869 22700 26857 32430 38997 45542 52805 60670 69141 77686 86889 97052 107525 118792 
Imports 27914 21064 23237 23985 31672 39445 46096 53314 61057 69379 78184 87456 96974 107404 118543 130815 

Invis~es (net) -704 1163 479 655 1801 1595 359 236 -212 -747 -1543 -2332 -3503 -4873 -6215 -7792 

CurrentAccountBa~~10141 -1635 ,3889 -630 -3014 -5421 -6740 -7537 -8464 -9455 -10586 -12101 -13587 -15226 -17233 -19814 

Total Debt Flows' 4158 3306 1225 -504 2669 1377 3875 9090 9059 9467 10314 11086 11177 11127 11658 11861 
Disbursements 6555 5875 4174 3675 7298 6741 10103 13349 13910 15690 17787 19605 21697 23080 25376 27274 
Repayments 2397 2569 2950 4179 4629 5364 6228 4259 4851 6223 7473 8519 10520 11953 13717 15414 

Others (net)** 1372 -177 2413 385 -1349 -1773 -1594 -1243 -987 -799 -554 -503 -485 -460 450 450 
Foreign InV8$tment 165 158 587 4110 4.895 3973 5500 6500 7000 8500 9000 10000 10700 11500 14000 15000 
Other Capital Rows * *. 2675 1742 703 5165 1556 -1076 0 0 0 0 0 0 0 0 0 0 

Capital Account 8369 5029 4927 9156 7771 2501 7781 14347 15072 17168 18760 20582 21392 22167 26108 27311 

Reserves Position 2338 5722 6749 15476 20233 17314 18354 25164 31772 39485 47660 56141 63945 70887 79762 87259 
(months of gnfs imports) 0.9 2.8 . 3.0 6.3 6.2 4.3 4.0 4.7 5.3 5.8 6.3 6.7 6.9 6.9 7.1 7.1 

Total External Debt 81983 83947 89822 92104 98990 99515 102367 110693 119157 128341 138894 150433 162218 174059 186518 199194 
Total DebtService 7894 7502 7323 8454 10516 10497 11638 9463 10454 12309 14037 15836 18717 21049 23690 26430 

% of GOP 
Current Account Balance -3.4 -0.6 -1 .6 -0.2 -1 .0 -1.7 -2.0 -2.1 -2.2 -2.3 -2.4 -2.5 -2.6 -2.7 -2.8 -3.0 
Total External Debt 27.5 33.4 36.9 36.1 32.8 31 .6 30.4 30.7 30.9 31 .0 31 .2 31 .3 31.3 31 .0 30.6 30.1 

• 
% of ExpOrll (goods) . 
Total External Debt 443.7 - 459.6 476.0 405.7 368.6 306.9 262.5 243.1 225.7 211.5 200.9 193.6 :186.7 179.3 173.5 167.7 
Total Debt Service 42.7 41 .1 38.8 37.2 39.2 32.4 29.8 20.8 19.8 20.3 20.3 20.4 21.5 21 .7 22.0 22.2 

'Includes Public and Private Guaranteed Commercial Borrowings. 
"Includes IMF Credit (net), NRI Depo.sits (net), and Bilateral Balance. 
"'Residual item includes short-term capital, reserves revaluation changes, and rupee trade imbalances etc. 
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9 INDIA: BALANCE OFPAYMENTS PROJECTIONS (1990-2005) 
.................................................................... )- p ,~ 0 J EeT/ON s 

1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 

Total External Debt 81983 83947 .89822 92104 98990 99515 102367 110693 119157 128341 138894 150433 
Debt Service Payments 7894 7502 7323 8454 10516 10497 11638 9463 10454 12309 14037 15836 
Principal Repayments 3123 3028 3283 4303 5988 6047 7197 4902 5319 6585 7684 8803 
Interest Payments 4771 4474 4040 4151 4528 4450 4441 4561 5136 5724 6353 7033 

Ext Debt (% of to!. exports)' 314.1% 315.8% 340.2% 285.1% 253.5% 222.5% 194.2% 183.2% 172.9% 164.4% 158.2% 154.1% 
External Oebt (% of GOP) 27.5% 33.4% 36.9% 36.1% 32.8% 31.6% 30.4% 30.7% 30.9% 31.0% 31.2% 31.3% 

Dbt Serv. Ratio (% of cur. rcts) 30.1 % 26.9% 27.0% 25.5% 25.5% 22.4% 21.7% 15.4% 14.9% 15.5% 15.8% 16.0% 
Obt Servo Ratio (% of X goods)42.7% 41.1% 38.8% 37.2% 39,2% 32,4% 29.8% 20.8% 19.8% 20.3% 20.3% 20.4% 
Foreign Investment 0.1% 0.1% 0.2% 1.6% 1.6% 1.3% 1.6% 1.8% 1.8% 2.1% 2.0% 2.1% 

GOP CUff mp (US$ million) 298373 251562 243603 255325 301410 315387 337228 360406 385940 413646 445414 480057 
CUff.Acc. Balance! GOP -3.4% -0.6% -1.6% -0.2% -1.0% -1.7% -2.0% -2.1% -2.2% -2.3% -2.4% -2.5% 
Exports as % of GOP 6.2% 7.3% 7.7% 8.9% 8.9% 10.3% 11.6% 12.6% 13.7% 14.7% 15.5% 16.2% 
Imports as % of GDP 9.4% 8.4% 9.5% 9.4% 10.5% 12.5% 13.7% 14.8% 15.8% 16.8% 17.6% 18.2% 

• includes goods. all services and workers' remittances 

(us $ MILLION) 

2002-03 2003-04 2004-05 2005-06 

162218 174059 186518 199194 
18717 21049 23690 26430 
10949 12517 14417 16294 

7768 8532 9273 10136 

150.3% 145.9% 142.5% 139.0% 
31.3% 31.0% 30.6% 30.1% 

17.2% 17.5% 18.0% 18.3% 
21.5% 21.7% 22.0% 22.2% 
2.1% 2.0% 2.3% 2.3% 

518627 561344 608903 661423 
-2.6% -2.7% -2.8% -3.0% 
16.8% 17.3% 17.7% 18.0% 
18.7% 19.1% 19.5% 19.8% 



ment is that international capital markets would not permit 
such a widening of the current account defiCit and corre
sponding inflow of external capital on a sustained basis. 

Mobilising Domestic Savings 
Having found the feasible ranges of external savings that can 
be mobilised. gross domestic savings required to be 
mobilised are now easily seen. Gross domestic savings would 
have to rise from the current level of about 24.5 per cent of 
GOP to about 27 per cent in 2000-01 and 28.5 per cent by 
2005-06. Is such an increase feaSible? 

During the 1980s (Table 2.10). gross domestic savings 
hovered around 20 per cent until 1987-88: they tended to 
rise in the following years. reaching a maximum of 23.7 per 
cent in 1990-91. They then fell to about 21.5 per cent by 
1993-94. The most recent quick estimate of 24.4 per cent for 
1994-95 shows a recovery exceeding the late J 980s levels. 
Given this erratic record over the past 15 years. it is difficult 
to be sanguine about positing a continuous 
rise in the domestic savings rate over the 
next 10 years. It is fruitful. however. to 

qualitative view is therefore unaltered . 
It should also be stated. parenthetically. that an in

crease in public sector savings is likely to "crowd in " both 
private domestic and external savings. Improvement in 
public sector savings would occur if the losses of public sec
tor enterprises are reduced . Within infrastructure . if the 
losses of the State Electricity Boards are leduced or elimi
nated . private investment. both domestic and foreign . 
would flow in much more freely into the power sector. The 
same can be said for the other sectors . Improvement in 
public sector savings is therefore vital' for overall enhance
ment of the savings level. 

The savings of the private corporate sector were rela
tively stagnant at about 1.7 to 1.8 per cent of GOP during the 
early 1980s. until about 1987-88. There has since been an en
couraging trend upwards to about 3.8 per cent in 1994-95. 
The increase in private corporate sector savings is particular
ly marked since 1990-91 . 

We can expect a continuing increase in the share of the 
private corporate sector in the economy. 
First. with continuing marketisation of the 
economy unincorporated enterprises will 

examine the behaViour of the main compo
nents of domestic savings. First. a major 
component of the fall in savings in the early 
1990s was a significant fall in public sector 
savings. From the 1981-86 average 00.6 per 
cent of GOP. public sector savings fell to an 
average of 1.7 per cent during 1986-91. and 
1.3 per cent during 1991-94. The recovery to 
1.7 per cent in 1994-95 is a welcome devel
opment. The attainment of higher gross 
domestic savings is therefore cruCially 
dependent on increases in public sector 
savings. Continuing macro-economic stabil
isation and reduction in fiscal deficit are 
essential if gross domestic savings are to 
increase to the desired levels for financing 
investment for growth. We have been rela-

A smaller fiscal 
tend to incorporate themselves. Thus there 
would be a shift from savings accounted 
under physical assets in the household sec
tor to savings accounted under the private 
corporate sector. Second. as the corporate 
sector enters areas which were hitherto 
exclUSively under the public sector. the 
share of the private corporate sector would 
increase in the economy. along with its share 
in domestic savings. A clear example is the 
telecommunications sector where large scale 
entry of the private sector will lead to 
increase in private corporate sector savings 
after the initial investment period of four to 
five years (see chapter on telecommunica
tions in Volume ll). We have therefore pro-

deficit is essential 
if gross domestic 

savings are to 
increase to desired 
levels for financing 

investment for 
growth. 

tively conservative in projecting slow 
improvement to about 2.4-2.5 per cent of GOP in 2000-01 
and 3.0 per cent in 2005-06. 

Some members of the Expert Group have felt that 
this projection of the improvement in public sector sav
ings is too conservative. They argue that' if the fiscal defiCit 
is not reduced sharply from the current 5.5 to 6.0 per cent 
of GOP to levels nearer 3 or 4 per cent of GOP. the draft of 
the public sector on all capital markets would make it dif
ficult to carry out the capital market reforms proposed in 
this Report in the next ch'apter. It is therefore argued that 
without such substantial fiscal improvement and hence 
increase in public sector savings. it would be difficult to 
activate the private capital market. The public sector 
would crowd out the private sector. There is considerable 
merit in these arguments and. clearly. further decrease in 
fiscal deficit and corresponding increase in public sector 
savings is to be highly recommended. From the standpoint 
of these projections. our view is that higher public savings 
would only increase the gross savings projected here . Our 
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jected a continued increase in the savings of 
the private corporate sector from 3.8 per 

cent recorded in 1994-95 to about 5.3 per cent in 2000-01 and 
5.8 per cent in 2005-06 (Table 2.11). 

Turning to the savings of the household sector it is 
observed that. during the 1980s. household savings ranged 
broadly from about 13.5 to 20 per cent of GOP during the 
decade (Table 2.10). Much ' of this large variation occurred 
due to significant year-to-year changes in estimates of sav
ings accounted as those in physical assets. This category is 
essentially derived as a residual in the national accounting 
methodology. Household sector finanCial savings exhibit a 
more consistent and increasing trend from about 6 p~r cent 
to 7 per cent in the early 19805 to about 8 per cent to 9 per 
cent towards the end of the decade. What is noteworthy is 
that. despite the stabilisation period during the early 1990s. 
finanCial savings have continued to increase from 10.1 to 
11.1 per cent of GOP between 1991 -92 and 1994-95 (with the 
exception of a dip in 1992-93) . The most significant increase 
that has taken place among the different components of 
household sector finanCial savings has been the very sub-
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10 GROSS DOMESTIC SAVINGS AND INVESTMENT {1980-94) 
(% OFGDP) ..................................................................................................................................................................... 

1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

I. Household Sector 16.1 14.8 13.3 14.7 13.7 14.5 14.2 17.0 17.2 18.1 19.8 17.7 16.9 17.4 18.9 

A. Financial Savings 6.3 6.0 7.1 6.5 7.7 7.1 7.9 8.0 6.9 8.1 8.7 10.1 8.4 10.8 11.1 
Currency 1.2 0.6 1.1 1.3 1.2 0.8 1.1 1.4 1.1 1.7 1.2 1.3 0.9 1.7 1.7 
Net Deposits 2.2 1.9 2.6 1.9 2.4 2.0 2.8 2.3 1.1 1.1 1.5 2.4 2.1 3.2 3.8 
Shares and Debentures 0.3 0.3 0.4 0.4 0.6 0.8 0.8 0.6 0.6 1.1 1.6 2.5 1.8 1.7 1.2 
Net claims on Gov!. 0.4 1.0 0.6 0.9 1.3 1.2 0.9 1.0 1.3 1.3 1.4 0.7 0.5 0.8 1.1 
Life Insurance Funds 0.6 0.6 0.6 0.6 0.6 0.6 0.7 0.7 0.8 0.9 1.0 1.1 1.0 1.1 1.2 
Provident and Pension funds 1.6 1.6 1.6 1.5 1.6 1.6 1.7 2.0 1.9 2.1 2.1 2.0 2.1 2.3 2.2 

B. Savings in Physical Assets . 9.7 8.8 6.3 8.2 5.9 7.4 6.3 8.9 10.4 9.9 11.2 7.7 8.4 6.6 7.8 

II. Private Corporate Sector 1.7 1.6 1.6 1.5 1.7 2.0 1.8 1.7 2.1 2.6 2.8 3.2 2.8 3.5 3.8 

III. Public Sector 3.4 4.5 4.4 3.3 2.8 3.2 2.7 2.2 2.0 1.6 1.0 1.9 1.5 0.5 1.7 

Gross Domestic Savings 21.2 20.9 19.3 19.5 18.2 19.8 18.7 20.9 21.4 22.2 23.7 22.8 21.3 21.4 24.4 

IV. Foreign Savings 1.7 1.9 1.6 1.5 1.8 · 2.8 2.6 2.5 3.1 2.7 3.4 0.7 1.6 0.3 0.8 

Gross Domestic Investment 22.8 22.9 21.0 21.0 20.0 22.5 21.4 23.4 24.5 24.9 27.0 23.5 22.9 21.6 25.2 

Source: CSO, National Accounts Statistics 



THE INDIAN ECONOMY: 

GDPGROWTH SECTORAL GROWTH ... 
................ ............................. . .................... -.. -.. . . ..... ............. . 

GOPmp (US $ million) GDPfc Agriculture & Allied Services MalJufacturing 
91 30 30 

88 15 15 
I ! i ll I , , 

1990· 1993· 1996· 1999· 2002· 2005· 1990· 1993· 1996· 1999· 2002- 2005- 1990·1993· 1996· 1999· 2002· 2005- 1990-1993- 1996· 1999· 2002· 2005· 
91 94 91 00 03 06 91 94 91 00 03 06 91 94 97 00 03 06 91 94 97 00 03 06 

Till 1995·96 at current pnces, afterwards at 1995·96 prices 

... AND REAL GROWTH RATES 
..................... ... . .................................... ".... .... ....... . ..................... . 
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8 

7.0 
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THE BALANCE OF PAYMENTS SCENARIO: THE CURRENT ACCOUNT ... (US $ million) 
............ ........................... ...... ................... .. . 

Exports, fob Merchandise imports Trade Balance 
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PERFORMANCE AND PROJECTIONS 

(% o/GDP) 
.......................................... . ............... . 

Mining & Quarrying Other Industry Services etc. Net Indirect Taxes 
8 38 12 

11 .2 
2.2 7.1 

1.0 
6.8 35.3 

34 9 
I , I I I I I I , I I I I I I ; I I I I I I I 

1990- 1993- 1996- 1999- 2002- 2005- 1990- 1993- 1996- 1999- 2002- 2005- 1990- 1993- 1996- 1999- 2002- 2005- 1990- 1993- 1996- 1999- 2002- 2005-
91 94 91 00 OJ 06 91 94 91 00 OJ 06 91 94 91 00 03 06 91 94 91 00 OJ 06 

(Figures in %) 
......................... .. .... ..... ... ...... . . . . . . . . . . . . . . 

Mining & Quarrying Other Industry Services etc. 
1210.7 7 6.7 6.7 6.7 6.7 
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91 94 97 00 03 06 91 94 97 00 03 06 91 94 97 00 03 06 

... AND THE CAPITAL ACCOUNT (US $ million) 
. . . . . . . . . . . . . . . . . . . ..................... . ...... . .. 
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, Includes Public and Private Guaranteed Commercial Borrowings. "Includes IMF Credit (net), NRI Deposits (net), and Bilateral Balance. #Residual item includes short-term capital, reserves revaluation 
changes, and rupee trade imbalances etc 
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11 a GROSS DOMESTIC SAVINGS AND INVESTMENT (1990-2005) 
(RS. BILLION AT 1995/96 PRICES)' .... ..............................................................• PROJECTIONS 

1990-91 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

I. Household Sector 1062.8 1391 .5 1787.0 1952.7 2090.7 2272.8 2458.6 2678.6 2963.1 3203.6 3478.8 3786.1 4121 .5 4487.0 

A. Financial Savings 463.5 861 .3 1053.0 1190.9 1311.0 1476.8 1632.9 1807.8 2040.8 2259.3 2512.3 2778.7 3049.8 3345.7 
Currency 62.5 133.7 160.2 156.9 187.9 251 .7 261 .0 287.5 334.6 370.7 400.4 444.4 444.1 469.7 
Net Deposits 78.4 257.0 359.7 413.6 419.0 460.2 492.8 535.3 599.5 662.7 715.9 765.2 840.5 913.0 
Shares and Debentures 84.1 135.6 116.0 130.6 186.2 211.4 239.7 271 .2 307.4 347.9 411.7 484.3 546.3 639.1 
Net claims on Govt. 73.6 60.6 101 .1 119.7 128.0 124.4 133.2 142.8 153.7 149.1 161 .1 155.0 168.1 182.6 
Life Insurance Funds 53.4 92.0 109.9 130.6 133.8 155.5 186.5 214.1 245.9 281 .6 322.2 368.1 420.3 456.5 
Provident and Pension funds 111 .6 182.5 206.2 239 .5 256 .0 273.6 319.7 356.9 399.7 447.3 501.1 561 .8 630.4 684.8 

B. Savings in Physical Assets 599.2 530.2 733.9 761.9 779.7 796.0 825.8 870.8 922.3 944.3 966.5 1007.4 1071 .7 1141.3 

II. Private Corporate Sector 149.4 276.7 359.7 489.8 547.0 609.4 665.9 742.3 814.7 894.6 984.4 1084.8 1197.8 1323.9 

III. Public Sector 54.4 43.7 159.9 195.9 221 .1 248.8 279.7 328.3 368.9 414.2 483.2 542.4 609.4 684.8 

Gross Domestic Savings 1266.5 1711 .8 2306.5 2638.4 2858.8 3131 .0 3404.3 3749.2 4146.7 4512.4 4946.4 5413.3 5928.6 6495.7 

IV. Foreign Savings 182.0 21.5 77.6 187.1 232.6 260.1 292.1 326.3 365.3 417.6 468.9 525.4 594.7 683.8 

Gross Domestic Investment 1448.5 1733.3 2384.1 2825.5 3091.4 3391.1 3696.4 4075.5 4512.0 4930.0 5415.3 5938.8 6523.4 7179.5 

* Till 1995/96 at current prices, afterwards at -1 995/96 prices. 



w ..... 

11 b GROSS DOMESTIC SAVINGS AND INVESTMENT (1990-2005) 
(% OF GOP) 

••••••••••••••••••••••••••••• ! •••••••••••••••••••••••• •••••••••••• ~ 
, . ,l"c ,~, ........ ':O' ·,,·~,..;;::Q ... ~h:~ .. ., .. ,t ..... 

1990-91 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

I. Household Sector 19.8 17.4 18.9 17.9 18.0 18.3 18.5 18.8 19.3 19.3 19.4 19.5 19.6 19.7 

A. Financial Savings 8.7 10.8 11.1 10.9 11.3 11.9 12.3 12.7 13.3 13.6 14.0 14.3 14.5 14.7 
Currency (residual) 1.2 1.7 1.7 1.4 1.6 2.0 2.0 2.0 2.2 2.2 2.2 2.3 2.1 2.1 
Net Deposits -1.5 3.2 3.8 3.8 3.6 3.7 3.7 3.8 3.9 4.0 4.0 4.0 4.0 4.0 
Shares and Debentures 1.6 1.7 1.2 1.2 1.6 1.7 1.8 1.9 2.0 2.1 2.3 2.5 2.6 2.8 
Net claims on Govt. 1.4 0.8 1.1 1.1 1.1 1.0 1.0 1.0 1.0 0.9 0.9 0.8 0.8 0.8 
Life Insurance Funds ·1.0 1.1 1.2 1.2 1.2 1.3 1.4 1.5 1.6 1.7 1.8 1.9 2.0 2.0 
Provident and Pension funds 2.1 2.3 2.2 2.2 2.2 2.2 2.4 2.5 2.6 2.7 2.8 2.9 3.0 3.0 

B. Savings in Physical Assets 11.2 6.6 7.8 7.0 6.7 6.4 6.2 6.1 6.0 5.7 5.4 5.2 5.1 5.0 

II. Prlvat. Corporate Sector 2.8 3.5 3.8 4.5 4.7 4.9 5.0 5.2 5.3 5.4 5.5 5.6 5.7 5.8 

III. Public Sector 1.0 0.5 1.7 1.8 1.9 2.0 2.1 2.3 2.4 2.5 2.7 2.8 2.9 3.0 

Gross Domestic Savings 23.7 21.4 24.4 24.2 24.6 25.2 25.6 26.3 27.0 27.2 27.6 27.9 28.2 28.5 

IV. Foralll Saving. 3.4 0.3 0.8 1.7 2.0 2.1 2.2 2.3 2.4 2.5 2.6 2.7 2.8 3.0 

a,. _.1IIIe ............ 27.0 21.6 25.2 26.0 26.6 27.3 27.8 28.6 29.4 29.8 30.3 30.7 31.0 31.5 



stantial increase in Savings in shares and debentures from 
0.3 per cent of GDP in 1980-81 to an average of 1.7-1.8 per 
cent in the first half of the 1990s. Similarly, there has been a 
consistent increase in the share of contractual savings in life 
insurance funds , and provident and pension funds from an 
average of about 2.2 per cent in the early 1980s to an average 
of about 3.1 per cent in the first half of the 1990s. These data 
provide eVidence of the continuing financial deepening of 
the economy and the formalisation of household sector sav
ings in financial instruments , and away from savings in 
physical assets. This trend can be expected to continue in 
the foreseeable future . Industrialisation, tertiarisation and 
urbanisation can be expected to increase over the next few 
decades. Consequently the share of household sector savings 
in the total should still continue to rise , while the share of 
savings in physical assets should decline over this period. 

We have acCOrdingly projected finanCial savings of the 
household sector to increase from the current 11 per cent to 
about 13 per cent by 2000-01 and 14.5-14.7 per cent by 2005-06. 
We can expect continuing increase in savings 
in financial instruments such as shares and 
debentures, life insurance funds and provi-

longer life expectancy, the demand for such savings instru
ments can also be expected to increase substantially in the com
ing years. At present. such savings are much easier to make by 
employees working within the organised sector. It is quite like
ly that there is considerable latent demand for contractual sav
ings by workers in the unorganised sector Be ross the whole 
economy. This is also reflected in the conSistently high level of 
savings that are collected through the various government-run 
small savings schemes, mostly through the post office, -In recent 
years , these savings have tended to be much higher than offiCial 
projections made at the beginning of each fiscal year. The very 
strong implication of our projection is that if domestic savings 
are to be enhanced to the level envisaged, major reforms must 
be instituted towards the opening of the life insurance, provi
dent and pension funds in the country. It is vital for infrastruc
ture investment that these instruments of savings be available 
to the Widest array of savers throughout the country. If these 
reforms are instituted, some diversion of savings would take 
place from current instruments such as those in the post office, 

but the better availability of safe and high
return contractual savings instruments is like
ly to result in an overall enhancement of the 

dent and pensIOn funds. We have projected 
an increase of about I per cent of GDP in sav
ings in each of these three categories of 
finanCial instruments. We have projected a 
decline in savings in physical assets from the 
(urrent 7-8 per cent to about 6 per cent of 
GDP in 2000-01 and 5 per cent in 2005-06. 
consequently, total household savings are 
projected to increase from about 18 per cent 
at present to 19.5 per cent by 2000-01 and 
19.5-20 per cent of GDp by 2005-06. 

For investment in 
household savings level. 

Our projection of savings in shares 
and debentures are on the relatively con
servative side , rising from the current 1.5 
per cent to 1.6 per cent of GDP to 2 per 
cent by 2000-0'1 and 2.5 per cent by 
2005-06. This should take place without 
much difficulty with the expansion and 
deepening of the capital market that is cur
rently being experienced. For investment 
in infrastructure , it is imperative that the 
debt market is made much more active 
and deeper than it is at present. The 
expansion of contractual savings would 
also require safe vehicles for investment. 
particularly in safe long-term debt instru-

The plaUSible projections of savings 
enhancement made above in each of the 
three main segments_the public sector, the 
private corporate sector and the household 
sector~Yield a gOod possibility of gross 
domestIC savmgs lllcreasing from the current 

i nfrastru cture, 
contractual savings 

have to be 
expanded, and the 
debt market made 

far more active 
and deeper. 

24.5 per cent to about 27 per cent in 2000-01 
and 28.5 per cent by 2005-06 (Table 2.11). Implications of these 
projections are: 

• A sustained impro~ement in performance of the public 
sector so that overall public sector savings return to at least 
the levels of the mid 1980s. 

• The expansion of the private corporate se~tor continues 
over the next decade along with a continued increase in its 
share of domestic Savings. . 

• The household secto~ tontinues its resort to formal finan
cial savings instrUments in the future . 

Our projections suggest a very substantial increase in 
contractual savings in life insurance, provident fund and pen
sion funds from the Current level of about 3.3 per cent to 3.4 per 
cent of GDP to about 4.2 per cent by 2000-01 and about 5 per 
cent by 2005-06, This kind of expansion in such savings is 
essential to mcrease the stock of long-term savings which are 
most SUitable for inVestment in infrastructure which typically 
has long payback periods. With increasing urbanisation and 
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ments. These issues are dealt with in the 
subsequent chapter on the capital market. 

In summary, although we have projected a relatively 
optimistic enhancement of gross domestic savings from the 
current level of about 24.5 per cent of GDP to about 27 per 
cent in 2000-01 and 28.5 per cent in 2005-06, the disaggrega
tion of this projection suggests that. given the enactment of 
reforms in life insurance, proVident and pension funds, and 
in the working of the capital market. 'it should be possible to 
achieve these, savings levels. The improvement projected for 
the public sector is relatively conservative but this minfmum 
is essential if the overall working of the economy is to 
improve and if complementary private sector savings and 
investments are to flow in the economy. 

Infrastructure Investment Required 
For Economic Growth 
Acceleration in economic growth at the rate projected will 
clearly not be possible to achieve without a corresponding 
acceleration in the rate of investment in infrastructure. 



2 
12a INDIA: INVESTMENTS IN INFRASTRUCTURE (1980-1994) 

..................................................................................................................................................................... 
1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

(Rs billion at current prices) 

A. GOPmp 1360.1 1597.6 1781.3 2075.9 2313.4 2622.4 2929.5 3332.0 3957.8 4568.2 5355.3 6168.0 7053.3 8010.3 9456.2 
B. Gross Domestic Investment 308.8 342.1 363.4 418.1 454.7 581.7 611.6 764.6 969.7 1138.2 1448.5 1440.2 1631.8 1733.3 2384.1 
a. Infrastructure 60.8 80.1 91.9 95.7 112.6 136.5 176.2 184.4 2'19.4 251.7 287.4 350.5 387.3 452.2 494.1 

Electricity, Gas, Water Supply 31.7 42.1 48.3 50.6 55.5 72.4 96.3 103.8 113.0 123.4 144.1 189.0 189.8 213.8 233.0 
Railways 8.1 9.8 10.7 11.9 14.0 16.9 23.1 21.5 26.4 26.4 30.8 33.2 49.2 55.8 59.6 
Other Transport 17.5 22.6 26.8 25.9 34.3 37.4 45.3 44.0 57.9 73.6 83.3 95.8 97.8 124.4 128.9 
Storage 0.2 0.4 0.3 0.6 0.5 0.6 0.8 0.8 0.8 0.9 0.7 0.5 0.5 0.6 0.6 
Communications 3.2 5.2 5.8 6.8 8.3 9.2 10.7 14.3 21.4 27.3 28.6 32.1 50.0 57.5 72.1 

b. Other 248.0 262.0 271.5 322.4 342.1 445.2 435.4 580.2 750.3 886.5 1161.1 1089.7 1244.5 1281.1 1890.0 
C. GOI-Public Sector 117.7 167.8 201.0 203.8 249.2 308.7 354.2 330.6 393.6 455.7 521.5 565.0 623.6 687.5 832.5 
a. Infrastructure 47.7 58.3 70.3 73.2 86.3 104.1 142.3 145.2 167.1 193.5 217.3 266.5 278.4 346.9 387.1 

Electricity, Gas, Water Supply 29.5 37.3 44.4 47.6 52.8 69.1 90.9 98.8 105.6 117.6 137.7 174.1 154.5 204.4 222.7 
Railways 8.1 9.8 10.7 11.9 14.0 16.9 23.1 21.5 26.4 26.4 30.8 33.2 49.2 55.8 59.6 
Other Transport 6.7 5.8 9.1 6.7 10.7 8.5 17.0 10.1 13.5 21.9 19.7 26.6 24.3 28.6 32.2 
Storage 0.2 0.2 0.2 0.3 0.4 0.4 0.6 0.5 0.3 0.4 0.5 0.5 0.5 0.5 0.5 
Communications 3.2 5.2 5.8 6.8 8.3 9.2 10.7 14.3 21.4 27.3 28.6 32.1 50.0 57.5 72.1 

b. Other 70.0 109.5 130.7 130.6 162.9 204.7 211.9 185.4 226.5 262.2 304.2 298.6 345.1 340.6 445.3 
O. GDI-Private Sector 191.1 174.3 162.4 214.3 205.6 272.9 257.4 434.0 576.1 682.5 927.0 875.2 1008.3 1045.8 1551.7 
a. Infrastructure 13.1 21.8 21.6 22.5 26.3 32.4 33.9 39.2 52.3 58.2 70.1 84.0 108.9 105.3 107.0 

Electricity, Gas, Water Supply 2.2 4.8 3.8 3.0 2.7 3.3 5.5 5.0 7.3 5.9 6.4 14.8 35.3 9.4 10.3 
Railways 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Other Transport 10.8 16.8 17.7 19.3 23.6 28.9 28.3 33.9 44.5 51.8 63.5 69.2 73.6 95.8 96.7 
Storage 0.1 0.2 0.1 0.2 0.1 0.2 0.2 0.3 0.5 0.5 0.2 -0.1 0.1 0.1 0.1 
Communications 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

b. Other 178.1 152.5 140.8 191.8 179.2 240.6 223.5 394.8 523.8 624.3 856.9 791.2 899.4 940.5 1444.6 -_._--
E. GOI (% of GOP) 22.7 21.4 20.4 20.1 19.7 22.2 20.9 22.9 24.5 24.9 27.0 23.4 23.1 21.6 25.2 
F. GOI-lnfrastructure (% of GOP) 4.5 5.0 5.2 4.6 4.9 5.2 6.0 5.5 5.5 5.5 5.4 5.7 5.5 5.6 5.2 
G. GOI-lnfra (% of GOI) 19.7 23.4 25.3 22.9 24.8 23.5 28.8 24.1 22.6 22.1 19.8 24.3 23.7 26.1 20.7 

H. GOI-Public Sector (% of GOP) 8.7 10.5 11.3 9.8 10.8 11.8 12.1 9.9 9.9 10.0 9.7 9.2 8.8 8.6 8.8 
I. GOI-Pub. Sec.-Infrastructure 3.5 3.6 3.9 3.5 3.7 4.0 4.9 4.4 4.2 4.2 4.1 4.3 3.9 4.3 4.1 
J. Got-Infra-Pub (% of GOI Pub) 40.5 34.7 35.0 35.9 34.6 33.7 40.2 43.9 42.5 42.5 41.7 47.2 44.7 50.5 46.5 

K. GOI-Pub ( % of GOI) 38.1 49.1 55.3 48.7 54.8 53.1 57.9 43.2 40.6 40.0 36.0 39.2 38.2 39.7 34.9 
w L. GDI-Pub-Infra (% of GOI Infra) 78.5 72.8 76.5 76.5 76.6 76.3 80.8 78.8 76.2 76.9 75.6 76.0 71.9 76.7 78.3 
CD 
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12b INDIA: INVESTMENTS IN INFRASTRUCTURE (1980-1994) 

(% OF TOTAL INVESTMENT) ..................................................................................................................................................................... 
1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

GDI-Public Sector 38.1 49.1 55.3 48.7 54.8 53.1 57.9 43.2 40.6 40.0 36.0 39.2 38.2 39.7 34.9 
a. Infrastructure 15.4 17.0 19.3 17.5 19.0 17.9 23.3 19.0 17.2 17.0 15.0 18.5 17.1 20.0 16.2 

Electricity, Gas, Water Supply 9.6 10.9 12.2 11.4 11.6 11 .9 14.9 12.9 10.9 10.3 9.5 12.1 9.5 11 .8 9.3 
Railways 2.6 2.9 2.9 2.8 3.1 2.9 3.8 2.8 2.7 2.3 2.1 2.3 3.0 3.2 2.5 
Other Transport 2.2 1.7 2.5 1.6 2.4 1.5 2.8 1.3 1.4 1.9 1.4 1.8 1.5 1.7 1.4 
Storage 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
CommunicaUons 1.0 1.5 1.6 1.6 1.8 1.6 1.8 1.9 2.2 2.4 2.0 2.2 3.1 3.3 3.0 

b. Other 22.7 32.0 36.0 31.2 35.8 35.2 34.6 24.2 23.4 23.0 21 .0 20.7 21 .1 19.7 18.7 

GDI-Private Sector 61.9 50.9 44.7 51.3 45.2 46.9 42.1 56.8 59.4 60.0 64.0 60.8 61.8 60.3 65.1 
a. InfrastructUrB 4.2 6.4 5.9 5.4 5.8 5.6 5.5 5.1 5.4 5.1 4.8 5.8 6.7 6.1 4.5 

Electricity. Gas, Water Supply 0.7 1.4 1.1 0.7 0.6 0.6 0.9 0.7 0.8 0.5 0.4 1.0 2.2 0.5 0.4 
Railways 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Other Transport 3.5 4.9 4.9 4.6 5.2 5.0 4.6 4.4 4.6 4.5 4.4 4.8 4.5 5.5 4.1 
Storage 0.0 0.1 0.0 0.1 0.0 0.0 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

b. Other 57.7 44.6 38.7 45.9 39.4 41.4 36.5 51.6 54.0 54.9 59.2 54.9 55.1 54.3 60.6 
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12c INDIA: INVESTMENTS IN INFRASTRUCTURE (1980-1994) 

% OF GDP ..................................................................................................................................................................... 
1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

A. GDPmp * 1360.13 1597.60 1781 .32 2075.89 2313.43 2622.43 2929.49 3332.01 3957.82 4568.21 5355.34 6167.99 7053.28 8010.32 9456.15 

B. Gross Domestic Investment 22.7 21.4 20.4 20.1 19.7 22.2 20.9 22.9 24.5 24.9 27.0 23.4 23.1 21.6 25.2 
a. Infr.astructure 4.5 5.0 5.2 4.6 4.9 5.2 6.0 5.5 5.5 5.5 5.4 5.7 5.5 5.6 5.2 

Electricity, Gas, Water Supply 2.3- 2.6 2.7 2.4 2.4 2.8 3.3 3.1 2.9 2.7 2.7 3.1 2.7 2.7 2.5 
Railways 0.6 0.6 0.6 0.6 0.6 0.6 0.8 0.6 0.7 0.6 0.6 0.5 0.7 0.7 0.6 
Other Tr.ansport 1.3 1.4 1.5 1.2 1.5 1.4 1.5 1.3 1.5 1.6 1.6 1.6 1.4 1.6 1.4 
Storage 0.0' 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.2 0.3 0.3 0.3 0.4 0.4 0.4 0.4 0.5 0.6 0.5 0.5 0.7 0.7 0.8 

b. Other 18.2 16.4 15.2 15.5 14.8 17.0 14.9 17.4 19.0 19.4 21.7 17.7 17.6 16.0 20.0 

C. GDI-Public Sector 8.7 10.5 11.3 9.8 10.8 11.8 12.1 9.9 9.9 10.0 9.7 9.2 8.8 8.6 8.8 
a. Infrastructure 3.5 3.6 3.9 3.5 3.7 4.0 4.9 4.4 4.2 4.2 4.1 4.3 3.9 4.3 4.1 

Electricity, Gas, Water Supply 2.2 2.3 2.5 2.3 2.3 2.6 3.1 3.0 2.7 2.6 2.6 2.8 2.2 2.6 2.4 
Railways 0.6 0.6 0.6 0.6 0.6 0.6 0.8 0.6 0.7 0.6 0.6 0.5 0.7 0.7 0.6 
Other Transport 0.5 0.4 0.5 0.3 0.5 0.3 0.6 0.3 0.3 0.5 0.4 0.4 0.3 0.4 0.3 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.2 0.3 0.3 0.3 0.4 0.4 0.4 0.4 0.5 0.6 0.5 0.5 0.7 0.7 0.8 

b. Other 5.1 6.9 7.3 6.3 7.0 7.8 7.2 5.6 5.7 5.7 5.7 4.8 4.9 4.3 4.7 

D. GO I-Private Sector 14.1 10.9 9.1 10.3 8.9 10.4 8.8 13.0 14.6 14.9 17.3 14.2 14.3 13.1 16.4 
a. Infrastructure 1.0 1.4 1.2 1.1 1.1 1.2 1.2 1.2 1.3 1.3 1.3 1.4 1.5 1.3 1.1 

Electricity, Gas, Water Supply 0.2 0.3 0.2 0.1 0.1 0.1 0.2 0.1 0.2 0.1 0.1 0.2 0.5 0.1 0.1 
Railways 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Other Tr.ansport 0.8 1.1 1.0 0.9 1.0 1.1 1.0 1.0 1.1 1.1 1.2 1.1 1.0 1.2 1.0 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

b. Other 13.1 9.5 7.9 9.2 7.7 9.2 7.6 11.8 13.2 13.7 16.0 12.8 12.8 11 .7 15.3 

'Rs billion at current prices 



Higher industrial growth will require substantial new invest
ment in power. Expansion of trade that will have to accom
pany such industrial growth will require significant expan
sion in internal as well as external transportation facilities. 
The Indian road and railway network is already grossly inad
equate for present transportation demands. Similarly, exist
ing port and airport capacity is already over-stretched to han
dle the recent growth in exports and imports. The expansion 
of telecommunication services that has taken place in the last 
five years has been impressive: this will accelerate further in 
the years to come. Rapid industrialisation will bring in its 
wake continuing urbanisation for the foreseeable future; but 
the current level of urban infrastructure services is woefully 
inadequate even in relation to existing demand. Large invest
ments in water supply, sanitation and sewerage, urban trans
portation, housing and land development can be foreseen. 
Finally, rapid industrial development will also reqUire sub
stantive direct investment in industrial parks. technology 
parks. growth centres and the like. Thus it is clear that invest
ment in infrastructure as a whole will have 
to accelerate quite Significantly. 

Although the precise linkage 

of urban infrastructure. Some portion of this would be 
included in water supply (including sanitation) whereas 
urban transport would get included in "other transport". 

At the aggregate level and at current prices. total invest
ment in infrastructure increased from about Rs 60 billion in 
1980-81 to about Rs 290 billion in 1990-91 and about Rs 500 
billion in 1994-95 (Table 2.12). At constant 1980-81 prices, the 
total infrastructure investment doubled over the decade from 
Rs 60 billion to Rs 120 billion in 1990-91 and further in the 
1990s to about Rs 150 billion in 1994-95. As a proportion of 
GNP. total investment in infrastructure ranged from about 4.5 
per cent to 6 per cent. but broadly averaging about 5.5 per 
cent of GDP during the late 1980s and early 1990s. Average 
level of infrastructure investment in the first half of the 
1980s was about 4.8 to 5 per cent of GDP. A significant 
increase took place in the second half of the 1980s, during the 
Seventh Plan period. when the average level increased to 
about 5.6 per cent of GDP. As a proportion of total gross 
domestic investment. GO! in infrastructure has varied 

between 20 and 25 per cent since the early 
1980s. This pattern broadly conforms to 
international experience where investment 

between infrastructure and economic 
growth is difficult to estimate, the world 
Development Report of 1994 found that. 
broadly. infrastructure capacity grows step 
by step with economic output: a 1 per cent 
increase in the stock of infrastructure is 
associated with a 1 per cent rise in gress 
domestic product across aU countries. But 
the relative composition of infrastructure is 
found to change as a country develops. As 
countries move from low income categories 
to middle income categories. the relative 
share of power. telecom and roads tends to 
increase whereas other areas such as irriga
tion and railways decline. Value added by 
infrastructure services tends to increase 

At current prices, 
total infrastructure 

in infrastructure is typically found to com
prise about 20 to 25 per cent of gross domes
tic investment. 

Viewed sectorally. the most signifi
cant change in pattern has been the increas
ing share of investment in the communica
tion sector which has gone up from 0.3 per 
cent of GOP in the early I980s to about 0.8 
per cent now. The share of railways is 
remarkably constant at about 0.6 per cent of 
GOP, and that of "other transport" has 
ranged between 1.3 and 1.6 per cent. 
Investment in electricity. gas and water had 
tended to increase from an average of about 
2.5 per cent of GDP in the early 1980s to 

investment has 
increased from Rs 

60 billion in 1980-81 
to Rs 290 billion in 

1990-91, and Rs 500 
billion in 1994-95. 

with income growth: from about 6.5 per 
cent for lOW-income countries to 9 per cent 
for middle-income countries and 11 per cent for high-income 
countries. A clear acceleration has to take place in infra
structure investment as countries move from low-income 
levels to middle-income levels. 

Infrastructure Investment in the 1980s: In order to 
project the infrastructure reqUirements over the next 10 
years, it is useful to review the record of infrastructure 
investment and value added in the economy since the early 
1980s. The main consistent source for doing such a review 
are the National Accounts Statistics (NAS) brought out by the 
Central Statistical Organisation. The key infrastructure 
categories are Electricity Gas and Water Supply (EGW) and 
Transport. Storage and Communication (TSe). For a more 
detailed break-up, TSC can be further sub-diVided into the 
railways. other transport (which includes roads. ports. air
ports, aviation. and investment in trucks. buses etc). storage 
and communication. The key infrastructure category which 
it is not feasible to isolate from the National Accounts is that 
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about 3 per cent in the late 1980s. but has 
again declined to about 2.5 per cent in 
1994-95. As might be expected, the bulk of 

infrastructure investment has been in the public sector. 
which has, overall. accounted for about 75 per cent of total 
investment. It is mainly in "other transport" that the private 
sector has so far been active: this is primarily in the invest
ment in the road cargo industry and in bus transport. The 
railways and communication sectors have been totally 
owned by the Government whereas there has been some 
marginal participation of the private sector in power. As a 
proportion of total public sector investment. that in 
infrastructure has ranged 'between about 35 per cent and' 47 
per cent during the 1980s and early 1990s.. 

It would seem that the productiVity'.of the infrastruc
ture sector 'has improved over the 1980s and early 1990s. 
With a marginal increase in overall investme'nt from about 5 
per cent to 5.5 per cent of GDP during these years. value 
added from infrastructure has risen substantially from about 
6.5 per cent in 1980-81 to about 10 per cent now (Table 2.13). 
In other words. the value added has exhibited a growth rate 
somewhat higher than the overall growth rate in GDP. This 



13 GROSS DOMESTIC PRODUCT: INDUSTRY OF ORIGIN (1980-1994) 
.......•....................•............•.•...........•........•....•.................•............••........•......••.........•........•...•...•.............•..... 

1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1981/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994·95 

(Rs billion at current prices) 

GDP at Factor Cost 1224.27 1432.16 1593.95 1867.23 2085.33 2337.99 2600.30 2948.51 3527.06 4086.62 4778.14 5527.68 6301 .82 7231 .03 8541 .03 
GDPmp 1360. f3 1597.60 1781.32 2075.89 2313.43 2622.43 2929.49 3332.01 3957.82 4568.21 5355.34 6167.99 7053.28 8010.32 9456.15 

Infrastructure Sectors 77.94 94.46 114.43 136.43 159.25 189.92 221.04 262.06 311.97 364.54 443.77 537.24 652.11 752.14 880.28 
Electricity, Gas & Water Supply 20.70 24.06 28.45 33.62 40.52 48.94 55.67 62.68 73.25 87.23 104.64 127.20 161.04 188.87 225.06 
Transport, Storage & CQmm. 57.24 70.40 85.98 102.81 118.73 140.98 165.37 199.38 238.72 277.31 339.13 410.04 491.07 563.27 655.22 
Railways 11.24 16.28 21.23 24.17 24.74 31.36 37.65 43.56 47.51 55.75 64.33 73.42 84.46 96.48 107.83 
Other Transport 36.80 43.47 51.99 63.68 77.24 91.00 105.10 124.68 152.29 177.85 223.11 275.22 330.64 372.93 433.09 
Storage 1.22 1.46 1.59 1.83 2.12 2.60 2.80 3.17 3.34 3.88 4.45 4.77 5.13 5.73 6.67 
Communication 7.98 9.19 11 .17 13.13 14.63 16.02 19.82 27.97 35.58 39.83 47.24 56.63 70.84 88.13 107.63 

Other Sectors 1146.33 1337.7 1479.52 1730.8 1926.08 2148.07 2379.26 2686.45 3215.09 3722.08 4334.37 4990.44 5649.71 6478.89 7660.8 

(% of GDPfc) 

Infrastructure Sectors 6.4 6.6 7.2 7.3 7.6 8.1 8.5 8.9 8.8 B.9 9.3 9.7 10.3 10.4 10.3 
Electricity, Gas & Water Supply 1.7 1.7 1.8 1.8 1.9 2.1 2.1 2.1 2.1 2.1 2.2 2.3 2.6 2.6 2.6 
Transport, Storage & Comm. 4.7 4.9 5.4 5.5 5.7 6.0 6.4 6.B 6.B 6.B 7.1 7.4 7.B 7.8 7.7 
Railways 0.9 1.1 1.3 1.3 1.2 1.3 1.4 1.5 1.3 1.4 1.3 1.3 1.3 1.3 1.3 
Other Transport 3.0 3.0 3.3 3.4 3.7 3.9 4.0 4.2 4.3 4.4 4.7 5.0 5.2 5.2 5.1 
Storage 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 
Communication 0.7 0.6 0.7 0.7 0.7 0.7 O.B 0.9 1.0 1.0 1.0 1.0 1.1 1.2 1.3 

Other Sectors 93.6 93.4 92.8 92.7 92.4 91 .9 91.5 91 .1 91.2 91.1 90.7 90.3 89.7 89.6 89.7 

('Yo ofGDPmp) 

Infrastructure Sectors 5.7 5.9 6.4 6.6 6.9 7.2 1.5 7.9 1.9 8.0 8.3 8.7 9.2 9.4 9.3 
Electricity, Gas & Water Supply 1.5 1.5 1.6 1.6 1.8 1.9 1.9 1.9 1.9 1.9 2.0 2.1 2.3 2.4 2.4 
Transport, Storage & Comm. 4.2 4.4 4.8 5.0 5.1 5.4 5.6 6.0 6.0 6.1 6.3 6.6 7.0 7.0 6.9 
Railways 0.8 1.0 1.2 1.2 1.1 1.2 1.3 1.3 1.2 1.2 1.2 1.2 1.2 1.2 1.1 
Other Transport 2.7 2.7 2.9 3.1 3.3 3.5 3.6 3.7 3.8 3.9 4.2 4.5 4.7 4.7 4.6 
Storage 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 
Communication 0.6 0.6 0.6 0.6 0.6 0.6 0.7 0.8 0.9 0.9 0.9 0.9 1.0 1.1 1.1 

Other Sectors 84.3 83.7 83.1 83.4 83.3 81.9 81.2 80.6 81.2 81.5 80.9 80.9 80.1 80.9 81.0 

Source: Gsa, National Accounts Statistics. 
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is also broadly consistent with the experience of other coun
tries. as noted above. In this respect. India seems to be near
er the experience of middle-income countries despite being 
at a low level of GNP per capita. This would also suggest that 
infrastructure services could be used more efficiently by the 
rest of the economy. or that the value added in other sectors 
is being underestimated. 

Projecting Infrastructure Investment Requirements 
1996-2006: The record of the I 980s and early 1990s viewed 
above suggests that. overall. there has been a tendency for 
the share of infrastructure investment in GOP to rise from 
an average of about 4.8 per cent to 5 per cent in the first half 
of the 1980s to about 55 per cent to 5.6 per cent during the 
second half of the 1980s. broadly coincident with the 
Seventh plan period. As a proportion of the total gross 
domestic investment in the economy. throughout the 1980s. 
infrastructure investment comprised about 22 per cent to 24 
per cent with this ratio shOWing some tendency to increase 
towards the latter half of the decade. 

Examination of the record of the fast
growing East and South East Asian coun-

tions. transport. water supply and sanitation facilities. 
Our estimates are therefore consistent with these 

overall estimates: India's reqUirements will be about 22 to 25 
per cent of the East Asian requirement;s in infrastructure. We 
have. however. projected a slightly higher level of infrastruc
ture investment as a proportion of GOP going upto about 8 
per cent of GOP in 2005-06. in recognition of the fact that 
infrastructure backlog in India may be higher as compared to 
some of the East Asian countries. 

Sectoral Projections: The macro-economic methodology for 
projecting economic growth and infrastructure investment 
does not proVide adequate gUidance for the sectoral compo
Sition of these reqUirements. The only gUidance available is 
the continuation of past trends and the use of judgement in 
terms of the expected increasing share of different sectors. 
In order to derive the sectoral composition. we have made 
use of bottom-up estimates for each sector. 

Except in the case of industrial parks. estimates have 
been made for investment requirements in 
each of these sectors. These estimates have 
been made independently. using different 

tries shows a similar pattern. As their gross 
domestic investment rates increased to 
over 30 per cent of GOP. rates of infrastruc
ture investment rose correspondingly to 
levels of 7 to 8 per cent of GOP. It is also 
observed that infrastructure investment 
levels seldom exceed 8 per cent of GOP 
even if gross domestic investment levels 
begin to approach higher levels of 35 to 40 
per cent of GOP. as they have in some of 
East,Asian countries in recent times. 

Various sectoral 
methodologies. In the case of 'power and 
telecommunications. there is considerable 
information available on the patterns of pre
vious investment. being fully in the public 
sector. and on the expected requirements in 
the future. based on the various investment 
intentions that are currently being 
expressed. These projections have been gen
erally smoothened to proVide a regular 
growth rate in such investments over the 
next 10 years. In the case of roads. there is a 
general view that past investments have 
been inadequate and these need to be 
stepped up very significantly. Moreover. it is 
proposed to introduce Supernational 
Highways over the next 20 years. There is 

investments being 
indicated by 

different ministries 
are much higher 
than is feasible 

Taking into consideration the Indian 
experience over the past 15 years. observ
ing broad generalities of infrastructure 
investment across the world. and examin
ing in particular the East and South East 
ASian experience over the past two decades. 

even in a high-
growth scenario. 

we have projected gross domestic invest-
ment in infrastructure in India to grow from the current 
level of 5.5 per cent of GOP to about 7 per cent in 2000-01 
and 8 per cent in 2005-06 (Table 2.14). Thus it would contin
ue to comprise 22 to 25 per cent of gross domestic invest
ment. In absolute terms. total annual infrastructure invest
ments are projected to rise from about Rs 600 billion' (US $ 17 
billion) in 1995-96 to Rs 1.070 billion (US $ 30 billion) in 
2000-01 and Rs 1.800 billion (US $ 50 billion) in 2005-06 at 
current 1995-96 prices and exchange rate of US $ I = Rs 35. 
This implies total infrastructure investment in India in the 
next five years(I996-97 to 2000-01) to amount to about Rs 
4.300 billion (US $ 120 billion) and Rs 7.400 billion (US $ 210 
billion) in the follOWing five years (2001-02 to 2005-06). 

For a similar period (J 995-2004). the World Bank has 
estimated that to maintain a 7 to 9 per cent economic growth 
rate. countries in East Asia would need to invest between 6.5 
to 7 per cent of their GOP in infrastructure. The implication 
of this is that developing countries would need to invest 
between US $ 1.2 to 15 trillion in power. telecommunica-
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no experience of investment in super high
ways in the past. The projections for invest

ment requirements for roads was first made for the next 20 
years as a whole. These projections were then broken down 
into five-year periods from 1996-97 and then further 
smoothened out on an annual basis. Similar was the case of 
urban infrastructure where there are no reliable estimates for 
the past pattern of investments. In the case of ports. the pro
jections have been made on the basis of trade expa~sion 
expected and by using certain physical coefficients for esti
mating the new investment reqUirements. We have' not made 
specific estimates for railways or for other transport exclud
ing roads and ports. and also storage. For these sectors. the 
increase in investment has been made on a trend basis. 

The summary results for sectoral requirements are 
shown in Table 2.15. The aggregation in this fashion yields 
levels of investment which are far higher than the total infra
structure investment indicated by the macro-economic pro
jections. According to the sum of the sectoral estimates. total 
investment would rise immediately to about 8 per cent of 
GOP in 1996-97 and further to about 115 per cent by the year 



2005-06. as compared with the range of 5.5 per cent to 8 per 
cent of GDP indicated by the macro economic projections. 
and as suggested by the experience of other countries. It is 
therefore clear that the various sectoral investments that are 
being indicated by different ministries and by central experts 
are at levels much higher than is feasible even in a relatively 
high-growth scenario as has been projected in this report. 

According to the sectoral projections. annual invest
ment in power should increase from about Rs 480 billion 
and in 1996-97 to about Rs 670 billion in 2000- 2001 and Rs 
990 billion by 2005-06. Similarly. investment in urban infra
structure should increase from Rs 92 billion in 1996-97 to Rs 
210 billion by 2000-01 and Rs 600 billion by 2005-06: in 
roads from about Rs 40 billion in 1996-97 to about Rs 100 bil
lion by 2000-01. and Rs 150 billion 2005-06: in communica
tions from about Rs 100 billion in 1996-97 to Rs 150 billion 
in 2000-01 and Rs 300 billion in 2005-06. The requirements 
of ports are somewhat more modest. rising from Rs 15 bil
lion in 1996-97 to about 24 billion in 2000-01 and Rs 40 bil
lion in 2005-06. 

As the sectoral projections suggest. 
the two key areas where the present pat-

~000_01 and Rs 100 billion in 2005-06. Ihis amounts to about 

I s .240 billion (US $ 7 billion) over the next five years fol-
O\V db b . 20 e y a out Rs 440 billion (US $ 12.5 billion) between 

tio 0 1-2006. The investment needs in power. telecommunica-
ns and roads would seem to be eminently achievable. 

of th In the case of urban infrastructure. however, because 
diff' e lack of adequate information on past investments. it is 
in t~eult to say whether the projections shown here are with
i e reahstlC realm or not. The analysis of requirements for 
nVeStment in different forms of urban infrastructure sug-

ges ts th t' f h . b f a I t ere IS to e any hope of proViding a semblance 
~Si lirban infrastructure services reqUired by a fast-industrial-

t ng country, the pace of investment in would have to be 
S ep d . 

Pe up consIderably. Our central-down proJ'ections sug
gest h . 
. t at Investment on only urban infrastructure should 
Inere f 
. ase rom about Rs 70 billion in 1996-97 to Rs 160 billl'on 
In 20 .. 
u b 00-01 and Rs 420 btlhon 2005-06. Thus investment in 

r an . f . 
of th In rastructure In the next five years would have to be 

e order of Rs 550 bllhon (US $ 15 billion) and about Rs 

• 1.500 billion (US $ 40 billion) in 2001-2006. 

tern of investment is inadequate are roads 
and urban infrastructure. The shares of 
other sectors as a proportion of GDP corre
spond roughly to the pattern witnessed in 
the last 15 years. 

Since it is clear that the sectoral pro
jections are far greater than any feasible 
level of infrastructure investment that can 
be expected. we have used the information 
available from the sectoral projections to 
distribute the total level of infrastructure 
investment on a sectoral basis on a more 
realistic basis. We have disaggregated the 
macro-economic infrastructure investment 
projections into different sectors by assum
ing the same composition of infrastructure 
investment obtained from the bottom-up 

Public sector 
investment in 
infrastructure 

The Public-Private Divide: The public sector 
has been the dominant investor in infra
structure over the last 50 years. During the 
1980s, when total infrastructure investment 
ranged from about 4.5 per cent to 5.5 per cent 
of GDP. public sector investment ranged from 
about 3.5 per cent to 4.3 per cent (Table 2.12). 
Private sector infrastructure investment has 
generally been in the 1-1.3 per cent range as 
a proportion of GDP. At present. most of the 
private sector share in infrastructure is the 
"other transport" sector, which consists 
mainly of the road cargo transport indus
try-almost fully in the private sector. and 
road passenger transport-shared by the 
public and private sectors. 

cannot redUce from 
current levels as a 
proportion of GOP. 

They should, in fact . , 
rise marginally. 

estimates. The results are found in Table 
2.16. It is found that if the bottom-up sectoral estimates are 
scaled down almost uniformly to about 70 per cent of their 
estimated levels, they should be feaSible to achieve within 
the macro-economic constraints expected. According to this 
realistic projection, investment in power would range from 
about Rs 360 billion in 1996-97 to about Rs 500 billion in 
2000-01. and Rs 690 billion in 2005-06. Thus resources of 
about' Rs 2.00G-2 ,100 billion (US $ 60 billion) would be 
required for the power sector in the next five years and Rs 
3,000-3, I 00 billion (about Rs 90 billion) in the following five 
years. making for a total of about Rs 5,000 billion (US $ 150 
billion) over the next 10 years. In telecommunications, the 
investment required would range from about Rs 76 billion in 
1996-97 to about Rs 115 billion in 2000-01 and Rs 215 billion 
in 2005-06. That makes a total investment of about Rs 550 
billion (US $ 16 billion) over the next five years, and about Rs 
840 billion (US $ 25 billion) in the following five. In the case 
of roads, investment would have to be stepped up from 
about Rs 30 billion in 1996-97 to about Rs 75 billion in 

The public sector supplies more than 
90 per cent of investment in power. water 

tele supply and sanitation, railways , roads, 
comm '. h' al I untcatlOns etc. T e pnvate sector is only a margin-

PaYer' h f h sect In eac 0 t ese areas at present. Currently. private 
sion

or 
rarticipation is being actively pursued in the provi

roads~ power,. telecommunications and for a segment of 
urba DIscussIOn has begun on private partiCipation in 
such n Infrastructure provision. but arrangements enabling 

PartiCIpatIOn are still to be made. 

tio It is therefore clear that with the best of assump-
ns reg d' . sect ar Ing prIvate sector entry into the infrastructure 

Ors 1 
patio ,We can on y expect a gradual growth in its partici-
Vat n. We have therefore projected the share of the pri-

e Sect t . f 
Pe or 0 Increase rom the current 25 per cent to 40 

r cent b 2 
(Table 2 y 000-01 and to about 45 per cent by 2005-06 
infr .14). This would mean an Increase in private sector 

astru t . 
GDP to Cure Investment from the current 1.5 per cent of 
cent inabout 2.8-3.0 per cent in 2000-01. and about 3.5 per 
inc 2005-06. In absolute numbers it implies an 

rease f ' 
billion' rom the current Rs 160 billion to about Rs 430 

In 2000-01. and about Rs 800 billion by 2005-06. 
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14a INDIA: PROJECTED INVESTMENTS IN INFRASTRUCTURE (MACRO ESTIMATES) (1990-2005) .................................................................. 

1990/91 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 

(Rs billion at 1995/96 prices)* 
A.GOPmp 5355.3 8010.3 9456.2 10884.1 11637.8 12437.7 13318.9 14275.0 15371.4 16566.9 17898.0 19372.1 21013.4 22825.9 

B. Gross DoftIestIc lnvestm8nt 1448.5 1733.3 2384.1 2825.5 3091.4 3391.1 3696.4 4075.5 4512.0 4930.0 5415.3 5938.8 6523.4 7179.5 
B. InfrItlItUcture 287.4 452.2 494.1 598.6 675.0 758.7 852.4 956.4 1076.0 1192.8 1324.5 1472.3 1639.0 1826.1 

EIBctrfcIty, Gas, water SUpply 144.1 213.8 233.0 318.6 348.6 382.4 416.8 459.5 508.8 555.9 610.6 669.6 735.5 809.5 
RafWI)'$ 30.8 55.8 59.6 72.9 79.8 87.5 95.4 105.2 116.4 127.2 139.8 153.3 168.4 185.3 
Other 7IInsport 83.3 124.4 128.9 130.6 162.9 197.0 240.1 281.3 328.6 376.2 427.4 488.6 558.5 636.8 
SIorB{JB 0.7 0.6 0.6 1.2 1.3 1.4 1.5 1.7 1.9 2.0 2.2 2.4 2.7 2.9 
Communications 28.6 _ 57.5 72.1 75.4 82.5 90.4 98.6 108.7 120.3 131.5 144.4 158.4 174.0 191.5 

b. Other 1161.1 1281.1 1890.0 2226.9 2416.4 2632.4 2844.0 3119.1 3436.0 3737.2 4090.9 4466.5 4884.3 5353.4 
-
c. GOI-Public Sector 521.5 687.5 832.5 1088.4 1163.8 1243.8 1331.9 1427.5 1537.1 1656.7 1789.8 1937.2 2101.3 2282.6 
a. Infrastructure 217.3 346.9 387.1 477.4 511.1 546.3 587.2 639.7 693.4 750.4 806.4 872.9 938.0 1019.4 

Electricity, Gas, Water Supply 137.7 204.4 222.7 302.7 324.2 348.0 370.9 399.8 432.4 461.4 494.6 529.0 566.4 615.2 
Railways 30.8 55.8 59.6 72.9 74.9 80.0 85.7 91.8 98.9 106.6 115.1 124.6 135.2 146.8 
Other Transport 19.7 28.6 32.2 32.6 40.7 49.2 60.0 70.3 82.1 94.0 106.9 122.1 139.6 159.2 
Storage 0.5 0.5 0.5 0.9 0.9 1.0 1.1 1.1 1.2 1.3 1.4 1.5 1.7 1.8 
Communications 28.6 57.5 72.1 67.8 70.1 67.8 69.0 76.1 78.2 85.5 86.7 95.0 95.7 95.7 

b. Other 304.2 340.6 445.3 611.0 652.7 697.4 744.7 787.8 843.7 906.2 983.4 1064.3 1163.3 1263.2 
-- -.---- .. -- -.-

D. GDI-PrIvate Sector 927.0 1045.8 1551.7 1737.1 1927.7 2147.3 2364.5 2648.0 2974.9 3273.4 3625.5 4001.5 4422.0 4896.9 
a. Infrastructurs 70.1 105.3 107.0 121.2 163.9 212.4 265.2 316.7 382.6 442.4 518.0 599.3 701.1 806.7 

EIBctrIclty, Gas, water Supply 6.4 9.4 10.3 15.9 24.4 34.4 45.8 59.7 76.3 94.5 116.0 140.6 169.2 194.3 
Railways . 0.0 0.0 0.0 0.0 4.9 7.5 9.7 13.4 17.6 20.7 24.6 28.7 33.2 38.5 
Other Transport 63.5 95.8 96.7 97.9 122.2 147.7 180.1 211.0 246.4 282.1 320.6 366.4 418.9 4n.6, 
Storage 0.2 0.1 0.1 0.3 0.3 0.4 0.5 0.5 0.6 0.7 0.8 0.9 1.0 1.1 
Communications 0.0 0.0 0.0 7.5 12.4 22.6 29.6 32.6 42.1 46.0 57.8 63.4 78.3 95.7 

b. Other 856.9 940.5 1444.6 1615.8 1763.8 1935.0 2099.3 2331.3 2592.3 2831.0 3107.5 3402.2 3721.0 4090.2 

ICOR (5 years average, 1 year lag) 3.5 5.2 5.1 4.8 3.8 3.7 3.6 3.6 3.6 3.6 3.6 3.6 3.5 3.5 
ICOR (1 Year Incremental) 4.0 5.6 3.2 3.5 3.6 3.7 3.7 3.7 3.5 3.6 3.5 3.5 3.5 3.4 

E. GOI 27.0 21.6 25.2 26.0 26.6 27.3 27.8 28.6 29.4 29.8 30.3 30.7 31.0 31.5 
F. GOI-lnfrastructure 5.4 5.6 5.2 5.5 5.8 6.1 6.4 6.7 7.0 7.2 7.4 7.6 7.8 8.0 
G. GOI-lnfra as % of GOI 19.8 26.1 20.7 21.2 21.8 22.4 23.1 23.5 23.8 24.2 24.5 24.8 25.1 25.4 
H. GO I-Public Sector 9.7 8.6 8.8 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 ttl. 0 10.0 10.0 
I. GOI-P4lblic Sector-Infrastructure 4.1 4.3 4.1 4.4 4.4 4.4 4.4 4.5 4.5 4.5 4.5 4.5 4.5 4.5 
J. GOl-infra-Pub as % of GOI Pub 41.7 50.5 46.5 43.9 43.9 43.9 44.1 44.8 45.1 45.3 45.1 45.1 44.6 44.7 
K. GOI-Pub as % of GD! 36.0 39.7 34.9 38.5 37.6 36.7 36.0 35.0 34.1 33.6 33.1 32.6 32.2 31.8 
L. GDI-Pub-Infra as % of GOI Infra 75.6 76.7 78.3 79.7 75.7 72.0 68.9 66.9 64.4 62.9 60.9 59.3 57.2 55.8 
• TIll 1995/96 at current prices, afterwards at 1995/96 prices. 
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14b INDIA: PROJECTED INVESTMENTS IN INFRASTRUCTURE (MACRO ESTIMATES) (1990-2005) 

.................................................................. 
% of Gross Domestic Investment 1990/91 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 

Gross Domestic Investment-Public Sector 36.0 39.7 34.9 38.5 37.6 36.7 36.0 35.0 34.1 33.6 33.1 32.6 32.2 31.8 
a. Infrastructure 75.6 76.7 78.3 79.7 75.7 72.0 68.9 66.9 64.4 62.9 60.9 59.3 57.2 55.8 

Electricity, Gas, Water Supply 95.6 95.6 95.6 95.0 93.0 91 .0 89.0 87.0 85.0 83.0 81 .0 79.0 77.0 76.0 
Railways 100.0 100.0 100.0 100.0 93.8 91.4 89.8 87.3 84.9 83.8 82.4 81 .3 80.3 79.2 
Other Transport 23.7 23.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 
Storage 66.7 82.0 89.3 74.8 73.1 71.2 69.9 68.0 66.1 65.2 64.1 63.3 62.5 61 .7 
Communications 100.0 100.0 100.0 90.0 85.0 75.0 70.0 70.0 65.0 65.0 60.0 60.0 55.0 50.0 

b. Other 26.2 26.6 23.6 27.4 27.0 26.5 26.2 25.3 24.6 24.2 24.0 23.8 23.8 23.6 

Gross Domestic Investment-Private Sector 64.0 60.3 65.1 61.5 62.4 63.3 64.0 65.0 65.9 66.4 66.9 67.4 67.8 68.2 
a. Infrastructure 24.4 23.3 21.7 20.3 24.3 28.0 31.1 33.1 35.6 37.1 39.1 40.7 42 .. 8 44.2 

Electricity, Gas, Water Supply 4.4 4.4 4.4 5.0 7.0 9.0 11.0 13.0 15.0 17.0 19.0 21.0 23.0 24.0 
Railways 0.0 0.0 0.0 0.0 6.2 8.6 10.2 12.7 15.1 16.2 17.6 18.7 19.7 20.8 
Other Transport 76.3 77.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 
Storage 33.3 18.0 10.7 25.2 26.9 28.8 30.1 32.0 33.9 34.8 35.9 36.7 37.5 38.3 
CommunicationS 0.0 0.0 0.0 10.0 15.0 25.0 30.0 30.0 35.0 35.0 40.0 40.0 45.0 50.0 

b. Other 73.8 73.4 76.4 72.6 73.0 73.5 73.8 74.7 75.4 75.8 76.0 76.2 76.2 76.4 

~ 
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14c INDIA: PROJECTED INVESTMENTS IN INFRASTRUCTURE (MACRO ESTIMATES) (1990-2005) 

............................................................................................................... 
% of GOP 1990/91 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 

A. GDPmp (Rs billion at 1995/96 prices) 5355.34 8010.32 9456.1510884.1111637.8312437.7313318.9114275.0415371.3816566.9117897.9919372.1421013.4422825.90 

B. Gross Domestic Investment 27.0 21.6 25.2 26.0 26.6 27.3 27.8 28.6 29.4 29.8 30.3 30.7 31.0 31.5 
a. Infrastructure 5,4 5.6 5.2 5.5 5.8 6.1 6.4 6.7 7.0 7.2 7.4 7.6 7.8 8.0 

Electricity, Gas, Water Supply' 2.7 2.7 2.5 2.9 3.0 3.1 3.1 3.2 3.3 3.4 3.4 3.5 3.5 3.5 
Railways 0.6 0.7 0.6 0.7 0.7 0.7 0.7 0.7 0.8 0.8 0.8 0.8 0.8 0.8 
Other Transport 1.6 1.6 1.4 1.2 1.4 1.6 1.8 2.0 2.1 2.3 2.4 2.5 2.7 2.8 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.5 0.7 0.8 0.7 0.7 0.7 0.7 0.8 0.8 0.8 0.8 0.8 0.8 0.8 

b. Other ·21.7 16.0 20.0 20.5 20.8 21.2 21.4 21.9 22.4 22.6 22.9 23.1 23.2 23.5 

C. GDI-Public Sector 9.7 8.6 8.8 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
a. Infrastructure 4.1 4.3 4.1 4.4 4.4 4.4 4.4 4.5 4.5 4.5 4.5 4.5 4.5 4.5 

Electricity, Gas, Water Supply 2.6 2.6 2.4 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.7 2.7 2.7 
Railways 0.6 0.7 0.6 0.7 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 
Other Transport 0.4 0.4 0.3 0.3 0.3 0.4 0.5 0.5 0.5 0.6 0.6 0.6 0.7 0.7 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.5 0.7 0.8 0.6 0.6 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.4 

b. Other 5.7 4.3 4.7 5.6 5.6 5.6 5.6 5.5 5.5 5.5 5.5 5.5 5.5 5.5 

D. GDI-Private Sector 17.3 13.1 16.4 16.0 16.6 17.3 17.8 18.6 19.4 19.8 20.3 20.7 21.0 21.5 
a. Infrastructure 1.3 1.3 1.1 1.1 1.4 1.7 2.0 2.2 2.5 2.7 2.9 3.1 3.3 3.5 

Electricity, Gas, Water Supply _ 0.1 0.1 0.1 0.1 0.2 0.3 0.3 0.4 0.5 ' 0.6 0.6 0.7 0.8 0.9 
Railways 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 
Other Transport 1.2 1.2 1.0 0.9 1.0 1.2 1.4 1.5 1.6 1.7 1.8 1.9 2.0 2.1 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
Communications 0.0 0.0 0.0 0.1 0.1 0.2 0.2 0.2 0.3 0.3 0.3 0.3 0.4 0.4 

b. Other 16.0 11.7 15.3 14.8 15.2 15.6 15.8 16.3 16.9 17.1 17.4 17.6 17.7 17.9 

~ 



These are clearly large numbers. 
Initially. the largest private sector investments can be 

expected in the power and telecommunication sectors. Later. 
as investment in highways becomes commerCially feasible. and 
it becomes easier to invest in urban infrastructure. ports and 
airports. we can expect much greater private investment in 
these areas as well 

The World Bank has estimated that developing countries 
as a whole invest about us $ 200 billion per year in physical 
infrastructure facilities. As much as 80 per cent is financed from 
domestic public resources. and less than 10 per cent from pri
vate capital. the remaining being international development 
assistance. Our assumptions about the pace of increase in pri
vate infrastructure investment are therefore at the optimistiC 
end. They. however. take account of the rapidly changing 
scenario in different infrastructure sectors and are therefore 
regarded as realistic. 

A key conclusion emerging from this discussion is that 
public sector investment in infrastructure cannot be expected 
to be reduced from the current levels as a pro-
portion of GOP. If anything. they should rise 
marginally: we have projected them to range 

For example. it is likely that the power and telecommunica
tion sectors could receive greater investment than suggested 
by our projections in the initial years. whereas investment in 
roads and urban infrastructure could possibly come with some 
lag. However. we expect that our overall projections for total 
infrastructure investment will broadly emerge to be about 
right. It should also be mentioned at the outset that the Expert 
Group has not made any estimation regarding investment in 
the railways. airports and civil aviation. These investments 
could amount to significant sums. In these sectors we have 
merely extended past trends. 

Accelerating Growth: The Indian economy has been projected to 
accelerate its growth from the current 6 to 6.2 per cent to 7.5 per 
cent by 2000-OI and 8.5 per cent by 2005-06. The achievement of 
such growth in GOP would require a growth in the investment 
rate from the current 25 per cent of GOP to about 29 per cent in 
2000-01 and 31.5 per cent in 2005-06. The economy would have 
to become much more efficient if such aspirations are to be ful-

filled: the Incremental Capital Output Ratio 
(ICOR) would have to decline to about 3.5 
which is a level that approximates the effiCien-

between 4 and 4.5 per cent of GOP over the 
next 10 years. Oepending on the ability of the 
private sector to invest in different sectors. 
there could well be a shift in sectoral compo
sition of public sector infrastructure invest
ments. Overall. private sector investment 
must be seen as complementary to public sec
tor investment rather than a substitute. The 
logical implication is that public sector infra
structure investment will have to be increas
ingly commerCially Viable if public resources 
invested in infrastructure are to increase at 
the same rate as GOP growth. which would 
keep their share constant. 

If an adequate 
cy levels achieved by the East Asian and South 
East Asian countries. The rate of industrial 
growth would have to accelerate from the 8 to 
8.5 per cent a year achieved during the I 980s to 
a range of 10 per cent to 12 per cent per annum 
over the next 10 years. 

level of resource 
generation is to 
take place for 
the required 

Why Trade Needs to Expand: The implication 
of such growth for the external sector of the 
economy is a high degree of continuing trade 
expansion over the next 10 years. This is 
because achieving the desired investment 
level would need significant mobilisation of 
external capital inflows to finance the bur
geoning reqUirements for the financing of 

investments, public 
sector savings must 

rise significantly. 
Summary 
This exercise in the estimation of infrastruc-
ture requirements over the next 10 years has involved full-scale 
macro-economic projections with certain built-in assumptions 
about expected growth of the Indian economy. A key issue that 
needs to be grasped is that the kind of economic growth pro
jected will not be pOSSible Without a substantial improvement 
in all areas of infrastructure. Conversely. it will also not be pos
sible to find the resources required for infrastructure that are 
implied in this exercise ul!less the country's economic growth 
accelerates. There is a close relationship between infrastruc-
ture investment and economic growth. . 

The projections made in this Report should be _seen as 
indicators of the order of magnitudes that can be expected to 
be invested in infrastructure over the next decade or so. The 
spirit of the projections is that such investments will take 
place if the policy framework in each sector is made investor
friendly and transparent. To the extent that there will be leads 
and lags between different sectors in the setting up of appro
priate regulatory mechanisms and other faCilitation activities. 
there are likely to be imbalances between sectors over time. 

industrial and infrastructure investment. and 
of the equipment imports implied by such 
expansion. The sustainability of such eco-

nomic growth would require continuing high growth in 
exports. perhaps declining from the current 20 per cent annu
al growth to about 10 per cent by the end of the next decade. 
giving an average of about 15 per cent annual growth over the 
period. If this takes place. total exports should reach about US 
$ 66 billion in 2000-01 and US $ I 15 billion by 2005-06. At these 
levels. exports would comprise about 15 per cent of GOP in 
2000-01 and about 17 per cent by 2005-06. up from the current 
level of about 10 per cent. If exports manage to increase to 
these levels. it would become feasible for India to sustain a 
wider current account defiCit which is required for the non
inflationary absorption of external capital inflows. It is sug
gested that a sustainable level of current account defiCit would 
increase from the current level of 1.5 per cent of GOP to 2.5 per 
cent in 2000-01 and 3 per cent in 2005-06 

It would then be possible for the net capital inflow to 
rise from the current level of about US $ 7 to 8 billion to about 
US $ 17 to 20 billion by 2000-01 and about US $ 25-30 billion by 
2005-06. In order to keep the debt-serVice requirements at a 
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15 INDIA: PROJECTED SECTORAL ESTIMATES (1995-2005) 

.................................................................. 
1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 

(Rs billion at 1995/96 prices) 

A. GOPmp 10884.1 11637.8 12437.7 13318.9 14275.0 15371.4 16566.9 17898.0 19372.1 21013.4 22825.9 
U.'lf',~----:3i::--- '.~"~'~~_'~'~' . .. ': .. 

~.' 8IIOlA . if , 481U 
4930.0 6415.3 6988.8 6523.4 7179.5 

.• a ...... 2 '.1 ".... !1 •. 7 1378.9 154t.7 1782.9 1991.3 2311.3 aae:o .. aeto ' , ,', ,,' '434.0 478.0 518.0 . &60,0 616.Q 679.0 
11'" ... , 14!1.! ' !f.'" l1U ' 261.7 322.3 397.0 488.9 602.2 
87.5 95.4 ' _ 1 " 118.4 127.2 188J 1&3.3 168.4 185.3 

118J 205.2 ' . r.·, 291).9 330.9 378.4 418.2 466.4 529.9 
47.8 68.7 7lJ' 97.9 105.7 1'14.4 124.2 . 135.2 147.6 
16.8 18.9 21 ,' '. 23.9 26.5 29.3 32.5 36.0 39.9 

111.9 126.5 142.8 169.1 198.8 232.7 281.5 294.2 342.4 
~44.0 . 184.0 " 166.0 163.0 182.0 191.0 232.0 ~50.0 312.0 

1.4 1.5 '. 1.1 1.9 2.0 2.2 2.4 2.7 2.9 
2631.9 2706.2 2999.3 3303.3 3550.1 3865.7 4175.9 4532.0 4868.2 

... ~---

C. GOI (% of GOP) 26.0 26.6 27.3 27.8 28.6 29.4 29.8 30.3 30.7 31.0 31.5 
a. Infrastructure 6.0 6.3 6.9 7.4 7.5 7.9 8.3 8.7 9.1 9.5 10.1 

Power 2.8 2.6 2.7 2.7 2.7 2.8 2.9 2.9 2.9 2.9 3.0 
Urban Infrastructure 0.7 0.8 0.9 1.1 1.2 1.4 1.6 1.8 2.0 2.3 2.6 
Railways 0.7 0.7 0.7 0.7 0.7 0.8 0.8 0.8 0.8 0.8 0.8 
Other Transport 1.2 1.3 1.4 1.5 1.7 1.9 2.0 2.1 2.2 2.2 2.3 

Roads 0.3 0.3 0.4 0.4 0.5 0.6 0.6 0.6 0.6 0.6 0.6 
Ports 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2 
Other Transport 0.8 0.8 0.9 1.0 1.0 1.1 1.2 1.3 1.4 1.4 1.5 
Communications 0.7 0.9 1.2 1.4 1.2 1.0 1.1 1.1 1.2 1.2 1.4 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

b. Other Investment 19.9 20.3 20.4 20.3 21.0 21.5 21.4 21.6 21.6 21.6 21.3 

Source: Estimated in Expert Group Sectoral Reports. 



UI -

2 
16 INOlA: SCALE-DOWN AGGREGATION OF PROJECTED SECTORAL ESTIMATES (1995-2005) 

........................... ~ ..•••..................... ......•........................................................................................................ 
1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 

(Rs billion at 1995/96 prices) 

A. GOPmp 10884.1 11637.8 12437.7 13318.9 14275.0 15371.4 16566.9 17898.0 19372.1 21013.4 22825.9 

B. Gross Domestic Investment 2825.5 3091.4 3391.1 3696.4 4075.5 4512.0 4930.0 5415.3 5938.8 6523.4 7179.5 
a. Infrastructure 598.6 675.0 758.7 852.4 956.4 1076.0 1192.8 1324.5 1472.3 1639.0 1826.1 

Power .274.2 284.7 296.7 313.3 348.3 386.4 411.5 442.7 467.7 507.0 536.5 
Urban Infrastructure 68.5 85.4 100.5 120.6 153.3 189.2 226.2 275.5 331.6 . 402.4 475.8 
RaJ/ways 66.6 73.7 77.3 82.1 93.5 103.7 110.0 119.4 128.0 138.6 146.4 
Other Transport 119.3 135.7 155.9 176.6 213.2 258.9 286.0 321.7 349.2 383.0 418.6 
Roads 27.4 35.8 42.2 51.4 67.4 87.1 91.3 97.7 103.7 111.3 116.6 
Ports 8.8 13.9 14.9 16.3 18.9 21.3 22.9 25.1 27.1 29.6 31.5 
Other Transport 83.1 86.1 98.8 108.9 126.9 150.5 171.8 198.9 218.4 242.1 270.5 

Communications 68.9 94.3 127.2 158.4 146.6 136.2 157.3 163.2 193.8 205.8 246.5 
Storage 1.1 1.2 1.2 1.3 1.5 1.6 1.7 1.9 2.0 2.2 2.3 

b. Other Investment 2226.9 2416.4 2632.4 2844.0 3119.1 3436.0 3737.2 4090.9 4466.5 4884.3 5353.4 
. ---

c. GOI (% of GOP) 26.0 26.6 27.3 27.8 28.6 29.4 29.8 30.3 30.7 31.0 31.5 
a. Infrastructure 5.5 5.8 6.1 6.4 6.7 7.0 7.2 7.4 7.6 7.8 8.0 

Power 2.5 2.4 2.4 2.4 2.4 2.5 2.5 2.5 2.4 2.4 2.4 
Urban Infrastructure 0.6 0.7 0.8 0.9 1.1 1.2 1.4 1.5 1.7 1.9 2.1 
Railways 0.6 0.6 0.6 0.6 0.7 0.7 0.7 0.7 0.7 0.7 0.6 
Other Transport 1.1 1.2 1.3 1.3 1.5 1.7 1.7 1.8 1.8 1.8 1.8 

Roads 0.3 0.3 0.3 0.4 0.5 0.6 0.6 0.5 0.5 0.5 0.5 
Ports 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 
Other Transport 0.8 0.8 0.9 1.0 1.0 1.1 1.2 1.3 1.4 1.4 1.5 

Communications 0.6 0.8 1.0 1.2 1.0 0.9 0.9 0.9 1.0 1.0 1.1 
Storage 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

b. Other Investment 20.5 20.8 21.2 21.4 21.9 22.4 22.6 22.9 23.1 23.2 23.5 

Source: Table 2.14 and Table 2.15. 
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sustainable level. the debt-equity ratio of such net capital 
inflows would have to be in the region of unity. It should be 
noted that the implied gross annual debt flows would be an 
increase from the current level of about US $ 6 to 7 billion to US 
$ 12-13 billion by 2000-01 and US $ 22 to 24 billion by 2005-06. 
The net foreign investment inflow implied by these projections. 
including both foreign direct and portfolio inflows is an 
increase from the current US $ 4 to 4.5 billion to about US $ 9 to 
10 billion by 2000-01 and US $ 15-16 billion by 2005-06. 

The sustained in flow of such volumes of external capi
ta l would require an open foreign investment regime. 

Simultaneously. attention should be paid to keeping the 
macro-economic fundamentals on a sustainable basis. A point 
worthy of note is that the expectation Iregarding official net 
debt flows is relatively pessimistic: therefore most of the new 
portfolio would have to be commercial. which would be high
ly dependent on the maintenance of high credit ratings for 
India and its borrowing entities. Keeping such a credit rating 
would be helped by the maintenance of a high level of foreign 
exchange teserves eqUivalent to about 6 to 7.5 months of 
imports. This would imply the level of reserves rising from 
about US $ 17 billion to US $ 50 billion in 2000-01 and US $ 90 

Private Financing of 
Infrastructure in Asia 

I
N the next decade, the Asia-Pacific region is likely to spend 
more on telephones and power than anywhere else in the 
world. For instance, the region would account for 31 per cent 

of the projected investment from 1993 to 2000 in telephones. 
The capital needed to finance this development is estimated to 
run into trillions of dollars. This will force Asian governments 
to rely increasingly on private capital. The World Bank esti
mates that only 7 per cent of the investment in infrastructure in 
the developing countries currently comes from the private sec
tor. This is likely to double by 2000. 

Private capital is finding its way into infrastructure 
through privatisation of existing utilities as well as through 
construction of new projects on a build-operate-transfer basis 
allowing the contractors to build the project and then to make 
money by keeping a fixed share of revenues the projects gen
erate. Private finance for infrastructure can be tapped from 
commercial banks, stockmarkets or bond markets. The banks 
are the first choice; yet, experience suggests that the appetite 
of commercial banks for infrastructure projects is limited. In 
fact, it is the capital markets which have emerged as the major 
source of private finance for infrastructure. Between 1988 and 
1992, developing countries raised $ 62 billion through privati
sations, about a third of which involved infrastructure' related 
shares. Asia raised $ 7 billion and is all set to increase its sh·are. 
The floatation of Telecom. Asia, a Thai company with no assets 
other than a concession to install three million phones, created 
the largest company on the Thai stock exchange, capitalised at 
over $7 billion. 

Bond markets are the third major source of private 
finance for infrastructure. They command large amounts of 
capital and are comfortable with maturities of 15 to 20 years 
which tend to bother banks. China's Finance Ministry 
announced in October, 1994 that it plans to issue $10 billion 
worth of bonds over the next five years to help finance infra
structure. The bonds, however, still need sovereign guaran
tees to succeed. The snag is that with governments worry
ing over their debts, such sovereign guarantees are increas-
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ingly hard to come by. 
The most obvious problems for infrastructure projects 

are political. Political risk is not just the risk of dynastic up
heavals. In many countries, infrastructure facilities are subsi
dised. Investors will put in financial capital only if they can be 
sure that a government will in return commit its political will to 
the tricky business of phasing out subsidies. 

Just how tricky that business can be was illustrated by 
a recent spat between the Thai Government and a group of 
investors in an urban motorway in Bangkok. At the last 
moment, the Thais baulked at raising road tolls to the level 
agreed in the contract and the deal unravelled. The episode set 
investors thinking. If tolls charged to affluent car users are so 
pOlitically vulnerable, how will a subway or a bus system be 
financially viable? 

There are also more obvious financial risks. Foreigners 
will be lending in dollars or yen, but a power plant in Indonesia 
will generate incomes in rupiah. If the rupiah were suddenly to 
depreCiate in value against the dollar, would payments be guar
anteed? And how is the currency risk balanced between the 
borrowers and the lenders? Questions like these become even 
more pointed in China where the currency is not yet convert
ible. Then the question is whether access to foreign exchange 
markets can be guaranteed at all. Looking further into the 
future, some investors are also beginning to worry ab.out envi-
ronmental risks. . 

Balancing all · these concerns makes negotiating 
infrastructure deals complicated. Haggling between govern
ments, contractors and bankers over billion-dollar projects 
takes years. But in the tug of war between investors and bor
rowers , the investors have one advantage. The longer the 
Asian countries wait, the more acute their infrastructure needs 
will become. And international financiers have a queue of 
potential borrowers competing for capital both in Asia and the 
rest of the world. 

Source: The Economist: November 12, 1994 



billion in 2005-06. Our projections suggests that total exter
nal debt would increase from the current level of about US 
$ 100 billion to about us $ 140 billion in 2000-01 and US $ 
200 billion in 2005-06. These projections imply that debt
service ratios would be maintained at between 15 and 20 
per cent of current receipts. 

A key conclusion from this exercise is that high 
growth in trade is absolutely essential if India is to attract 
external capital inflows of the volumes desired and on a sus
tainable basis. Infrastructure investments of the level pro
jected therefore imply a sustained growth in exports which 
is necessary for both the servicing of increasing level of 
external liability and for equipment imports in the infra
structure sector. of the external capital inflows projected, 
our expectation is that about 40 per cent could flow into the 
infrastructure sectors. 

Domestic Savings Must Grow: Another important conclu
sion from this exercise is that expecting a much higher level 
of external capital inflows than those pro-
jected may well be unrealistic. Broadly 
speaklng, external savings cannot be 

hold finanCial savings to increase from the current level of 
11 per cent of GDP to about 13 per cent in 2000-01 and 14.5 
per cent in 2005-06. Accounting for the fall in physical sav
ings, total household savings are projected to increase only 
modestly from the current 18 per cent of GDP to about 19.5 
per cent in 2000-01 and 20 per cent in 2005-06. Whereas the 
capital market can be expected to continue to mobilise 
household savings for investment in equity, new measures 
will be needed to direct an increasing volume into long-term 
debt instruments and into contractual savings such as life 
insurance, pension and provident funds. This will reqUire 
urgent reforms in these sectors so that India's fast-urbanis
ing population gets easy access to such safe savings instru
ments. These are particularly important for infrastructure 
sectors which reqUire financial resources which have longer 
maturities. as are typically proVided by life insurance, provi
dent and pension funds, 

The Investments ReqUired: This macro-economiC exercise 
suggests that it is quite feasible for total 
investments in infrastructure to increase 
from the current level of 5.5 per cent of 

expected to finance much more than 10 
per cent of total domestic investment 
requirements, or about 12 to 15 per cent of 
non-physical investments. The bulk of 
resources for overall investment for infra
structure would have to emanate from 
domestic savings. 

The share of the 
GDP to about 7 per cent by 2000-01 and 8 
per cent by 2005-06. In absolute terms, 
this implies that the annual level of invest
ment could rise from the current Rs 600 
billion (US $ 17 billion) to about Rs 1.1 00 
billion (US $ 30 billion) by 2000-01 and Rs 
1,800 billion (US $ 50 billion) by 2005-06. 
This implies total infrastructure invest
ment requirements of about Rs 4,000 to 
4500 billion (US $ 115 to 130 billion) over 
the next five years. This would rise to 
about Rs 7500 billion (US $ 215 billion) in 
the follOWing five years (2001-02 to 
2005-06). If. as we expect. about 40 per 
cent of total external capital inflows go 
into the financing of infrastructure, we 

private corporate 

Our analysis of domestic savings sug
gests that if an adequate level of resource 
generation is to take place in the country 
for the required investments, public sector 
savings must rise Significantly over the 
next five to 10 years. Increase in public sec
tor savings implies greater effiCiency and 
financial Viability of public sector enterpris
es (PSEs) such as the State Electricity Boards 
(SEBs). Thus improvement in public sector 

sector and 
household sector 
financial savings 

should continue to 
rise as a proportion 

of total savings. 

savings is likely to crowd in private savings 
flowing into infrastructure sectors. Public sector savings 
have been projected to improve from the current level of 
about 1.7 per cent of GDP to 2.5 per cent by 2000-01 and 3 
per cent by 2005-06. It ~ould, however, be desirable for pub
lic sector savings to be targeted to improve f,!ven more than 
these projections. 

The private corporate sector has exhibited a very 
encouraging trend in the generation of savings through high
er profits and retained earnings in the last few years. Their 
share in total savings can be expected to continue to increase 
as more segments of the economy become corporatised. 
Similarly, household savings show a continuing increase in 
financialisation since the early 1980s, along with a corre
sponding fall in physical savings. We have projected house-

could expect about 15 per cent of total cap
ital requirements for infrastructure to be 

externally financed. The rest-as much as 85 per cent
will have to be domestically financed. 

The Expert Group also made bottom-up estimates for 
requirements in each infrastructure sector. The aggregate of 
the estimates proVided by sectoral experts exceeded the 
macro-estimates given above by about 40 to 50 per cent. 
That may be seen as an indicator of the gap between what 
is feasible and what is desired for achieving a more rapid 
attainment of a decent level of infrastructure services in the 
country. To the extent that each sector will receive invest
ments in accordance with facilitating regulatory frameworks 
and commercial Viability, there would be leads and lags in 
investment levels between the sectors as compared to the 
projections made here. 
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1 INDIA: BALANCE OF PAYMENTS: CURRENT ACCOUNT (1980-1994) 
..................................................................................................................................................................... 

(US $ MILLION) 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

Interest Payments 4771 4474 4040 4151 4528 4450 4441 4561 5136 5724 6353 7033 7768 8532 9273 10136 
Official 1492 1513 1629 1701 1845 1933 1948 1936 1907 1880 1887 1914 1954 1998 2038 2124 
Private 2246 1931 1741 1812 1987 1896 1966 2107 2703 3296 3882 4489 5136 5809 6463 7192 
Other 1033 1029 670 638 697 622 527 518 526 548 584 631 678 725 773 820 

Disburesements 10919 7072 9132 5373 8841 5855 10175 13278 13782 15520 17737 19643 21834 23258 25576 27471 
Official 3570 4213 3296 3666 3067 2920 3719 3324 3230 3670 4137 4343 4434 4458 4376 4371 
Private 3016 2810 2942 3158 3464 3148 5506 8954 9502 10750 12500 14200 16300 17700 20100 22000 
Other 4333 .49 2894 -1451 2311 -213 950 1000 1050 1100 1100 1100 1100 1100 1100 1100 

Amortisation 3123 3028 3283 4303 5368 6766 7197 4902 5319 6585 7684 8803 10949 12517 14417 16294 
Official 1223 1467 1658 2373 1817 1961 2423 2628 2737 2824 2838 2996 3128 3237 3364 3621 
Private 1175 1102 1292 1796 2377 3182 3806 1632 2170 3511 4818 5807 7822 9280 11053 12673 
Other 726 460 334 134 1174 1623 969 643 411 250 28 0 0 0 0 0 

Debt Servicing 7894 7502 7323 8454 9896 11216 11638 9463 10454 12309 14037 15836 18717 21049 23690 26430 
Official 2715 2980 3287 4074 3662 3894 4370 4563 4644 4704 4725 4910 5082 5235 5401 5745 
Private 3421 3033 3033 3607 4364 5078 5772 3739 4873 6807 8700 10296 12957 15088 17516 19865 
Other 1758 1489 1004 772 1871 2245 1496 1161 937 798 612 631 678 725 773 820 

Debt Outstanding 81983 83947 89822 92104 98990 99515 102367 110693 119157 128341 138894 150433 162218 174059 186518 199194 
Official 48429 49512 54018 56422 62552 64503 65799 66495 66988 67834 69132 70479 71785 73006 74018 74767 
Private 22387 23914 24667 27015 27037 27947 30023 37795 45626 53615 62297 71890 81769 91789 102636 113963 
Other 11167 10~21 11138 8667 9401 7065 6546 6403 6542 6892 7464 8064 8664 9264 9864 10464 
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A 
2 GROSS DOMESTIC SAVINGS AND INVESTMENT (1980-1995) (RS BILLION AT CURRENT PRICBS) ..................................................................................................................................................................... 

1980/81 1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 

I. Household Sector 218.5 237.1 237.1 304.9 316.4 380.2 416.4 566.2 682.5 824.7 1062.8 1092.7 1187.0 1391.5 1786.96 

A. Financial Savings 86.1 95.9 125.6 135.5 178.8 185.4 232.1 268.2 271 .8 371 .7 463.5 620.5 593.3 861 .3 1053.0 
Currency 16.3 9.6 20.3 27.8 28.5 22.2 30.9 48.2 42.6 76.6 62.5 81.6 65.6 133.7 160.16 
Net Deposits 29.9 30.0 46.2 38.8 56.5 53.0 80.8 76.8 44.7 49.0 78.4 146.1 147.1 257.0 359.69 
Shares and Debentures 4.4 5.1 7.7 7.8 13.2 19.8 23.3 20.1 25.6 49.0 84.1 157.0 129.4 135.6 115.98 
Net claims on Govt. 5.8 16.6 11.4 17.8 29.2 32.2 26.7 33.5 50.3 60.6 73.6 44.6 35.3 60.6 101.1 
Life Insurance Funds . 8.6 9.8 11.5 13.0 14.5 16.8 19.8 24.5 33.1 41 .5 53.4 66.2 67.7 92.0 109.9 
Provident & Pension funds 21.2 24.9 28.6 30.5 36.9 41.4 50.7 65.1 75.5 95.1 111.6 125.0 148.2 182.5 206.19 

B. Savings in Physica,l Assets 132.4 141 .1 111.5 169.3 137.6 194.9 184.3 298.0 410.7 453.0 599.2 472.2 593.8 530.2 733.94 

II. Private Corporate Sector 22.8 25.0 29.1 31.7 39.5 53.2 52.1 57.9 83.2 116.5 149.4 194.9 198.4 276.7 359.66 

III. Public Sector 46.5 72.5 78.2 67.8 65.3 84.6 80.0 72.2 81 .0 74.2 54.4 118.9 108.2 43.7 159.86 

Groll Domestic Savings 287.9 334.6 344.4 404.4 421.1 518.0 548.5 696.3 846.7 1015.4 1266.5 1406.5 1493.7 1711.8 2306.5 

IV. Foreign Savings 22.9 31 .1 29.3 31 .0 41 .8 73.4 77.3 83.0 124.6 123.0 182.0 40.2 112.7 21 .5 77.62 

Gross Domestic Investment 310.7 365.7 373.7 435.4 462.9 591.4 625.8 779.3 971 .3 1138.4 1448.5 1446.7 1606.3 1733.3 2384.1 

Source: GSQ, National Accounts Statistics. 



ANNEX A2.1 
Our projections are based on a interlinked model containing 

various sub-models. These models are: (i) Investment Model; (ii) 
Economic Growth Model; (iii) Savings Model; (iv) Balance of 
Payments Model; and (v) Debt Model. Spreadsheets have been 
developed for all the sub-models except the model which has been 
developed in Javelin, a database software. This framework is 
designed to estimate macro-economic variables for India for the 
next 10 years. 

Investment Model 
This model estimates the total investment requirements in infra
structure; estimates the share of public sector participation in this 
investment, and disaggregates the investment requirements by 
sector. The Gross Domestic Investment, Public Sector Investment, 
Infrastructure Investment, and Public Sector Infrastructure 
Investment are expressed as a percentage of GOP. Sectorwise 
investments have been calculated, by using past trends and in 
some cases with exogenous ratios (for details see Annexures II 
and III). The Investment Capital Output Ratio (ICOR) is maintained 
at a level below 4.0 per cent to ensure efficiency in the economy. 

Economic Growth Model 
The Economic Growth Model has been constructed to estimate the 
Real Growth in the Economy. In this framework, Gross Domestic 
Product (GOP) of various sectors has been projected and these 
projections are then added up to get the aggregate GOP at factor 
cost. The GOP at market prices is defined as GOP at factor cost 
plus Net Indirect Taxes (indirect taxes minus subsidies) . The 
underlying assumptions for subsidies and taxes are (i) decline in 
subsidies as percentage of GDPfc; (ii) decline in the ratio of cus
toms duties over imports; (iii) increase in ratios of excise duties, 
sales taxes and other indirect taxes to GOP. 

BOP Model 
This model projects the Balance of Payments for the next 10 years. 
The underlying assumptions in this model are (i) exports and 
imports double in next five years; (ii) in the terminal year, exports 
and imports reach 18 and 20 per cent of .GDP respectively; (iii) 
current account balance as percentage of GOP reach 3 per cent of 
GDP; (iv) reserves are seven months of imports by terminal year; 
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(v) reduction in import of capital goods; (vi) increase in the foreign 
investment with lower component df portfolio investment; (vii) 
increase in commercial borrowings. 

The rate of return on foreign investment in the economy is 
assumed to be of the order of 14 per cent 'after a lag of three 
years. Of this, 50 per cent will be retained within the economy for 
reinvesment in capital.(for more details see Annexure II). Factor 
payments and capital account estimates are projected using the 
Debt Model. 

Savings Model 
This estimates the financial requirement of the projected invest
ments. Gross Domestic Savings is defined as Gross Domestic 
Investment obtained from the Investment Model minus Foreign 
Savings obtained from the BOP model. Domestic Savings are fur
ther disaggregated into Public Sector Savings, Private Corporate 
Savings, and Household Sector Savings. Household Sector 
Savings are diaggregated into Financial Assets and PhYSical 
Assets. 

Debt Model 
Debt projections are made ' using a debt module. Shortfall in the 
current account has been used as a basis for projecting the debt 
flows. The main assumptions are: (I) major increases will be from 
private creditors; and (ii) Interest rate on loans from private cred
itors is assumed at Libor plus 150 basis points. The debt model 
computes the disbursement and repayment schedule for a given 
debt commitment. 

The Major Interlinkages 
(a) While calculating the Net Indirect Taxes to estimate Gross 
Domestic Product, customs duties have been calculated using 
imports projections from the BOP model. 

(d) Gross Domestic Savings have been estimated using the 
Gross Domestic Investment estimated in the Investment Model 
and Current Account Balance (Foreign Savings) from BOP Model. 

(e) In the BOP projections, Factor Payments are based on the 
Debt Model. Except Foreign Investment, all other variables in the 
capital account are estimated from the Debt Model. Based on these 
projections, BOP Factor Payments also have been computed. 



ANNEXA2.2 
A. INVESTMENT MOOEL 

I. Gross Domestic Investment (Rs current prices) = GDI(K$) • [GDI(K$) 
Deflator/100] • Exchange Rate 

a) GDI(K$) = GDI(KR) 1 Exchange Rate of 1980/81 
b) GDI(KR) = Fixed Investment(KR) + Increase in Stock Ratio(KR) 
c) Fixed Investment(KR) = Fixed Investment(KR) as % of GDPfC(KR) • 
GDPfc(KR) 
d) Fixed Investment(KR) as % of GDPfC(KR): Exogenous 
e) Increase in Stock Ratio" Increase in Stock Ratio as % of Fixed 
Investment(KR) * Fixed Investment(KR) 
f) Increase in Stock Ratio as % of Fixed Investment(KRf Exogenous 
g) GDI(K$) Deflator = GOI(K$) Deflato(1 * (1 + Growth in GOI(K$) 
Deflator) 
h) Growth in GDI(K$) Deflator = 0.02 * Dollar Deflator Growth of 
Imports (Goods) + 0.98 * GDP implicit dollar Deflator growth 
i) GOP Implicit Dollar Deflator Growth = GOP Implicit $ Deflator 1 GOP 
Implicit $ Deflator-1 
j) GOP Implicit Dollar Deflator = [GDPmp (Rs.)! Exchange 
Rate IGDPmp(K$)] 
k) GOPmp(Rs), Exchange Rate, GOPmp(K$F National Accounts 
Projections 
I) Dollar Deflator of Imports (Goods) = Imports of Goods (customs) 
US $ current / Imports of Goods (customs)(K$) 

1) Imports of Goods (customs) US $ current: BOP Projections 
2) Imports of Goods (customs)(K$) = Food(K$) + Other Consumer 

Goods(K$) + P.O.L(K$) + Capital Goods(K$) + 
Intermediate (K$) + Import discrepancy 

a) Food(K$) = Food Grains + Edible Oils + Others 
Food grains: BOP Projections 
Edible Oils: BOP Projections 
Others = Other Food-1 * (1 + Growth ot Dther Food Imports) 

Growth of Other Food Imports = Imports of Other Food, elasticity * 

(Private Consumption(K$) 1 Private consumptiOn(K$)-1) 
Imports ot Other Food, elasticity: BOP Assumptions 
Private Consumption(K$) : BOP Projections 

b) Other Consumer Goods = Other Consumer Goods-1 * (1 + Growth in 
Imports of Other Consumer Goods) 

Growth in Imports of Other Consumer Goods = Imports of SITC 8&9, 
Elasticity to Private Consumption * (Private Consumption(K$) IPrivate 
Consumption(K$) -1) 
Imports ot SITC 8&9, Elasticity to Private Consumption: BOP 
Assumptions 

c) P.O.L. Imports = Crude Oil + Petroleum products 
Crude Oil = Crude Oil-1 * (Volume of Crude Imports 1 Volume of Crude 
Import·s-1) . 
Volume of Crude Imports = Consumption + Stopk-Production 
Consumption, Stock, Production: Exogenous 
Petroleum Products = Petroleum Products-1 * (Volume of Petrol 
Imports! Volume ot Petrollmports~ 1) 
Volume of Petrol Imports = Consumption + Stock + POL Exports -
Production from Petrol - Production from Gas 
Consumption = Consumption-1 * (1 + Elasticity of Consumption w.r.t 
GOPfc * Real GOPfc Growth) 
Elasticity ot Consumption w.r.t GOPfc: BOP Assumptions 

Real GOPtc Growth: National Accounts Projections 
Stock, POL Exports: Exogenous 
Production = Production from Petrol + from Gas 
Production trom Petrol: Exogenous 
Production from Gas = Production from Gas-1 • (1 + Growth in 
Production) 
Growth in Production from Gas: BOP Projections 
d) Capital Goods = Capital Goods-1 * (1 + Growth in Capital Goods 
exports) 
Growth in Capital Goods Exports = Import of capital goods, Elasticity to 
investment * (Growth in fixed investment(K$)) 
Import of Capital Goods elasticity: BOP Assumptions 
e) Intermediate Goods = Primary + Manufactures 
Primary Goods = Primary Goods-1 * (1 t Growth in Primary Goods) 
Growth in Primary Goods = Primary, Elasticity to GOP(lndustry) * 
Growth in GDP(lnd)(K$) 
Primary, Elasticity to GOP (Industry): BOP Assumptions 
Growth in GOP (lndustry)(K$) : National Accounts Projections 
f) Manufactures = Manufactures-1 * (1 + Growth in Manufactures 

imports) 
Growth in Manufactures imports = Manufactures Elasticity to GDP(lnd) 
* Growth in GOP(lnd)(K$) 
Manufactures Elasticily 10 GOP(lnd): BOP Assumptions 
gj Import discrepancy: Exogenous 
II. ICOR (5 years average, 1 year lag) = [{GOI(KR)-1 + GOI(KR)-2 + 
GDI(KR)-3 + GOI(KR)-4 + GOI(KR)rS} 1 {GOPmp(KR) - GOpmp(KRt-Sl] 
III. ICOR (1 year incremental) = GOI(KR)-1/[GOP(KR) - GOP(KR)- ] 

SECTORAL PROJECTIONS 

I. GOI'nf = GDI'nf as % of GDPmp • GDPmp 
GOllnf as % ot GOPmp: Exogenous 

Infrastructure has been divided ito S major sectors. They are: 
1) Electricity, Gas and Water Supply = Electricity etc. share in GOI,nt • 

GD/'nt 
Electricity etc. share in GOI = 6 years (1989/90 to 1994195) average 

ratio: Exogenous. 
2) Railways = Railways share in GOI'nf • GDI'nt 
Railways share in GOI = 6 years (1989/90 to 1994/95) average 
ratio: Exogenous. 
3) Communications = Communications share in GO! * GDI. 
Communications share in GOI = 6 years (1989/90 to 1994/95) average 
ratio: Exogenous. 
4) Storage = Storage share in GOI * GOI. 
Storage in share in GOI = 6 years (1989/9010 1994/95) average 
ratio: Exogenous. 
5) Other Transport: Residual 
II. GDI-Public Sector = GO I-Public Sector as % of GOPmp * GOPmp 

GD/-Public Sector as % of GOP: Exogenous 
III. GDI-Public Sector-Infrastructure =GDI-Pub-Inf. as % of GDPmp * 

GDPmp 
GD/-Pub-Inf. as % ot GOPmp: Exogenous 

Infrastructure has been divided in to 5 major sectors. They are: 
1) Electricity, Gas and Water Supply = Electricity etc. share in GDIElec * 
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GDIElec. 
Electricity etc. share in GOIElec : Exogenous. 
2) Railways = Railways share in GDIRly * GDIRly 
Railways share in GOIRly: Exogenous. 
3) Communications: Exogenous 
4) Storage", Storage share in GDllnf * GDllnf. 
Storage in share in GOI = 5 years (1988/89 to 1992/93) average 
ratio: Exogenous. 
5) Other Transport = Other Transport share in GDIOT * GDIOT 
Other Transport sliare in GDIOr Exogenous. 
IV. GOI-Private Sector: Residual 
V. GDI-Private Sector-Infrastructure: Residual 

B. ECONOMIC GROWTH MODEL 

I. Gross Domestic Product at market prices = GDP at factor cost + Net 
Indirect Taxes 
1) GDPfc = GDPfC(KR) * (GDPfc Deflator/100) 

KR: Constant Rupees (1980/81 prices) 

A) GDPfC(KR) = Agr. and Allied(KR) + Manufacturing(KR) + Mining and 
Quarrying(KR) + Other IndustrY(KR) + Services etc(KR) 

a) Agr. and Allied(KR) = Agr. and Allied(KR) -1 * (1 + Real Growth in 
Agr. and Allied) 
Real Growth in Agr. and Allied: Exogenous 
b) Manufacturing(KR) = Manufacturing(KR) -1 * (1 + Real Growth in 
Manufacturing) 
Real Growth in Manufacturing: Exogenous 
c) Mining and Quarrying(KR) = Mining and Quarrying(KR) -1 * (1 + Real 
Growth in Mining and Quarrying) 
Real Growth in Mining and Quarrying: Exogenous 
d) Other IndustrY(KR) = Other IndustrY(KR)-1 * (1 + Real Growth in 
Other Industry) 
Real Growth in Other Industry: Exogenous 
e) Services etc. = Services-1 • (1 + Real Growth in Services) 
Real Growth in Services: Exogenous 

B GDPfc Deflator = GDPfc Deflator * (1 + GOP Inflation) 
GOP Inflation: Exogenous (1996/97 onwards, inflation assumed to be 

'zero', to calculate the imports at 1995196 prices) 
2. Net Indirect Taxes = Indirect Taxes - Subsidies 
A. Direct Taxes = Customs Duties + Excise Duties + Sales Tax + Other 
Indirect Taxes 

a) Customs Duties = Import Duties as % of Import of 
Goods * Merchandised Imports 
Import Duties as % of Import of Goods: Exogenous 
Merchandised Imports = Import Goods (current US $) * Exchange Rate 

Imports of Goods (current US $): BOP Projections 
Exchange Rate: Exogenous 
b) Excise Duties = Excise duties as % of GDPfc * GDPfc 
Excise duties as % of GOPfc: Exogenous . 
c) Sales tax = Sales tax as % of GDPfc * GDPfc 
Sales tax as % of GOPfc: Exogenous 
d) Other Indirect Taxes = Other Indirect Taxes-1 * (GDPfc/GDPfc-1) 

B. Subsidies = Subsidies as % of GDPfc * GDPfc 
Subsidies as % of GOPfc: Exogenous 

3. Net Indirect TaxeS(KR) = Net Indirect Taxes * (100/NID Deflator) 
Net Indirect Taxes Deflator = NID Deflator-1 * (1 + GDP Inflation) 
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C. BALANCE OF PAYMENTS MODEL 

I. Merchandise Exports 
1. Merchandise Exports = Primary Goods + Manufacturing Goods + 
Statistical Discrepancy 
2. Primary Goods", Fish + Rice + Cashews + Coffee Tea + Spices + Iron 
are + Other Primary Goods I 

Primary Goods: Pi 
Pi = Pi(K$) * (Price Deflator for Pill 00); K$ Constant Dollar 
Pi(K$) = Pi(K$) -1 * (1 + K$ growth rate of Pi) 
K$ growth rate of Pi : Exogenous 
Growth in Price Deflator for Pi is calculated from the Commodity 

Price Indices projections. Commodity Price Indices are 
exogenous. However, 1996/97 onwards we have assumed 'zero' price 
rise (i.e. Exports are projected at 1995/96 prices). 
3. Manufacturing Goods = POL exports + Non-POL exports. 
4. POL Exports = POL Exports Deflator * [POL Export Price ($IT) 

POL Deflator: Exogenous 
POL Export Price ($IT) = POL Export Price ($ITf 1 * (1 + Price increase 
in POL) 
Price increase in POL: Exogenous 

5. Non-POL exports = Non-POL ExportS(K$) * (Manufacturing 
Deflator/100) 
Non-POL ExportS(K$) = Non-POL Exports-1 * (1 + Growth in Non-POL 
Exports) 

Growth in Non-POL Exports: Exogenous 
Growth in Manufacturing Deflator = MUV Growth 
MUV Growth: Exogenous (1996/97 onwards we have assumed 'zero' 
growth; i.e. Exports are projected at 1995/96 prices). 

6. Statistical Discrepancy: Exogenous 

II. Merchandise Imports 
7. Merchandise Imports = POL Imports + Non-POL Imports + Non
Customs 
8. POL Imports = Imports of Crude Oil + Imports of Petroleum Products 
Imports of Crude Oil = Imports of Crude(K$) * (Crude Oil Deflator/100) 

a) Imports of Crude(K$) = Imports of Crude(K$) -1 * (Volume of Crude 
Import/Volume of Crude Import-1) 
b) Volume of Crude Import = Oil Consumption + Oil Stock - Oil 
Production 
cl Oil Consumption, Oil Stock, Oil Production: Exogenous 
d) Crude Oil Price Deflator = Crude Oil Price Deflato( 1 * (1 + Growth in 
Petrol Price Deflator) 
e) Petrol Price Deflator = Petrol Price Deflator-1 * (IEC oil price 
($/BBL)/IEC oil price ($/BBLf 1) 
f) IEC Oil Price ($/BBl:) = IEC Oil Price ($/BBLf 1 * (1 + PrimaryFY 1 
PrimarYF{1) 
g) PrimarYFY = 0.75 * PrimaryCY + 0.25 * PrimaryCY+ 1 

hI PrimaryCy: Exogenous (1996/97 onwards, change in P;;maryCY IS 
assumed to be 'zero'to calculate imports at 199519,6 prices). 

Imports of Petroleum Products = Imports of Petroleum.Products(K$( 
(Petrol Deflator/1 00') . . 

a) Imports of Petrol. ProductS(K$) = Imports of Petrol ProductS(K$)-1 
* (Volume of Petrol Products ImportsNolume of Petrol Products 
Imports-1 ) 
b) Volume of Petrol Products Imports", Consumption + Stock + Petrol 
Exports - Production from Petrol - Production from Gas 
c) Petrol Consumption = Petrol Consumption-r * [1 + Elasticity of 



Consumption W.r.t to GDPfc * GDPfC(KR)l 
d) Elasticity of Consumption w.r.t. GDPfc: Exogenous 

GDPfC(KR): Gross Domestic Product at factor cost in constant prices 
e} Petrol Stock: Exogenous 
f} POL Exports: Exogenous 
g) Production from Petrol = Production hom Petrol-1 * (1 + Growth in 
Production) 
h} Growth in Petrol Production: Exogenous 
i) Production from Gas = Production from Gas-1 * (1 + Growth in 
Production) 
i) Growth in Gas Production: Exogenous 

9.Non-POL Imports = Food + Other Consumer Goods + Capital Goods + 
Intermediate Goods Imports. 
Food Imports = Food Grains + Edible Oils + Other 

a) Food Gains = Food Grains-1 * (1 + Growth rate in Food Grains 
Imports) 
b) Growth rate in Food Grains Imports = Food Price DeflatorFY / Food 
Price DeflatorF{ 1 
c) Food Price DeflatorFY = 0.75 * Food Price DeflatorCY + 0.25 * Food 
Price DeflatorCY+ 1 

d} Food Price DeflatorCY: Exogenous (1996/97 onwards, change in 
this Deflator assumed to be 'zero', to calculate the imports at 
1995/96 prices). 
e) Edible Oils" Edible Oils-1 * (1 + Food Price DeflatorFy/100) 
f) Other Food" Other Food-1 * (1 + Growth rate in Food Price 
Deflator) * Other Consumer Goods" Other Consumer 
Goods(K$) * (Deflator/1 00) _ 
a) Other Consumer Goods Imports(K$) = Other Consumer GoodS(K$) 
1 * (1 + Consumer Goods Deflator/100) 
b) Consumer GOOdS(K$)= Other Consumer GOOdS(K$)-1 * (1 + MUV 
growth) 
c) Other Consumer Goods Deflator = Deflator-1 * (1 + MUV growth) 
d}MUV Growth: Exogenous (1996/97 onwards, change in this Deflator 
assumed to be 'zero', to calculate the imports at 1995/96 prices). 

Capital Goods = Capital Goods(K$) * (Capital Goods Deflator/1 00) 
a) Capital Goods(KW Capital GoOds(K$)-1 * (1 + Capital Goods(K$) 
growth) 
b) Growth rate in Capital Goods(K$) " Import Elasticity of capital goods 
to Investment * Growth rate in Fixed Investment(K$) 
c) Growth rate in Fixed Investment(K$) = Fixed Investment(K$J'Fixed 
I nvestment(K$)-1 
d) Fixed Investment(K$)= Gross Fixed Investment(KR)1 980 Exchange 
Rate e)Gross Fixed Investment(KR): Investment Projections 
f) Import Elasticity of Capital Good w.r.t. to Investment: Exogenous 

Intermediate Goods = Primary Goods + Manufacture Goods 
a) Primary Goods" Primary Goods(K$) * (Primary Deflator/100) 
b) Primary Goods(K$) = Primary Goods(K$)-1 • (1 + Growth in 
Primary Imports) . 
c) Growth rate in Primary Imports = Primary. Elasticity to GDPfC(ind) , 
Realgr~wth rate in GDPfc(ind) 
d} Primary Elasticity to GDPfc(indF Exogenous 
e)Real Growth rate in GDPfc(indF National Accounts Projections 
f) Primary Deflator" Primary Deflator-1 * (1 + Primary Inflation) 
g) Primary Inflation = PrimaryFy/PrimarYF{1 
h) PrimarYFY = 0.75 * PrimaryCY + 0.25 ' PrimaryCY+ 1 
i) PrimaryCY: Exogenous{1996/97 onwards, change in this Deflator 
assumed to be 'zero', to calculate the imports at 1995/96 prices). 
j) Manufacture Goods = Manufacture(K$) '(Manufacture Deflator/100) 

k) Manufacture GOOds(K$) = Manufacture GoOds(K$) -1 * (1 + Growth 
in Manufacture Imports) 
I) Growth rate in Manufacture Imports" Manufacture Elasticity to 
GDPfc(ind) * Real growth rate in GDPfC(ind) 
m}Manufacture Elasticity to GDPfC(indF Exogenous 
n} Real Growth rate in GDPfc(indF National Accounts Projections 
0) Manufacture Deflator = Manufacture Oeflator-1 * (1 + Manufacture 
Inflation) 
p) Manufacture Inflation ManufactureFY/ManufactureFY-1 

q) ManufactureFY = 0.75 ' ManufactureCY + 0.25 * ManufactureCY+ 1 

r) ManufactureCY: Exogenous(1996/97 onwards, change in this 
Deflator assumed to be 'zero', to calculate the imports at 1995/96 
prices}. 

Non-Custom Imports: Exogenous 
III. Trade Balance = Exports(goods) - Imports (goods) 
IV. Invisible Balance (net) = Non-Factor Services (net) + Net Investment 
Income + Private Transfers (net) 
Non-Factor Services (net) = Non-Factor Services Receipts - Non-Factor 

Services Payments 
a) Non-Factor Services Receipts = NFS receipts-1 ' (1 + Growth rate in 
Exports(goods)/NFS receipts ratiO) 
b} NFS receipts ratio: Exogenous 
c) Non-Factor Services Payments = NFS payments-1 * (1 + Growth rate 
in Imports(goods)/NFS receipts ratio) 
d} NFS payments ratio: Exogenous 

Net Investment Income = Factor Services Receipts - Factor Services 
Payments 
a) Factor Services Receipts = Reserves Target * (Libor rate/Fact()r 
Services receipts ratio) 
b} Libor rate: Exogenous 
c} Factor Services receipts ratio: Exogenous 
d) Factor Services Payments = Interest Payments on long Term Debt + 
IMF Charges + Short Term Debt + Other Factor Payments 
e} Interest Payments on Long Term Debt, IMF Charges, Short-Term 
Debt: Debt Projections 
f) Other Factor Payments = Foreign Investment Stock-3 * (0.07) 
g) Foreign Investment Stock = Foreign Investment Stock-1 + Direct 
Foreign Investment + Portfolio Investment + Retained Earnings 
h} Direct Foreign Investment, Portfolio Investment: Exogenous 
i) Retained Earnings = Foreign Investment Stock-3 * (0.07) 

Private Transfers (net) = Private Transfers Receipts - Private Transfers 
Payments 

a) Private Transfers Receipts = Workers Remittances * Transfers 
receipts growth 
b) Workers remittances: Exogenous 
c} Transfers receipts growth: Exogenous 
d) Private Transfers Payments = Private Transfers payments-1 * (1 + 
MUV Growth) 

IV. Current Account Balance = Trade Balance + Invisibles Balance (net) 
V. Capital Account Balance (with IMF) = Grant Aid + Official Borrowings 
(net) + Commercial Borrowings (net) + Private Non-Guaranteed 
Borrowings (net) + Net IMF Credit + Net NRI Deposits + Bilateral Balance 
+ Foreign Investment 

a) Grant Aid, Official Borrowings, Private Non-Guaranteed Borrowings, 
Net IMF Credit, Net NRI Deposits : Debt Projections 
b) Bilateral Balance: Exports of Goods to Former Soviet Union 
(Exogenous) 
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VI. Change in Reserves = Current Acc. Balance-Capital Account Balance 

D. SAVINGS MODEL 

I. Gross Domestic Investment as % of GOP: Investment Projections 
II. Foreign Savings = -Current Account Balance 

Current Account Balance: BOP Projections 
III. Gross Domestic Savings = Gross Domestic Investment - Foreign 

Savings 
IV. Public Sector Savings as % of GOP: Exogenous 
V. Private Corporate Savings: Exogenous 
VI. Household Sector Savings = Gross Domestic Savings - Public Sector 

Savings - Private Corporate Savings 
VII. Financial Savings = Household Sector Savings - Savings in Physical 

Assets 
VIII. Net Deposits, Share and Debentures, Net Claims on Govt., Life 
Insurance Funds, Provident and Pension Funds, Savings in Physical 
Assets: Exogenous 
IX. Currency with the Public: Residual 

E. DEBT MODEL 

Interest Payments = Official Creditors + Private Creditors + Private Non
Guaranteed Debt + IMF Charges + Short-Term Debt 
I. Official Creditors = Multilateral + Bilateral 
A. Multilateral = Concessional + Non-Concessional 
A1. Concessional = IDA + IBRD + Other 
A2. Non-Concessional = I BRD + Other 
B. Bilateral = Concessional + Non-Concessional 
II. Private Creditors = Suppliers + Commercial Banks + Bonds + Other 
Private 
III. Private Non-Guaranteed Debt 
Interest Payments = Interest Payments Existing Debt + Interest Payments 
on New Debt 
IBRD Concessional Interest Payments: Exogenous 
Interest Payments on Existing Debt: Exogenous 
Interest Payments on New Debt = (Interest rate * New Debt-1 )/2 + 
[Interest rate * (New Debf 1 )-Repayments/2]12 
IV. IMF Charges: Exogenous 
V. Short-Term D.ebt = (Short-Term Debt Stock-1 + Short-Term Debt 
Stock) * (Libor/1.6) 
Capital Account 
Disbursements 
1. Official Creditors = Multilateral + Bilateral 
A. Multilateral = Concessional + Non-Concessional 
A 1. Concessional. = IDA + I BRD + Other 
A2. Non-Concessio'nal = IBRD + Other 
B. Bilateral = Concessional + Non-Concessional 
II. Private Creditors = Suppliers + Commercial Banks + Bonds + Other 
Private 
III. Private Non-Guaranteed Debt 
Disbursements = Pipeline Disbursements + New Disbursements 
IBRD Concessional Disbursements: Exogenous 
Pipeline Disbursements: Exogenous 
New Disbursements: Calculated from New Commitments, using Time 
Delay Blocks 
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New Commitments: Exogenous 
IV. IMF Charges: Exogenous 
V. Shori-Term Debt: Exogenous 
VI. NRI Deposits (net): Exogenous 
VII. Grant Aid: Exogenous 
Repayments I 
I. Official Creditors = Multilateral + Bilateral 
A. Multilateral = Concessional + Non-Concessional 
A1. Concessional = IDA + IBRD + Other 
A2. Non-Concessional " IBRD + Other 
B. Bilateral = Concessional + Non-Concessional 
II. Private Creditors = Suppliers + Commercial Banks + Bonds + Other 
Private 
III. Private Non-Guaranteed Debt 
Disbursements = Pipeline Disbursements + New Disbursements 
IBRD Concessional Repayments: Exogenous 
Pipeline Repayments: Exogenous 
New Repayments: Calculated from New Commitments, using Time Delay 
Blocks 
IV. IMF Charges: Exogenous 
V. Shori-Term Debt: Exogenous 
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2.3 SET OF ASSUMPTIONS USED IN THE INTERLINKED MODEL 

..................................................................................................................................................................... 
1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

I. Investment MOdel 

Increase in Stock Ratio (% of fixed inv) 11.5 12.0 12.5 12.6 12.6 12.6 12.7 12.7 12.7 12.7 12.7 
Fixed Investment Ratio (% of GOP) 25.0 25.6 26.2 26.7 27.5 28.3 28.7 29.2 29.6 30.0 30.4 

(% of GOPmp) 
GO I-I nfrastructu re 5.5 5.8 6.1 6.4 6.7 7.0 7.2 7.4 7.6 7.8 8.0 
GDI-Public Sector 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
GOI-Public Sector-Infrastructure 4.4 4.4 4.4 4.4 4.5 4.5 4.5 4.5 4.5 4.5 4.5 

(% of GDI) 
Gross Domestic Investment-Public Sector 

Communications 90.0 85.0 75.0 70.0 70.0 65.0 65.0 60.0 60.0 55.0 50.0 
Other Transport 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 

II. Economic Growth Model 
Gross Domestic Product at Factor Cost 
Agriculture and Allied Services 3.0 3.0 3.1 3.1 3.2 3.2 3.2 3.3 3.3 3.4 3.5 
Manufacturing 10.0 10.2 10.4 10.6 10.8 11.0 11.2 11.4 11.6 11.8 12.0 
Mining and Quarying 4.0 4.0 4.0 4.0 4.0 4.2 4.2 4.2 4.2 4.2 4.2 
Other Industry 5.5 6.0 6.5 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 
Services etc. 6.8 7.0 7.2 7.2 7.5 8.2 8.6 8.8 9.0 9.0 9.0 

Inflation (GOP Implicit deflator) 9.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Import Duties/Imports 01 Goods 25.5 25.0 24.5 24.0 24.0 24.0 23.5 23.0 22.5 22.5 22.5 
Excise/GOPfc 5.3 5.3 5.3 5.3 5.2 5.1 5.0 5.0 5.0 5.0 5.0 
Sales Taxes/GDPfc 4.0 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.0 4.0 4.0 
Other Indirect Taxes/GDPfc 2.3 2.3 2.3 2.3 2.2 2.1 2.1 1.9 1.9 1.9 1.9 
Subisidies/GDP 3.2 3.1 3.1 3.0 3.0 2.9 2.9 2.9 2.8 2.8 2.8 

contd ... 
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2.3 SET OF ASSUMPTIONS USED IN THE INTERLINKED MODEL 
'''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''''' """"""""""""""""""""",,""""""""""""""""" 

1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003·04 2004-05 2005-06 

III. BOP Model 

(Annual $ Growth Rates) 
Manufacturing Exports 21.0 24.0 19.5 18.3 16.8 15.3 13.4 12.5 12.5 12.3 12.3 

POL Product Exports 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 

Primary Exports 
Fish 4.0 4.0 4.4 4.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 

Rice 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 

Cashews 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 

Coffee 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 

Tea 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 

Spices 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 

Iron Ore 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 

Other Primary 6.5 9.0 9.0 9.0 9.0 10.0 9.0 9.0 9.0 9.0 9.0 

Import Elasticities 
Imports of Capital Goods, Elasticity to Investment 1.5 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 

Primary, Elasticity to GDP jndustry 1.5 1.1 1.0 1.0 1.1 1.1 1.0 0.9 0.9 0.9 0.9 

Manufactures, Elasticity to GOP jndustry 5.2 5.0 3.1 2.4 1.7 1.6 1.4 1.3 1.3 1.2 1.1 

Foreign Investment (US$ million) 
Direct Foreign Investment 1875 3500 4000 4500 6000 6500 7500 8000 8500 10500 11000 

Portfolio Investment 2098 2000 2500 2500 2500 2500 2500 2700 3000 3500 4000 

IV. Savings Model 
Financial Savings 

Net Deposits 3.8 3.6 3.7 3.7 3.8 3.9 4.0 4.0 4.0 4.0 4.0 

Shares and Debentures 1.2 1.6 1.7 1.8 1.9 2.0 2.1 2.3 2.5 1.6 2.8 

Net claims on Govt. 1.1 1.1 1.0 1.0 1.0 1.0 0.9 0.9 0.8 0.8 0.8 

Life Insurance Funds 1.2 1.2 1.3 1.4 1.5 1.6 1.7 1.8 1.9 2.0 2.0 

Provident and Pension funds 2.2 2.2 2.2 2.4 2.5 2.6 2.7 2.8 2,9 3.0 3.0 

Savings in Physical Assets 7.0 6.7 6.4 6.2 6.1 6.0 5.7 5.4 5.2 5.1 5.0 

Private Corpoate Sector Saving~ . - 4.5 4.7 4.9 5.0 5.2 5.3 5.4 5.5 5.6 5.7 5.8 

Public Sector Savings 1.8 1.9 2.0 2.1 2.3 2.4 2.5 2.7 2.8 2.9 3.0 

contd ... 
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2.3 SET OF ASSUMPTIONS USED IN THE INTERLINKED MODEL 

....•..............•........•...•...........•.......•.....•............•....................•......•...............•...................•...•......................... 
1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

V. Debt Model 
Interest Rates (%) 

Multilateral 
lOA 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75 0.75 
Other Concessional 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 
IBRD 7.10 7.10 7.10 7.10 7.10 7.10 7.10 7.10 7.10 7.10 7.10 
Other Non-Concessional 7.78 7.78 7.78 7.78 7.78 7.78 7.78 7.78 7.78 7.78 7.78 

Bilateral 
Concessional 2.80 2.80 2.80 2.80 2.80 2.80 2.80 2.80 2.80 2.80 2.80 
Non-Concessional 7.50 7.50 7.50 7.50 7.50 7.50 7.50 7.50 7.50 7.50 7.50 

Private Creditors 
Suppliers 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 
Commercial Banks 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 . 7.80 7.80 
Bonds 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 
Other 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 

Private Non-Guaranteed 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 7.80 
Short-term Debt 3.94 3.94 3.94 3.94 3.94 3.94 3.94 3.94 3.94 3.94 3.94 

--.---.---~-- ~-----~~~~ - .-
Commitments (US$ million) 
Multilateral 

lOA 1445 740 1100 1100 1100 1100 1100 1100 1100 1100 
Other Concessional 50 50 50 50 50 50 50 50 50 50 
IBRD 2880 1000 1600 1600 1600 1600 1600 1600 1600 1600 
Other Non-Concessional 100 150 250 300 300 300 300 300 300 300 

Bilateral 
Concessional 1800 1500 1200 1100 1200 1200 1200 1200 1200 1200 
Non-Concessional 125 125 125 125 125 125 125 125 125 125 

Private Creditors 
Suppliers 1000 3000 3500 4000 5000 5500 7000 7600 9500 10500 
Commercial Banks 3000 4000 4000 4000 4500 5000 5400 6000 6300 7000 
Bonds 0 0 0 0 0 0 0 0 0 0 
Other . 375 450 500 750 1000 1200 .1400 1600 1800 2000 

Private Non-Guaranteed 1000 1500 1500 2000 2000 2500 2500 2500 2500 2500 
en Short-term Debt 4826 5326 581~ 6476 7076 7676 8276 8876 9476 10076 c.n 
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The Question of 
Commercialisation 

T
HE COMMERCIALISATION of infrastructure pro
jects can be formatted on the basis that reo covery of 
investments is through a system of user charges. 
Such user charges bear a direct relation to the spe
cific benefits that the facility provides the user. 

There is a strong externality argument predicated on 
the intangible and sometimes unquantifiable effects that 
accrue as the secondary and tertiary benefits of infrastructure 
projects . This provides the essential rationale for the 
Government providing fiscal incentives to firms setting up 
these projects. The argument is that such socio-economic ben
efits do not accrue to the project sponsor as they are not cap
tured by user charges. There is hence merit in a proposal that 
part of the benefits that do not accrue to society at large could 
be proVided to the project by way of fiscal incentives so as to 
directly attract and create investor interest. 

Such incentives would provide a platform for integration 
of the developmental reqUirements of the specific project with 
the resource potential of capital markets. effectively prioritise 

- the impl~mentation of projects of socio-economic importance 
on a self-sustaining basis. and develop new institutional struc
tures that allow for the creation of infrastructure assets effec
tively and with significant technology upgradation . 

Commercialisation would involve giving service 
providers . whether in the public sector or private, well-defined 
budgets based on revenues from users. and managerial and 
financial autonomy, while, at the same time. holding them 
accountable for their performance. 

The basic premise for private sector participation in 
infrastructure development is its capability to commercialise 
these projects. The efficacy of commerCialisation would also be 
contingent upon the ability to segregate payers and non-payers 
and prevent any incidence of free-riding. The scope for enforc
ing excludability (that is, a user can be prevented from con
suming the servi~) would be one of the key parameters for 
facilitating commerCialisation. The role of private sponsors is 
not merely limited to extending capital. but would incorporate 
their contribution as proficient and accountable operators of 
the facilities. The other critical factoIJl'S the pricing of infra
structure services. The long track record of uneconomic pricing 
and the extensive use of subsidies would be the principa'l 
obstacle in enforCing market-based pricing of these services .. 

In India . plan allocations were the principal means of fi
nancing capacity creation in the infrastructure sector. This 
procedure . being supply-oriented. often did not take ad~e 
cognisance of the existing and anticipated levels QYde~and . 
Large errors have- been made in different countries: either 
overinvestment in infrastructure much before the actual 
appearance of demand or, conversely, underinvestment 
because of failure to antiCipate the demand. Consequently sig
nificant portions of these investments have not proVided ade
quate returns. CommerCialisation would necessitate a demand 
orientation. The challenge for policy is. on the one hand. to 
find appropriate market Signals which indicate the future 
trends of infrastructure demand , and on the other, to coordi
nate ' the supply in such a manner that investment in these 
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crucial sectors is made in an efficient manner which then pro
Vi~ appropriate returns. 

Problems of Commercialisation ... 
Some initiatives have been taken recently to broaden the infra
structure sector's resource base beyond government budgetary 
allocations. Some organisations like MTNL. ITt NTPC. NHPC 
and Indian Railways have mobilised funds from the capital 
market by issuing bonds. However. these bonds have been sold 
through private placement with Government-owned institu
tions only. and not on the basis of market-driven demand. 

The key problem in commerCialisation of infrastructure 
, projects is the appropriate allocation of risk. When infrastruc

tu~ is proVided by the public sector. all the risks are inter
nalised within the Government and hence the issue ofrtskallo
cation does not arise. Successful design of an infrastructure 
project involves the appropriate demarcation and allocation of 
risks to the different stakeholders in the project. Clarity in tbis 
allocation is essential as the tendency of each ' 

projects could derive a steady flow of resources. Capital mar
ket financing includes privately placed debentures. but 
excludes long-term loans from banks and financial institu
tions. Infrastructure companies can raise capital from the mar
ket through the issue of equity. debt and hybrid instruments. 
The debt-equity ratio for these projects is often quite high and I 
could go up to 4: 1. Funds raised throu~h issuing debt are there
fore likely to exceed the funds raised through issue of eqUity. 
Also. the debt instruments will have to be structuted to match 
the cash flows from the projects. The cash flows in the initial 
period are low in case of most infrastructure projects. Thus. 
much will depend on the design of instruments to enhance 
their attractiveness through higher returns. 

The experience of Asian countries indicates that 
infrastructure financing from the private sector generally \ 
includes direct equity investment by sponsors. bank and syndi
cated loans. and partiCipation by exportcredit agencies. Snare 
and bond issues in local and international capital markets have ' 
been. till date. very rare. However. under appropriate circum

stakeholder is to shift the risk to others. In •••• 
stances and if properly structured. pro~cts can 
have access to international capit~arkets. 

fact. the quest of many private investors. both 
equity and debt holders. is to shift as much 
risk as possible to the Government. It is thus 
of the utmost importance that the Govern
ment provide clarity on which risks it should 
itself. appropriately. bear. and which are to be 
Dorne by the different stakeholders. ThiS 
reqUires commercialisation of risk itself and 
f~nancial structuring as well as regula~n. 

Appropriate 

Large amounts of money are poten
tially available from international pension 
funds and other institutional investors. 
They have displayed their willingness to 
invest in emerging markets but seek accept
able risk. dependable payment. and sUitable 
returns. An important development is the 
emergence 6f equity funds specialising in 
infrastructure projects . These funds are the 
direct product of increased interest of pen
sion funds and other institutional investors 

allocation of risks 
to the different 
stakeholders is 

Inadequacy of Traditional Corporate 
Financing Approaches: From the point of 
view of funding agenCies (finanCial insti
tutions and banks) the capital-intensive and 
long-gestation characteristics of infrastruc
ture projects would necessitate sizeable insti
tutional funds staying locked in for long peri-

essential as each 
stakeholder tries 
to shift the risk 

in developing Asian countries. 

Risk Profile of Infrastructure Projects: The 
crucial elements in the financing of infra
structure investment is first assessing the to others. 

ods, This is all the more apparent when there 
is a bunching of projects. On the other hand. 
sources of institutional funds are progressively leaning 
towards shorter redemption periods due to uncertainties 
regarding future interest and inflation rate movements. 
among other things. Thus. the conventional approach to cor
porate finanCing/term loans from finanCial institutions and 
equity offerings in the capital market-would be inadequate 
to match the risk-return profile and payback periods of infra
structure investments. 

The first obstacle here would be the size of investments 
required for these projects. With no track record. the scope of 
eqUity financing in such investments would be limited to 15 
to 20 per cent of the project cost. The term-lending institu
tions in India (which extend loans for five to seven years) 
would find it extremely difficult to Visualise lending horizons 
of 18 to 20 years. More importantly. none of these traditional 
sources of finance contribute as a risk-mitigating measure for 
infrastructure projects. It is important to note that it is only 
through the integration of the resource requirements of the 
infrastructure sector with the retail capital market that the 
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severity of each risk and then identifying the 
party in the best position to manage a risk. 

The three broad stages in an infrastruc
ture project with different risk profiles and financing require
ments may be identified as follows: 
• Development Risk: The initial very high-risk phase where 
only equity capital can be used for finanCing. 
• Construction Risk: The next high-risk phase where cost and 
time spillovers tend to distort the future revenue generation 
and profitability prospects of the project. The construction 
phase may be financed by a combination of equity and debt 
with guaraI;ltees. 
• Operating Risk: This risk emerges due to underestimation 
of operating costs and occaSionally. an overestimation of the 
output from the proposed infrastructure faCility. Since the pric
ing of infrastructure services is monitored closely by the 
Government. the burden of underestimation of operating costs 
cannot be passed on entirely to the users. However. the opera
tion phase is considered to be relatively low-risk and may be 
financed through bond issues. 

The operation phase may. in turn. be diVided into the 
introductory operation phas~ and the project stabilisation phase. 



During the introductory operating phase, the 
revenue stream is thin and operational bottle
necks hinder achievement of high-capacity util
isation. It is only during the project stabilisa
tion stage that risks reduce considerably and 
revenues are more steady and predictable. 

Besides the above, there are other risks, 
• Demand"'isk: This is a result of an overes
timation of the demand and "willingness to 
pay" for the proposed infrastructure facility. 
In several cases, like the toll road network in 
Mexico, the demand for the facility is high but 
inadequate willingness to pay on the part of 
the users has raised serious questions about 
the future of such projects. 
• Financial risk: Of specific relevance to 
infrastructure projects are foreign exchange 

The essential 
element in a 

structured financing 
option is that 
investment is 

directly linked to 
revenue-generating 

capability. 

esse_ntial that the project structuring and the 
cash flow streams (either based on a single 
source as in a toll or through a mix such as 
part-recovery through the realisation of 
enhanced land values etc) be identified. The 
assessment of the cash flow streams of an 
infrastructure project determines the eventu
al financing structure and the range of instru
ments required to realise it. In all cases, the 
Viability of the project should be assessed at 
commercial rates of return. 

The essential element in a structured 
financing option isthat the investment in a 
project is directly Hnked to its reve
nue-generating capability. In other words, the 
finanCial structure is deVised such that the 
p'WJeCtcash flows are adequate to meet the 
debt-servicing obligations. In addition, the 
p~oJect's assets are extended as recourse to 
!!Ie lenders. This implies that in an event of 

and interest rate risks. Given that infrastruc-
ture projects involve costs and revenues in 
the local currency, the foreign exchange exposure taken for 
such investments, especially in the nature of off-shore debt. 
can prove to be riSky. The interest rate risk emanates from the 
dependence on long-term debt (domestic and foreign) for meet
ing capital costs. 
• Market risk: This is important when consumers can choose 
alternative services such as with toll roads, railways and even 
ports. Occasionally, the Government absorbs this risk explicitly 
or by default. In a Mexico toll road, the Government awarded 
the concession guaranteeing a minimum amount of traffic. If 
this could not be achieved, then the concession period would 
be extended. It is difficult to hedge against market risk. 
However, when there is a single buyer for the output like the 
SEBs, the market risk is taken by the purchaser. 
• Political risk: Inadequate clarity in government poliCies and 
selection procedures has made political risk the fulcrum of 
infrastructure development. With an increase in the clarity in 
and conviction behind government policies, the extent of polit
ical risk is expected to decrease sharply. 

This risk profile would be the gUiding map in designing 
financing packages for infrastructure investments. Despite 
these features, projects are rarely staggered or executed in an 
incremental manner. This is primarily due to the nature of the 
transaction and negotiation costs involved, which rarely vary I 

with the size of the project: For instance, the efforts made by a 
private sponsor for negotiating a 500 MW power plant would 
be comparable to ,the efforts required for a 1.500 MW project. 
This adds tSJ the lumpiness of the investments. 

... And Some Solutions 
Structured Financing Options as Risk-mitigating Measures: 
The principle of recovery of investment by levy of user charges 
has not been subscribed to in the financing of Indian infra
structure projects. The generation of revenue and profit 
streams has rarely been a significant objective tied to the cre
ation of a specific asset, Consequently, there is no tangible 
profit motive to drive speedy project implementation. It is 

default on the structured instrument. the - debt holder's 
recourse would be limited to the underlying assets. 

Infrastructure projects require a mu1tiplicity of playets to 
particip~nancing, and consequently, need to be 
domiciled-not in any single institution's balance sheet-but 
in 'project-specific Special Purpose Vehicles (SPVs). Many new 
infrastructure projects are envis~ed through SPVs which bring 
together private sponsors and other equity holders which may 
include concerned government agencies. The equity compo
nent is brought by -the private sponsor ancVor government 
agenCies. Tne debt component. conSisting of instruments float
ed b¥ the SPV, is serviced from project-relatedcashtnflows. At 
the same time, the private sponsors can pledge additional cash 
inflow streams for meeting the debt-servicing obligations, in 
case the project-related revenues are inadequate. 

Project financing which permits sponsors t6 raise funds 
secured by the revenues and the assets of a particular project 
is often used in new ventures with no track records. The fund
ing is proVided by conventional equity contributions and debt. 
This technique requires a clear demarcation of risk which is 
not present in traditional project finanCing. Thus a key issue I 
in infrastructure financing relates to what recourse the 
lenders have if investments fail to produce the expected 
returns. The financing is said to be non-recourse if the lenders ' 
are repaid only from the cash flow generated by the project or. 
in the event of complete failure, from the value of the project's 
as-;ets. There may also be limited or full recourse to the parent 
company/sponsors. 
- Financial markets nowadays have growing experience of 
non-recourse infrastructure financing, where the focus is not 
to tie down the balance sheet of the promoter. Financing is not 
primarily dependent on the credit support of the sponsors or 
the value of the physical assets involved. So the project risks 
have to be pooled and then unbundled and distributed among 
the various players. The risks can then be apportioned over the 
three phases of the project. It is interesting how the recourse 
changes over the three phases, 
• Construction phase: The completion risk has to be borne by 
the equipment suppliers and the promoters. There is full 
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recourse during this phase as the equipment suppliers' guar
antee to the promoter is transferred to the bank. 
• Start-up phase: The operational risk of getting the project up 
and running will vest squarely on the promoters. In this phase. 
the bank will obtain letters of comfort (not a guarantee) from 
the parent company in favour of the bank. This is a case of lim
ited recourse financing. 
• Operational stage: The comfort accrues only from the cash 
flows of the project which are committed and there is no 
recourse. Thus the management risk devolves on the 
financiers. Here the banks cannot turn to the promoters for the 
recourse. However. to instil confidence. the banks would get 
first preference in payments. 

The advantages of such a funding scheme are as follows: 
• The cost of financing is a good enough reflection of its worth 
without any subsidisation offered by the parent promoters. 
• The project loans are secured by the assets of the project and 
hence there is no need for it to be secured by other guarantees. 
• The risk of project failure is distributed. 
• For the promoter. the benefit is that the company's balance 
sheet is not tied to the project. 

This is an alternative to the practice of corporate guar
antees. The guar<;lntees fall away as the project takes off. Thus 
one moves from full-recourse to non-recourse lending. thereby 
freeing the balance sheet after the initial years. The success of 
this funding option will depend upon the promoter's deSire to 
move away from the time-tested technique of recourse funding 
and the ability of lenders to take such risks. If proved success
ful. this risk allocation scheme could be the model for funding 
infrastructure projects. 

Amongst the structured financing options. innovative 
debt instruments can playa very significant role in terms of 
matching the project's debt-servicing obligations with its rev
enue-generating prospects. For instance, zero-coupon bonds, 
can be deployed for the initial phases of projects. as they do not 
require regular debt-servicing outflows. Since these bonds are 
redeemed at face value at the end of the tenure. they can be 
suitable for financing the construction phase. The other instru
ment that has gained investor acceptability, as indicated by the 
case of Sardar Sarovar Nigam Ltd. is the deep-discount bond for 
financing long payback-period projects. These instruments 
have structured premature exit options for the investors and 
the issuers, which give scope for managing the debt burden on 
the basis of the revenues generated by the project. . 

The Concessionaire Approach: This method has been adopted . 
recently by many developing countries for attractir:lg private 
sector funds for infrastructure' development. The participation 
of private sponsors can be depicted on the following scale. The 

level of private sector involvement decreases from left to right. 

Private Sector Participation 
BOO BOT BOLT 

Government Participation 
Wholly Government Controlled 

At one end of the scale is tHe BUild-Own-Operate 
arrangement (BOO). in which the private sponsors. as evi
dent. builds. owns and operates the infrastructl,ue faCility for 
the entire life of the project. Such an arrangement is usually 
considered favourable by the lenders to the project as the pri
vate operator owns all the assets and the collateral. and 
recourse can be clearly established. Further. this Simplifies 
the procedure for project execution. and time and cost over
runs are expected to be minimal. BOO is favoured for power 
projects where no transfer is envisaged. or. as in the case of 
telecommunications. there is a possibility of extension of the 
license. From the private sponsor's perspective, this ar
rangement does not imply any risk sharing with the 
Government. Worldwide. BOO arrangements account for an 
insignificant proportion of infrastructure projects involving 
active private sector participation. 

At the other end of the scale are projects wholly owned 
and operated by the Government. The alternate modes, which 
fall between these two extremes. are the feasible options for 
increasing private participation. 

The most prominent. and possibly the most Widely used, 
is the BUild-Operate-Transfer (BOT) arrangement. In this case. 
the private investor (concessionaire) bUilds, operates and trans
fers the facility back to the Government at the end of a speci
fied period. called the concession period. in a condition and on 
terms determined in the original agreement. During the s:on
cession period, the contractor is allowed to charge the users of 
the faCility a tollJtariff that is suffiCient to recover the cost and 
earn a risk-adjusted return on his investment. In India. BOT
projects are being envisaged for the surface transport sector. -

The BOT arrangement involves the Government's active 
participation. Presently. considerable effort is required for seek
ing clearances, drawing up contractual agreements and finalis
ing the risk allocation procedures. This has emerged as a limit
ing feature for BOT projects. However, the supei'ior risk alloca
tion under BOT is likely to improve its acceptability and appli
cation. Another important feature is that BOT rarely involves 
direct transfer of public assets from the Government to the pri
vate sponsors (a highway constructed under BOT would 
involve the transfer of government land to the private conces:
sionaire for the speCified concession period and then back to _ 
the Government at the end of this period). This improves the \ 
political acceptab~ity of such arrangements. ~ 

The main differences between these modes of 'pnvate 
sponsor participation are indicated in the table. 

Arrangement Ownership of Assets Operator of the Facility Transfer of Assets 
Credit Enhancement Mea
sures for Infrastructure 
Projects: Structuring of debt 
instruments is an important 
risk-mitigating mechanism 
which improves the credit 
quality of the instruments. 
This usually happens through 

during the concession after Concession 
Period Period 

BOO Private Private No 
BOT Government Private To Government 

. BOLT Private Private/Government Yes 
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one or more forms of credit enhancement. Credit enhance
ment mechanisms enable the borrower or issuer of debt to 
obtain a higher credit quality-which implies a higher credit 
rating-than would have been possible on a standalone basis. 
This benefits the issuer in terms of lower interest costs and 
easier marketability. 

The extent of credit enhancement that needs to be pro
vided could be based on an internal appraisal or the assess
ment of an external credit rating agency in cases where track 
record is not readily available. In the primary phase, the place
ment of bonds would thus be effected at the wholesale level 
where credit enhancements would not be required. Post-com
missioning, with the commencement of cash flows:-the credit 
enhancement could be discharged with payments directly 
linked to the "toll collection". 

What follows is a brief description of various credit en
hancement measures that can be deployed to improve the cred
it quality of infrastructure investments. 

and non-cancellable and the financial guarantee company's 
commitment is for the entire maturity of the bonds to the 
extent of the claims on the defaulted debt-service payments. In 
USA, which is the largest market for finanCial guarantees,the 
securities insured are primarily municipal bonds and asset
backed securities issued by corporates/ banks. 

As a part of its policy to attract private capital into the 
power sector in India, the GoI had agreed to issue Central 
Government guarantees in a few initial private power projects. 
This was a confidence-building measure necessary for the ini
tial batch of projects. The counter-guarantees extended by the 
Central Government for the fast-track power projects and sim
ilarly the State Government guarantees for ensuring fulfilment 
of debt-servicing obligations are an example of credit enhance
ment. Though these guarantees increase the comfort levels of 
the lenders in the initial phases, extensive use of these mea
sures can lead to fiscal distress and overexposure for the con
cerned governments. ~ 

When providing a guarantee, a government incurs a 
contingent liability, that is a liability condi
tional on some future event. Though contin
gent liabilities do not result in immediate 

Debt Subordination: A pool of assets can be 
divided into senior and subordinated inter
ests. In the event of a default. the senior 
securities have first claim on assets in the 
pool as well as cash flows. This protects 
against expected losses and deterioration in 
performance of the assets and is known as -_ 
overcollateralisation. The subordinated 

illvestors, on the other hand, absorb the first 

Most governments 
do not account 

payment. they generate future expected 
obligations, implying the need for careful 
accounting and administration. When the 
magnitudes of liabilities incurred are large 
and these are not adequately accounted for, 
payments resulting from default result in 
intergenerational inequity. Most govern
ments do not account for the contingent lia
bilities that are incurred when an invest
ment is guaranteed. Government budgets are 
typically on cash basis, implying that only 
cash outlays are accounted for. Thus a direct 
loan of Rs 100 made from government rev
enues is recorded as an outflow of Rs 100; 
however, a government guarantee of a Rs 100 

losses in exchange for a higher return. 
Subordinate debt is usually unsecured by any 
assets and often has higher coupon rates and 
are extended by sponsors to meet the inter
est payment obligations or to meet repay
ment obligations when bond holders decide 
to exercise their put option. Thus essentially 
it is unsecured finance that is senior to equi
ty capital but junior to senior debt. 

for the contingent 
liabilities that 
are incurred 

when an 
investment is 
guaranteed. 

. Guarantees: In the course of business, banks 
and finanCial institutions are called upon to 
extend non-fund-based credit facilities like guarantees. These 
may be short-term or deferred payment guarantees extending 
over a period of time, and depending upon the purpose, may 
be classified as performance or finanCial guarantees. 

Financial guarantee, commonly referred to as "bond 
insurance", is a mechanism whereby a financial guarantee com
pany lends its high credit rating to a debt instrument in return 
for a fee. Financiai guarantee is thus a form d credit_enhance
ment-i.e. it e'nables the issuer of debt to obtain a higher credit 
rating than would have been possible on a standalone basis. A 
financial guarantee company guarantees full and timely pay
ment of principal and interest to the bondholders. Usually a 
bond issuer is required to deposit the periodical coupon pay
ments (based on the schedule of receivables from the underly
ing pool of assets or revenues) with a trustee a few days prior 
to the scheduled date of payment. If the trustee does not 
receive the anticipated payment. it notifies the financial guar
antee company which then advances funds to make full and 
timely payme~t to the investors. The guarantee is irrevocable 

loan made by a private lender is recorded as 
a zero outlay, since no expenditure has been 
incurred in that accounting period. The guar-

antee is accounted for only when a default occurs and the 
obligation has to be honoured. Fiscal prudence is maintained 
by setting a largely arbitrary upper limit on the total value of 
guarantees. Guarantees are counted against this upper limit 
in various ways, including, in extreme cases, at the full face 
value of the underlying loans guaranteed plus interest pay
ment due even though the expected probability of default is 
significantly less than one. 

Escrow Accounts: An alternative to a Gol guarantee is an 
escrow account agreement between lenders, the project com
pany and trustee bank. In this arrangement. the inflows from 
the concerned project are pooled into a separate bank account. 
managed by the trustees, and all debt-servicing obligations are 
fulfilled before releasing them for further utilisation. The use 
of escrow accounts is to allow project lenders to control the 
proper use of the project company's cash flow and add comfort 
to lenders. All project company revenues will be remitted 
directly to the escrow account. 
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In India. the private sector power generating units sell 
all their power to the SEBs and so an escrow account cou ld be 
created on a few identified large consumers which is suffi
cient to satisfy the monthly tariff obligation of the Board to 
the private sector company. The limiting feature of such a 
mechanism is that it can be utilised only for on-stream pro
jects. Moreover. this arrangement may induce liqUidity prob
lems and reduce the debt-bearing capability of the issuing 
entit ies if most or all superior-quality receivables have been 
pledged for debt servicing. 

The World Bank Alternative: In September 1994. the World 
Ba nk approved the proposal to make guarantees of private sec
tor loans a mainstream instrument of the bank's operation 
through different means. The Bank's view is that these guar
antees are most likely to be used for infrastructure financing. 
Since the guarantee is intended to be a catalytic instrument. 
the Bank offers only partial guarantees. and risks are clearly 
shared between the World Bank and private lenders. 

A partial guarantee has positive incentive effects. Since 
only part of the transactions are covered by the guarantee, the 
borrower has an incentive to be effiCient and the lender has an 
incentive to monitor the borrower's activities. A good example 

is the presence of deductibles in auto insurance, which gives 
the driver an incentive to be careful while driving. The World 
Bank's guarantee, similarly, covers only a portion of the risks. 
leaving significant commercial risks to be borne by private 
investors and lenders, creating incentives for the private par
ties to maintain commercial discipline. 

The risk-sharing may be for specific risks (the partial risk 
guarantee) or for part of the financing (the ijartial credit guar
antee). A partial risk guarantee covers risks arising from non
performance of sovereign contractual obligations or from force 
majeure aspects in a project. A partial credit guarantee typically 
extends maturities beyond what private creditors could other
wise prOVide-for example. by guaranteeing late-dated repay
ments or by providing incentives for lenders to roll over medi
um-term loans. 

The guarantee can work to the advantage of the borrow
ers and host-country governments in many ways. For govern
ments, the partial risk guarantee reduces the government's 
contingent liability to the minimum required to make the pro
ject feasible-With the private sector taking on all or a sub
stantial part of the commercial risks . 

Partial cred it guarantees cover all events of non-payment 
for a deSignated part of the finanCing. These guarantees 

Privatisation of Physical 
Infrastructure: Three Cases 

TIE experience of the developed countries suggests that private 
involvement in phYSical infrastructure can assume different 
forms. Three cases discussed below illustrate the diversity: 

Germany: In Germany, responsibility for water supply is frequent
ly combined with other utilities (such as electricity, district heating 
and public transport) into an integrated municipal utility company 
(Stadtwerk). The Stadtwerk has been the backbone of the coun
try's local infrastructure, because the integration of finances has 
permitted a deliberate policy of cross-subsidisation, particularly of 
urban public transport. It has also generated economies of scope 
or scale. The Stadtwerke are for the most part owned and con
trolled directly by the municipalities. 

In recent years, municipalities have begun to experiment 
with new arrangements in response to the increasingly stringent 
financial conditions that they face. The municipality of Wedemark 
contracted with a private company to integrate a number of local 
sewerage systems inta a sin'gle modern network and to con
struct a new sewage treatment plant. The municipality sold the 
existing installations to the private company benefiting the pub
lic budget. After 25 to 30 years, the plant will revert to municipal 
ownerShip. The private company has achieved economies com
pared to the cost estimated had the responsibility remained with 
the public sector. 
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The municipality of Rostock in former East Germany has 
transferred ownership of its water services to Eurawasser, a 
subsidiary of the French company Soc. Lyonnaise des 
Eaux-Dumez, and the German company Thyssen. Eurawasser is 
expected to make new capital expenditure of some OM 800 mil
lion over the next 20 years. 

United Kingdom: Since the early 1980s, the UK government has 
carried out a radical restructuring of the water supply and sewage 
treatment in England and Wales. The previously public instrumen
talities responsible for water and sewerage have been fully priva
tised and licensed as monopoly suppliers in such a way as to 
ensure complete geographical coverage. The privatisation was by 
means of a publi,c floatation of shares. Significant share holding in 
some newly-formed companies has been purchased by the two 
major private water companies of France. 

The privati'sation of water was accompanied by the estab
lishment of three regulatory agencies. The Office of Water Services 
(OFWAT), under its Director General , acts as economiC regulator 
for the industry, while the National Rivers Authority and the 
Drinking Water Inspectorate (a branch of the responsible govern
ment department) are responsible for environmental and technical 
standards. Implementation of the European directives is in the 
hands of these two agencies. 



encourage t rans format ion of shorte r-term 
financing to longer-term by covering a part of 
the commercial financing, usually the later 
maturities. In recent operations. the World 
Bank covered late repayments. stretching the 
normal lending terms offered by the market. 

User charges 
should be fixed 

Government end up guaranteei ng private 
investors? The answer is no. The World Bank's 
partial risk guarantee is specifically designed 
to back only the obligations a Government has 
given to an investor. In typical projects, these 
undertakings would include no assurance of 
commercial success. but only aspects under 
the Government's control. By providing a 
guarantee against the fa ilure of the 
Govern ment to fulfil these obligations, the 
World Bank merely adds credibility to the pro
ject. allowing the investor to mobi lise fi nanc
ing from international financial markets. 

The World Bank's guarantee can be used 
flexibly for commercial debt financing to pri
vate or public entities in developing countries. 
But unlike MIGA. the World Bank does not 
guarantee equity capital. Nor does it guarantee 
loans from other official mu ltilateral financial 
institutions or export credit agencies. 

such that the 
investor receives 

appropriate returns, 

It is important to note that the world 
Bank's guarantee requires a counter-guarantee 
from the Govern ment of the country where 
the project is located. When the World Bank 
guara ntee covers the Government's undertak-

and the charges are 
seen to be fair by Competition 
the using public. The scope fo r competitive supply of in fra

structure varies greatly across sectors. with in 
sectors. and between techn ologies. 
Broadening competition means arranging fo r 

ing to a private sector pro ject. the 
counter-guarantee is a further demonstration 
of the Government's commitment to meet those undertakings. 
A question is often raised that if the World Bank requires a 
co unter-guarantee from th e Government. doesn't the 

The Director General of Water Services (DGWS) licences 
the companies so as to ensure total coverage of England and 
Wales. The DGWS has a duty to promote competition and this 
was strengthened by additional legislation in 1992. The new pro
visions permit competitive supply of large water users by inde
pendent suppliers within the areas licensed as monopolies for 
designated companies. Proposals for mergers between water 
companies have to be referred to the Monopolies and Mergers 
Commission. 

The DGWS exercises his main economic control through 
the regulation of water price and sewerage charges. Permissible 
increases are governed by a formula of the form (RPI + K) , where 
RPI is the UK Retail Price Index and the K factor is determined by 
the DGWS. The factor K is itself a combination of two elements: 
an efficiency X factor, which is negative and is intended to reflect 
the scope for increasing efficiency, mainly in relation to existing 
Capital stock; and a Y factor, a cost passthrough element which 
reflects the need for additional investment and the cost of works. 

The DGWS is required to review the K factors every five or 
10 years, but is empowered to alter them more frequently 
in relation to particular companies (at his owl) or the company's 
instigation) where there are significant variations in their invest
ment programmes. The water companies' investment pro
grammes require the submission of business plans to 
the DGWS. 

• In practic~ , the element in the price control formula that 
relates to new capital expenditure constitutes a de facto control on 
the companies' rate of return on capital , since in determining what 
allowance to make for the required new investment, the DGWS has 
to take a view about the appropriate cost of capital. The calcula
tions depend critically on the costing of proposed workS - which is 
provided by the companies themselves but is subject to indepen-

suppliers to compete for an entire market (for instance, fi rms 
bidding for the exclusive right to operate a port for 10 years). 
for customers within a market (telephone compan ies compet-

dent certification. 

New Zealand: The New Zealand government is committed to 
"light-handed regulation" of the energy sector. It has included both 
the electricity and gas industries in its programme of deregulation 
and privatisation, although with neither has it been able to 
progress as fast as with some other publicly-owned trading com
panies. 

In 1987, the publicly-owned electricity industry was 
corporatised as Electricorp, and responsibility for production was 
separated from responsibility for marketing. In 1992, as a conse
quence of the Energy Sector Reform Act, electricity generation was 
officially deregulated. Responsibility for the high voltage transmis
sion grid was given to TransPower. The area distribution authori
ties were corporatised at the same time. The New Zealand 
Government also established a committee to consider how 
TransPower could be separated from the generation system and 
turned into an independent corporation. 

At the same time, local gas utilities were corporatised 
and required to maintain separate accounts for their transport 
of gas by pipeline and their retail operations. The market for 
bulk gas supply was opened up to competition and area fran
chises were abolished. 

In contrast to the UK, the New Zealand government did 
not consider it necessary to institute specific regulatory con
trols, relying on the power of the Commerce Act to police 
anti-competitive behaviour and the abuse of monopoly power. 
Critics of this system note that the courts are only likely to be 
brought into action following an abuse and that the issues may 
become protracted . 

Source: Kirwan, Richard (1993) 
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ing to serve users), and for contractors to provide inputs to a 
service provider (firms bidding to provide power to an electric 

\ utility), Competition promotes efficiency and provides users 
with options that. in turn, make infrastructure providers more 
accou ntable. But it also makes effective regulation more impor

v tant. and often demands innovative regulatory mechanisms. 

The Importance of Regulation 
Deregulation , decentralisation, and privatisation have become 
the new buzzwords in infrastructure . Earlier, economists' 
attention was directed at identifying causes of market failures 
such as the eXistence of imperfect competition, imperfect 
information, and the absence of markets. Most of these condi
tions were found to exist in the case of public utilities and in 
the provision of transportation infrastructure and services. The 
solution was the provision of these services by the 
Government or by government entities. 

In recent years, economists have, however. focused 
much more on the identification of government failures of 
diffe rent kinds. It has been argued that often, those in power- I 
politicians and bureaucrats alike-are not activated by public 
interest but act much more in their own self-interest. It is alsQ.--' 

argued that government representatives and their organisa
tions suffer from lack of adequate information. Third , in the 
presence of government monopolies, private interest groups 
are able to use the Government at the expense of public inter
est. As a result of such concerns, the common current trend of 
public policy is to introduce greate, competition and institu
tional decentralisation to induce the availability of greater 
information and to create markets for the supply of infrastruc
ture services. The availability of new technology has also made 
it possible to price certain services and to collect user charges. 
In many cases this was not possible earlier. 

Private participation in infrastructure implies the award
ing of concessions on some exclusive basis, which enable pri
vate investors to invest and then earn returns exclusively. It is 
therefore of utmost importance that transparent procedures 
are used for the award of such contracts and concessions. 
Furthermore, since these concessions exist for long periods of 
time-20 to 30 years-appropriate institutions need to be cre
ated so that the terms of the concessions can be altered accord
ing to need. Such institutional frameworks require general pub
lic acceptability and transparency. 

If user charges are to be fixed, rate setting must be such 
that the investor receives appropriate returns. It should also 

Argentina: The World's Largest 
Water Management Contract 

BUENOS Aires, with a population of over 90 million, has 
long suffered from severe water shortages, leaks, rup
tured water mains, lack of adequate water pressure, and 

poor sanitary conditions - the result of more than four decades 
of poor planning and maintenance. Ultimately, the Argentine 
Government sold the State company Obras Sanitarias de la 
Nacion (OSN) in 1993 to Aguas Argentinas, a company formed 
by seven local and foreign partners led by Lyonnaise des Eaux. 
During the first two-and-a-half years of the 3D-year con
cession agreement, Aguas Argentinas has defined its 
long-term objectives while achieving short-term results in 
three crucial areas in which the State company never suc
ceeded: delivering clean water; adapting and modernising 
water sewerage facilities; and earning profits. . 

The day-ta-flay operation of Aguas Argentinas is managed 
by Lyonnaise des Eaux, a Paris-based world leader in water sup
ply and waste management, which owns 25 per cent of the com
pany's equity. Sociedad Commercial del Plata (19.5 per cent of 
equity) is one of Argentina's largest local groups, with invest
ments in oil and gas, engineering , construction, and railroads. 
Sociedad General de Aguas De Barcelona (10.8 per cent) serves 
70 per cent of the private water market in Spain and assists the 
French group in the hands-on management of Aguas Argentinas. 
Meller (10.2 per cent) is one of Argentina's largest textile firms 
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and has also branched out into the telecommunications and pub
lic work sectors. Banco de Galicia y Buenos Aires (7.7 per cent) 
is the largest Argentine private bank and one of the few local 
companies traded on the New York Stock Exchange. Compagnie 
Generale des Eaux (7 .6 per cent) is the other large French water
works company, with properties in Asia, Africa, Australia, 
Germany, Spain and Italy. Anglian Water (4.2 per cent) is the for
mer British state water company, recently privatised. 

The remaining 15 per cent is held by company employees 
in a shared ownership program, or ESOP (10 per cent) and the 
International Finance Corporation (IFC), the private lending insti
tution of the World Bank (5 per cent). 

The new consortium took over an overstaffed, under
achieving and generally chaotic operation, and immediately 
instituted sweeping changes. The)' included early and volun
tary retirement programmes that reduceo' the number of 
employees from 7,500 to 3,600. This 52 per'cent staff reduc
tion came on top of terminating many costly and unnecessary 
service contracts. Now the company has embarked on imple
menting much-needed capital expenditures to upgrade and 
expand infrastructure. 

An important facet of the programme's first stage was 
the installation of meters and other devices to measure water 
delivery to consumers. When Aguas Argentinas took over the 



Investments made by the State should be 
regarded as promotional equity investments 

be seen to be fair by the using public and it 
must be affordable if the faCility is to be suc
cessful. The mediation between such con
flicting needs is the job of Government. A 
great deal of experience regarding th is exists 
both in the West and the East, In some infra
structure areas such as telecommunications. 
the participation of the private sector is new 
even in most developed countries. except for 
the US, Indeed. the private sector has been 
introduced into this area in many different 
ways by different countries, There are no 
clear answers but lessons can be learnt from 
different experiences, 

Government equity 
which have the effect of bringing in other pri
vate equity as well as debt funds, Such equity 
investment by the State would proVide com
fort to prospective investors and thereby 
faCilitate the raising of resources for infra
structure investment, As an additional incen
tive. the Government could stipulate that div
idends need not be paid during the construc
tion period, Disinvestment of Government
held equity could occur after the project 
reaches the commerCialisation phase, Such 
equity investment can then be recouped and 
applied elsewhere as such projects succeed. 
much in the nature of venture capital. 

participation, on 
a sustained basis, 

would be contingent 
upon the ease with 
which it can exit 
on a project-by-

Public-Private Partnerships project basis. Therefore . government equity partiCi
pation in infrastructure projects. on a sus
tained basis. would be contingent upon the 
ease with which it can exit on a 

During this period of transition from 100 per 
cent State investment in infrastructure 
towards increasing participation of the pri-
vate sector. we should recognise that there will be continued 
need for State support in many infrastructure projects , Public
private partnerships should become the order of the day, 

system, there were only 31,000 meters for 2,07 million cus
tomers, Within 18 months, the number had jumped fourfold 
to 143,000 meters for 2.24 million customers. Resolving the 
dilemma and ending the chaos caused by having tens of 
thousands of users and no way to measure consumption 
was crucial to opening up outside loan sources for the com
pany, The collection rate for payments is now 95 per cent, 
according to company data, 

One tangible result of the company's reorganisation is 
the agreement Aguas Argentinas signed with the IFC in 
November 1994 for a $172,5-million loan. In a separate trans
action, the IFC also purchased its current 5 per cent equity 
stake in the company. These accords demonstrate the confi
dence that the foreign investment community has in the 
future of Aguas Argentina. Recently, Aguas Argentinas offi
cially unveiled a four-year $1-billion programme to add 1.6 
million consumers to the potable water network in Buenos 
Aires and link 900,000 re~idents to a modern waste collection 
system. FinanCing sources for the 'programme include anoth
er loan from the IFC of up to $200 million, transfer of $100 
million that the Inter-American Development Bank had allot
ted to the Argentine government for waterworks projects and 
a $90-million loan currently being negotiated with the Euro
pean investment Bank, 

Argentine President Carlos Menem, officiating at the 
announcement of the project, called Aguas Argentinas "a 
huge success story in Argentina and in the world, one of the 
prime examples of positive results achieved from the privati
sation process." 

Source: Infrastructure Finance, December/January 1995-96 

project-by-project basis, ThiS. in turn. would depend upon the 
efficacy of the domestic capital market in facilitating listing on 
an exchange and subsequent divestiture , Equity participation 
by the Government could be seen as a trigger that would 
induce further capital inflow by private sector promoters, In 
other words. the participation of the Government in the form 
of equity shoukl be perceived not just in terms of cash infu
sion. but also one of proViding credibility to private sponsors, 
Similarly. the provision of government debt in infrastructure 
projects could be made more sustainable if there is securit
isation after the income stream is assured, 

; 

Government Funds as Venture Capital: The basic issue is that 
s'ince government resources have become extremely scarce. it 
must be ensured that they are allocated to the best use, So far. 
infrastructure investment in the public sector has been gov
erned by investment allocations made through the planning 
mechanism: Plan funds are allocated to different sectors and 
different public sector entities in the form of grants, equity in 
public sector corporations. and as loans, Loans are given both 
to public sector corporations and on an inter-governmental 
basis from the Central Government to State Governments, 
Loans are also given directly to public sector corporations. 
whose resort to borrowing funds directly from the capital mar
kets is also governed by the plan mechanism. 

At present. the Central Government has a negative bal
ance of current revenue, Consequently all funds being chan
nelled as plan funds are essentially borrowed by it. and with 
the monetisation of the fiscal deficit be ing red uced. almost all 
of it from the capital market at market Interest rates, The 
Government is therefore essentially acting as a large financial 
intermediary sourcing funds from the market and allocating 
them for diffe rent kinds of investments through the plan 
mechanism. As was shown earlier. the share of budgetary 
support as a proportion of total plan outlay has been falling 
precipitously over the last five to 10 years, It is therefore clear 
that these funds must be used extremely carefully and. in 
principle. to mainly leverage other funds for infrastructure 
and other investments . 
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Allocations for investment in public goods in different 
sectors will clearly have to continue through the normal 
governmental mechanism of allocations to Central Ministries 
and State Governments. These can continue to be disbursed as 
grants and loans. However. for infrastructure investment. 
where such investments are generally made by corporate and 
other bodies. allocation of budgetary funds should essentially 
be made as equity or equity-like flows into these corporate bod
ies. In principle. the Government should use these funds in the 
same manner asventure capital. As has been emphasised ear
lier. infrastructure investment is particularly risky during the 
construction period and in the initial years of a project before 
a clear income stream emerges. The Government should there
fore conSCiously use its scarce resources to take significant 
equity positions in infrastructure projects which otherwise 
would not receive adequate funding. Such use of public funds 
can then crowd in commercial equity funds as well as debt 
from different sources. Through this methodology. significant 
leverage would result for Government funds. 

Furthermore. since in areas such as water supply. sewer
age. and roads. rates of return may well be lower than com
mercial rates of return for some time to come. the Government 
could voluntarily provide this equity on the basis of zero-divi
dend returns for an initial period such as five. 10 or 15 years as 
may be warranted by each specific project. Commercial funds 
could then be obtained on commercial rates of return and yet 
fund infrastructure projects whose average rate of financial 
return may be lower than market rates. This could be justified 
on the basis of positive externalities that generally exist in 
such projects. Once the project becomes commerCially viable 
and income streams become secure. the Government could dis
invest and reinvest in any new projects through the same 
mechanism. The Government would then function as a giant 
infrastructure venture capitalist. 

This kind of public-private partnership will be essential 
for the promotion of infrastructure investment and for obtain
ing the best use of Government funds. Institutional mecha
nisms for administering such a programme would have to be 
worked out at both the state and Central levels. 

Valuing Government Guarantees: Partial government guaran
tees of private fina'ncing can be an effective tool for maintaining 
public-private partnerships. Governments the world over are 
increasingly using guarantees to private lenders rather than 
directly finance priority infrastructure projects. When guaran
tees are targeted to mitigate carefully defined policy or regulato
ry risks-which the private sector will not bear-the financial 
obligation of the Government can fall substantially relative to 
the traditional situation where the Government fully finances 
projects and bears all project risks. Guarantees are simply anoth
er method of using government resources to leverage other 
funds for infrastructure investment. 

Though government guarantees targeted to specific sov
ereign risks are relatively new. loan guarantees that cover some 
or all of the risk of repayment have been frequently used by 
Governments to pursue policy objectives. It has been observed 
that such loan guarantees are of significant value. particularly 
when the underlying risk is high and the term of the loan 
exceeds 10 years. As such. when Governments give guarantees. 

76 

they are proViding substantial comfort to lenders. 
But such guarantees involve risks which are often unex

pectedly high for both the Government and the private 
investor. The Government faces the risk of unforeseen liabili
ties that may occur when the guarantee is called and when it 
may possibly lack the necessary budgJtary resources to honour 
the guarantee. Similarly. because of this possibility of unfore
seen future risk. the private investor also often finds govern
ment guarantees to be less than credible. particularly at lower 
levels of government. The market also often does not value 
such guarantees and hence the credit enhancement proVided 
by government guarantees is negligible. We therefore suggest 
that Government at both Central and state levels should con
sider setting up a Contingent Valuation Funds for proViding 
additional back-up to any infrastructure project guarantees that 
are given. It is possible to value guarantees and thereby to set 
aside specific funds from the budget on an annual basis so that 
the Contingent Valuation Fund would have adequate resources 
to fund the guarantees in case they are called. Such a mecha
nism would both proVide safety to the Government as well as 
additional comfort to creditors. Moreover. the valuation of the 
guarantee would also proVide transparency to the guarantees 
being given as well as signals to Government whether it should 
give such guarantees or not. 

In the context of public-private partnerships. the 
Government can also make contributions in kind. For instance. 
in the development of roa9s and highways. the Government 
has to play the crucial role of acquiring the land and providing 
it to the private concessionaire. 

Summary 
A solution to the problems associated with the traditional 
approach to infrastructure development can be found in 
commercialising these projects. The recovery of investments 
should be through a system of user charges which bear a direct 
relation to the benefits that the facility proVides to the user. 

The key problem in commerCialisation of infrastructure 
projects is the appropriate allocation of risk. When infrastruc
ture is proVided by the public sector. all the risks are inter
nalised within the Government and hence the issue of risk allo
cation does not arise. Successful design of an infrastructure 
project involves the appropriate demarcation and allocation of 
risks to the different stakeholders in the project. Clarity in this 
allocation is essent'ial as the tendency of each stakeholder is to 
shift the risk to others. 

Infrastructure financing is said to be non-recourse since 
the lenders are repaid only from the cash flows generated by 
the project. For non-recourse financing. it is essential that the 
project structuring and cash flow streams be identified. The 
assessment of the cash flow stream of an infrastructure project 
determines the eventual financing structure and the range of 
instruments required to realise it. In all cases. the Viability of 
the project should be assessed at commercial rates of return. 

The concessionaire approach has been adopted recently 
by many developing countries for attracting private sector 
funds for infrastructure development: The most prominent. 
and possibly the most Widely used. is the Build
Operate-Transfer (BOT) arrangement. In this case. the private 



investor (concessionaire) builds, operates and 
transfers the facility back to the Government 

the risk of repayment have been frequently 
used by Governments to pursue policy objec

at the end of a specified period (concession 
period). In India, BOT projects are being envis
aged for the surface transport sector. 

Government should 
tives. It has been observed that such loan guar
antees are of significant value, particularly 
when the underlying risk is high and the term 
of the loan exceeds 10 years. As such, when 
Governments give guarantees, they are proVid
ing substantial comfort to lenders. 

During this period of transition from 
100 per cent State investment in infrastruc
~ure towards increasing participation of the 
!private sector. we should recognise that there 
will be continued need for State support in 
many projects. It is thus imperative to pro
mote public-private partnerships. Infra
structure investment is particularly risky dur
ing the construction period and in the initial 
years of a project before a clear income stream 
emerges. The Government should therefore 
consciously use its scarce resources to take sig
nificant equity positions in projects which oth-

set up a Contingent 
Valuation Fund to 
provide additional 

backup to any 

But such guarantees involve risks 
which are often unexpectedly high for both 
the Government and the private investor. 
The Government faces the risk of such 
unforeseen liabilities that may occur when 
the guarantee is called and when it may pos
sibly lack the necessary budgetary resources 
to honour the guarantee. Similarly, because 
of this possibility of unforeseen future risk. 

infrastructure 
project guarantees 

that are given. 

erwise would not receive adequate funding 
and use this to crowd in commercial equity 
funds as well as debt from different sources. Through this 
methodology, significant leverage would be obtained for 
Government funds in infrastructure. Once the project becomes 
commercially viable, and income streams become secure, the 
Government could disinvest and reinvest in new projects in the 
nature of a venture capitalist. 

Governments are increasingly using guarantees to private 
lenders rather than directly financing infrastructure projects. 
Though government guarantees targeted to specific sovereign 
risks are relatively new, loan guarantees that cover some or all of 

the private investor also finds government 
guarantees to be less than credible, par
ticularly at lower levels of government. The 

market also often does not value such guarantees and hence 
the credit enhancement proVided by government guarantees 
is negligible. It is therefore suggested that Government at 
both Central and state levels should consider setting up 
Contingent Valuation Funds for proViding additional back-up 
to any infrastructure project guarantees that are given. It is 
possible to value guarantees and set aside specific funds from 
the budget on an annual basis so that the Contingent 
Valuation Fund would have adequate resources to fund the 
guarantees in case they are called. 
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The Role of the 
Capital Market 

LMOST ALL of infrastructure investment was 
earlier made by the public sector. Government 
funds were allocated to different levels of gov
ernment and infrastructure entities essentially 
through the plan process. These funds were allo

cated in the form of grants to different levels of government; 
or as equity or debt contributions to public sector entities 
such as public sector corporations including specialised finan
cial intermediaries such as the .Housing and Urban 
Development Corporation (HUDCO) , state electricity boards, 
various authorities, departmental undertakings and the like. 
A major fiscal change that has taken place over the last decade 
is that there i~ now no positive balance of current revenue 
(B,CR) to allocate for investment for allY purpose. 
Consequently, all infrastructure investment made by the 
Government is essentially from borrowed funds. The 
Government is, in this aspect. acting as a giant finanCial inter
mediary borrowing funds from the market and allocating 
them as equity and debt. except that there is little project-spe
Cific accountability. Our projections suggest that investment 
reqUirements for infrastructure will increase gradually from 
the current 5 to 5.5 per cent of GDP to about 7 per cent in 
2000-01 and 8 per cent in 2005-06. We have projected the 
Government share in this investment to increase from the 
current 4.5. per cent of GDP to about 5.0 per cent over the peri
od. Government investment will therefore have to increase at 
a rate slightly higher than that of GDP growth. Thus almost all 
the incremental growth in infrastructure investment will 

have to come from the private sector. Consequently, huge 
demands will be made on the capital markets for raising 
resources by the Government and private sector alike. The 
share of external savings in financing domestic capital forma
tion, while increasing substantially in terms of absolute vol
ume, is expected to increase from the current 1.5 per cent of 
GDP to about 2.5 per cent by 2000-01 and 3.0 per cent by 2005-
06. It has been assumed that a third of net foreign capital 
flows can be expected to flow into infrastructure. This corre
sponds to the share of the infrastructure sector in total non
household sector investment. The rest will have to be 
mobilised from the domestic capital market: hence the need 
for capital market reforms. 

The distinctive economic and technical features of infra
structure servjces make infrastructure investment vastly dif
ferent from other forms of industrial investment. 
Consequently financing of infrastructure investment merits 
special attention and analysis. The features which make infra
structure services distinctive are: 
• Infrastructure output is generally not tradable across sover
eign borders (except in a few cases like electricity and telecom
munications) , and 
• Infrastructure investment is invariably location- or site-spe
cific and often jurisdiction-specific 

These characteristics of infrastructure investment and 
output differentiate infrastructure finance from other types of 
institutional and corporate finance . More particularly, the fac-
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1 SOURCES OF FUNDS FOR INFRASTRUCTURE 

Infrastructure funding-pre-reform 
INVESTORS 

SAVERS 

INTERMEDIARIES 

INSURANCE 
COMPANIES 

MUTUAL FUNDS 

SMALL SAVINGS GOVERNMENT 

tors which differentiate infrastructure investment and its 
financing are : 
• High capital costs in relation to operating and maintenance 
costs because of lumpiness of equipment and extensive deliv
ery networks. 
• Substantial sunk costs because a high proportion of total 
costs have to be irrevocably committed upfront before the pro
ject becomes operational. This leads to low credit quality of pro
jects in early years. 
• The high capital and sunk costs in combination with long 
gestation periods and irregular revenue flows lead to long pay
back periods leading to longer debt maturities and higher-than
average debt-equity rati9s. 
• Arising out of these three factors are the high costs of entry 
and exit which reduce the competitiveness and hence con
testability of infrastructure services. 
• High risk arising from a number of sources. 

Empirical evidence from the developed and newly
industrialising countries""":where infrastructure services have 
begun to be commercialised-suggests that while domestic 
infrastructure finance has been generally conventional. cross
border finance has given rise to a host of innovative financing 
techniques and instruments. Over 60 instruments which are 
variants and hybrids of short and long-term debt instruments 
(commercial paper, bonds, etc) as well as quasi-debt instru
ments (warrants, preferred stock, etc) representing a varied 
combination of yields, maturities and currencies have emerged 
in the capital markets. The resulting complexity of arrange-
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MARKETS/PRODUCTS 

WORKING CAPITAL 
TERM LOANS 

TERM LOANS 
UNDERWRITING 
DIRECT SUBSCRIPTION 

(TERM LOANS) 
UNDERWRITING 
DIRECT SUBSCRIPTION 

DIRECT SUBSCRIPTION 

DIRECT SUBSCRIPTION 

INFRASTRUCTURE 

DEBT & 
EQUITY 

DEBT & 
EQUITY 

ISSUERS 

CORPORATE 

ments suggests that fore ign financing of infrastructure is tend
ing to be increasingly project-specific. " 

Empirical evidence further suggests that infrastructure 
projects, irrespective of their sectoral characteristics, have 
high leverage ratios. Since the level of retained earnings (after 
meeting capital servicing costs, tax payments and statutory 
capital reserve requirements, if any) over and above the depre
ciation provisions is low, infrastructure firms typically fund 
projects through debt finance. They also tend to diverge from 
the conventional "pecking order" of corporate finance, vis-a
vis using retained earnings i~ preference to debt and debt in 
preference to public issues of equity capital to fund asset 
acquisition. A classic example of this is the Euro-tunnel
among the largest infrastructure projects implemented global
ly-which was funded pre-dominantly out of debt funds (£7 
billion out of a total capital of £8 billion). Not only is the ini
tial recourse to debt funding very high for infrastructure 
investments, but subsequent expansion/ renovation/ mod
ernisation are also funded substantially through d,ebtJinance. 
Irrespective of where these investments originate...:....foreign or . 
domestic, private or,public sector, new or expansion projects 
or as privatisation of existing entities- it is clear that there 
would be a huge gap between investment demand and the 
financing supply. While some of the traditional modes of 
financing infrastructure-taxes, project financing from banks 
and financial institutions, raising equity and debt from the 
domestic capital markets and also foreign direct investment
would continue, at least in the short run , the magnitude of the 
gap between demand and supply would compel a search for 



alternative ways of financing these investments. 
These characteristics of infrastructure financing place 

much higher requirement for raising debt resources from the 
capital market. Thus a key requirement for the Indian capital 
market is the development of a vibrant bond market. The mar
ket for equity has developed substantially in India over the last 
decade. However, much remains to be done for developing both 
the primary and secondary bond markets. The latter is essential 
for imparting liqUidity for bond holders. The primary market 
cannot grow Without the development of the secondary market. 

Second, given the risks associated with infrastructure 
projects, considerable work needs to be done to mitigate these 
risks and to provide better comfort to investors. This can be 
done through better design of projects, profeSSional project 
evaluation, appraisal. monitoring and the like. Such processes 
contribute to the credit quality of projects and hence increase 
the likelihood of market finanCing. These activities are gener
ally performed by finanCial intermediaries of different kinds 
and can be categorised under the general head of credit 
enhancement. It may be expected that in the 
first stages of commercialisation of infrastruc-
ture, it would be finanCial intermediaries who 

and private sector development-both domestic and foreign
across the economy. These policies and actions would encom
pass two elements. The fi!£tw6uld im'olve maintenance of a sta
ble macro-economic environment to ensure price and exchange 
rate stability and facilitate stable and modest real interest rates. 
If foreign investor interest has to be sustained, the policy actions 
for moving towards foreign exchange convertibility would also 
be significant. The ~cond element wo~ld cover the creation of a 
transparent and eqUitable regulatory rramework governing cor
porate activity, stable and predictable tax regimes, a credible and 
reliable judiCial system and dispute resolution mechanism. 

The Indian Capital Market 
The 1980s and 1990s: During the 1980s, the most Significant 
feature of finanCial sector development was the emergence of 
the capital market as an important source of funds for corpo
rate units in the private and public sectors. Primary capital 
mobilisation by private sector companies in the form of equity 

and debt rose from a meagre Rs 1.96 billion in 
1980 to over Rs 43 billion in 1990-91 and then 
recorded a quantum jump to over Rs 260 bil

would be able to raise debt resources at" rea
sonable costs from the capital market and 
intermediate them to project entities. 

For private 
lion by the end of 1994-95 (Chart 4.2). In addi
tion to this, substantial volumes have also 
been mobilised by public sector units (PSUs) 
through issues of taxable and tax-free bonds. Third, in view of the long debt maturi

ty needs of infrastructure financing, it is prob
able that the financial intermediaries them
selves will need credit enhancement in order 
to enable them to raise long-term debt 

investment in 
infrastructure to 

proceed on a 
sustainable basis, 

both the perception 
and reality of risk 

According to disaggregated data compiled 
by the Centre for Monitoring Indian Economy 
(CMIE), in terms of instruments and issuers in 
the public and private sector, for the period 
1990-91 to 1994-95, the total volume of capital 
issues has risen nea.:-Iy fivefold. The average 
number of issues per month has risen from 30 
in 1990-91 to almost 2iXl in 1994-95. In terms of 
amounts mobilised, it doubled between 1988-89 

The central issue in finance for infra
structure investment is not merely the adequa
cy of funds, but more importantly the institu
tional framework and the other related mecha
nisms which faCilitate convergence of invest
ment horizons of ultimate savers and borrow-
ers in the economy. d t b d d and 1990-91 and furUter quadrupled to Rs 450 

nee 0 e re uce. billion by 1994-95 (Table 4.3). While public and 

Mitigation and 
Management of Risk 

Because of the many risks involved in the implementation of 
infrastructure projects, the possibility of raising commercial 
financial resources is cruCially dependent on the appropriate 
mitigation and management of risk. Chapter III has already dis
cussed in some detail the risks encountered in infrastructure 
projects and which typically hinder commercialisation. Table 4.1 
lists the categories of risk involved, who should bear these risks 

. and the finanCial pOSSibilities of covering or mitigating them. 
If private investment in infrastructure has to proceed on 

a sustainable basis, it is necessary to reduce both the perception 
and the reality of risk. The basic approach to risk management 
should be based on the principle that the party best able to man
age a risk at least cost should mitigate it. Consequently, the pri
vate sponsor would need to bear the commercial and manageri
al risks, while the Government would need to manage the coun
try and the political risk. The latter would involve the set of poli
cies and actions necessary to promote overall economic growth 

rights issues were the preferred modes for issue 
of capital upto the mid-eighties, since then, pri
vate placements with mvestrnent institutions, 

mutual funds and commercial banks h~e become a popular and 
cheaper form of raising capital by priva:e and public sector com
panies. The absence of an active secondary market in debt instru
ments-particularly corporate bonds-resulted in serious irregu
larities in the trading of these bonds, cu!.:ninating in the securities 
"scam" in early April 1992. As a fallout of these developments in 
the debt market. the Government banned "ready forward" trans
actions in all debt instruments, barring q I-day Treasury bills (auc
tioned issues) and certain "notified" dated securities, 

In marked contrast to the 1980s, when debt predomi
nated in the resources mobilised from the primary market, 
equities and convertible debt have come to dominate the pri
mary issuance in a big way during the ]990s. Bulk of the eqUi
ty issues have come from companies in the private sector. 
Trends in the debt-eqUity ratio for the private corporate sec
tor-based on company finance studies by ICICI-indicate that 
recourse to debt finance has slowed down, particularly after 
1992-93. The debt-eqUity ratio which had fluctuated between 
0.83 and 0.96 from 1985-86 to 1992-93, declined sharply to 0.76 
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1 RISKS IN FINANCING INFRASTRUCTURE PROJECTS 

Type of Risk Who Controls 

A. Commercial: Project specific 

a) Project concept and cost Sponsor 

b) Project supplies Supplier 

c) Market (multiple users: toll road) None 

d) Market (single purchaser: power) Purchaser 

e) Sponsor commitment and strength Sponsors 

f) Contractor or operator Contractor 

B. Commercial: Economic Environment 
a) Currency/ interest risk Varies, but partly host 

Government 

b) tnfIation Partly host 
Government 

C. Non-Commercial: Project Specific 
a) Regulatory Host Government 

b) Expropriation Host Government 

D. Non-commercial: Non Project 
Specific 
a) Country risk Host Government 

b) POlitical risk Governmen 

c) Legal risk Host Government 

d) Force Majeure risk No party 

J 

" 
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Covering/ Mitigating 

Independent cost review, review of similar projects, use of tested 
technology, contracts for construction and operation and supply 

Supply contract (e.g. coal to power station), sometimes "supply or 
pay' basis, Government guarantee for supplier performance 

Independent surveys to verify demand forecasts ; agreements to 
provide access to market (e.g. concessions to supply telecom ser
vices); competitors/ substitutes 

Take or pay contract, revolving UC from purchaser to provide 
advance payment cushion. 

Substantive equity commitments, lead sponsor strength, credit 
review, technical strength, commitments to meet cost overruns. 

Technical/geographical experience and performance; financial 
strength; contractual arrangements; insurance arrangements 

Hedging, sponsor guarantees to cover cost overruns during con
struction, use of local financing, Government agreement to link pro
ject tariff to debt-service costs if devaluation affects both. 

If regulated, Government agreement to link tariffs for project's out
put to an inflation index. 

Detailed concession agreement, specifying conditions. 

Previous record; concession terms; insurance 

Country exposure limits, Government guarantees of exchange avail
ability, payments made to an offshore escrow account directly. 

Insurance, buyout clauses 

International arbitration 

Insurance ' 

"" 
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12 PUBLIC AND PRIVATE SAVINGS IN SOME ASIAN ECONOMIES 

..................... ......... -..... ....... .. . ............. ................ ....... ... ............... .... ... ....... . 

Indonesia Malaysia Thailand Singapore Japan 
25 25 25 25 25 

20 20 
19.1 

20 20 18.5 20 

15.8 
14.0 14.6 

15 15 15 15 15 

10.3 
10 

7.7 
10 10 8.6 10 10 

5.1 
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o 
(1981-88) 

o 
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o 
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o 
(1981-88) 

Source: World Bank: The East Asian Miracle 

in 1993-94 and then to 0.55 in 1994-95. 
PSUs operating in infrastructure areas continue to be the 

principal issuers of debt securities in the primary market. With 
the deregulation of interest rates on capital market debt instru
ments in 1991. PSUs have been forced to offer market-deter
mined interest rates on such debt instruments. The high inter
est rate regime since early 1995 has impinged on the ability of 
these PSUs to raise resources through debt issues-both via 
public issues as also private placements. Given their inability to 
absorb the higher interest costs. the PSUs have refrained from 
borrowing and deferred expenditure plans-~thereby affecting 
gross domestic investment in the economy. 

The re-entry of Indian corporates into global capital 
markets in a big way in 1993-94, has brought about an addi
tionality of resources to the market. This has been further 
augmented by portfolio investments by FIls in the secondary 
market. In 1993-94. private corporate units mobilised 'Rs 79 
billion through global depository receipts (GDRs) and foreign 
currency convertible bpnds (FCCBs). Subdued interest in 
Indian paper among foreign i'nvestors , particularly after 
November 1994. resulted in marginally lower mobilisation at 
Rs 67 billion iIi. 1994-95 (Chart 4.4) . 

The equity market has been highly active as the bulk 
of th~ resources raised by the private sector in the primary 
market are in the form of direct equity or-convertible deben
tures . In the secondary market. the market capitalisation of 
the 7.000-odd listed companies in 23 stock exchanges has 
risen at a very fast pace. pa ticularly since 1990-91. At the 
end of December 1995, aggregate market capitalisation of 
stocks listed on The Stock Exchange, Mumbai , amounted to 
Rs 4.260 billion (US$128 billion) which was almost 30 per 
cent below its historical high of Rs 5.955 billion (US$190 bil-

lion) reached in September 1994. This growth in market cap
italisation conceals the fact that the secondary market still 
operates with antiquated trading and settlement systems. 
which have resulted in imperfect information flows. With 
the setting up of screen-based trading on The Stock 
Exchange. Mumbai. the National Stock Exchange (NSE) and 
the Over The Counter Exchange of India (OTCEI). some of 
these imperfections have been rectified . Further, the estab
lishment of depOSitories-likely by the end of 1996-is 
expected to iron out many of the glitches which have affect
ed secondary market trading in eqUities. Notwithstanding 
these developments in the eqUity market. the debt market 
has remained undeveloped due to an illiqUid secondary mar
ket in debt instruments. 

The Indian Debt Market: Current Status 
The debt market in India can be broadly categorised into two 
segments-the money mar~t and the bond market. The 
matrix of issuers, investors and instruments in the debt mar
ket is presented in Table 4.5. Measured in terms of the out
standing value of debt instruments. the size of the tradable 
debt market has been estimated at Rs 3,000 billion-compris
ing Rs 2,650 billion of bonds and Rs 350 billion of money mar
ket instruments (Table 4.7). Apart from this. there is an untrad
ed debt market estimated at about Rs 600 billion, comprising 
small savings instruments about Rs 440 billion and company 
fixed deposits of Rs 160 billion. Between 1980-81 and 1994-95. 
the tradable bond market has expanded almost tenfold, with 
Central Government bonds accounting for a dominant share. 

With the deregulation of interest rates, both in the capi
tal market (in 1991) and the credit market (in 1991 and 1994). 
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there have been significant changes in the issuance methods 
and trading pattern of bonds. The most significant changes 
have occurred in the Government bond market. Unlike the pre-
1992 period. when bonds had issuance maturities ranging from 
five years to 30 years. since 1992-93. the issuance maturity has 
varied from two years upto a maximum of 10 years. Issuance of 
bonds at fixed rates with pre-determined "notified" amounts 
has been largely replaced by an auction system of issuance; the 
earlier practice is still used however. especially for State 
Government bonds. Apart from fixed-rate bonds. the 
Government has also issued floating-rate bonds. zero-coupon 
bonds and partly-paid bonds. However. liquidity continues to 
be thin in the secondary market: even with the moveover to 
screen-based trading on the NSE. Pricing of securities at mar
ket-determined rates has generated increased interest among 
market participants and facilitated the use of open market 
operations as a tool of monetary policy by the RBI. In effect. the 
issuance of Government securities. instead of being used for 
funding the fiscal deficit. is now becoming an instrument of 
internal debt managem~nt. monetary management and short- . 
term liquidity management. 

Market-determined pricing has also facilitated the use of 
issuance yields on Government securities as benchmarks for 
pricing and structuring of debt instruments in other segments 
of the market. In 1994. the three industrial term-lending insti
tutions IDBI. ICICI and SCICI issued floating-rate bonds (FRBs) 
for the first time. with interest rates pegged to the issuance 
yields on Treasury bills. However. with the instrument not 
gaining sufficient acceptance among investors. there has been 
no further issuance of FRBs. 

The gradual withdrawal of budgetary support to PSUs by 
the Government since 1991 has compelled them to look at the 
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bond market for mobilising resources. While the more prof
itable units such as SAIL. MTNL. NTPC. and NPC etc have been 
raising resources from the bond market since 1986. a number 
of PSUs have entered the market during the last two years for 
meeting their medium-term and long-term fund requirements. 
The preferred mode of issue has been private placement. bar
ring an occasional public issue. Banks. institutions and other 
corporates have been the major subscribers to these issues. 
Over 50 per cent of the total PSU 1:I0nds outstanding are of the 
tax-free category and have become extremely popular with 
institutional players and profitable private and foreign banks. 
Since they have been issued as instruments transferable by 
endorsement and delivery. a reasonably active secondary mar
ket has eXisted for these bonds. 

Private corporate units fund their medium and long
term resource reqUirements (three to 10 years) through 
debentures-either non-convertible or partly/ fully convert
ible debentures through private placement or public issues. A 
large portion of the pure debt debentures is issued on a pri
vate placement basis to the investment institutions. finanCial 
institutions and banks. However. a large retail investor base 
in corporate bonds also exists. 

Debt Market Infrastructure: Insofar as the equity market is con
cerned. there is a wide network of underwriters. brokers and sub
brokers. All this infrastructure has become possible primarily 
because equity markets have grown at a reasonably satisfactory 
rate over the last five decades. There is considerable liquidity and 
secondary market trading in equities. Hence. when companies 
come to the primary market with equities. there is assured infra
structural support as also the prospect of secondary market liq
Uidity. All these conditions do not hold good for debt instruments. 

3 THE PRIMARY CAPITAL MARKET: ISSUERS AND INSTRUMENTS (R5. BILLION) .................................................................. ... ..................................................... 
1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 1994-95 

No. of Capital Issues 253 379 351 497 1,039 1,278 2,024 
Capital Issues Amount 54.65 122.87 110.45 145.96 303.64 383.94 447.93 
As per cent of GDS 6.4 12 8.7 10.3 21.6 24.2 N. A 

By Type of Security 
a) Equity 10.6 18.98 42.45 66.78 202.86 233.79 333.57 
b) Convertible Debt · 17.56 52.63 25.36 37.17 75.71 83.97 80.21 
c) Non-Conv. Debt 2.99 22.97 5.81 1.46 15.04 31.98 28.1 
d) PSU Bonds 23.5 28.29 36.83 40.55 10.03 34.2 6.05 

By Type of Issue 
a) Public 25.13 . 44 .3 48.54 VO.61 170.24 192.33 246.05 
b) Rights 13.62 33.97 23.81 · 34.24 11 7.35 129.62 111 .55 
c) Private Placement 15.9 44.6 38.1 41 .11 16.05 61 .99. 90.33 

By Type of Issuer 
a) Private Sector Cos. 29.77 67.71 44.08 54.13 192.21 208.37 334.37 
b) Public Sector Cos. 20.58 44.44 39.08 40.54 14.43 100.64 31 .13 
c) Public Mutual Funds 4.3 10.72 27.29 51.29 97 60.54 69.8 
d) Private Mutual Funds 0 0 0 0 0 14.39 12.63 

Source: CMIE The Primary Capital Market October 1995 
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5 THE DEBT MARKET: ISSUERS, INSTRUMENTS AND INVESTORS 

.......................................................................................................................... 
Issuer Instrument 

Central government Gol Securities 

Central government T-Bills 

State government Dated Securities 

Government Agencies & Public Government 
Sector Undertakings (PSUs) 

Issuance Maturity 

2 to 10 years 

91/364 days 

5 to 10 years 

5 to 10 years 

Investors 

Banks, L1C/GIC, UTI, 
RBI, MFs, PFs, NBFCs 

Banks, RBI, PFs (now), NBFCs 

Banks, L1C/GIC, PFs 

Banks, L1C, PFs, UTI, MFs, 
and Public Sector Corporates 
guaranteed bonds 

PSUs PSU Bond/Structured Obligation 5 to 10 years Banks, L1C/GIC, UTI, MFs, 
Corporates, Trusts 

Private Sector Corporates Corporate Debentures 

Public & Private Sec. Corporates Commercial Paper 

Banks&Financial Institutions a) Bonds 

b) Certificates of Deposit 

-4 4 FOREIGN INVESTMENT INFLOWS 
.................... . ................................ . 

Total Foreign investment (Rs. billion) 

(151.12) 
175 Direct Investment 

• (158.49) 

150 
Portfolio Investment 

125 
8 GDRs 

FIls 
(132.3) 

(117.47) 
100 78.98 

67.43 
75 

50 

53.32 50.24 
25 

(4.9) (6.13) 

1991-92 1992-93 1993-94 1994-95 

Source: World Bank: The East Asian Miracle 

Further, being a market of a limited number of large investors, the 
debt market began as a telephone market and had remained so till 
recently with settlement done physically, directly between the par
ticipants: The telephone trades had some major lacunae associat
ed with them in that there was no single system/agency from 
which information on all trades could be obtained. Moreover, it 
did not protect the identity of the counterparties, and investors 
could never be sure whether they got the best prIce in the market. 
Many of these lacunae spurred the need for setting up the NSE 
system in June 1994 which is the first formal debt trading system 
in the country. 

1 to 12 years 

3 months 

5 years & above 3 months 
(banks), 1-3 yrs (Fls) 

UTI, MFs, L1C, GIC, Fls, NBFCs 

Banks, UTI, MFs, Fls, NBFCs 

a) Trusts, PFs, Individuals, 
NBFCs 

b) Banks, Corporates, MFs 

The debt market has not really developed due to several 
policy constraints which, in turn, discouraged growth of the 
required market infrastructure. A few of these policy con
straints have been removed but a lot remains to be done. It will 
take quite some time to bUild proper infrastructure which can 
support the debt market. The formalising of the'debt market 
will also make it possible to expand the participant base by 
bringing in more large players like money market mutual 
funds, Fils, large corporates along with retail investors. 

In terms of size, the equity and the bond markets give a 
deceptive perception of breadth and depth (Table 4.6). 
Financial sector reform since 1992 has spurred the dull equity 
market and created conducive conditions for activating an oth
erwise dormant bond market. However. liquidity continues to 
be limited, particularly in the bond market. It is against this 
backdrop that the future role of the capital market in funding 
massive infrastructure investments needs to be viewed. 

Given the large size of the country and the many 
potential infrastructure entities, the Indian bond market 
has the potential of being among the larger bond markets in 
the world. Debt issuers are many. The Central government 
and State Governments are already active mobilisers of debt 
resources. In the future, if the bond market develops, other 
public sector entities such as urban development authori-

ties, municipal corporations, and state government infra
structure corporations would be active bond issuers as well. 
In addition, with the entry of the private sector into infra
structure, new entities such as telecom companies, indepen
dent power producers, industrial park developers, road devel
opers and the like will come into being and are potential bond 
issuers. Thus within a short period of time, there will be lit
erally hundreds of potential bond issuers. Whereas many of 
these entities would need credit enhancement to be able to 
enter the market to begin with, it is expected that banks and 
financial intermediaries would be the most active partici-
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6 INDIA: INDICATORS OF FINANCIAL SECTOR DEVELOPMENT 

No. Item 1985-86 1989-90 

1. Stock Market Capitalisation 222 554 
2. Bank Deposits 845 1,670 
3. Outstanding Bonds 643 1,392 
4. GOP (at current prices) 2,338 4,058 
5. 1 as per cent of 4 8.9 13.7 
6. 2 as per cent of 4 36.5 41.1 
7. 3 as per cent of 4 27.5 34.3 

Source : The Indian Bond Market, June 1995 

pants in the early stages of the bond market. 
Because of the absence of a secondary market. the 

retail segment is largely absent in the Indian debt market. 
Among institutional suppliers. the pattern in most debt mar
kets is that it is the insurance companies. pension funds. 
provident funds and mutual funds who are the key suppli-

. ers. For a market to operate. there must be an adequate num
ber of players to ensure anonymity and to inject into it 

enough diversity of opinion. In India. because of the nation
alisation of banks. financial institutions. insurance. and pen
sion and provident funds. these conditions do not exist at 
present. although some movement has taken place in the last 
five years. Thus. for the debt market infrastructure to devel
op. it is imperative that many new entities in each of these 
categories be allowed to develop and grow. For the infra- ' 
structure sector. where debt maturities have to be long. it is 
the life insurance funds. and provident and pension funds 
that would be the most important. 

1990-91 1991-92 1992-93 1993-94 1994-95 

1,103 3,541 1,771 3,984 4,688 
1,925 2,308 2,686 3(151 3,869 
1,590 1,825 1,978 2,357 2,614 
4,727 5,516 6,279 7,090 9,456 
23.3 64.1 28.2 56.1 49.6 
40.7 41.8 41.8 44.5 40.9 
33.6 33.1 31.5 33.2 27.6 

Infrastructure Investment And Financing 
The Future Macro-economic Framework: Between I 995-96 
and 2005-06. real GDP growth is projected to rise monotonical
ly-from around 6.2 per cent in 1995-96 to over 8 per cent in 
the terminal year. This growth in GDP would be supported by 
an investment rate which is expected to rise from the current 
level of 25 per cent to over 31 per cent at the end of the ten
year period in 2005-06. The growing investment would contin
ue to be funded predominantly out of domestic savings. The 
domestic savings rate (GDS/GDP). is envisaged to increase from 
24.5 per cent in 1995-96 to 28.5 per cent in 2005-06-the step
up being predicated on a significant expansion in public sector 
savings. The increased public savings are projected to arise out 
of an improvement in efficiency. a move towards market-based 
pricing of public sector services-especially infrastructure ser
vices-and progressively increasing commercial orientation of . 
public sector enterprises. Improvements in the functioning of 

1 The Age of the Bond 
THE 1980s were the age of equities in Asia. The 1990s will be 

the decade of the bond. Enthusiasm about the prospects for 
fixed-income securities in Asia is widespread. In 1991, Asian 

issuers outside Japan raised $2.7 billion on the international bond 
markets. In 1993, that figure leapt to $13 billion-over twice the 
$5.2 billion that Asian companies raised through share offerings. 
If convertible bonds, which can be turned into shares, are includ
ed, a further $7 billion is added to the total issued on the interna
tion\l.1 markets in 1993.The potential ofthe Asian bond market has 
moved Moody's, the American credit-rating agency, to open an 
Asia-Pacific office in Hong Kong in June, 1994. By the end of third 
quarter in 1994, despite the global slump in bond prices, Asian 
issuers had raised $10 billion worth of international bonds. The 
comparative balance between the debt and equity markets in Asia 
and the US is a strong indicator of the scope for more develop
ment of the bond market in Asia. In America, 45 per cent of the 
companies' funds are raised through the corporate bond market; 
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in developing Asia, the figure is less than 1 per cent. 
Asian issuers should now be in a much stronger position 

than ever before to raise debt. Countries like Thailand, Malaysia, 
Singapore and South Korea have been growing at over 7 per cent 
a year for over 20 years. The region has an established record of 
low inflation, giving it an edge over Eastem Europe and Latin 
America. The sovereign debts of Malaysia, Thailand, South Korea, 
Singapore, Taiwan and even China are all rated investment grade 
by credit rating agencies. Gaining the confidence of the bond mar
kets is important because Asian countries have an increasing need 
for long-term capital. Although both bank and equity .finance will 
have to playa role i~ financing infrastructure development, bond 
markets-which specialise in the long-term maturities required by 
infrastructure projects-should eventually bear more of the strain: 

Still, the Asian bond has some way to go to match its equi
ty counterpart. Whereas Asian issuers have learnt to tap interna
tional bond markets, in most countries, domestic bond markets 



the capital market will provide better ~vings instruments to 
savers. This is expected to contribute to more efficient finan
cial intermediation and hence a rise in the propensity to save. 

As in the past. the household sector would continue to 
provide the bulk of domestic savings, but this would be aug
mented substantially by the private corporate and the public 
sectors. As the process of economic liberalisation goes forward, 
and the Indian economy gets aligned globally, opportunities for 
foreign investments in India would expand. This would get 
reflected in the share of foreign savings funding domestic 
investments-which is expected to double from 1.5 per cent in 
1995-96 to 3 per cent in 2005-06. 

Within the broad framework outlined above, the private 
sector is expected to play an increaSingly larger role in foster
ing economic development. The share of the private sector in 
aggregate domestic investment is expected to rise from a little 
over 60 per cent in 1995-96 to nearly 70 per cent by 2005-06. 
The increased involvement of the private sector would be in 
both infrastructure as well as non-infrastructure sectors. 

The public-Private Divide 
The Public Sector: Although the role of the public sector in 
infrastructure would diminish, with the gradual entry of the 
private sector initially into areas such as power, telecom and 
subsequently into roads, railways, ports and urban infrastruc
ture, the public sector would still account for over 50 per cent 
of the total investment in infrastructure by the end of 2005-06. 

In absolute terms, annual public sector investment in 
infrast ructure is slated to rise from Rs 477 billion in 1995-96 to 
about Rs 690 billion in 2000-01 and Rs 1,000 bill ion in 2005-06 
(Table 4.8). In the past. these investments were fun ded 
through budgetary support. internal and extra-budgetary 
resources (lEBR) of public enterprises and project-specific for-

are underdeveloped. Trading in Asian bonds is still done in 
Western Europe. Even in the international bond markets, the pro
file of the Asian issuers is heavily skewed towards governments 
and large issuers, None of the $2.2 billion Chinese dollar-denomi
nated bonds issued in the Euromarket since 1993 has been cor
porate debt. It is also not certain that economic development will 
necessarily lead to the development of a corporate bond market. . 
The case in point is Japan. Japanese banks have retained a lock on 
corporate lending. Japanese companies raise only 4 per cent of 
their funds through the bond markets. There is also a traditional 
bias against debt. 

Many buyers of Asian debt are dissatisfied with the opera
tion of the market. The critics argue that although investment 
~anks are keen to underwrite new issues, they are less interested 
in makirig a secondary market in Asian bonds. It is also feared that 
the investment bankers are offering unrealistically favourable 
terms to the issuers. This may allow them to raise cheap money in 
the short run , but it carries the risk of being shunned by the 
investors and tarnishing the good name of the issuer. 

The problems can be tackled by a more accommodating 

eign aid. Given the government's commitment to reduce/phase 
out budgetary support to such investment. we expect that bud
getary support will be used to fill the funding gap. The other 
sources of funds, and the proportions in which they would 
finance the investments over the 10-year period have been 
assumed as under: 

Source Per cent of Investment 

Internal generation Assumed to rise form 40 per cent 
to 50 per cent 

Market Borrowing 
FIs and Banks 

Foreign Savings 

Assumed constant at 20 per cent 
Assumed to decline from 10 per
cent to about 7.5 per cent 
Proportion which public sector 
investment in infrastructure 
bears to total investment as 
applied to aggregate foreign sav
ings inflow. 

The result of these assumptions is that the budgetary 
support can be projected to remain roughly constant in real 
terms (at 1995-96 prices) at the current level of just over Rs 100 
billion throughout the next 10 years. As has been argued in 
Chapters II and III, commercialisation of infrastructure and 
entry of the private sector cannot take place unless the perfor
mance of public sector enterprises improves progressively. 
Internal generation from public enterprises is therefore pro
jected to rise from the current approximately Rs 200 billion. to 
about Rs 300 billion in 2000-01. and Rs 500 billion in 2005-06. 
Thus. the financing of public sector investment in infras truc
ture from internal generation of funds is projected to increase 
from the current level of about 40 per cent to about 45 per cent 
in 2000-01 and 50 per cent by 2005-06. Direct market borrow-

regulatory environment. Asian governments are conscious of the 
need to promote bond markets just as they promoted stockmar
kets in 1980s. In the past three years, Thailand, Malaysia, 
Indonesia and India have all set up domestic bond rating agencies 
and passed laws insisting that the companies must have credit rat
ings if they want to sell debt. 

Governments are realising that the domestic bond mar
kets in Asia can not g row if they are treated as a means of gen
erating forced savings. A number of governments made pur
chase of their securities compulsory for banks and other 
financial institutions, often at below market rates. The Chinese 
extended forced purchase even to individuals. Active primary 
and secondary markets in government and corporate bonds 
are more likely to succeed when governments allow the mar
ket to determine the value of their debt. Since 1993, the price 
of Indian government bonds has been determined through 
open-market auctions. Other governments are likely to follow 
this example . 

Source: The Economist, November 12, 1994. 
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7 THE INDIAN DEBT MARKET: A PROFILE 
(RS. BILLION) ..................................................................................................................................................................... 

As on March 31 1971 1976 1981 1986 1989 1990 1991 1992 1993 1994 1995 

Types of Fixed Income Securities: 5 5 5 6 8 8 8 8 8 8 8 

Bond Market Instruments 

Central Government Bonds 44 71 157 353 552 625 697 777 852 1,132 1,305 
State Government Bonds . 12 21 30 61 107 129 155 190 225 261 305 
Government-guaranteed Bonds 25 42 60 125 205 238 274 312 341 364 372 
PSU Bonds 0 0 0 4 72 110 164 216 230 270 332 
Corporate Bonds n.a. n.a. 20 100 280 290 300 330 330 330 300 
Tolal Bonds OIS = A 81 134 266 643 1,216 1,392 1,590 1,825 1,978 2,357 2,614 

Money Market Instruments 

Treasury Bills 25 58 129 260 143 252 70 88 193 267 256 
Per cent held by RBI n.a. n.a. n.a. n.a. 86 94 72 70 87 n.a. n.a. 

Certificate of Deposit (CD) 0 0 0 0 48 70 117 59 35 
Commercial Paper (CP) 0 0 0 0 2 15 33 30 
Money Mkt. Debt OIS = B 25 58 129 260 143 252 . 118 160 325 359 321 

Debt securities O/S (Total = A+B) 106 192 395 903 1,359 1,644 1,708 1,986 2,303 2,717 2,935 
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8 RESOURCE REQUIREMENTS FOR INFRASTRUCTURE (RS. BILLION) 

..... ,,"""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" """"""""""""""""""""""""""""""""""""""" 
Item 1990-91 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

Gross Domestic Investment 1448.5 1733.3 2384.1 2826 3089 3389 3697 4076 4512 4929 5414 5939 6524 7178 
of which 

Z Total Investment in Infrastructure 287.4 452.2 494.1 598 674 757 851 955 1075 1191 1322 1470 1636 1823 
X -Private Sector 70.1 105.3 107.0 121 164 212 265 316 382 442 517 598 700 805 
Y -Public Sector 217.3 346.9 387.1 477 510 545 586 639 693 749 805 871 936 1018 

P Public Sector Invt. Funded by 
P1 -Budget Support(Y-P2-P3-P4-P5) 18.6 97.9 97.9 107 112 115 108 106 106 104 107 115 107 114 

of which 
P1.1 -From Capital Market (=70 %P1) 13.0 68.5 68.5 75 78 80 76 74 74 73 75 80 75 80 
P2 -Internal generation 86.9 138.8 154.8 191 204 218 246 281 312 352 386 418 468 509 
P3 -Foreign Savings 46.6 6.2 18.2 36 41 49 59 66 74 80 86 94 104 115 
P4 -Market Borrowings 43.5 69.4 77.4 95 102 109 117 128 139 150 161 174 187 204 
P5 -Fls/Banks 21.7 34.7 38.7 48 51 55 56 57 62 64 64 70 70 76 

R Private Sector Invt. Funded by 
%Retained Earnings of Pvt. Sector deployed in Infra (Assumed) 2% 5 % 7% 10% 12 % 14 % 16% 18% 19 % 20 % 20 % 

R1 Retained Earnings of Pvt. Sector Invested in Infrastructure 10 27 43 66 89 114 143 177 206 239 264 
R2 Forex Savings 15.0 1.9 5.0 9 13 19 26 33 41 47 55 65 78 91 
R3 Funding of Pvt. sector thru' 55.1 103.4 102.0 102 123 150 172 195 227 252 285 328 383 450 

intermediation and Cap. Mkt.(X-R1-R2) of which 
Pvt. Sector-':""Loans from Fls + Banks (Assumed) 20% 22 % 24 % 26 % 27 % 28% 29 % 30 % 29 % 27 % 26 % 

R4 FI + Bank Support to Pvt. Sector Infrastructure Projs. 24 36 51 69 85 107 128 155 174 189 209 

R5 Bal. from Cap. Mkt.(for Pvt. Sector)=R3-R4 78 87 100 103 109 120 124 130 154 194 241 

R6 Tot. Resources from K-Mkt.(for Pub.&Pvt. Secs for Infra,)=P4+R5+P1 .1 248 267 289 296 311 333 346 366 409 456 524 

KO FI+Bank Support to Infra.(P5+R4) 72 87 105 125 143 169 192 220 243 259 286 
of which 

K1 Internal Generation (30 per cent of Disbs.) 22 26 32 37 43 51 58 66 73 78 86 
K2 Barr. by Fis from K-Mkt.(70 per cent of Disbs.) 50 61 74 87 100 118 134 154 170 181 200 

K3 Tot. Resources from K-Mkt. (for PUb.&Pvt. Secs for Infra. + Fls)=R6+K2 298 328 363 383 411 451 481 520 579 638 724 

co ca 



ings by public sector entities being kept at about 20 per cent of 
total requirements. rise from about Rs 100 billion now to Rs 
138 billion in 2000-01 and Rs 200 billion in 2005-06. Support 
from banks and financial institutions is slated to decline from 
the current 10 per cent to 9 per cent in 2000-01. This is consis
tent with the idea that the bond market will become more 
active. Foreign financing for public sector infrastructure pro
jects is expected to increase from the current about Rs 40 bil
lion (US$1.2 billion) to about Rs 75 billion (US$2.2 billion) by 
2000-01 and Rs 115 billion (US$3.3 billion) by 2005-06. As a 
share of total public sector infrastructure investment. the share 
of foreign financing ranges between 8 and 12 per cent through 
the period. Consequently. the key to public sector investments 
on infrastructure is a continuing substantial improvement in 
internal savings. If that does not take place. their ability to tap 
capital markets for resource raising will itself be impaired. 

The Private Sector: The share of the private sector in infra
structure investment has been projected to rise from the cur
rent I per cent of GDP to about 2.5 per cent of 
GDP by 2000-01 and 3.5 per cent by 2005-06. 
This means that in absolute terms this invest-

would aggregate about Rs 1.160 billion. Thus the total assis
tance to the infrastructure sector from banks and FIs would 
rise from the current Rs 25 billion to about Rs 100 billion in 
2000-01 and Rs 200 billion by 2005-06. Retained forex savings 
going into private sector infrastructure have been assumed to 
bear the same proportion which private investment in infra
structure bears to total investment ~n the economy. External 
financing of private sector infrastructure would then rise from 
the current Rs 10 billion (US$300 million) or so to about Rs 40 
billion (US$1.2 billion) in 2000-01 and Rs 90-100 billion by 
2005-06 (US$3 billion) These volumes look like relatively mod
est numbers but. together with the external capital inflow into 
public sector projects. is consistent with total expected net 
external capital inflows. As a share of private sector investment 
in infrastructure investment. net external capital inflows can
not be expected to finance much more than 10-12 per cent of 
the requirements. The balance investment would have to be 
funded from the domestic capital maskets-equity and debt. 

On the basis of these assumptions. the direct draft of the 
private sector on the capital market for infra
structure finanCing would rise to about Rs 120 
billion by 2000-01 and Rs 240 billion in 2005-06. 

ment will have to rise from about Rs 120 bil
lion in 1995-96 to Rs 380 billion in 2000-01 
and Rs 800 billion by 2005-06. In order to 
assess the financing pattern of private sector 
investments in infrastructure. reference was 
made to the company finance studies pre
pared by ICICI. !DBI and CMIE. The broad pat
tern discernible from these studies was that 
established companies. with a reasonably 
good track record. had shifted away from 
external sources of funds towards internal 
sources-particularly since 1993-94. Further. 
the extent of reliance on funds from banks 
and financial institutions by well-established 
companies has fallen. with their share in 
gross capital formation declining to a low of 5 
per cent in 1993-94. However. this would not 

As a share of 
Private sector entry into infrastructure 

in a big way will be possible initially only by 
financial support from the banks and the Fls. 
who have so far proVided assistance by way of 
underwriting of equity and debenture issues. 
loan finance and also guarantees in respect of 
foreign currency loans obtained from interna
tional banks. However. to meet the reqUire
ments of infrastructure projects. FIs would 
also need to approach the primary market to 
augment their pool of loanable long-term 
resources. Assuming that 70 per cent of the 
aggregate disbursements during any given 
year would be funded out of additional bor
rowing (both debt and equity). FIs would need 
to mobilise about Rs 100 billion by 1999-2000 

private sector 
infrastructure 

investment, net 
external capital 

inflows cannot be 
expected to be more 
than 10-12 per cent. 

hold true for greenfield projects or for recent-
ly established companies. On the baSis of these studies. we 
have assumed that retained earnings would fund a progres
sively larger proportion of capital formation in the private cor
porate sector. To begin with. in 1995-90.2 per cent of the 
retained earnings of the private corporate sector would be rein
vested in infrastructure projects. By 2000-01. this would rise to 
just under 15 per cent. and then stabilise at about 20 per cent 
by 2004-05. Retained earnings financing private sectOr infra
structure would then rise from the current Rs 10 billion or so 
to over Rs 110 billion In 2000-0 I and Rs 265 billion in 2005-06. 
Funding support from banks and Fis is assumed to rise from 20 
per cent in 1995-96 to 28 per cent in 2000-01 and then taper off 
from 30 per cent in 2002-03 onwards to reach a level of 26 peI 
cent by 2005-06. It must be borne in mind that industry expo
sure norms will constrain banks and Fls from over-extending 
themselves in the infrastructure sector. Based on a trend rate 
of growth of 15 per cent (actual growth between 1987-88 and 
1994-95 was about 30 per cent for the all-India financial insti
tutions or AlFls). total disbursements of the AIFls in 2005-06 
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and nearly Rs 200 billion by 2005-06 in the 
capital market. 

In order to estimate the total demand for funds to be 
raised from the capital market. it is also necessary to account 
for the direct market borrowing of the public sector along with 
the borroWings of the Government itself which go into bud
getary support. It has been assumed that 70 per cent of bud
getary support would· be financed by government borrowing. 
On this basis. the total funding reqUirements for infrastructure 
to be financed from the domestic Indian capital market are 
seen to ri~e from the current Rs 250 billion to about Rs 410 bil
lion by 2000-01 and Rs 720 billion by 2005-06. Ihis volume of 
resource mobilisation amounts to just about 40 per cent of total 
infrastructure investment requirements. It should be noted 
that this estimate is based on rather optimistic assumptions 
about internal generation of funds in both the public and pri
vate sectors. Thus this projection for capit-il market require
ments should be regarded as the minimum trajectory expected. 
To obtain on understanding of the full dimension of capital 
market development that is required over the next 10 years. we 
place in perspective the resource requirements of the infra-



structure sector within the full resource requirements of capi
tal formation in the country as a whole. 

Gross Capital Formation and its Financing: Akin to the exer
cise carried out in the previous section. we have attempted to 
estimate the resources required from the capital market for 
funding non-infrastructure investments in the economy (Table 
4.9). When juxtaposed with the estimates obtained earlier for 
infrastructure investments, we get a rough idea of the magni
tude of aggregate domestic capital market funding of gross cap
ital formation in the economy (Table 4.10). For funding of pub
lic sector investments in non-infrastructure sectors, we have 
used the same assumptions as mentioned in the previous sec
tion. As regards private sector investments (excluding house
hold sector investments in phySical assets), we have looked at 
a recent World Bank study (The Emerging East Asian Bond 
Market. June 1995), which estimates capital market funding of 
private sector investment in East Asian economies. In East 
Asia, companies typically fund about 40 per cent of investment 
from internal sources, and balance 60 per cent 
from external sources, including foreign sav-
ings of about 1 per cent. By the end of the cen-

infrastructure industries , the funding pattern has been 
assumed to be the same as for infrastructure investments. For 
deriving the funding pattern for private sector investments, 
we have used the World Bank study referred to earlier but 
have also made some assumptions which closely approximate 
current funding practices of institutional lenders. Foreign sav
ings invested in non-infrastructure private sector industries 
have been derived as a residual after apportionment to publiC 
sector investment as well as private sector infrastructure 
investment. The balance non-infrastructure investment in the 
private sector would have to be funded from domestic 
resources. Private corporate savings getting reinvested in non
infrastructure industries have also been derived as a residual 
after taking into account investment of these savings in infra
structure industries. Based on data used in the World Bank 
study, we have assumed that fresh issuance of equity capital 
would be to the extent of 10 per cent of capital formation and 
this ratio would remain constant at this level during the 10-
year period under review. Ploughback of profits and fresh equi-

ty issuance would provide the domestic equi
ty component of the funding process. The 
balance of domestic resources would be in 

tury, these proportions are expected to change 
to about 35 per cent and 65 per cent respec
tively and further to 30 per cent and 70 per 
cent by 2005. Foreign savings which finance 
about 1 per cent of capital formation current
ly are expected to rise to 3 per cent by 2000 
AD and 4 per cent by 2005. The modest rise in 
foreign savings is mainly because these coun
tries have already attracted large volt.imes of 
foreign investment in recent years and most 
well-established companies have already 
reached their foreign ownership limits. 
Within external sources of funds, capital mar
ket funding is projected to rise from 19 per 
cent of capital formation to over 27 per cent 
by 2000 AD and further to over 35 per cent by 

Private sector 
the form of debt funding to be raised, one, 
directly from the capital market and, two, 
from intermediaries such as banks and finan
cial institutions. As an active and liqUid mar
ket for corporate debt emerges, we expect 
companies to mobilise increasing amounts 
directly from the capital market in the form 
of bonds and other securitised debt instru
ments. Based on this expectation, we have 
assumed that capital market debt would rise 
from 9 per cent of capital formation in 1995-
96 to 15 per cent by 2000-01 and further to 20 
per cent in 2005-06-an assumption which is 
in line with that made by the World Bank in 
the aforementioned study for East ASian 

investment in 
infrastructure will 
have to rise from 

Rs 120 billion now 
to Rs 380 billion in 
2000-01 and Rs 800 
billion in 2005-06. 

2005. In India, corporate sector data reveals 
that. in recent years, high and rising corporate 
profitability has enabled companies to increasingly fund capi
tal formation through reinvestment of earnings and deprecia
tion provisions. In 1994-95, internal sources funded 34 per cent 
of capital formation for a sample of over 4,000 public and pri
vate sector companies. The broad pattern of corporate sector 
financing which emerges over the last 10 years is that 30 per 
cent of funds were raised internally while 70 per cent were 
from external sources. However, the structure of external 
sources has undergone a change in recent years with a larger 
reliance on the capital market combined with a sharp decline 

, in resouKes raised from FIs and banks. The process of disin
termediation has been spurred by deregulation of capital mar
ket debt instruments and free pricing of equity capital-the lat
ter getting reflected in the increased issuance of fresh capital. 
particularly by private sector companies. 

In the backdrop of these developments in corporate 
finance, we have attempted to estimate the resource support 
which the capital market would proVide non-infrastructure 
investments, As regards public sector investments in non-

countries. The balance of debt funding would 
come from commercial banks and finanCial 
institutions. A part of the funding which 

finanCial intermediaries would proVide would undoubtedly be 
raised from the capital market itself-we have therefore 
assumed that such mobilisation would be at 70 per cent of the 
disbursements made during the year. 

On the basis of these assumptions, we have estimated 
aggregate capital market support to non-infrastructure invest
ments would rise from about Rs 530 billion in 1995-96 to about 
Rs 1.000 billion by 2000-01 and to Rs 2500 billion in 2005-06 
(Table 4.9). The aggregate picture for infrastructure and non
infrastructure investments and the pattern of funding is pre
sented in Table 4.10. Four broad conclusions emerge from the 
data contained in the table. Between 1995-96 and 2005-06, 
• Internal generation will fund a marginally lower proportion 
of gross capital formation in the economy, about 45 per cent in 
1995-96 declining to 42 per cent in 2000-01 and to 40 per cent 
in 2005-06. 
• Among other domestic sources, loans from FIs will initially 
rise sharply-from 13.7 per cent of gross domestic capital for
mation (GDCF) in 1995-96 to 17.3 per cent in '2000-01 and 
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9 NON-INFRASTRUCTURE RESOURCE REOUIREMENTS (RS. BILLION) --.....•..•....•...................•................................................................••........ .. ~ ...••••.......••••...•.•••....••.•••.....•...•..... ... 

lIem 1990-91 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 

Z GDI in Non-Infr. (excl. H/h sector) 562 751 1156 1467 1637 1837 2021 2251 2517 2795 3127 3464 3818 4216 
of which 

X Private Corporate Sector 258 410 711 857 986 1141 1277 1475 1674 1890 2145 2401 2656 2955 
Y Public Sector 304 341 445 610 651 696 744 777 843 905 982 1063 1161 1261 

Public Sector Funding out of 
P1 -Budget Support(Y-P2-P3-P4-P5) 26 96 113 137 142 147 138 129 129 126 131 140 132 141 

of which 
P1.1 -From Capital Market (=70 % of P1) 18 67 79 96 100 103 96 91 90 88 92 98 93 99 
P2 -Internal generation 122 136 178 244 261 278 312 342 379 425 471 510 581 630 
P3 -Foreign Savings 65 6 21 46 53 62 74 80 90 96 105 115 129 143 
P4 -Market Borrowings 61 68 89 122 130 139 149 155 169 181 196 213 232 252 
P5 -Fls/Banks 30 34 45 61 65 70 71 70 76 77 79 85 87 95 

Private Sector Fundir)g out of 
R1 Internal Generation 149 277 360 479 519 566 598 652 700 750 806 877 957 1057 
R2 Foreign Savings 55 7 33 65 80 102 128 153 179 201 229 260 295 334 

-Foreign debt 36 5 22 42 52 66 83 99 116 131 149 169 192 217 
-Foreign equity 19 3 12 23 28 36 45 53 63 70 80 91 103 117 

R3 Funding of Pvt. sector thru ' 53 126 318 312 387 473 551 670 796 939 1110 1264 1405 1564 
intermediation and Cap. Mkt.(X-R1-R2) 

R4 Bank + FI Support to Non-Infra. 4 48 183 149 190 233 270 316 377 448 531 591 635 677 
R5 Bal. from K-Mkt Directly = R3-R4 49 78 135 163 197 240 281 354 419 491 579 672 770 886 
R6 Tot. Resources from K-Mkt. (for Pub. 128 213 303 380 427 481 526 600 677 760 867 983 1095 1237 

& Pvt. Secs for Non-lnfra)=P4+R5+P1.1 

KO FI+Bank Support to Non-lnfra.(P5+R4) 35 82 227 210 255 303 341 386 453 524 610 676 722 772 
of which 

K1 Internal Generation (=30 % of Disbs) 10 25 68 63 77 91 102 116 136 157 183 203 217 232 
K2 Support from K-Mkt (=70 % of Disbs.) 24 58 159 147 179 212 239 270 317 367 427 473 505 540 
K3 Tot. Resource~~ K-Mkt.(for Pub. 152 271 462 528 606 694 765 870 994 1127 1294 1456 1601 1778 

& Pvt. Secs for n a. + Fls,)=R6+K2 
1\ 
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10 GROSS CAPITAL FORMATION 

..................................................................................................................................................................... 
Item 1995-96 2000-01 2005-06 

Infra Non-I nfra Total As % of GCF Infra Non-Infra Total As % of GCF Infra Non-Infra Total As % of GCF 

G ross Capital Formation 598 1467 2065 100.0 % 1075 2517 3591 100.0 % 1823 4216 6038 100.0 % 
Funded by 
Internal Generation 200 723 924 44.7 % 426 1079 1504 41.9 % 773 1688 2461 40.7 % 
External Sources 397 - 744 1141 55.3 % 649 1438 2087 58.1 % 1050 2528 3578 59.3 % 
- Budgetary Support 107 137 243 11.8 % 106 129 235 6.5 % 114 141 255 4.2 % 
of which 
-from Capital Market 75 . 96 170 8.2 % 74 90 164 4.6 % 80 99 17Q 3.0 % 
- Capital Market 173 285 458 22.2 % 259 587 846 23.6 % 444 1139 1583 26.2 % 
- Loans from Fls 72 210 282 13.7 % 169 453 622 17.3 % 286 772 1058 17.5 % 
of which 
from Capital Market 50 147 198 9.6 % 118 317 435 12.1 % 200 540 740 12.3 % 
- Foreign savings 46 112 157 7.6 % 115 269 384 10.7 % 206 477 683 11.3 % 

Gross Mobilisation from 298 528 826 40.0 % 451 994 1446 40.3 % 724 1778 2501 41.4 % 
Capital Market 
-Direct Capital Mkt. 173 285 458 22.2 % 259 587 846 23.6 % 444 1139 1583 26.2 % 
-Fls and Government from 125 243 368 17.8 % 193 407 600 16.7 % 280 639 919 15.2 % 

Capital Market 

\ 



thereafter remain almost unchanged at 17.5 
per cent in 2005-06. The implications of this 

have to rise from the current Rs 800 billion to 
about Rs 1.400 billion by 2000-01 and Rs 2500 

are that even as FIs experience disintermedia
tion in non-infrastructure industries, they 
will necessarily have to fund infri\structure 
investments in the initial years, and there
after as capital markets mature, FIs will playa 
secondary role in funding capital formation. 
• The domestic capital market will emerge as 
the single most important source of funds for 
the corporate sector and the government
directly funding over 25 per cent of capital for
mation in the economy in 2005-06 as against 
22 per cent currently and 24 per cent in 2000-
01. Indirect funding through intermediaries 
would add another 15 per cent to the 
resources mobilised from the capital market . 
• Foreign savings would supplement 

The domestic 
billion in 2005-06. For the private sector alone, 
it means an increase from the current Rs 350 
billion to about Rs 850 billion in 2000-01 and 
Rs 1.750 bill/on by 2005-06. Over the next 10 
years, private sector reqUirements of funds 
from the domestic cq.pital market will there
fore increase fivefold in real terms . 

capital market will 
directly fund over 

25 per cent capital 
These data should only be seen to be 

indicative of the orders of magnitudes 
involved. A large number of assumptions have 
been made in deriving the magnitudes arrived 
at. Nonetheless, it is clear that the competi
tion for funds will be fierce. With all the atten
dant problems surrounding infrastructure 
projects, the job of raising the magnitude of 

formation in the 
economy in 2005-06 

as against 22 per 
cent currently. 

resources raised from the domestic market in 
funding capital formation. The share of for-
eign savings in GCF would rise from 7.6 per cent now to over 
11 per cent by the end of 2005-06. 

In absolute numbers, this means that total resources 
(both public and private, and infrastructure and non-infra
structure) being raised in the domestic capital market would 

funds indicated would be extremely difficult. 
It is in this context that we have to view the 
capital market reforms proposed in this report 

along with some of the fiscal suggestions put forward. 
We have not been able to make adequate estimates of 

the debt and equity portion of the funds required, However. as 
indicated earlier, debt requirements for infrastructure are very 
substantial and therefore development of the debt market is of 
particular significance. 

Securitisation and Credit Enhancement: 
IFC Taps the Asset-Backed 

Securities Market 
11 securitise part of its mature loans portfolio, International 

Finance Corporation (IFC), the pri'.Jate sector lending arm 01 
the World Bank, along with CS First Boston, launched, on 

June 23rd, 1995, a $400 million offering of asset-backed bonds. 
The bonds were secured on stakes in 73 loans granted by the IFC 
to private companies in 11 countries. The offering, filed with the US 
Securities and Exchange Commission (SEC), marked the first time 
that a pool of loans made to companies in developing countries 
was securitised and sold through a public offering on global 
asset-backed security (ABS) markets. Some $340 million of senior 
notes rated Aa2 by Moody's Investors Services and AA by Duff & 
Phelps, were sold through a global offering. Credit enhancement 
was provided by a privately placed $40 million F tranche, rated 
Baa3 by Moody's. 

A 1inal line of protection was provided by a $20 million C 
tranche, retained by the IFC, plus a $20 million cash liquidity facility. 
The liquidity account was to cellect all excess cash including the 
principal and interest from the retained notes until reaching 10 per 
cent of the outstanding A and B receivables at the end of the second 
year. At that time, the facility was to amortise pro rata for the remain-
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der of the deal. Tranche A, priced at 40 basis pOints over US dol
lar six-month Ubor, was placed publicly on the New York Stock 
Exchange. Tranche B was placed privately with relation
ship banks of the IFC and tranche C was held by the IFC on 
its own books. 

Bond holders assume risk on two fronts-commercial 
and sovereign.' Each of the 73 borrowers was given a shad
ow rating by the rating agencies which were combined into 
one aggregated rating . The risk of commercial default was 
negligible as the pool of borrowers was so diversified across 
country and sector. No borrower representea more than 2.5 
per cent of the pool. 

The 'issue set a precedent in the asset-backed market 
because it included sovereign risk in the form of currency transfer 
risk. There was no guarantee even if borrowing companies had the 
funds to meet debt-servicing commitments that their central banks 
would have the available foreign currency. 

The rating agencies did not concentrate on individual sover
eign risks but on groups of countries, analysing how their 
economies moved in tandem with one another. The agencies con-



Mobilising Debt and Equity Finance: 
possible Sources of Funds 

The Importance of Household Savings: A significant part of 
the increase in gross savings in the economy has come from the 
household sector. which continues to be a net saver. The sector 
today accounts for nearly 80 per cent of the aggregate national 
savings (Table 4.11). The increase in household sector savings 
has occurred notwithstanding high levels of personal taxation 
and moderate to high inflation. The share of public sector in 
national savings has been continually on the decline while that 
of the private corporate sector has nearly doubled over the past 
five years. However. the corporate sector continues to account 
for a small proportion of aggregate national savings. Although 
stepping up the magnitude and relative contribution of the 
public sector in gross domestic savings has been one of the stat
ed objectives of every Five-Year Plan. it has never been achieved 
because many of the investments undertaken in the public sec
tor in earlier plan periods have not borne fruit at the time or on 
the scale that had been anticipated. Improving public sector 
savings appreciably is the most important issue which the 
monetary authorities and the Finance Ministry would have to 
contend with. to accommodate higher levels of private and 
public investment in the coming years. 

According to the World Bank's study on the East Asian 

cluded that the pool could withstand all of the Latin American bor
rowers not servicing debts for two years. Investors are also pro
tected by the IFC's preferred creditor status. The average cost of 
default for IFC loans is 50 basis points a year. This compares well 
with bonds secured on credit card receivables which carry default 
costs of 4 per cent a year on average. 

The pool was also structured to minimise concentration 
of risk at a national level, with Chile and Mexico ranking as the 
largest participating countries, both accounting for 15 per cent 
of the pool. Individual loans constitute a maximum exposure of 
2.5 per cent and on average equaled 1.37 per cent of the pool. 
The pool was further diversified by industry with a -maximum 
exposure of 10 per cent per sector. Moreover, exposure ceilings 
prohibited concentrations above 5 per cent per industry in any 
given country. 

The .deal was the culmination of a two-year securitisa
tion effort which was to have been launched in November 
1994, but was first delayed by the need to familiarise investors 
with a new form of asset-backed security and later by the 
devaluation of the Mexican peso. 

The IFe snow antiCipates tapping cheaper funding in the 
ABS market. The corporation is securitising part of its mature 
loan portfolio with the aim of mobilising additional capital. The 
$400 million was removed from the IFe's books, thus freeing up 
18 per cent of this amount-representing the corporation's 
reserve requirement-to hold as reserves on new loans. 

Source: Project and Trade Finance, August 1995 

Miracle. India's private savings (households and private corpo
rate sector) is eminently comparable with that of Malaysia and 
other successful East Asian economies. However. the public 
sector savings performance has been much worse and has been 
deteriorating. From around 3 per cent of GDP in the mid-eight
ies . it has declined continually and was close to 1.70 per cent 
by 1994-95.(Table 4.12) 

The increase in the household sector savings has been 
accompanied by a marked change in its composition (Table 
4.13). Household savings in finanCial assets. which was only 
Rs 86 billion in 1980-81 rose impressively to Rs 464 billion by 
1990-91 and further to Rs 811 billion by 1993-94. The finan
cial savings of the sector are invested in the form of bank 
deposits. life insurance. provident and pension funds. small 
savings. corporate equities and debentures and mutual 
funds. Bank deposits. life insurance and mutual funds find 
their way to the corporate sector and government by way of 
loans or investm;nts. 

As a proportion of gross savings of the household sector. 
savings in financial assets rose from 39.4 per cent in 1980-81 to 
43.2 per cent in 1990-91 and then jumped to 64.7 per cent by 
1993-94. This transformation from physical to financial aSsets 
is quite remarkable considering that upto 1991. the banking 
sector and the capital market were tightly regulated by the RBI 
and had not developed suffiCiently to offer a Wide choice of 
financial assets to savers. It is only with the deregulation of 
interest rates on capital market debt instruments in 1991 and 
the free pricing of equity capital in 1992. that the capital mar
ket has been able to offer individual investors a Wider range of 
debt and equity securities than hitherto. Another notable 
change in the composition of finilncial assets is the shift away 
from "contractual" savings towards "discretionary" sa~ings. 
The share of contractual savings in the form of life insurance. C 
proVident and penSion funds has declined sharply from an 
average of around 35 per cent in the 1980s to about 29 per cent 
by the end of 1993-94. Simultaneously. the share of discre
tionary savings (bank and other deposits. shares and deben
tures. mutual fund units etc.) have risen from 40 per cent to 50 
per cent during the same period. Within discretionary savings. 
investments in shares. debentures and units of mutual funds 
have grown spectacularly from a meagre Rs 4.43 billion in 1980-
81 to Rs 152.20 billion in 1993-94. 

Thus. the 1980s and beyond have seen a structural 
change in the household sector savings preferences. The capi
tal markets emerged as an important source of funds for the 
corporate sector. particularly after 1985. marking a shift away 
from institutional funding. It also marked the emergence of 
mutual funds as vehicles for investments of household sector 
savings in the capital market. However. in 1995-96. as the econ
omy faced a serious liqUidity crunch-arising out of vigorous 
industrial expansion and profligate government borrowing
the question emerges whether the existing level of savings 
would be adequate to sustain accelerating economic growth. 
The "high" rates of savings of the past. it would appear. were 
adequate to fund industrial growth through sub-optimal capac
ities and restrained domestic demand. As the household sector 
is the major contributor to savings. appropriate policy mea
sures are necessary to encourage its savings intensity. Further. 
as the economy seeks to globalise through global-scale indus-
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THE PRIMARY CAPITAL MARKET 
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RESOURCES FOR INFRASTRUCTURE (Rs. billion) 

TOTAL INVESTMENT 
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in infrastructure 

Gross domestic 
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trial capacities, and implement massive infrastructure invest
ments, domestic savings per se would be inadequate for fund
ing these investments and recourse to foreign savings would 
have to be taken to sustain domestic investment. 

The possible fall in the share of contractual savings is of 
great significance for the infrastructure sector since it is these 
relatively long-term savings that would normally be the most 
important source of funds for debt instruments with longer 
term maturities. It is possible that if the reach of contractual 
savings instruments is widened to reach a far greater propor
tion of the people than at present. there could be a significant 
increase in the proportion of the savings going into these 
instruments. Unless an increase in savings rate, as was project
ed in Chapter II, occurs, it would not be possible to finance the 
capital formation reqUirements expected for rapid infrastruc
ture and economic growth , 

Domestic Institutional Sources of Funds: Hitherto, as the 
Government implemented and financed the bulk of infra
structure outlays , all the attendant project risks were also 
borne by the Government. Resource mobilisation-essentially 
domestic-was mainly through pre-emption of funds from 
banks and insurance companies backed by issue of dated secu
rities, The resources thus raised were lent to the agencies 
implementing projects, either as equity contribution or as 
direct loans. For the banks and insurance companies, these 
investments formed part of the mandated investments in gov
ernment securities. Foreign savings, mainly in the form of pro
ject-specific aid from bilateral!multilateral sources supple
mented domestic resources. Thus, infrastructure financing 
was relatively simple and straightforward-but undoubtedly 
inefficient and lacking accountability. 

'· 4 

The pattern of financing witnessed in the past will 
undergo a change as the transition from 100 per cent State 
investment in infrastructure to increasing private/ foreign par
ticipation occurs. While the reliance on domestic savings 
would continue as hitherto, these would need to be augment
ed by foreign savings- both in the form,of equity as well as 
debt. The quantum of foreign savings would be governed by 
macro-economic considerations and other exogenous variables 
such as country rating, risk preferences of investors/lenders, 
extent of imported equipment in project costs , etc. However , 
in the ultimate analysis, commercial Viability of the projects 
would determine the quantum and cost of funds which would 
become available- since capital servicing would be from pro
ject revenues and major part of the debt finance would be 
secured by the project assets or by adequate contingent sup
port from project sponsors , i.e. non-recourse financing or at 
best limited recourse financing through suitable credit 
enhancements. Private investment and financing, while offer
ing the benefit of additional funds, would also importantly 
encourage better risk sharing, accountability, monitoring and 
management in infrastructure provision. While in some sec
tors, the scope for private financing is enormous- e.g. power, 
telecom, civil aviation- in others such as ports , road develop
ment and urban infrastructure the opportunities are limited. 
The demand for funds would come from a wide spectrum of 
entities enjoying varying levels of creditworthiness. 
Principally the borrowers would include the Central and State 
Governments , development authorities, municipal corpora
tions, private infrastructure corporations, existing corporate 
bodies in the public and private sectors. 

The main advantage of the system of government fund
ing of infrastructure development has been that the govern-

12 PUBLIC AND PRIVATE SAVINGS IN SOME ASIAN ECONOMIES 
........................... .... ... . ................ 
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11 DOMESTIC SAVINGS AND INVESTMENT 

...•.................•....................•..•....•...............•......•......•.................•...•......•............ 
Item 1980-81 1990-91 

A. Gross Domestic Savings 287.86 1,267.93 
21.2 23.7 

1. Households 
a) Savings 218.48 1,069.14 
b) Investment 132.38 605.38 
(a) - (b) 86.1 463.76 

2. Private Corporate Sector 
a) Savings 22.84 144.43 
b) Investment 34.48 247.03 
(a) - (b) -11.64 -102.6 

3. Public Sector 
a) Savings 46.54 54.36 
b) Investment 117.67 521.5 
(a) - (b) -71.13 -467.14 

B. Net fo reign inflows 20.94 181.96 
1.5 3.4 

C. Gross Domestic Investment = (A+B) 308.8 1,449.89 
22.7 27.1 

Note : Figures in italics denote percentages of GOP at market prices during the year. 

Source: eSQ, National Accounts Statistics, 1995 

ment as the most creditworthy entity is able to raise funds at 
the lowest possible cost. This makes it pOSSible to fund projects 
that might not be otherwise finanCially viable. However. empir-
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India 
25 

• Public Sector 21.7 
• Private Sector 19.9 

20 18.1 

15.9 
15 

10 

5 

o 
(1983-86) (1986-89) (1989-91) (1993-94) 

1991-92 1992-93 1993-94(P) 1994-95(E) 

1,420.29 1,406.4 1,711.84 2,306.48 
23.1 20.0 21.4 24.4 

1,098.04 1089.4 1,391.46 1,,788.96 
478.2 539.91 530.15 m .... 

619.84 549.47 861.31 1,053.-

194.9 208.04 276.66 359. 
365.4 474.09 492.45 6'2U1 

-170.5 -266.05 -215.79 -262.82 

127.35 108.93 43.72 159.86 
565.04 623.56 687.49 ~45 

-437.69 -514.63 -643.n -672.59 

33.77 138.16 21.47 77.62 
0.5 2.0 0.2 O.B 

1,454.06 1,544.5 1,710.09 2.1.89.2 
23.6 22.0 20.4 25.2 

ical eVidence suggests that the benefit of lower funding costs 
has been frittered away by inefficient project implementation 
and lack of accountability in service provision. leading often to 
higher costs for the ultimate consumer. With the move away 
from public funding. infrastructure development would have 
to compete for resources with investments in other industrial. 
commercial and financial ventures. The challenge then would 
be to route the various sources of funds, either directly or indi
rectly via the capital market into long-term investments in 
infrastructure development. The bulk of infrastructure invest
ments worldwide are financed from domestic savings. mainly 
using a mix of equity capital. project finance and financial secu
rities (e.g. bonds. convertible securities. private placements of 
equity and debt, etc) that provide long-term financing through 
securitisation of future cash flows. 

Data on household sector savings given earlier shows that 
financial savings of the household sector, which accounts for a 
major part of aggregate savings in the economy, gets distributed 
as deposits with commercial banks, towards life insurance. provo 
ident and pension funds. retention in the form of cash. invest
ment in small savings with the Government, and investments in 
shares and debentures (including mutual fund units). In 1993·94 
(the latest year for which such data is available), over 60 per cent 
of financial savings were in the form of bank depOSits. insur
ance. provident and pension funds while 10 per cent was held in 
the form of currency. If resources have to be channelised via the 
capital market into infrastructure projects. deliberate attempts 
would have to be made to move a part of the savings going into 
bank deposits and small savings towards eqUity and bonds and 
channelise the insurance. provident/pension funds towards 
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HOUSEHOLD SECTOR SAVINGS: A PROFILE (RS. BILLION) 

Item 1980-81 1990-91 1991-92 1992-93 1993-94 1994-95(E) 

Gross Savings of Households (A+B) 218.48 1069.14 1098.04 1089.38 1253.96 1786.96 
(As per cent of GDS) 75.9 84.3 77.3 77.5 79.1 77.5 
A. Physical Assets 132.38 605.38 478.2 539.91 442.7 733.94 
B. Financial Assets 86.1 463.76 619.84 549.47 811.26 1053.02 
of which 
(a) Currency 16.25 62.51 81.57 65.62 132.41 N.A 
(b) Net Deposits 29.85 78.4 146.07 112.51 259.73 N.A 
(e) Shares & Debentures 4.43 84.12 157.04 129.43 152.2 N.A 
(d) Net Claims on Government. 5.76 73.6 44.57 33.44 35.16 N.A 
(e) Insurance. Provident & Pension Funds 29.81 165.13 190.59 208.47 231.76 N.A 

Source: CSO, National Account Statistics, 1995 for data up to 1993-94; GSa, Quick Estimates of National Income, 1994-95. 

investments in long-term debt securities of infrastructure pro
jects. Simultaneously, an effort will also have to be made to 
reduce the holding of currency from the current levels of around 
10 per cent. A private estimate indicates that every percentage 
reduction in currency holding releases nearly Rs 10 billion for 
investment in other financial assets. 

Equity Funding: The four principal sources of equity funding 
for infrastructure projects from the domestic capital market 
are: promoters, contractors who undertake construction, 
equipment! machinery suppliers, and general Indian public. 
The last category comprises, inter alia, indiViduals, mutual 
funds, investment institutions, commercial banks, term-lend
ing institutions, non-banking finance companies and other 
corporates. Other institutional investors such as pension and 
provident funds, charitable and endowment trusts are not 
permitted to invest in eqUities at present. Since most infra
structure projects affect a large number of 

the capital market. The lack of sufficient number of investors 
with a long-term horizon, and the restrictions on equity invest
ments by the existing institutional investors with such a hori
zon could be a binding constraint on successful implementa
tion of these projects. The question then arises as to how does 
one make eqUity investments in long-gestation projects attrac
tive to both institutional and individual investors? Apart from 
the safety of investments, the more important issue would be 
making the yield on these investments comparable to those on 
other investments and 'at least reasonably more than the yield 
on debt instruments. A few solutions which could be consid
ered are as follows. 
• Equity investment in long-gestation infrastructure projects 
could have tax reliefs like the erstwhile 80CC provision. High 
net-worth indiViduals and cash-rich corporates would then find 
investments in such projects attractive. The investments could 
have an adequately long lock-in stipulation to ensure that the 

tax relief is not taken by investing funds for 
people by way of land acquisition/displace
ment, a scheme could be worked out to offer 
on a preferential basis eqUity to such affected 
persons. In other cases, users of infrastruc
ture facilities could be offered equity of rele-

Mobilising household 
sector savings into 
infrastructure 

a short period. Investment under this 
scheme can have 100 per cent tax shelter in 
respect of equity investment in very long-ges
tation projects and staggered tax shield 

vant projects: For example, Road Transport 
Corporations could be also offered eqUity in 
highway projects while hotels/amusement 
parks/petrol pumps proposed to be estab
lished along highways could be offered equity 
in such projects. In greenfield projects, in the 
absence of a track record, the extent· of equity 
financing will aiso be limited, at best to about 
15-20 per cent of the project cost. 

EquIty investments in short-gestation 
infrastructure projects-although involving 
large capital outlays-would be attractive for 
investors in view of the expected steady 
returns and good growth potential. However. it 
is the long-gestation projects. with relatively 
higher inherent risks, which could face prob
lems in attracting adequate equity capital from 
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Insurance, 
pension and 

provident funds 
need to ·be 

channelised into 
long-term debt 
securities of 
infrastructure 

projects. 

spread over three to five years for other pro
jects. 
• DiVidend payable on equity investments 
in infrastructure should be made cumulative 
for payment for the period until the project 
goes on-stream. The arrears of diVidend 
could either be capitalised by the company or 
be charged in the revenue . account. of the 
company prior to paxmept of tax, like the 
faCility for carry-forward of depreciation . 
• Infrastructure projects could have nomi
nal ordinary equity capital and large measure 
of cumulative convertible preference shares 
(CCPS) with the proviso that at the end of a 
specified period (say lOth year) , the CCPS 
will be compulsorily converted into equity 
shares on a pre-determined pricing formula. 



• Equity for infrastructure projects could be provided at a 
nominal level of equity capital and balance by way of compul
sorily and fully convertible debentures which would carry a 
reasonable coupon rate. To accommodate thiS structure. the 
debt-eqUity norm will have to reckon the compulsorily and 
fully convertible debentures as quasi-equity and such deben
tures could be subordinated both for principal and interest to 
all secured and unsecured creditors of the project. Conversion 
of the debentures could take place after the project achieves 
the breakeven level on a pre-determined pricing formula. 
• DiVidends upto a reasonable level on the equity investment 
could be made tax-free to the indiVidual shareholder which 
should make the real yield to the investor at a level substan
tially higher than debt instruments. 
• Establishment of infrastructure funds which would speCifi
cally invest in long-term infrastructure projects could be faCili
tated. The fund could repay investors by way of 
pensions/annuities. etc. Contributions to such 
funds could also have tax reliefs like the earli-

enhancements" for borrowers. The four pre-requisites for the 
development of an active and Vibrant bond market which can 
fund government and private investments are: 
• Development of institutional investors 
• Adequate secondary market liqUidity with efficient trading 
and settlement systems 
• Development of rating abilities and finanCial intermediaries 
to proVide credit risk insurance 
• Development of securitisation facilities 

As mentioned. while the debt market develops. it will be 
the AIFIs which will have to bear the key responsibility for fund
ing infrastructure projects. They would have to raise funds in the 
capital market for on lending to projects. It is these institutions 
which potentially have the ability to enhance the credit quality 
of infrastructure entities so that they can become bankable. 

Project Finance 
er 80CC benefit. 

The above suggestions may result in a 
loss of revenue to the exchequer. but consid
ering the impact on accelerated development 
of the capital market. the trade-off may well 
be worthwhile. 

Improving the yield on 
equity investments in 
infrastructure projects 

Role of Financial InStitutions in 
Infrastructure Financing: The nature of infra
structure projects and their inherent com
plexities differentiate them from traditional 
industrial projects with which the FIs have 
been familiar. Most of the new projects would 
involve implementation arrangements in the 
form of BOT/BOOT. In addition to traditional 
financial. technical and economiC appraisal 
capabilities of project finanCing. infrastruc
ture projects reqUire deep understanding of 
the legal. regulatory and institutional arrange
ments under which the project promoters 
would operate. Most infrastructure projects 
would be non- or limited recourse finanCing. 
Such projects bear higher risk compared to tra
ditional industrial lending where risk is cov
ered by the balance sheet of the sponsor. with 
tangible assets as security. 

Tax reliefs-100 

Debt Funding: The lack of a well-developed 
market for corporate debt could prove a for
midable constraint to private investment in 
infrastructure development. In developed 
countries. infrastructure projects raise such 
financing from institutional investors (e.g. 
insurance companies. pension funds. endow
ments. etc). either through the bond markets. 
or through direct private placements. In India 
also. the contractual savings institutions (LIe. 
GIe. PFs. EPF) that have long-term liabilities 
would make natural investors in private infra
structure projects-provided the extent of 
pre-emption of funds by the Government is 

per cent for very 
long-gestation 
projects, and 
staggered tax 

shields for 
others-will make 

these projects 
attractive. 

Over the last four decades. finanCial 
institutions have developed a core compe
tence in the evaluation of project risks. To 

reduced. Making the insurance market as 
competitive as the mutual fund market would also proVide sig
nificant new long-term investment funds. However. all this 
calls for substantial reform in the debt market which is spelt 
out subsequently. ~part from these institutions. other institu
tional investors such as charitable and religious trusts would 
also be a source of substantial funds. With the development of 
an active and liqUid market for securitised corporate debt. 
mutual funds. commerCial banks and finanCial institutions 
,could also emerge as potentially large investors. Currently. indi
Viduals invest a substantial amount of funds in unsecuritised 
corporate fixed deposits (outstanding amounts estimated at Rs 
150 billion. with annual additions/roll-overs placed at close to 
Rs 30 billion). With an acti~e debt market. a large part of these 
funds could be channelised into infrastructure investments. If 
resources of the requiSite maturities have to be successfully 
raised from the bond market. investors/lenders would need 
"credit comfort". the counterpart of which would be "credit 

leverage this competence. the Fls would need 
to adopt a number of strategies. such as taking loans onto their 
books and then syndicating them. or by lending to projects dur
ing the construction and start-up stages. and securitising the 
loans or selling down the bonds. once operations have begun 
and the project is investment grade. For successfully achieVing 
these objectives. finanCial institutions would have to bUild up 
expertise in the following areas: 
• Project management and contract negotiations 
• Competitive bidding for private infrastructure projects. 
preparation of requests for proposals and bid evaluation 
• Contractual arrangements. regulatory mechanisms and 
administration and monitoring of these agreements in the 
infrastructure sector 
• Environmental and social assessment 
• Issues related to evaluation of technologies and SUitability 
to Indian conditions. market and demand estimates 
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• Innovative methods including structuring and marketing of 
long-term debt instruments 
• Legal aSSistance , as most commercial projects involve com
plex documentation requirements , where the international 
experience may prove to be valuable 
• Foreign exchange risk management 

Financial Institutions: The AIFls- lDBl. IFCl. lCICI. SCICl. 
UTI, LIC and GIC-constitute the major sources of rupee and 
forex funds , as well as non-fund-based facilities such as guar
antees and underwriting for medium and large-sized projects , 
Assistance is sanctioned to a project on the basis of an 
appraisal. keeping in mind prudential exposure norms. The 
exposure norms that the AIFls currently follow stipulate a max
imum exposure of less than 
• 25 per cent of the net worth (of an individual AlFI) to any 

single project 
• 50 per cent of net worth (of the AIFI) to any single group 
• IS per cent of total loan outstanding to any single industry 

Besides their own norms, the AIFls also follow gUide
lines issued by the Government or the RB I. For example, for pri
vate sector power projects, Gol has stipulated that the maxi
mum funding per project in the agffegate by AlFls should not 
exceed 40 per cent of the project cost. The AIFls provide both 
rupee and forex loans. 

The AIFls sanction rupee loans that normally carry a 
tenor of construction plus upto eight years (including a mora
torium of upto two years). Both fixed and floating-rate options 
are presently available. However, fixed-ra te loans are more 
common, particularly for new projects. At present. new infra
structure projects are financed at interest rates ranging 

View of a Credit Rating Agency 
As traditional financing markets for power projects- bank 

lending and private placements with highly specialised 
institutional investors-have contracted, project spon

sors and developers are considering broader markets. These 
include institutional investors without a specialised focus on 
power project finance. Credit rating by focusing on distinc
tions among projects may lead to greater liquidity and effi
ciency in developing the pricing and the terms under which 
these projects can be financed . 

In response to heightened interest in the credit quality of 
the projects by independent power producers (IPPs) in the US, 
Standard and Poor (S&P) have developed policies and criteria 
for rating IPPs' debt. The focus of project finance ratings is more 
on timeliness of payment than on ultimate payment after an 
event of default. S&P assesses seven individual rating factors 
and bases its overall rating determination on the interrelationship 
among these factors. The seven factors are: 
• Power costs 
• Fuel risk 
• Structure 
• Technology risk 
• Purchaser's credit strength 
• Projected financial results 

Output Sales Contracts: The focus in contract analysis is on the 
number of conditions placed on the revenue stream. The terms, 
pricing and interrelationships of the contracts govern the cash 
flow. In general, the less conditional the contract, the more sta
ble the cash flow is likely to be. Performance-based contracts 
with limited situations in which payments are not made may, in 
combination with other credit strengths, provide one basis for 
investment-grade ratings. 

The priCing of power involves a fixed capacity payment as 
well as a variable energy component. The size of capacity pay
ment depends on the incremental cost the buyer would incur to 
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produce the same amount of power (avoided cost). Generally, 
capacity payments are based on whether the plant is available to 
produce power (availability), not whether it is called on to pro
duce power (dispatch). Thus, the capacity payment is a more 
dependable source of cash-flow. As long as certain performance 
criteria are met, the project's primary fixed-cash needs-most 
importantly debt service-should be adequately covered by this 
capacity payment. The conditions and method for determining 
payment ot capacity will vary trom contract to contract. 

Energy pricing either follows the seller's energy cost or is 
based on the buyer's incremental cost of energy to produce the 
same amount of power (avoided energy cost) . This energy 
stream should be structured to cover variable project costs, 
including operating and maintenance (O&M) expenses. The 
effect on cash flow of lower than expected dispatch levels should 
not be great. The energy rate should be linked to the project's 
fuel costs through an index mechanism. 

An important contract condition is the regulatory out 
clause. As a result of this clause, the risk of the state regulatory 
commission's disallowance of energy or capacity expenses are 
borne by the seller. If the electricity sales contract has significant 
regulatory out clauses, the project debt would not reach invest
ment grade unless the state commission has demonstrated a 
favourable policy towards cost recovery for purchased power. 

Power Costs: The cost of power is likely to be an essential fac
tor in the buyer's commitment to the project, and can be key to 
regulatbry and political support. Low costs for purchasing utili
ties must be balanced by appropriate and conttnuing profitability 
for the sellers. Competitively priced power does a purchaser lit
tle good if it is 'achieved only at the expense of dr.iving the seller 
out of business. The best indication of the attractiveness of costs 
for independent projects is usually the location of that purchased 
power in the resource stack of the pLirchasing utility, Some key 
characteristics ot more economical power costs are: 



between 17.5 and 18.5 per cent. Although consortium financ
ing as a practice is no longer mandatory. large projects contin
ue to be financed by a consortium of AlFls . 

Among the AlFls. the four term-lending institutions
IDBI. ICICI. IFCI and SCICl-raise forex funds from various 
sources including the international capital market, multilat
eral institutions like the IBRD and ADB. bilateral credits. 
export credit agencies and the like for onlending to corporates 
in India. These forex loans are meant for financing import of 
capital goods. payment of technical knowhow fees. etc. 
Typically. forex loans to a single project have not exceeded Rs 
3 billion in the past. However. given the capital intensity of 
infrastructure projects. such a limit would become irrelevant. 
The terms of the loan depend upon the source from which 
the AlFIs are onlending. Since the AIFIs have a number of for
eign currency lines of credit available with them. they are able 

• Highly efficient project technology compared to both eco
nomical and potential alternatives. 
• Site or other embedded investments at some level below cur
rent replacement. 
• Fuel arrangements, including not only protection against 
market risk through contract prices for fuel and transportation, 
but some protection for purchases against sharp market price 
declines through reopeners . 
• Power costs should not be dependent on potentially risky 
financing, fuel or operating strategies. 
• Fuel supply arrangements free of political pressure to pur
chase fuel at above-market rates. 
• Proximity to fuel supplies to minimise transportation costs. 

Fuel Risk: Fuel arrangements should protect cash flow reQuired 
for fixed-charge payments against erosion because of changes in 
fuel market conditions. Fuel risk is minimised when fuel and 
transportation contracts match delivered fuel costs with electric
ity and thermal sales prices. Contracts that pass fuel costs to 
purchasers provide protection, but not all projects can do this , 
since many purchasers from independent power projects seek at 
least some protection against fuel risk. 

Structure: While the stability of the revenue stream is heavily 
dependent on facility performance, the structure provides the 
framework that defines the conditions placed on the cash flow 
available for debt service .. AdeQuat~ capitalisation is important 
because solid ownership provides a strong incentive to keep the 
owners in non-recourse projects committed to project viability. 
To Qualify for inlJestment grade status, a project should have at 
least 15 per cent eQuity. Riskier projects call for higher eQuity. 
There ~hould also be limitations on witharawal of cash to prevent 
owners from lowering their eQuity stakes. Distributions should 
be limited until all reserve reQuirements have been fully funded. 
Cash should not be allowed to be diverted into other assets that 
could turn sour and threaten the project. Sale of assets or own
ership interests should be precluded or subject to bondholder 
approval. Generally, projects should have reserves eQual to at 

to meet tenor requirements of upto five to eight years. The 
interest rate charged depends upon the source from which 
the loan is disbursed and is normally a mark-up on the rate 
payable by the AIFIs . The exchange risks on these loans are 
borne entirely by the borrower. Currently the mechanisms 
available for effectively hedging medi um to long-term 
exchange rate risks are minimal in the absence of an efficient 
forex market. Short-term (upto six months) rolling fo rward
rate contracts are the most commonly used hedges. 

Commercial Banks: Banks have traditionally funded the work
ing capital requirements of medium and large industrial pro
jects in India. However. with the onset of financial sector 
reforms. banks have expanded their role from mere providers of 
working capital finance to cover rupee term loans . guarantees 
and to a limited extent foreign exchange loans for large projects. 

least six months' debt service to reach investment grade credit 
strength. Most of this rese~ve should be funded upfront. The 
existence of an O&M reserve is considered desirable. Working 
capital facilities should be available to provide the necessary liQ
uidity. The project should be covered by property damage insur
ance by a reliable carrier which covers replacement value of all 
operating eQuipment in case of catastrophic events. 

Technology Risk: The project's capacity to produce power and 
other outputs at expected costs over the term of the outstanding 
debt is a significant source of risk. Technology risk is assessed 
in terms of construction risk and operating risk. Construction 
risk is the risk that the project will not reach acceptance as 
scheduled and budgeted. Generally, projects with simpler 
deSigns and technical reQuirements have lower risks. 
Construction capability and financial strength of project contrac
tors is also a critical factor in establishing the level of risk. The 
assessment ef operating risk focuses on the likelihood that pro
ject operating performance could fall below the expectations 
assumed in the finanCial projections. Key areas of operating risk 
assessment are thermal efficiency of units, long-term O&M 
expenses, unit availability, unit dispatch schedules and opera
tor's experience and capabilities. 

Purchaser's Credit Strength: Project credit strength is based on 
the relative certainty that cash flow will be available to cover fixed 
charges over the life of the project's debt. This is linked to the 
credit strength of the power purchaser. A useful measure of a 
purchaser's ability to meet contract obligations is its bond rating. 
Typically, project debt will be rated lower than purchaser's debt. 

Projected Financial Results: The factor most important for 
credit strength is cash coverage of fixed charges. The ratio 
benchmark will vary, depending upon fuel type and technology. 
Average coverage ratios are about 1.5 times x for the first three 
years of operation, with the average over the life at about 1. 7x. 

Source: S&P'S Creditweek, January1993. 
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As part of banking sector reform, RBI has 
relaxed many of the restrictions governing 
bank participation in project financing, Since 
October 1994, indiVidual banks are permitted 
to give long-term loans upto Rs 2 billion to a 
single project without prior RBI approval, 
while the aggregate limit for bank lending in 
the form of long-term loans to a single project 
has been raised to Rs 5 billion, This relaxation 
should result in banks emerging as an impor
tant source of long-term funds for medium
sized infrastructure projects, 

Some Common Conditionalities of AIFIs 
and Banks: The conditionalities specified by 
the AIFls and banks while financing large 
industrial projects can be broadly claSSified 
into General Conditionalities (GCs) and 
Special Conditionalities (SCs). The GCs are 
identical amongst the AIFls and banks and 
are applicable to all loans, while SCs would 
be specific to the project being financed and 
depend on the assessed risk, loan amount 
and terms involved in the project. 

Changing the role of 
financial institutions in 
infrastructure finance 

Fls can lend 
during the 

construction and 
start-up stages, 
securitise the 
loans, and sell 

down the bonds, 
once operations 

have begun. 

projections has to be a minimum of between 
1.5 and 2. 
• Asset Coverage: As security towards loans 
advanced for the project. the minimum fixed 
assets coverage ratio is stipulated at 1.3. 
• Promoter's Contribution: To ensure commit
ment of the project sponsors to a project. the 
AIFls normally stipulate a minimum promoters' 
contribution ranging between 15 to 22.5 per cent 
of the project cost-to lie brought in upfront as 
part of the equity capital of the project. 
• Overrun Financing: The AIFls normally 
require the project sponsors to 'give unlimited 
completion support to the project. In the event 
of any overrun in project costs, the sponsors are 
expected to fund it with their own equity or 
unsecured loan funds. However. in practice, 
where overruns occur, the AIFls adopt a prag
matic approach and generally participate in 
overrun financing on broadly the same terms as 
the initial finanCing. 
• Non-disposal of Shares: In addition to the 

• Debt-Equity Ratio: From the point of view of debt-serViCing 
capacity and overall risk capping, the AIFls normally stipulate a 
maximum debt-eqUity ratio of 1.5: I. For infrastructure projects 
this ratio not yet been fixed. 

above stated stipulations, AIFls require project 
sponsors to give an undertaking not to dispose of all or a min
imum amount of their shareholding during the currency of the 
AIFI loans, without the prior approval of the AIFls. 

The Importance of Contractual Savings: 
Current Provisions and Future Potential • Minimum Debt-Service Coverage Ratio (DSCR): Linked to 

the debt-eqUity ratio, the average DSCR for the project. calcu
lated for the tenure of the loans on the base case profitability 

- 4 
LIC and GIC are the two wholly government-owned insurance 
companies which mobilise long-term contractual savings in the 

14 LIe's OUTSTANDING INVESTMENTS 

Government & other 
approved securities 

304 

79 

I 
1987- 1990- 1991- 1992- 1993- 1994-

88 91 92 93 94 95 

Infrastructure 
facilities 

22 

I 
1987- 1990- 1991- 1992- 1993- 1994-

88 91 92 93 94 95 

Source: IDBI, Report on Development Banking, Various issues 
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Loans for housing 
development 

(Incl. by way of 
mortgage of 
properties) 

17 

I 
1987- 1990- 199i- 1992- 1993- 1994-

88 91 92 93 94 95 

Assistance to 
corporate sector 

19 

I 
1987- 1990- 1991- 1992- 1993- 1994-

88 91 ~2 93 94 95 



- 4 15 GIC's OUTSTANDING INVESTMENTS (Rs.billion) 

Government and other 
approved securities, 
special deposits with 
Government of India 
50 

Shares and Deben
tures of, deposits 

with and term loans 
to companies 

40 

Loans on banks on 
participation certi- 

ficates/bill re
discounting scheme 
10 

Others Total 
120 

40 8 

30 6 

20 10 

19 10 4 20 29 

I I I I I I I 
10 '87 '91 '92 '93 '94 '95 0 '87 '91 '92 '93 '94 '95 2 '87 '91 '92 '93 '94 '95 o '87 '91 '92 '93 '94 '95 

Source: /D81, Report on Development Banking, Various issues 

country. While LIC provides life insurance cover to households, 
GIC and its four subsidiaries operate a number of insurance 
schemes to cater to the diverse and emerging needs of various 
segments of society. As contractual savings institutions, LIC 
and GIC have been the principal conduits for channelising 
long-term domestic resources---directly and indirectly-into 
infrastructure development. 

(Rs. billion) 

Others Total 
37 562 

1987- 1990- 1991- 1992- 1993- 1994- 1987- 1990- 1991- 1992- 1993- 1994-
88 91 92 93 94 95 88 91 92 93 94 95 

According to its investment policy, LIC has to invest not 
less than 75 per cent of the accretion to its Controlled Fund in 
Central and State Government securities including govern
ment-guaranteed marketable securities and socially-oriented 
sectors. LIC provides loan!! for various purposes like housing, 
water supply, rural electrification etc to benefit individuals and 
groups. It also provides term loans to and underwrites or 
directly subscribes to shares and debentures of the corporate 
sector. Besides , it extends resource support to other term-lend
ing institutions by way of term loans and subscriptions to their 
shares and debentures. 

The investment policies for GIC and its subsidiaries have 
evolved within the ambit of Section (27) of the Insurance Act. 
1938 and on gUidelines issued by the Government from time to 
time. Like LIC, GIC also participates in financing of industrial 
projects along with the AIFls by way of term loans and under
writing or direct subscription to shares and debentures. With 
the Government relaxing the investment policies of GIC and its 
subsidiaries from April!. 1995, they can now invest up to 55 
per cent of the annual accretion of their funds in market-ori
ented schemes (as against 30 per cent earlier) . The balance 45 
per cent is to be invested in SOCially-oriented sectors compris
ing 20 per cent in Central Government securities, 10 per cent 
in State Government and other guaranteed securities and 15 

'per cent in housing loans to various states, and HUDCO etc. 
Nationalised in 1956, LIC has bUilt up a fund of the order 

of about Rs 625 billion by March 31. 1995. LIC's total outstand
ing investments on that date stood at about Rs 560 billion. 
While investments in government and other approved securi
ties amounted to Rs 304 billion , direct support for infrastruc
ture facilities amounted to Rs 72 billion. Assuming that the 
funds from LIC's investments in government securities were 
deployed in infrastructure industries , LIC's direct and indirect 
support to infrastructure development would account for over 
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60 per cent of its total investments. Chart 4.14 intermediaries (HUDCO. DDA etc) engaged in 
presents information on LIC's outstanding 
investments during the last five years. The 
total premium written in India. which repre
sents LlC's annual mobilisation of funds. 

Improving the returns 
on insurance funds 

infrastructure development. 
Apart from the insurance companies. 

contractual savings are also mobilised by vari-
ous pension funds and the government

amounted to Rs 109 billion in 1994-95. The 
valuation surplus and. consequently. the 
bonus to policy holders. have been steadily 
increasing over the years. 

The insurance 
owned post office network. in the form of 
contributions by individuals towards provi
dent/pension fund ,schemes. The estimated 
total corpus of these funds at the end of 
March 1995 was placed at Rs 700 billion. with 
annual accretions in the form of principal and 
interest estimated at Rs 75 bill ion. Until April 
1993. investment of these funds were gov
erned by rigid gUidelines. which mandated 
investment of 90 per cent of the accretion in 
the SpeCial Deposit Scheme (SDS) with the RBI 
(at a coupon rate of 12 per cent). while the bal
ance had to be invested in PSU bonds. In April 
1993. with deregulation of interest rates on 
debt instruments. the investment pattern was 
altered to 70:30. In May 1995. the investment 
pattern was further modified. which permit-

sector must be 
The general insurance business has 

grown in spread and volu me after nationalisa
tion in 1973. GIC's net premium income has 
grown from Rs 2.2 billion in 1973 to Rs 35 bil
lion in 1994-95. Correspondingly. investments 
have increased from Rs 3.6 bill ion in 1973 to 
Rs 104 billion in 1994-95. Investments in gov
ernment and other approved securities and 
special deposits with the Central Government 
continue to constitu te the largest segment 
(over 45 per cent) of GIC's outstanding invest
ments. while term loans to. and investments 
(shares/ debentures/ deposits) in public and 
private corporate units account for the other 

made far more 
competitive, by 
splitting Gle up 

into smaller 
entities, and 

allowing private 
players in. 

major chunk (Chart 4.15). GIC has also invested in equity 
shares of public sector undertakings and proVided loans to 

ted considerable flexibility in the investment 
of funds. The new gUidelines now allow investment of up to 30 
per cent in PSU bonds. 25 per cent in Central Government secu-

4 The German Pfandbriefes 

THE German Pfandbriefes arose out of the need for agricul
tural credit about 200 years ago. Private mortgage banks 
(MBs) were first established in Germany in 1862 for financ

ing of residential housing in urban areas. The mortgage banking 
business survived the two world wars and the hyper-inflation 
with the aid of currency reform of 1948. The MBs were instru
mental in the development of the German capital market and in 
financing the reconstruction of the country's destroyed cities. 

With the satiation of the housing market, and growth of 
public budget deficits, the MBs began to finance the State 
through municipal lending. Of the total bank credit of 520 billion 
DM in 1992 to the Federal Government, the provinces and the 
municipalities, the MBs accounted for 185 billion DM which 
works out to 36 per cent. 

Germany has 22 private MBs, of which 19 are not permit
ted to transact any other business. The MBs account for 9 per 
cent of the total business volume of all German banks. The 
majority sharehofding of the MBs is with the major German 
banks. However, mortgage finance in Germany for home financ
ing is also available from savings banks, commercial banks and 
cooperative banks. 

The Pfandbriefes are quite different from the US-style 
mortgage-backed issues. In case of German bonds, unlike their 
counterpart in the US, the issuing banks are also liable. Even in 
the case of lending by the MBs to the Federal Government, the 
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provinces or the municipalities, where in the absence of asset 
backing, guarantees are relied upon by the MBs, their liability is 
still intact. This imparts an exceptionally high level of security to 
the German mortgage bonds. The mortgage bonds in Germany, 
though not officially rated, offer the same triple A security as the 
Treasury bonds called Bunds. 

The MBs operate on the basis of the Mortgage Banks Act 
of 1900, which is designed to do the following: 
• Create the legal framework for an efficient capital market 
• Provide an adequate supply of long-term finance at attractive 
rates of interest for housing construction and urban development 
• Protect savers and borrowers. 

Although MBs operate as special-purpose financial institu
tions, in the interest 9f flexibility, they are permitted to acquire up to 
three times the amount of their liable funds from funding sources 
other than mortgage and municipal bonds. This means that they 
accept deposits, take loans or issue uncovered bearer bonds. These 
funds may be used to supply the lender with funds in excess of the 
60 per cent limit on the value of the property mOrtgaged. 

Mortgage and municipal bonds are fixed;interest, covered 
debt instruments which are issued as either bearer or registered 
mortgage bonds. All issues of mortgage and municipal bonds by 
law required to be authorised by the Ministry of Finance. The 
bearer securities are legally transferable like goods and are trad
ed on the stock exchanges. Registered securities are issued in 



rities, 15 per cent in State Government securities and the bal
ance 30 per cent in the SDS. 

As may be seen from this brief review of contractual 
savings in India, a very large volume of household savings are 
mobilised by LIC and the various pension and provident 
funds. However. a very substantial portion of these savings 
are allocated within rigid gUidelines that govern these insti
tutions. Although there has been some movement in recent 
years, an excessive proportion of these contractual savings are 
pre-empted by the public sector. Given the requirement of the 
public sector for funds, only marginal changes in allocation 
gUidelines can be made. But this will not be enough if the cap
ital market is to develop in the manner that has been indicat
ed. There must be competition between the suppliers of 
funds for the market to operate. Thus monolithic life insur
ance and pension and provident funds arrangements cannot 
continue. Opening of these sectors is therefore recommend
ed on an urgent basis. 

Insurance and Provident Fund Reforms 
Within the framework of mandated investments, LIe and GIC 
have invested their funds with the combined objectives of liq
Uidity, maximisation of yield and safety. However, even in the 
post-reform period since August 199 I. when interest rates on 

favour of the benefiCiary and are not tradeable. 
The German real estate law provides the foundation for 

concluding mortgage loan transactions efficiently and without 
risks. The MBs provide loans secured by domestic real estate 
which provides a permanent return. MBs advance loans either 
to refinance commercial property or to fund public authorities. 
Mortgage loans serving as cover for bonds outstanding may 
not exceed 60 per cent of the value of the property in Question, 
the value being determined according to guidelines set down in 
writing by the bank's managing boards. The Mortgage Banks 
Act requires that all mortgage bonds must be secured by loans 
with at least identical yields and maturities. The once-standard 
maturities for mortgage loans of between 25 and 30 years have 
now been replaced by periods of between five and 10 years. 

The mortgage bonds continue to be an instrument for 
long-term finance needs of the borrowers. The role of the MBs 
is to act as an intermediary between demand for long-term bor
rowing and the supply of long-term credit. The mobilisation of 
credit by the MBs is aided by the institutional mechanism 
which ensures that the Pfandbriefes have the highest security. 
However, intemational interest in Pfandbriefes has until recent
ly remained limited owing to the perceived poorer liquidity of 
these bonds as compared to the Treasury bonds. To enhance 
overseas interest in the mortgage bonds, overseas investors 
have been given tax exemption. In addition, the German MBs 
have now been allowed to lend in the EU and EEA. 

Source: Verband Deutscher Hypothekenbanken 'The German 
Mortgage Banks: Their Financing System and Market System" 

capital market debt instruments were deregulated and subse
quently when interest rates on government securities were 
freed, the returns on their mandated investments are distinct
ly lower than those on their non-mandated investments. 

Because of the growth of more attractive investment 
instruments over the recent years, the appeal of life insurance 
as a savings medium has declined. This is partly due to the low 
overall return on LIC's life fund and partly because the tax 
concessions that were at one time applicable only to long-term 
contractual savings are now available for short and medium
term savings also. It is therefore necessary to improve the 
return on the life fund, 

Structural Reform: The present monopolistic structure in the 
insurance sector is ill-suited in an environment that stresses 
improved customer service, greater choice of products and 
price-competitiveness" Like in other segments of the finanCial 
sector, the private sector should be allowed to enter the insur
ance business. The nationalised insurance companies and the 
various pension funds must be subject to greater degree of 
competition in their operations. To begin With, as recommend
ed by the Malhotra Committee on Insurance Sector Reforms, 
GIC and its four subsidiaries can be split up into smaller enti
ties to increase competition. Concurrently, privately-owned 
insurance companies, including foreign companies, could be 
allowed to enter the business. 

This will have a number of important consequences: 
• With the introduction of competition, many new insurance 
products will start to become available. The vast expansion of 
business that is now taking place requires many new kinds of 
insurance products that are simply not available at present. 
• IndiViduals and households also have access to a very limit
ed set of insurance products and, moreover, there is little mar
keting of even existing products. Consequently, the opening up 
of the sector can be expected to lead to a significant increase in 
the volume of savings being invested in insurance. 
• The introduction of new insurance companies, both in life 
insurance and in general insurance, will lead to better func
tioning of the capital market. and the debt market in particular. 

As regards provident funds, as a first step, the Employees 
Provident Fund (EPF) (with a corpus in excess of Rs 350 billion), 
which is currently managed by the State Bank of India (SBI) 
could be split up and managed by profeSSional asset manage
ment companies on a competitive basis. Such a measure would 
usher in greater competition in the provident fund business 
and proVide incentives to these institutions to invest and trade 
in debt instruments more actively, Further, in order to motivate 
fund managers, a performance-based incentive structure may be 
introduced as is the case in developed insurance markets. Taken 
together, these measures could lead to accelerated development 
of the debt market and proVide an impetus to the introduction 
of innovative life/general insurance products and thereby lead 
to an overall increase in household savings, 

Regulation: An independent regulatory body would be essen
tial to oversee the privatisation of the insurance industry and 
subsequent regulation of the industry in a competitive sce
nario, as recommended by the Malhotra Committee. 

107 



Prudential Norms: Current gUidelines on 
deployment of funds by insurance companies. 
provident and pension funds are not flexible 
enough from the point of view of efficient 
fund management and yield maximisation. 
The gUidelines specify a minimum level of 
investment in different categories of low inter
est-bearing government securities. which 
amounts to a pre-emption of investible 
resources. Consequently. the gUidelines have 
compartmentalised the debt market by putting 
restrictions on the proportion of investments 
in different categories of debt instruments. 
The gUidelines have directed the flow of funds 
into sectors. instead of controlling the interest 
rate and credit risks to which these institu
tions are exposed. While there has been some 
liberalisation in the investment pattern of GIC 
and its subsidiaries and for provident funds. it 
may be more appropriate to modify the gUide
lines so as to eliminate/minimise this form of 
"directed credit" and increase the responsibili
ty of the investment managers. Market and 

Using provident funds 
to accelerate debt 
market development 

ments. An imporrant reason for this is that 
lump-sum benefits in the form of gratUity and 
provident fund either on death or on retire
ment looked like a better alternative till 
recently. In the US. it is estimated that there 
are 22.000 corporate. public and retirement 
pension funds managing a total corpus which 
equals the total value of equity shares trading 
in the market. In 1992. pension funds 
accounted for 36 per cent of total finanCial 
assets in the us economy. while bank assets 
were only marginally higher at 42 per cent. 

The EPF could be 
split up and 
managed by 

professionals on 
A sizeable portion of the population. 

namely the self-employed. including profes
sionals. traders. agriculturists and the vast 
labour force in the unorganised sector. have 
no recourse to a pension scheme. Hence there 
exists a massive potential market for pension 
schemes. It is necessary to encourage penSion 
schemes to serve the needs of this large seg
ment of the population. Given the rising 
incomes of this class of income earners. the 

a competitive 
basis, with a 
performance-

based incentive 
structure. 

credit risk restrictions may need to be enforced as insurance 
companies. pension and provident funds have extremely long 
maturity liabilities. It is also recommended that the guidelines 
be modified so as to provide greater operational flexibility to 
fund managers. The existing issuer-based gUidelines could be 
replaced with gUidelines based on prudential norms. which per
mit investment in securities with minimum speCified credit rat
ings. Prudential gUidelines. as in the case of mutual funds. spec
ifying maximum limits. will have to be devised for this purpose. 

Pension Funds 
Pension funds have registered remarkable growth in developed 
countries. but have not developed suffiCiently in India partly 
because of the availability of other long-term savings instru-

growth of pension funds has the potential to 
boost domestic savings by proViding self-employed indiViduals 
an additional avenue of savings. With SUitable fiscal incentives 
for contributions to pension funds. it could also aid in redUCing 
the incidence of savings getting diverted to the parallel econo
my and also help transform the financial market. 

An important reason for the popularity of pension plans 
in developed countries is that insurance companies are able to 
make full use of available investment opportunities and thus 
maintain their competitive edge vis-a-vis other savings instru
ments. Further. unit-linked penSion plans marketed in these 
countries are able to provide particularly good yields during the 
accumulations period. An equally important factor is that the 
governments concerned appreciate the value of the pension 
system to social stability and encourage pension contributions 
and funds by way of substantial tax relief. 

CURRENT ACCOUNT DEFICIT AND ITS FUNDING (RS. BILLION) 

Item 1991-92 1992-93 1993-94 1993-94 1994-95 

Trade Deficit -169.33 -64.95 -141.01 -40.31 -123.9 
Plus Invisibles -4.35 42.58 13.37 30.43 58.53 
Current Account Deficit -173.68 -22.37 -127.64 -9.88 -65.37 
funded by 
capital Flows 150.75 120.82 153.27 288.07 214.71 
a) External Assistance 39.65 73.94 57.5 53.33 39.25 
b) Commercial Borrowings 40.35 38.07 -10.94 35.76 13.53 
c) NRI Deposits (net) 27.56 10.08 60.97 29.49 26.59 
d) Foreign Investment 1.22 3.75 17.87 128.93 153.7 
e) IMF Loans 21.78 20.77 33.63 5.99 -35.88 
f) Others 20.19 -25.79 -5.76 34.57 17.52 
Additions to Reserves -22.93 98.45 25.63 278.19 149.34 
Source: RBI: Annual Report 199495 
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It is recommended that private pension funds be 
encouraged so that indiViduals have access to such funds on a 
Widespread basis. They would naturally have to be regulated 
on a prudential basis. 

Foreign Sources of Funds 
The reliance on net capital inflows from abroad has tradition
ally been low on account of "adequate" domestic savings for 
funding investment (Table 4.16). The share of net capital 
inflows in gross domestic product was conSistently below 1 per 
cent during the 1970s-in fact. it was negative for three con
secutive years between 1975-76 and 1977-78. However. conse
quent upon a substantial step up in investment-both in the 
public and private sectors-during the Sixth and Seventh plan 
periods and measures of import liberalisation, the ratio of net 
capital inflows to GDP progressively increased to above 2 per 
cent by 1985-86 and peaked at 3.1 per cent in 1988-89. 
Reflecting the spillover effects of the high and rising budget 
deficits towards the end of the decade, net 
capital flows from abroad-both in absolute 
terms as well as in relation to GDP-remained 

also proVides non-funded assistance through its guarantee pro
gramme for private sector projects. Partial Risk Guarantee (PRG) 
covers the political and country risks, thereby attracting more 
commercial debt. However, as currently formulated, the PRG 
requires Central Government counter-guarantees. As these 
counter-guarantees get reflected in the country's external debt 
position, the scope of availability of such guarantees is limited 
to a few initial projects for attracting foreign investors in a par
ticular sector. Partial Credit Guarantee covers all events of non
payment for a deSignated part of the financing, typically in the 
later years of project operation. 

International Finance Corporation (IFC): IFC takes direct pro
ject exposure without any government guarantees, subject to 
the project meeting the IFC's "economic Viability" norms and 
promoters haVing a satisfactory track record. IFC proVides debt 
funding to infrastructure projects through the direct IFC A Loan 
to the tune of US$30-50 million and the IFC B Loan syndicated 
and sub-participated by commercial banks that proVide the 

funding but take comfort from the IFC's "polit
ical umbrella". The typical amount that could 
be raised under the IFC B Loan would be to the 

high during 1989-90 and 1990-91. before 
declining sharply in 1991-92, on account of 
import compression. Since then, there has 
been a mixed trend in the inflows of foreign 
savings-a manifestation of the easing of 
import constraints as well as changes in the 
poliCies governing foreign investment. 

Since counter
guarantees get 

tune of US$lOO million. The usual term of the 
loan is between seven and 10 years and can be 
extended to 15 years. The acceptable debt
equity ratio is about 2.33: I. IFC's exposure is 
limited to 25 per cent of the project cost 
(includes both equity and loans) in a greenfield 
project and upto 35 per cent in an established 
company which requires funds for expansion . 

reflected in a 

• Equity: Foreign equity would be typically 
available from four principal sources: collabora
tors as project promoters, contractors and 
equipment suppliers, large infrastructure funds 
which have raised money from institutional 
investors and which aim to take substantial 

country's external 
debt position, they Like the World Bank, ASian 

Development Bank (ADB) takes direct expo
sure in projects upto $50m or 25 per cent of 
the project cost. whichever is less. The us ual 
term of loan is 10-15 years including a grace 
period of three to four years . Besides direct 
loans, ADB has a special scheme for finanCing, 
the Complementary Financing Scheme (CFS). 

are available only 
to a few initial 

equity interest in infrastructure projects with- proJ"ects in a sector. 
out playing an active role in project promotion 
or management. and international public equi-
ty markets-which have been tapped by a few 
telecommunication companies . 
• Debt Funding: Offshore debt funding could be in the form 
of loans from multilateral agencies such as the World Bank, 
ADB, IFC(W), etc. deferred credits from export credit agencies, 
and commercial borrowing in international capital markets. 

Multilateral Agencies: In the past. the World Bank (IBRD) has 
been a major source of long-term concessional funded and non
funded assistance for projects in the public sector (particularly 
in the infrastructure sector). But. with the newly emerging pol
icy of encouraging privatisation in deyeloping countries, in 

. India, it has directly financed certain private s~ctor power gen
eration companies, such as the Tata Electric Companies (TEC). 
with the support of a sovereign guarantee. The World Bank 
applies project evaluation criteria such as economical and effi
cient cost. infrastructure and economic benefits for the coun
try, and satisfactory environmental criteria. World Bank loans 
can be for 30-40 per cent of the project cost but this is mainly 
applicable for public sector units with a maximum term of 20 
years (five-year grace + 15-year repayment). The World Bank 

Under the CFS, the Bank is the lender of 
record for commercial loans. which means the 

default on loans from commercial banks is a default to the 
Bank. The exposure norms of the Bank are exclusive of the CFS 
scheme. The bank insists on a BOT project company to have 
more than 50 per cent private sector ownership (including 
ADB's eqUity share). Unlike the World Bank, ADB is permitted 
to take equity stakes. ' 

Deferred Credits from Export Credit Agencies (ECAs): ECAs 
usually proVide credits through either loans to foreign buyers 
or loans to intermediaries who in turn fund foreign buyers . 
Finance is proVided for upto 85 per cent of eligible eqUipment 
imported from the ECA's country. However. ECAs are averse to 
project risk and usually reqUire institutional guarantees to 
cover the commercial risk of the project. The scope of ECA cred
it is limited to the value of imported eqUipment. and thus can
not be tapped where equipment is proposed to be procured 
indigenously. ECA-backed financing offers a large pool of 
resources that infrastructure projects could frUitfully tap. The 
main benefit of ECA-backed financing is the minimisation of 
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political and country risks from the perspec
tive of foreign lenders. which in turn ensures 
finer pricing and longer tenors. One major 
area of concern with respect to ECA-backed 
loans for the envisaged investments is that 
the current gUidelines for ECBs stipulate an 
average life of seven years for loans exceeding 
US$15 million. These tenors will not be cov
ered by ECA insurance from most countries. 

State-sponsored 

• PrOVide intermediate vehicles for institu
tional investors in developed countries for 
finding profitable infrastructure investment 
opportunities in the developing world 

infrastructure funds A number of such funds have emerged 
in the internationa~ capital scene. Some are 
general purpose funds such as the Asian 
Infrastructure Fund and the AIG Asian 
Infrastructure Fund. There . are other funds 
devoted to specific sectors such as power and 
telecom. These funds have often been backed 
by the multilateral agenCies as a means of 
developing the market for raising capital for 
infrastructure investments. The main 
investors in these funds are institutional 
investors such as pension and insurance 

are transitional 

Infrastructure Funds: Two types of infrastruc
ture funds have emerged in developed and 

mechanisms to 
provide long-term 

newly industrialising countries where private finance until capital 
infrastructure projects are being implement
ed. The government-sponsored infrastructure 
funds have emerged as transitional mecha
nisms to provide long-term finances until cap
ital markets are better developed. Private 

markets are better 
developed. 

funds. on the other hand. serve the commer-
cially useful function of diversifying investor 
risk. As transitional mechanisms. these funds serve to: 
• Allow leverage of government resources or official develop
ment assistance by attracting co-financing from private sources 
• Create credit histories for borrowers perceived as risky. who. 
over time. can then access capital markets directly 

funds in different countries. These funds are 
usually closed and limited-period funds. Their 
aim is to select good infrastructure projects 

with expected returns in the region of 20-25 per cent on their 
equity investments. They expect to proVide risk finanCing at 
the beginning of projects. and then to divest through the list
ing of companies once the projects go on stream and income 
streams are relatively assured. They expect to gain their 

Tamil Nadu Urban Development Fund 
TAMIL Nadu Urban Development Fund (TNUDF) is a spe

cialised financial intermediary being set up by the State 
Government of Tamil Nadu (GTN) and select financial insti

tutions with active support from the World Bank for funding 
urban infrastructure projects in the state. The principal objective 
of the proposed intermediary is to finance urban infrastructure 
projects to be undertaken by municipalities, joint ventures and 
private investors with a view to supporting urban and economic 
development in a sustainable manner. 

Government of Tamil Nadu has been implementing, since 
1988, the Tamil Nadu Urban Development Project (TNUDP) 
financed by the International Development Agency (IDA) and the 
World Bank. One of the components of this project is the 
Municipal Urban Development Fund (MUDF). The World Bank's 
current lending strategy to the urban sector emphasises promo
tion of private sector investment in infrastructure. The Bank is 
keen to restructure the existing financial assets through a self
standing financial illtermediary which would supervise the man
agement and enhancement of the Fund. Hence GTN proposes to 
convert the existing MUDF (Rs 1,550 million) into a Trust Fund 
to be called Tamil Urban Development Fund-TNUDF. While 
TNUDF would continue to fund municipal projects, it would also 
open its lending to urban infrastructure projects sponsored by 
private investors. TNUDF would initially depend upon GTN's 
funds transferred from the existing MUDF, but its ultimate goal 
would be to mobilise funds from the capital market (in the form 
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of bonds) using the high credit standing of its sponsors. 
TNUDF will be managed by an Asset Management 

Company (AMC). The AMC will have 49 per cent holding by GTN 
and balance 51 per cent will be held by the participating institu
tions. The AMC's tasks include project identification, develop
ment, appraisal, loan processing and recovery. The AMC will also 
ha\,le to manage the Grant Fund (GF) and Technical Assistance 
Fund, the ownership of which will be with GTN. 

Rationale for TNUDF: The World Bank-funded MUDF project 
was reaching its terminal date with an unutilised balance of 
about US$50 million in addition to its existing portfolio. The 
Bank felt that this money and the experience gained could be 
used to restructure. and set up the said financial intermediary, 
to be · run on commercial lines. In the opinion of the World 
Bank, this could be a pilot demonstration project which could 
form the basis for commercialisation of urban infrastructure 
projects and municipal finance in future. In view of the fact tliat 
TNUDF would need to operate on commercial lines, both the 
GTN and the World Bank agreed that majority holding (i.e'. 51 
per cent) in the proposed AMC should be with the private sec
tor. Hence it was felt that private sector financial institutions 
would need to participate in the scheme. 

Management: The AMC will have its own separate organisation
al set up and will not be a part of any of the participating institu-



returns from the appreciation in the value of 
stocks after listing. The expertise of these 

"approved" infrastructure projects could be 

asset management companies is claimed to be 
project selection and monitoring so that they 
can make the gains that they expect. 

So far. almost all these funds have been 
equity funds. It is expected that similar debt 
funds will also come into existence soon. 

Foreign funds 
should be allowed 

• Those approved by the Central Board of 
Direct Taxes (CBDT) for granting of fiscal ben
efits as infrastructure projects under section 
8O-1A 
• Those telecommunication companies 
which have received a licence from DoT to register with 
• Those power projects which have been 
approved by the Central or State Governments At present. there is no special channel 

for such funds to invest in infrastructure pro
jects in India. except for going through the 
Foreign Investment Promotion Board like any 
other foreign investments. 

SEBI, and invest in 
approved projects- The level of foreign investments allowed 

under this window could remain subject to the 
overall guidelines covering each sector. This 
procedure would obviate the need for obtain
ing FIPB approvals on a case-by-case basis for 
such portfoliO investments. Guidelines as indi
cated above would automatically ensure that 

in listed or unlisted 
It would be very desirable to place 

investments from such funds on a preferred 
footing. They could be treated in a manner 
similar to the investments made in the capital 
market by FIls at present. FIls have to register 

companies, 
including SPVs. 

with SEBl. consequent to which they are per-
mitted to invest in listed companies. A similar 
channel could be opened for recognised infrastructure funds. 
They could be registered with SEBl. based on transparent 
gUidelines related to their recognition. They could then be 
allowed to invest in approved infrastructure projects-in listed 
or unlisted companies. including infrastructure SPVs. The 

tions. The key executives including Managing Director will be 
selected in consultation with the financial institutions. The 
sponsoring financial institutions would provide support in pro
ject appraisals depending upon the expertise available with the 
individual institution. 

Projects to be funded: TNUDF would finance commercially 
viable urban infrastructure projects to be taken up by cred
itworthy private investors, jOint ventures (of private 
investors with municipalities) and municipalities. TNUDF 
would also provide financial assistance to non-revenue gen
erating public service projects sponsored by creditworthy 
muniCipalities, against their revenue streams secured 
through mechanisms such as escrow accounts. In addition 
to conventional municipal projects financed by MUDF so far, 
TNUDF would gradually finance infrastructure projects pro
moted by private investors_ 

Grant Fund: While TNUDF would focus on commercially viable 
projects, it is felt that lending to non-remunerative infrastruc
ture projects should not be abandoned. Hence a separate Grant 
(or Concessional ) Fund would be established and would be 
managed by the AMC. The initial Corpus of the Grant Fund is 
expected to be about 10 per cent of the 10ans provided to 
municipalities (about the same proportion of the loan-and
grant mix of the existing MUDF). The spread between GTN's 
IDA borrowing rate from Goverriment of India and lending to 
TF, as also future dividend on GTN's contribution to the TNUDF 
would be possible sources of the Grant Fund, in addition to 
GTN's direct contribution from the general budget 

eligible receiving projects have already been 
approved by the relevant authorities. This mea
sure would help in channelling available for-

eign resources in infrastructure investments. 

External Commercial Borrowing (ECBs): ECBs are borrowing 
in the form of syndicated loans. Euro-convertibles. etc from 
offshore sources. ECBs by domestic companies add to the 
country's external debt and have an impact on the country's 
rating. Ministry of Finance (MoF) approval is required for 
accessing offshore funds. MoF has a limit on the total amount 
of ECB approvals it grants. Given the fact that India has only 
recently regained a sovereign investment grade rating. most 
Indian companies would find it difficult to access internation
al capital markets directly for the purpose of financing a green
field infrastructure project. Well-structured projects with 
international sponsors have better prospects of being success
ful in international markets. 

Under Rule 144 A and Regulation S of the Securities and 
Exchange Commission (SEC) of USA. non-US companies can 
raise capital in the US Without having to register the securi
ties with the SEC or reformatting their financial statements to 
reflect the US accounting principles. A non-US company can 
offer its securities to Qualified Institutional Buyers (QIBs) in 
the US. subject to compliance with the stipulations of SEC. 
QIBs are institutions in the US that invest on a discretionary 
basis in eligible securities. The 144A market has considerable 
depth and potential for infrastructure project finanCing. The 
conceivable potential of the market could reach US$100-150 
million per project for a period of about 15 years. Investors 
willing to take project risk could also be found so that insti
tutional guarantees are not required. However. the 144A mar
ket has in the past shown a strong preference for US compa
nies or those familiar to the US. The market is also highly 
volatile. Government of India could also be concerned about 
the cost of debt which would be as high as 350 basis points 
above the US Treasuries. 

The syndication of loans is a cheaper form of raising 
finance than the bond market' as the syndicate has a better 
capacity to analyse the credit risk. Hence the spread is lower 
than a corresponding Euro-bond where the investors are not 
that well-versed in credit analysis and therefore expect a high-
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er spread. The amount that can be raised from the syndication 
of loans can be as high as US$I billion . 

International experience suggests that over the long 
term. global capital markets will provide the best source of 
financing for infrastructure development. Direct financing from 
foreign capital markets offers the potential for longer-term. 
fixed-rate financing with less onerous covenants. and the pool 
of available capital for such finanCing is far larger than any other 
potential source. In order to access this market initially. howev
er. it will be important for India to attract foreign investors with 
favourable termS, for as the flow of foreign investment increas
es . investors' demands will gradually diminish . 

Discussions with international investment bankers indi
cate that the process of granting approvals by the MoF and RBI 
for all aspects of the financing may need streamlining. While as 
a matter of generat macro-economic policy, it is certainty appro
priate and prudent to monitor the foreign and domestic cur
rency obligations at a certain level of detail. the degree to which 
approvats have been required to date does not foster the 
financing process. For example, arbitrary ceilings put on the 
"spread" over US Treasury yields for foreign currency financing 
or the shortening of maturities as speCified in the gUidelines 
on ECBs may make it unnecessarily difficult to finance projects. 
The lack of a good sovereign "benchmark" issue complicates 
the matter. but perhaps that can be solved separately. 

The discussions further indicate that if limitations are to 
be put on financing costs/spreads. they should not be arbitrary. 
but based on credible market intelligence from the relevant 
finanCial institutions. The idea of a range would be more palat
able to investors than a fixed ceiling. In addition , the timing of 
these approvals can be an issue. While it is advantageous to have 
approvals in place earlier rather than later. the fact that the MoF 
acts several months before the proposed pricing date can result 
in delays in closing if market conditions change prior to pricing. 
An expedient and flexible review mechanism may be needed. 

The establishment of a "benchmark" issue will be 
important for the development of India's access to the capital 
markets. Much as investors use the us Treasury as a bench
mark to determine valuation of other issues. foreign investors 
would prefer a sovereign security which 
could serve as the benchmark for valuation 
of Indian paper. If Indian corporates and 

can discourage most passive investors, which make up the bulk 
of the available financing sources. Keeping foreign currency bor
rowing under control can best be done on a policy level (i.e. by 
restricting certain issuers) and not by limiting the success of 
issues that all parties want to see succeed. 

I 

Forex Market 
Infrastructure projects, barring a few exceptions, would have 
large foreign exchange expenditures in the form of equip
ment/consumable imports. interest on ECBs, diVidend pay
ments etc with little or no income correspondingly in foreign 
exchange. Hence they would be exposed to a large unhedged 
foreign exchange risk. At present. exchange control regula
tions permit hedging of forex risks via the forwards market 
only if there is a definite underlying transaction . A precondi
tion for purchasing a forward is that delivery of foreign 
exchange has to be given or taken under the existing exchange 
control regulations. Consequently, the forward market is not 
very liqUid . There is therefore a need for an appropriate risk 
transfer mechanism. Non-deliverable forwards would entirely 
change the situation, while keeping the net exchange position 
of the country unchanged. Futures as an instrument is an 
alternative means for risk transfer and is more eaSily 
amenable to regulation . The introduction of these instru
ments in the forex market would call for appropriate changes 
in exchange control regulations by the RBI. 

Debt Market Reforms: 
Need to Develop Market Infrastructure 
Synergistic links can be developed between private infra
structure projects and domestic financial intermediation 
through capital markets. Infrastructure developers and pri
vate (especially contractual) savers share a long-term horizon . 
Bringing compatible savers and investors together is the task 
of capital markets. At the same time, the finanCing of infra
structure projects improves appraisal capabilities and 
expands risk-diversification pOSSibilities for local commercial 

banks. eqUity and bond markets. and insti 
tutional investors such as insurance compa
nies and pension funds. 

financial institutions are to tap the global 
capital markets periodically for mobilising 
resources, it may be in India's best interest to . 
consider a sovereign offering which will 
serve as the bellwether for future issuance . 

The process of 
Successful implementation of the 

envisaged investment would call for reform in 
all segments of the financial system. The 
major areas, where comprehensive policy and 
procedural changes would be necessary would 
largely be in the institutional segment of con
tractual saVingS-insurance. pension and 
provident funds- and the debt 'market. The 
poliCies relating to the equity and forex mar: 
kets. external commercial borrowing and fis
cal concessions to infrastructure projects 
would also need to reviewed. Essential for 
bond market development are : 

The Expert Group recommends strong
ly that Government sho'uld issue sovereign 
bonds in the key capital markets of the world 
to establish the much required benchmark. 

The imposition of a 20 per cent with
holding tax on foreign domiciled debt 
investors can work against the policy objective 
of restraining foreign currency borrowing. This 
new regulation can have the effect of decreas
ing the available investor market for any given 
issue, as the potential administrative burden 
of Withholding tax credits between countries 
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granting approvals 
by the Ministry of 
Finance and the 
RBI for external 

commercial 
borrowings needs to 

be streamlined. Long Term Confidence: As long as bonds are 
a long-term fixed-income contract. it is essen
tial that both investors and issuers are rea-



sonably confident about the stability of eco
nomic conditions in the long term. Two key 
elements here are political stability and 
macro-economic stability. A serious impedi
ment to bond market development arises if 
anxiety about either of these is translated 
into expectations of high inflation. When 
inflation has been high for some time. it is 
generally true that expectations about future 
inflation are rather uncertain and tend to be 
high. Volatility in inflationary expectations 
and market exchange rates translate into high 
risk premia in the bond market. stunting its 
growth. Risk-averse long-term investors also 
need to feel secure regarding the enforce
ment of a sound legal framework in areas 
such as contracts. collateral. corporate gover
nance. bankruptcy etc. 

Bonds being long
term fixed-income 

contracts, both 
investors and 

issuers need to 
be reasonably 
confident of 

economic stability. 

• Providing favourable tax treatment for 
indiVidual investment in insurance and pen
sion contributions 
• Designing prudential regulations on the 
asset allocation of such funds in a flexible 
manner so as not to preclude investment in 
corporate instruments 
• Providing the regulatory framework for set
ting up mutual funds with adequate investor 
protection 
• In some settings. commercial banks can be 
active institutional players in the bond mar
ket. If they are. their market activities need to 
be regulated to protect depositors' interests. 

Qualified Issuers: Bonds may be issued by 
governments. municipal authorities. public 
enterprises or private corporations. In all 
cases. it is important that the credit quality of 
the issuer is clear and well-established. For Unregulated Interest Rates: Ceilings on inter-

est rates tend to kill bond markets because they do not allow 
for enough spread to reflect risk and term structure. When gov
ernment borrOWing is high to finance large budgetary defiCits. 
authorities tend to introduce administrative ceilings on inter
est rates (to reduce the cost of government borrowing). and 
mandatory investment gUidelines on finanCial institutions (to 
faCilitate larger volumes of issuance of government paper at 
low rates. thereby crowding out private issuers). At a mini
mum. such regulations discourage the development of an 
actively traded bond market; if carried further. they stunt the 
issuance of bonds by private borrowers; and if highly repres
sive. they retard the growth of finanCial savings and hence the 
development of bond markets. In the absence of market-deter
mined interest rates. the market also suffers from a lack of 
benchmark indicators. 

Institutional Investors: Unlike bank deposits. bond markets 
cannot thrive exclUSively on an investor base comprising indi
viduals. This is because individuals' time horizon is often rela
tively short and the costs of marketing bonds to a large number 
of small investors is prohibitive. The volume and liqUidity of 
bond markets depend crUCially on the participation of institu
tions that invest large pools of savings and constitute an abiding 
source of demand for long-term bonds. These institutions can 
fall into several classes; fir;st. contractual savings institutions 
such as pension or provide~t funds 'that have long-term pay
ment obligations and need to preserve the real value of their 
funds Without incurring excessive risk: se<;ond. insurance com
panies that .are a form of finanCial savings for indiViduals and 

. need to deploy their funds profitably to offer attractive terms 
for insurers; and third. mutual funds that are explicitly set up 
as vehicles for pooling investors' funds in search of greater effi
ciency in investment execution and are marketed to indiVidual 
investors on the basis of their investment performance. 

Cr~ating an institutional investor base is a key role for 
public policy. Among the instruments of policy in this area are: 
• Mandating the funding of pension/provident funds rather 
than rely on pay-as-you-go schemes. proVided this makes sense 
in the broader context of social insurance policy 

Government. there is generally no problem with credit quality 
in local currency issues. as they have the power to levy taxes 
and would accord high priority to the servicing of their debt. 
The credit quality of municipal authorities and public enter
prises depends very much on the degree of their autonomy 
from government interference and the availability of indepen
dent revenue streams adequate to sustain debt service. At a 
minimum. it is Vital that there is adequate disclosure of their 
finanCial condition based on sound accounting principles and 
independent auditing. Bond issues by governments can be 
useful in establishing market benchmarks but excessive bor
rowing by public authorities can crowd out private issuers of 
bonds. Specific actions may be required in the first instance to 
enhance the credit quality of potential issuers. 

Well Regulated and Functioning Debt Market Institutions: A 
bond market cannot thrive Without the necessary infra
structure for trading swiftly and securely. These institutional 
arrangements should typically be prOVided by private market 
participants but might. in the initial stages. need some offi
cial encouragement and support. Key elements of such infra
structure are: 
• Pa~nt system: Settlement of securities trades requi res 
the support of a payments system that assures delivery versus 
payment or. at the least. short lags in executing payment 
orders with certainty. 
• S¢1ement/transfer/custody: Institutions that will assure 
sate custody of securities. speedy transfer of ownership with 
minimum transaction costs. and reliable servicing of investors 
and issuers of securities. 
• T~g platforms: A formal or informal arrangement 
whereby traders can buy and sell securities within a well-regu
lated and competitive market framework. Such an exchange 
could be automated. open-outcry or over-the-counter. Key 
reqUirements are assurances of the integrity and finanCial 
soundness of the participants and the speed of settlement of 
completed trades; trading counterparts should be well-capi
talised and active. 

113 



• Market regulation: The legal and regulato
ry framework for the assurance and trading of 
securities with suitable investor protection, 
based as far as possible on the principle of full 
disclosure of financial information by issuers 
rather than resorting to merit regulation, At 
the same time, regulators must avoid unduly 
raising transaction costs to the issuers, allow
ing maximum freedom to the issuers to select 
the type and terms of the instrument. timing 
of issue and extent of underwriting, 

At the heart of 

In general. benchmark securities must 
have a stable and predictable credit (not nec
essarily risk-free altpough that is the most 
desirable) and be actively traded so that mar
ket quotes are available at all times within a 
small bid/ask spread. Markets in benchmark 
securities should have enough depth to sus
tain hedging operations by brokers/dealers in 
both bonds and equity markets. To facilitate 
the issuance of bonds of varying maturities, it 
is helpful to have benchmark securities traded 
at a Wide spectrum of maturities. 

any bond market 
must lie a system 

• Price information system: Arrangements 
to inform all market participants (brokers, 
dealers, investors and issuers) of the main fea
tures of completed trades in the market as 
rapidly and completely as possible; informa
tion on bids/offers in real time would improve 
market efficiency, 

for assessing risk 
that is broadly 
acceptable to 

all market 
Taxes: The growth of a bond market can be 
stunted by the prevalence of discriminatory 
taxes such as stamp duties or transaction 
taxes that make trading costly. Non-discrimi-participants. 

• Liquidity assurance: Brokers/dealers 
should have access to liqUidity at market 
rates in sufficient volume to enable them to discharge their 
market functions effectively, Beyond ensuring that there are 
no administrative restrictions on bank lending to 
brokers/dealers, this generally does not require any special 
action by the authorities except when there is a systemic 
market disruption that reqUires exceptional confidence 
bUilding measures. 
• Credit rating agencies: The pricing of risk is at the heart of 
a bond market and, hence, there needs to be a system for 
assessing risk that is broadly acceptable to all market partici
pants, Typically, this is proVided by independent credit rating 
agencies that rely on objective and probing analysis to assess 
the credit risk of particular bond issuers and set standards for 
credit appraisal. marking bonds of different issuers more com
parable. Such credit ratings are made available publicly and 
gUide the pricing of a primary issue as well as the spreads in 
secondary trading. To ensure sustained objectivity, it is helpful 
to have more than one credit rating agency. At least three cred
ible rating agencies already exist in India. 
• Training and edUcation: Even if an active equity market 
already exists, it is likely that market participants in a fledgling 
bond market are not familiar with key concepts that are pecu
liar to bonds (e.g, yield to maturity, duration) relating to calcu
lation of yields and construction of indices. A public or private 
agency will need to take on the task of educating the public and 
training market professionals in these concepts, The task is 
more demanding if the intention is to establish a market in 
derivative instruments or repurchases. 

Uquid Money Market: An active money market can be very help
ful in to the development of a bond market by proViding liquidi
ty to market participants and establishing a yield benchmark at 
the short end that helps in pricing issues. 

Pricing of bonds in both the primary and secondary mar
kets is greatly facilitated by the existence of suitable bench
mark issues. Variable rate bonds require a market-determined 
short-term interest rate. This is best established in a money 
market through the trading of treasury bills. Failing that. a bank 
deposit rate can be used, but that is a poor substitute. 
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natory tax treatment (e.g. in the taxation of 
diVidends, interest and capital gains and the 
levy of withholding taxes) that levels the play-

ing field between bonds and other forms of financial invest
ments is an area for public policy, 

The existence of a stockmarket helps the development 
of bond markets in two ways. First. unless there are corpora
tions that have raised equity finance, there is little scope for in
creasing leverage with the issue of bonds. Second, market activ
ity in stocks can help sustain improved market infrastructure 
and attract the participation of adequately capitalised bro
kers/dealers in both stock and bond markets. 

Some of these essential elements that are required for 
the development of the debt market already exist in the coun
try but it is obvious from the foregoing that a great deal still 
needs to be done. As mentioned earlier, in addition to the var
ious measures mentioned above, there is likely to be a need for 
developing credit enhancement techniques which make the 
instruments of both infrastructure projects entities and of final 
intermediaries marketable. The following sections proVide 
pointers to the specifiC areas where policy measures are need
ed for developing the debt market, 

Policy Measures for 
Debt Market Development 
The debt market has remained undeveloped due to an illiq
uid secondary market in debt instruments. As a sizeable part 
of household savings continues to be attracted to fixed
income financial instruments, development'of a debt mar
ket, both at the. wholesale and retail level. would be neces
sary for supporting investments in infrastructure projects . 
Deepening and widening of the market in debt instruments 
through finanCial innovations are expected to go a long way 
in stepping up the overall domestic savings rate. This would, 
of course also cruCially hinge on the speed with which the 
policy framework is made conducive. 

The reforms in the debt market can be broadly claSSified 
under market-related reforms and regulatory changes. While 
the market-related reforms would go towards expanding the 
size and scope of the market. the regulatory changes would 
faCilitate the smooth functioning of the market. 



Debt Market Infrastructure 
Related Reforms 

Developing Market Makers and Primary Dealers:The Reserve 
Bank of India has recently completed the process of selecting 
Primary Dealers (POs) for government securities. Earlier, it had 
outlined the framework within which these POs will conduct 
their primary and secondary market operations. However, a 
number of active players-particularly private NBFCs-in the 
debt market have expressed apprehensions about profitably 
operating as a PD. Some of the reservations that have been 
expressly mentioned are as follows: 
• The scheme does not provide POs exclusive access to the 
primary auctions of RBI while putting an underwriting obliga
tion on them. This could put some commercial constraints on 
the POs' operations. For instance, large corporations, banks and 
mutual funds. the typical clients of a PD. can also bid separate
ly and indiVidually Without any underwriting commitment. 
Therefore a PO will have no particular advantage when a secu
rity issue gets fully subscribed. 
• The move to provide dealership only for one year in the first 
instance would also inhibit operations. 
• While limited funding is being provided through repos. 
Without the permission to go short at least to a limited extent. 
POs will find it difficult to manage their day-end positions. 
• Lack of an auction timetable and its size handicaps the 
strategy of a PD. Moreover. it is not clear whether the under
writing commitment can be offset against the success ratiO of 
the PO in the auctions. 
• The gUidelines suggest that it is mandatory for POs to make 
markets in government securities and maintain a sizeable 
inventory of securities. However. it is not clear whether the 
PO has a choice of deciding in which security and maturity it 
will make a market. In the absence of such a choice, the 
resource requirements for maintaining inventories of securi
ties could be exceSSively large and adversely impinge on the 
net worth of the PD. Moreover, the gUidelines do not ade
quately address the issue of whether the PO has any control 
over the bid-offer quotes, the spread and the . 
counterparty it wants to deal with. 

of their overall banking and lending activities. 
In order to faCilitate broadbased holding of debt instru

ments-especially at a retail level-it is necessary to encourage 
setting up of POs of different sizes with all of them conducting 
operations in relation to their relative net worth. Akin to the 
classification of merchant bankers by SEB!. POs could be cate
gorised by size of their net worth. The category of POs 
announced by RBI may be classified Category I POs. There 
should be a facility for recognising POs in Category II with net 
worth in the range of Rs 250-500 million, Category III in the 
range of Rs 50-250 million and so on. Such a classification 
would be necessary if it is recognised that the medium and 
small-sized banks could play an important role for dealing in 
and distributing retail the entire range of debt instruments. 
including government securities and Treasury bills. 

If RBI decides to extend credit facilities only to the large 
POs with a minimum net worth of Rs 500 million. it should at 
least issue clear-cut and supportive guidelines to banks for 
extending credit facilities to the other medium-sized and small 
POs. Adoption of such a policy would encourage emergence of 
a large number of dealers who would meaningfully and mate
rially activate the debt market. 

Benchmark Rate: For the issuance of variable rate bonds. it is 
necessary to evolve a benchmark rate on the pattern of London 
inter-bank offered rate (LIBOR). Such a benchmark rate reflects 
the state of the debt market and acts as the anchor rate around 
which other yield rates fluctuate. For creating a meaningful 
inter-bank rate in India on the lines of the LIB OR or the US Fed 
Funds rate it is essential to remove barriers in the free flow of 
funds among banks. As per RBI regulations, funds borrowed by 
one bank from another bank are subject to the same CRR and 
SLR regulations as depOSits mobilised by banks. Consequently. 
the cost of funds borrowed in the inter-bank market becomes 
significantly higher than the rate at which they are actually bor
rowed in the market. In line with the recommendations of the 
Sodhani Committee, the CRR and SLR stipulation in respect of 
inter-bank borrowing should be abolished for encouraging 
emergence of a meaningful rate on the pattern of LIBOR. Apart 

from dispensing with CRR and SLR on inter
bank deposits. RBI could consider changing 
the basis of calculating CRR as a proportion of 

As the scheme stadds. bankS and finan
cial institutions cannot directly become POs 
although they are eminently SUited to take up 
this role .. Banks in particular are the major 
investors in government securities and 
Treasury bills. Given their strong branch 
office network across the country and their 
close dealings with major investors. as also 
potential investors in bonds and other debt 
instruments. banks can emerge as active POs. 
provided they are permitted to take up this 
activity by RBI. The secondary market in debt 
instruments is still in its infancy in India and 
it would be qUite some time before the pro
posed non-bank POs could become active. It 
would, therefore. be desirable to permit banks 
and institutions to set up PO counters as part 

Deepening and 
the lagged average of the Net Oemand and 
Time Liabilities (NOTL). This could consider
ably enlarge the scope for differing percep
tions among the main money market partici
pants and thus go some way towards a health
ier development of the money market. 

widening of the 
market in debt 

instruments would 
hinge on the speed 

with which the 
policy framework is 

made conducive. 

RBI could also consider reactivating the 
Bank Rate and using it as a general refinance 
rate Within the banking system. In the course 
of time. the Bank Rate could be used to send 
interest rate signals into the market and 
would also lend stability to the inter-bank 
money market rate. 

The benchmark or the anchor rate 
would help in strengthening the market for 
debt instruments carrying floating rates. 
The interest rates applicaWe to bonds of any 

115 



borrowing entity would be the benchmark 
rate plus a differential that reflects the risk 
premium on such bonds. This process 
would be aided to a considerable extent by 
the emergence of PDs on the pattern 
announced by RBI recently. 

Evolving a benchmark 
inter-bank rate on the 
pattern of UBOR 

the part of Indian money managers. 
In the primary auctions of government 

paper. the main subscribers are essentially the 
banks which ensure that agents with divergent 
expectations are absent in this market. In 
developed financial systems like the US. the 
set of subscrib1rs has been Widened to 
include. among others. pension funds which 
normally have a surfeit of long-term funds and 
can therefore act as book-builders. Although 
the primary dealership system has been intro
duced. Without a wider set of participants. its 
impact on the development of a yield curve 
will. at best. be limited. 

The eRR and 
Development of a Yield Curve: Yield curves 
essentially depict the term structure of inter
est rates i.e., the configurations of yields to 
maturity on securities which are identical 
except in their terms to maturity. A yield curve 
can be established by using either the yields 
on government securities or interest rates on 
the term inter-bank market or a combination 
thereof. Although far reaching changes have 
been made in the Indian money market since 
1989, this important market making "tool" has 
been conspiCUOUS by its absence. 

SLR stipulations 
should be 

abolished, and 
the RBI should 
revive the Bank 

Furthermore. on the secondary market. 
most of the transactions are confined to 
arrangements on the telephone where per
sonal rapport dominates competitive market 
considerations and where treasury managers 
prefer to transact with known parties rather 
than with the unseen buyers/sellers through 
the NSE. This practice has prevented the 

Rate as a general 

Notwithstanding the changes that have 
been introduced. the Indian money market 
continues to be characterised by segmentation 
and weak interlinkage between money, capital 

refinance rate 
within banks. 

markets and the foreign exchange spot and forward markets. 
Moreover. the absence of a term inter-bank market has inhibit
ed RBI from using the market to transmit signals relating to its 
interest rate policy. Structural inadequaCies in both markets, 
i.e., the market for government securities and the inter-bank 
money market have inhibited the emergence of a meaningful 
yield curve in the nascent Indian debt market. 

The result is what is observed to be baSically a flat yield 
curve. Consequently, it is found that even medium and long
term instruments are not found to be marketable Without 
providing for returns that are similar to the short-term 
returns available in the market. This is of crucial significance 
for the infrastructure sector where maturity has to be 
stretched. It may be expected that in well-functioning debt 
markets, during times of high inflation, the yield curve would 
tend to be inverted and the- converse during times of low 
inflation. This phenomenon imparts greater stability to the 
costs of funds raised from long-term instruments. It must. 
however, be understood that such yield curves and hence 
well-functioning bond markets can seldom develop in the 
presence of high and/or variable inflation. 

At present. data on the yields based on trading of gov
ernment securities are published by the NSE, while those based 
on the SGL are published by RBI. Yield curves/indices are also 
constructed by the EconomiC and Political Weekly (EPW) , and 
ICICI Securities and Finance Company Ltd (I-Sec) and. others. 
However, given the peculiarities of the Indian finanCial system, 
these efforts are beset with several limitations. A cursory glance 
at the secondary market in government debt reveals that trad
ing is concentrated in a few securities only. This essentially 
reflects a herd mentality, an excessive concern for liqUidity and 
a marked reluctance for risk-taking. In spite of considerable 
yield differences between government securities and other 
money market instruments. the aversion of most banks towards 
profit maximisation has been reflected in earnings opportuni
ties foregone on account of the lack of technical expertise on 
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emergence of a technically deep and Wide gov
ernment bonds market. All these considerations. not surpris
ingly. imply that the secondary market does not reflect a "true" 
yield on the securities. 

A fallout of the narrow participation in the government 
securities market has been the emergence of a "syndicate" 
approach among banks in bidding the primary auction prices to 
very low levels and on many occasions striving artificially to 
jack up the cut-off yields to higher levels. This has often left RBI 
with the Hobson's choice of either accepting a high yield or let
ting the issue devolve upon itself. In the second half of 1995-
96. RBI had to subscribe to large portions of notified amounts 
in 91-day Treasury bill auctions and government securities auc
tions. rather than allOWing the yield rates to rise. This obVious
ly has prevented the primary yield from getting aligned with 
market expectations. 

Moreover, the yields calculated by the NSE and RBI for 
the same secondary market price of similar government 
bonds are different due to the "voucher" element (the tax on 
accrued coupon) embodied in the stock. While NSE's estimat
ed yield is net of voucher. RBI's yield is cum-voucher. Instead 
of deliberating on the question of proper accounting of the 
"voucher", it suffices to point out that such diverse practices 
create confUSion regarding the status of what)S the "true" 
yield on government bonds. 

Clearing House: The settlement of trades on the debt market 
is still effected directly between participants . There are mul
tiple agenCies involved in effecting the settlement of these 
trades. One of the major gaps today in the debt market is the 
absence of a clea'ring house as in the case of the US which has 
the FEDWIRE system that co-ordinates and effects settlement 
among different settling agenCies on behalf of the debt mar
ket partiCipants. While there would continue to be different 
agencies keeping the records of holders in the different secu
rities, there is a need for a single clearing. agency that will co
ordinate with the different securities settlers, as also the 



funds settlers to monitor that all trades are settled, and 
ensure "delivery versus payment", quite similar to the model 
followed by countries like the USA. 

Funding for Intermediaries: While most of the investors in the 
debt market are better capitalised. the brokers in this market 
have so far been only providers of intermediation services and 
not traders in their own right. It is important that the interme
diaries should not only be deal makers but also become signif
icant traders in their own right. This will require that norms be 
evolved for funding of the activities of these intermediaries 
from banks as in the case of providers of any other financial 
service including working capital limits. 

It is envisaged that intermediaries will now play an 
important role in the Government securities market as PDs 
invohred in placing out the primary issues by Government. 
They would not be able to play this role effectively unless they 
have a sufficient fund base to take up portions of an issue on 
their own account and place it out over a period of time. This 
holding and placing capacity can come only if adequate chan
nels of funding are made available to them. 

Widening and Deepening the Market: Hitherto, the primary 
investors in the debt market were the commercial banks, 
financial institutions, insurance companies, mutual funds 
(chiefly UTI), and pension and provident funds. In the post
reform period (more particularly after 1993), trusts, corpo
rates (primarily large NBFCs) and FIls have entered the mar
ket in a small way. One of the main reasons for the illiquidity 
in the debt market is the lack of a large investor base that can 
sustain trading interest in the market over a long period of 
time. Most of the participants typically "buy to hold", as there 
is considerable apprehension about the lack of availability of 
reinvestment opportunities. In addition, the current period
particularly after I 993-94-has seen major changes in coupon 
rates on securities, so that any sale would entail booking of 
capital losses as investments have historically not been val
ued on a "marked-to-market" basis by most of the partici
pants. All these fac tors have diluted the incentive to sec
ondary market trading in debt instruments. 
A recently-done quick analysis of the trade in 
the wholesale debt market segment of the 

assets in the form of debt instruments. Other major holders 
of debt are the large investment institutions: UTI. LIC, GIC 
and its subsidiaries, and provident funds, 

To Widen and deepen the market for debt instruments, 
it would be necessary to bring in new investors such as the 
FIls who will not only be effective fund-based participants, but 
will also bring with them the knowledge and experience of 
development of the debt markets in other countries. FIls tend 
to be aggreSSive traders in debt securities who attempt to max
imise returns by switching their portfolio in accordance with 
their assessment of changing yields and maturity profiles. One 
of the major constraints faced by Flis in this area is the restric
tion on the amount of debt instruments they can invest in at 
any point of time as a proportion of their total portfolio. The 
ratio as stipulated is a maximum of 30 per cent. This tends to 
be exceedingly restrictive because FIls might like to invest sig
nificant amounts in debt securities at a point of time, <lnd in 
any case it is difficult to meet this proportion at each point of 
time rather than as an average across a period. The objective of 
containing any excessive growth in external indebtedness, 
arising out of the holding of rupee-denominated debt by for
eign investors, including Fils, could be achieved if 
Government upfront fixes the limit on the domestic debt that 
foreign investors can hold and do away with the present 70:30 
rule. Moreover, some FIls find it attractive to float pure debt 
funds which by definition do not contain any equity element 
and would therefore be ruled out from the beginning under 
the current gUidelines. 

While widening the investor base through some of the 
above measures is one aspect. the other equally important 
aspect relates to making debt securities of a single issuer "fun
gible", This would be particularly relevant for infrastructure 
projects where the gestation period is relatively longer. and the 
need to source modest to large volume of funds from the mar
ket periodically is greater. Such a measure would impart extra 
depth and liqUidity in the market and proVide larger volumes 
of a Single security for trading among investors. A small begin
ning has already been made in this direction in 1995, -when 
issues of gilts were made fungible. In order to enhance liqUidi-

ty further. repo transactions can be re-intro
duced for all listed debt securities with ade
quate/suitable safeguards. At a later date, 

NSE shows that Indian banks have accounted 
for only about one-fourth the total trade 
while foreign banks that continue to be a 
very small part of the Indian banking system 
accounted for nearly two-fifths of the total. A 
sizeable portion of trade was accounted for 
by the Indian c~rporate sector which, of late, 
has been giving considerable attention to the 
treasury functions as a profit centre. 

The Indian market 
when depositories become ope rational and 
electronic clearing and settlement is possible, 
"securities lending" can be introduced with 
suitable legislative changes. 

In the past, nationalised banks and 
the insurance companies-the largest hold
ers of government debt instruments-have 
not paid sufficient importance to the trea
sury management function. The domestic 
commercial banks which account for nearly 
97 per cent of the entire banking system of 
the country, hold nearly two-fifths of their 

is characterised by 
weak interlinkages 

between money, 
capital markets 
and the foreign 

exchange spot and 
forward markets. 

Money Market Mutual Funds: RBf has come 
out with gUidelines for la unching money mar
ket mutual funds (MMMF). While these 
gUidelines have since been substantially mod
ified, no such funds have been launched as 
yet as the norms are still considered to be 
operationally too restrictive. MMMFs must 
have the flexibility to structure the pattern of 
investments of their fund in accordance with 
their objectives. Moreover. no restrictions 
need be placed on the kinds of instruments in 
which MMMFs can invest. Experience in the 
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US indicates that banks can play an important role in the devel
opment of the mutual fund industry. In India too. several 
banks have set up mutual fund companies but most of them 
have opted in favour of equity-dominated growth funds rather 
than debt-oriented income funds. One sure way of broad-bas
ing the debt market would be to encourage banks and institu
tions to set up MMMFs and debt-oriented mutual funds. In the 
US. the income funds which invest heaVily in debt instruments 
have in a way proVided a link between the wholesale and retail 
debt market by attracting household investments. 

Retail Distribution Networks for Debt Instruments: In the 
initial stages of development of the debt market. infrastructure 
should not only comprise resourceful market-makers and 
underwriters but also distributors who can create liqUidity so 
that a Vibrant secondary market in debt instruments develops. 
The distribution network of brokers and sub-brokers at the 
moment does not exist for debt instruments the same way as 
it exists for equities. The brokers and sub-brokers supporting 
eqUity instruments are not equally keen to build investor psy
chology in favour of debt instruments as it is going to be a time
consuming and expensive process. 

At present. the retail spread of even equity instruments 
is said to be concentrated in a limited number of large cities. 
Among other reasons. this is because of the difficulties related 
to the antiquated trading system that still characterised the 
working of the Indian stock exchanges along with the govern
ing rules and regulations. It may be expected that. once the 
depository system is established and screen-based electronic 
trading becomes Widespread. it woult\ then be feasible to 
extend the reach of the capital market to many more of the 
country's cities and towns. A large majority of households in 
the lower and middle income levels generally prefer safe debt 
instruments giving assured returns rather than investing in 
risky eqUity instruments. The relative popularity of postal sav
ing instruments indicates the propensity of households to save 
in safe savings instruments which proVide reasonable and 
assured returns. We therefore propose that steps be taken to 
encourage spread of credible broking companies which can 
have a presence in the Widespread network of towns and cities 
in the country. According to the 1991 census. there were more 
than 300 cities with population over 100.000. With the high 
growth that is taking place in the number of middle income 
households. such a spread of safe and credible broking compa-

China's Development Bank 
Ns part of its banking reforms, China has been setting up 

specialised banks which will work as commercial entities. 
tate Development Bank (SOB), modelled on the 

Development Bank of Japan, was set up in March, 1994 to finance 
infrastructure projects. 

The Ministry of Finance provided the SOB with the initial 
capital of $1 billion and intends to provide another $5 billion by 
1998. On the basis of international capital requirements of 8 per 
cent, the SOB is all set to becoming a giant in Chinese finance 
with a loan book that may run to about $71 billion by the year 
2000. In the very first year of its operation, the SOB lent $9.3 bil
lion to 427 separate projects. Its role in Chinese development 
finance is expected to become increasingly important as sub
sidised funds from international agenCies such as IDA, the World 
Bank's soft loan arm, become more scarce. 

Beyond its capital, the SOB receives no funds from the 
Government and does not borrow from the Central Bank. This is 
to make the SOB responsible for its own lending decisions. The 
SOB works on what proportion of its cost a project can repay and 
lends no more than that. The remainder of the funds required by 
the project are supposed to be provided by the Government 
through a grant. 

There are three kinds of projects: projects which have a 
high social value but no economic returns and must be fully 
financed by the Government; projects with a commercial return 
which can finance themselves in the market, and projects which 
fall between the first two. It is the projects in the third category 
which the SOB is targeted to finance. The SOB concentrates on 
power, telecommunications and transport. Amongst the major 
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projects which are receiving SOB funding are the $17.5 billion 
Three Gorges dam which involves the creation of a 500 km long 
reservoir on the Yangtze river, the Beijing-Kowloon railway and 
the $3.5 billion Daya Bay nuclear power project in Southern 
China. 

SOB has acquired high international rating and a yen
denominated bond issue is on the cards. SOB recently raised a 
$50 million seven-year syndicated credit led by IBJ and Korea 
Development Bank with an interest rate just 3/4 percentage pOints 
higher than money market rates. However, most of the funds of 
the SOB are expected to come from the domestiC market through 
bonds of three to five-year maturity. The subscription to the 
bonds would come mainly from the commercial banks which can 
use their holdings to satisfy their reserve ratios. SOB is pushing 
the maturity to eight years which better matches the life of its 
assets. Eventually, the source of funding for the SOB will be 
domestic and international bonds. The borrowing in a mixture of 
domestic and foreign currencies will provide funds for projects 
which earn no foreign exchange themselves redUCing the curren
cy risk that they run. 

While maki~g loans, SOB takes account of national devel
opmental policy, but it has already made a point of rejecting .loan 
proposals which it regards as unsound. It has withstood pres
sures to finance prestige. projects. The SOB would also not 
assume responsibility for the bad loans of the specialised banks. 
In 1994, the SOB wrote off only Rmb100 million, a tiny propor
tion of its total loan portfoliO. 

urce: Financial Times June 24, 1994 and May 12, 1995. 



nies is likely to lead to very significant increases in the 
resources obtained through household savings. lt is recom
mended that SEBI may look into both the promotional and reg
ulatory measures required to promote the formation of such 
large and Widespread networks of braking companies. 

If thiS is done. it would also become possible for house
holds to subscribe to the benchmark issues of sovereign Treasury 
bonds etc. Progressively. as households become accustomed to 
investing in such debt instruments. they would then be likely to 
also start subscribing to other corporate debt instruments. 

Until it becomes possible to develop an extensive netJ : 

work of brokers and sub-brokers and market-makers. it wo~ 
be appropriate to use the network of commercial banks. and 
perhaps the postal banking system. which can combine the 
roles of distributors and resourceful market-makers. Given 
their Wide branch network. banks have access to both retail 
and wholesale investors in debt in semi-urban as well as rural 
areas. If the banks are allowed and encouraged to take up the ' 
market-making role. they will be able to create considerable ~ 
interest in debt instruments . Retail as well as 

cially where it requires fine adjustments to price between dif
ferent categories of holders . For example. Government secu
rities require to be quoted on a "gross" basis for entities that 
are non-taxable and "net" basis for entities that are taxable. 
ThiS reqUires that each time a deal is struck. each party has to 
clarify the basis of the quote. It thus becomes impossible to 
have a uniform price-quoting mechanism for instruments. 
Similarly. no trading can be done on behalf of clients with dif
ferent tax status for whom the SGL account is maintained by 
the constituent foreign banks . as split TDS certificates 
depending on the tax status of each of these clients cannot be 
issued under the current framework. Hence. foreign banks 
are quite reluctant to maintain constituent accounts for 
investors. thus discriminating against them in regard to their 
investments in government securities . 

It is desirable that RBI does not insist on differential 
rates of TDS and accepts the market practice which is in favour 
of a single TDS rate for all debt instruments. In order to intro
duce uniformity in the system of price quotation . it is desirable 

that market participants should adopt a prac
tice of quoting all prices on gross basis inclu
sive of TDS. On corporate instruments too. 

wholesale investors in lndia trust the bank- \ 
ing system- both commercial and postal) n 
the interim. before an effective network of 
underwriters. brokers and sub-brokers is cre
ated. it would be necessary to exploit the 
strength of the Indian banking system for cre
ating an active debt market. 

For brokers to 
such a mechanism of standard TDS rate across 
all categories of holders is very necessary. 

Regulatory Changes 

become traders in 
debt instruments, 

they need to access 
bank funds as in the Single Regulatory Authority: The debt mar

ket is at present subjected to regulation of 
multiple regulatory authorities- RBI. SEBI. 
the Ministry of Finance. and the Department 
of Company Affairs. Government of India. For 
more effective regulation and development of 
the debt market. it would be desirable that 
there is a single regulatory authority. prefer
ably SEBI. for the debt market. 

At present. issuers of debt instruments 
have to ascertain the applicable TDS rate of all 
holders on interest payment dates. If tax 
authorities stipulate a single TDS rate for all 
types of debt instruments. issuers will be 
spared the need for ascertaining the tax status 
of different holders on the interest payment 
dates. This will also Simplify the collection 

case of providers of and payment mechanism for the issuer as the 

any other financial 
service. 

amount payable is easily ascertained and can 
be paid. instead of dealing with holder-wise 
status. whether the requisite forms have been 
filed by the holder. etc. Therefore. a single 

Uniform Valuation Norms for All Classes of Investors: Until 
recently. there were no uniform accounting gUidelines for val
uation of investments by banks and the investment institu
tions. With RBI now stipulating clear-cut gUidelines regarding 
"marked-to market" valuation of investments by banks. the sit
uation has been partially rectdied . To spur trading in debt 
instruments. it would be necessary to have uniform valuation 
norms on a marked-to-market basis for all the major classes of 
investors- banks. investment institutions. mutual funds. 
NBFCs etc. Frequent periodic revaluation of debt assets in 
response 'to changes in market prices will minimise -the extent 
of capital losses to be booked on investments. lt will also facil
itate the decision making process relating to switching of port
folios in response to changing yields an'd maturity patterns. 
This will help in building trading volumes. thereby enhanCing 
liqUidity in the market. 

Treatment of Tax Deduction at Source (TDS) : TDS acts as an 
inhibiting influence on the tradability of instruments . espe-

TDS rate for all categories of holders of securi
ties is imperative to reduce transaction and 
administrative costs. 

Another anomaly which currently exists relates to taxa
tion of incomes on investments by FIls. At present. FIls suffer 
a Withholding tax of 20 per ce~ their interest and diVidend 
income. However there is no such tax (on approval by the 
Government on a case-by-case basis) on ECBs by Indian entities 
abroad. It is a bit incongruous that when an investor takes a 
rupee risk he paYsWithholding tax. while he does ~ot pay any 
such tax when he is isolated from any currency risk. 

Tax Status of Debt Instruments: Currently. both taxable and 
tax-free bonds are being issued. Only public sector entities 
are given approval to issue tax-free bonds. Tax-free bonds are 
allowed to be issued to keep costs of capital low for the infra
structure entities. Sometimes it is argued that tax-free bonds 
distort the interest rate structure in the finanCial system. It 
should. however. be noted that tax-free bonds are issued 
even in the highly developed US finanCial market. The 
muniCipal bond market in the US is a market of tax-free 
bonds. So' long as appropriate interest differential between 
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taxable and tax-free bonds are ma intained. there is no harm 
in issu ing tax-free bonds. 

Tax-free bonds are preferred by entities that are subject 
to tax. Such bonds are not attractive to such investors as prov
ident and pension funds as their incomes are not subject to tax. 
Hence it would be appropriate to allow infrastructure entities 
to issue both taxable and tax-free bonds to suit preferences of 
different classes of investors . 

There appears no clear-cut reason why private sector 
infrast ructure companies are not permitted to issue tax-free 
bonds. If certain categories of infrastructure entities are not 
allowed to issue tax-free bonds. they should be permitted to 
issue bonds with a single tax rate-to be deducted at source . 
Currently. interest income is taxed at different rates as applica
ble to its holders. If a corporate entity issues taxable bonds 
with a coupon of 16 per cent per annum. it could be allowed to 
ded uct tax at a standard rate of say 30 per cent (a we ighted
average tax rate). so that the holders get a post-tax return of 11 
per cent per annum. Such bonds would ensure that the 
Government gets 30 per cent of the interest payable from the 
bond-issuing entity and income in the hands of bond holders is 
tax-free. Such an issuance procedure would significantly sim
plify trading in such instruments. 

Lastly. there appears to be considerable confUSion in the 
minds.of some issuers regarding the tax treatment of income 
on some debt instruments. e.g. deep-discount bonds. zero
coupon bonds. etc. In the absence of practices such as "Advance 
Tax Ruling". iss uers have to face considerable delay in finalis-

ing the nature of the instrument to be issued and terms there
of. A clear tax ruling in this regard could help develop a market 
in government securities. similar to that of STRIPS as in the US. 

Inhibitive Stamp Duty : Government securities. PSU bonds. 
commercial paper and institutional bonds are exempt from 
stamp duty at the time of issue as well as at the time of transfer. 
Similarly. all bonds that are transferable by way of endorsement 
and delivery are also exempt from stamp dutty. However. all 
transactions in units and corporate debentures attract stamp 
duty at the time of issue as well as transfer. More importantly. 
any secondary market trading in these instruments attracts 
stamp duty when a contract note evidencing the transaction is 
issued. This is ad valorem without any limit on all instruments 
except government securities. making the incidence quite exor
bitant. This motivates participants to look for methods of avoid
ing such duty incidence including avoiding putting deals 
through the NSE which alone at the moment has a separate for
mal debt trading floor. 

Since stamp duty rates on debt instruments vary across 
different states. there is an attempt to book transactions in a 
state where the stamp duty is lower. It would be to the advan
tage of all states across the country to have a uniform rate of 
stamp duty so that problems of stamp duty evasion could be 
tackled effectively and all states would stand to benefit. 
Secondly. it is desirable that stamp duty rates are kept reason
ably low if trades in debt securities are not to get discouraged. 

Stamp duty on issue of derivative instruments should be 

Regulation of LICs in the US 
DURING the 1970s and early 1980s, inflation and high inter

est rates forced life insurance corporations (LlCs) to 
change investment strategy and the types of insurance 

products they offer. To stem outflows and attract additional 
funds, LlCs developed new insurance products, such as univer
sal and variable life policies, which differed from traditional 
whole-life policies in that the size of the death benefit and/or the 
annual premium could change to reflect investment performance 
over the policy's duration. Another product was the guaranteed 
investment contract (GIC) , which promised a fixed return for a 
specified period. The changes in insurance strategy and products 
required adjustments in the financial structure of the LlCs. 

As of the end of 1991, LlCs in the US held over $1.5 tril
lion in assets. The composition of these assets has been chang
ing over time, reflecting greater securitisation and corporate 
bond holdings. Between 1970 and 1991 , the share of govern
ment securities rose from 5.3 per cent to 17.4 per cent. The 
share of corporate securities rose from 42.7 per cent to 50.8 per 
cent. On the other hand , direct mortgage loans declined over the 
period from 36 per cent to 17 per cent. While securitisation has 
meant greater liquidity for the LlCs, it has also exposed them to 
pre-payment risk in the case of mortgage-backed securities and 
credit risk in case of non-investment grade corporate bonds. 
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The liability side of the picture reveals the growing impor
tance of penSion and annuity business relative to traditional life 
insurance. Policy reserves for life insurance in force fell from 56 
per cent of total assets in 1970 to 24 per cent in 1991. Over the 
same period, reserves to cover annuity payments rose from 23.5 
per cent to 58 per cent. 

The regulation of LlCs is necessary as, in the absence of 
regulation, LlCs would have an incentive to increase risk taking 
after writing an insurance policy. There is also a possibility of a con
tagion effect in case of LlC failure with policyholders at other LlCs 
losing confidence in their own LlC and surrenderJng'their policies. 

To prot~ct policyholders and to manage' insolvencies, all 
50 states (including the District of Columbia) have set up guaran
tee funds. Prior to 1970, only New York had a guarantee system 
to cover LlC obligations. In 1970, the National Association of 
Insurance Commissioners (NAIC) adoptea a "model" guarantee 
system for individual state legislatures' consideration. Within one 
year, nine states adopted legislation based on the NAIC model. 
The guarantee systems are designed to satiSfy policyholders' and 
annuitants' benefit claims if an insolvent company does not have 
enough assets after liquidation. Ex-post assessments on the sur
viving LlCs that operate in the individual states finance these 
guarantee funds. The size of an individual LlC's assessment is 



abolished as the duty is already paid at the ini
tial stage. Such a relaxation is necessary for 

and easier. TypICally. securitisation follows 
an SPV structure. wherein a highly leveraged 

encouraging securitisation of debt. Term-lend
ing institutions like IDB!. ICIC!. IFC!. SCIC!. etc 
and housing finance companies like HOFC are 
keen to augment their resource base by issuing 
securitised debt instruments based on the 
underlying loans given by them in the first 
stage. Since stamp duty is already paid at the 
time of creation of mortgage (either by way of 
English mortgage or equitable mortgage). no 
stamp duty should be made applicable on the 
securitised debt instruments as it would 
amount to payment of stamp duty twice on the 
underlying loans . 

It would be to the 
company or a trust is the investor in the 
loans or receivables. The SPV would then 
issue securities to fund this investment. 
Corporate structures would fall under RBI's 
NBFC gUidelines which stipulate liquidity 
ratios. risk exposures. debt ceilings and a 
variety of other restrictions. This makes it 
practically impossible for NBFCs to be used 
as an SPV. RBI (the regulator of NBFCs) could 
examine creation of a new class of NBFCs
SPVs-which would be subject to different 
gUidelines. One-off exemptions from the 
NBFC gUidelines to SPVs set up for specified 
purposes could also be considered. The alter
native structure of a trust is similar to the 

advantage of all 
states to have a 
uniform stamp 

duty so that 
problems of duty 

As and when it becomes possible to have 
change in mvnership of financial instruments 
through the depository mechanism. the stamp 

evasion can be 
tackled effectively. 

duty applicable on transfer should be abolished. 
Stamp duty should be made applicable at the 
stage of their initial issue and when contract notes evidencing 
sale are issued by brokers. Such a step is desirable as the current
ly high rates of stamp duty inhibit development of an active debt 
market (see Appendix A 6.7 to Chapter VI for a detailed note on 
stamp duties). 

Securitisation of Loans: The legal framework for securitisa
tion of loans needs to be simplified. so as to make it cheaper 

based on the proportion of the total premium income it gener
ates. In 39 states, the assessment can be offset against the 
company's state taxes, thereby shifting the cost of failure direct
ly onto state taxpayers. In other states, Lies are allowed to 
impose a premium surcharge to cover the assessment cost. 

For most states, coverage under guarantee funds is 
$300,000 in death benefits, $100,000 in cash or withdrawal value 
for life insurance, $100,000 in present value of annuity benefits, 
and $100,000 in health benefits. Some states cover all insurance 
policies written by an insolvent firm located in the state. Other 
states cover only residents: Some states cover unallocated annu
ities such as Gles upto a certain amount-usually $5 million. 

The way in which states finance guarantee funds raises 
several policy concerns. One, the Lie does not have to make 
any ex ante payments in order to receive the guarantee. Two, 
the assessments are based on the ex-post cost of the failure 
and have no relationship to current or future Lie risk exposure. 
Three, companies in states with premium tax offsets have little 
incentive to monitor each other because they will recoup over 
80 per cent of the assessment through lower taxes. Four, insur
ance guarantee funds can weaken policyholders' market disci
pline. Without the guarantee, policyholders would have an 
incentive to buy insurance products from safe Lies. 

Source: Elijah Brewer III and Thomas Mondschen, "Ufe 
Insurance Company Risk Exposure: Market Evidence and Policy 
Implications", Contemporary Policy Insurance, October 1993. 

existing one for mutual funds. wherein 
there is an Asset Management Company. a 
Trust Company and a Trust. However. the 

tax laws do not provide for tax exemption of income for such 
trusts. as is available for notified mutual funds under Section 
10(23) of the Income tax Act. 

Discontinue ORR: Currently. corporates are expected to create 
a debenture redemption reserve (ORR) from the current proffts 
whenever they issue debentures with a maturity exceeding 18 
months. Usually. debt is raised for creating fixed assets and 
companies have to provide for depreciation against such fixed 
assets. Invariably. depreciation provisions are adequate to pro
Vide eventual redemption of debt. In long-gestation infrastruc
ture projects. the creation of a ORR over and above the usual 
depreciation provisions would put avoidable financial stress on 
companies with regard to their diVidend payment policies. It is. 
therefore. recommended that if equity and debt investments 
have to be attracted to infrastructure projects. current provi
sions relating to ORR would need to be discontinued. 

Payment of Brokerage to Intermediaries: In the past. Since the 
debt market was essentla1\y a telephone market. most partici
pants have been used to paying a single price inclusive of bro
kerage. This is not a healthy practice as the investor would 
never know the actual price at which the trade has been con
cluded. Most of the participants. especially banks. are unwill
ing to compensate the brokers through brokerage or for any of 
the incidental expenses of the transaction like stamp duty paid 
by brokers on the contract notes. With the result. brokerage 
whenever paid is generally very low and many brokers are not 
able to recover even the cost of the transactions. This inhibits 
brokers from expanding and obtaining a larger business or 
clientele. While the maximum brokerage payable is specified 
by NSE. it would help to standardise brokerage if RBI prescribes 
the minimum level payable. This would help in reducing 
unhealthy competition among brokers through undercutting 
especially when there is so much reluctance on the part of 
investors to absorb any costs. As fn the case of foreign exchange 
markets. RBI should persuade banks to pay appropriate rates of 
brokerage so that they do not adopt the unhealthy practice of 
compensating brokers through non-transparent ways. 
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Fiscal Concessions stantial amounts of funds for maturities 
greater than seven years. Hence there would 

• Fiscal incentives for primary investments: 
It may be necessary to proVide fiscal incentives 
for investment in the infrastructure sector's 
debt. It would be worthwhile for the 
Government to formulate guidelines and 
appoint an agency to choose the instruments or 
projects eligible for fiscal benefits. Stability and 
transparency in regulations. especially in the 
area of fiScal benefits. in the form of advance 
rulings on eligibility of instruments for fiscal 
benefits would reduce the risk for the investor. 
To induce retail interest in infrastructure secu
rities. income from such securities could be 
exempt under Secion BDL. or the ambit of 
Section 88 could be widened to include these 

There is a need 
for multilateral 

be a need for multilateral agencies like the 
World Bank and the ADB to provide credit 
enhancements to extend the maturity of the 
funding raised for infrastructure projects. 
Institutional sources such as pension funds 
and life insurance cotnpanies perhaps provide 
the best maturity match for infrastructure 
financing. Since fixed-income. long-maturity 
securities do not have a major upside poten
tial (except for capital gains through trading) . 
institutional investors are much more anx
ious to seek protection against downside risks 
than equity investors. Securities and projects 
deemed investment grade by the rating agen
cies will typically get funds at lower costs and 

agencies to 
provide credit 

enhancements to 
extend the maturity 

of the funding 
raised for projects. 

securities for the purposes of tax relief (see 
Chapter VI for specifiC recommendation) . 
• Leveraged. joint and securitised leasing: As leasing is intri
cately linked to capital formation . it has high potential in infra
structure finance. Financial leasing is a useful channel for 
acquisition of eqUipment. while Simultaneously containing 
project costs. The loss of depreciation benefits could be offset 
by tax-deductible lease rental payments. which could be suit
ably structured to maximise tax breaks in the initial years of 
operations. The tax holidays proVided in the budgets 0994-95 
and 1995-96) for infrastructure projects in the initial years 
would usually not be of much use. given the high depreciation 
outgo in the initial years . Leasing would greatly ease the situa
tion by giving! transferring the fiscal benefit to tax-paying enti
ties. Joint and leveraged leasing structures are used interna
tionally to co-finance the asset. However. the Income Tax Act 
does not permit sharing of depreciation where assets are 
owned jointly. Hence SUitable changes would need to be effect
ed in the provisions of the Act to proVide for sharing of depre
ciation charges. especially in the case of joint! leveraged leaSing 
for infrastructure projects. 

Institutional Innovations For 
Activating Debt Markets 
Need for Institutional Innovations: International experience 
suggests that the traditional approach to finanCing- term loans 
from FIs and banks and equity offerings in the domestic capi
tal markets-are inadequate to match the risk-returns profile 
and payback periods of infrastructure projects. Since the gesta
tion periods of most of these projects range anywhere between 
six to 10 years. the Fis and banks. which generally extend loans 
for five to seven years ' may find it difficult to proVide loans for 
such long periods. FIs and banks are constrained by the"time 
profile of their own liabilities. They simply cannot prudently 
lend large volumes of debt. Internationally also. commercial 
bank loans are typically seven to 12 years-a majority being 
towards the shorter end-whereas infrastructure projects 
require financing of over 10 years maturity. if tariffs to service 
the debt are not to be excessive. It is also unlikely that the 
international capital markets would be able to proVide sub-
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longer maturities. Even for private place
ments of non-investment grade securities (pri
vate placements are possible for both invest-

ment and non-investment grade paper). investors seek tight 
risk mitigation and rigorous credit analysis. 

Even after the various reforms proposed for developing 
a debt market are put in place. there may be difficulty in actu
ally issuing long-term debt instruments since few borrowing 
agenCies at present have high enough credit quality to go to the 
market. Even the all-India finandal institutions are currently 
finding it tough to raise long-term funds in the capital market. 
Welcome innovations have been seen in the last year in terms 
of the issuance of deep-discount bonds. flexi-bonds and the 
like which have been issued by all the AIFIs in the face of the 
credit crunch that manifested itself in 1995-96. However. in 
raising these funds . these institutions have had to offer basi
cally similar interest rates for different term maturities that 
have been proVided in these instruments. Long-term real inter
est rates of over 10 per cent will not be suitable for infrastruc
ture investment. It is therefore likely that innovative institu
tional interventions would be required to help in kickstarting 
the debt market. particularly for medium and long-term bonds. 

The basic issue is the credit enhancement of borroWing 
entities. This can be done through the provision of institution
al innovations such as 
• Upgradation of appraisal institutions 
• Bond insurance 
• Provision of guarantees 
• Credit rating of infrastructure projects and companies 
• Funding of pre-feaSibility and feaSibility studies 
• Securitisation of assets 

India is lucky to already have a reasonably well-devel-· 
oped framework of financial institutions. The l[beralisation of 
the finanCial sector and the capital markets that has tak~n 
place in the last few years has also seen the entry of newer 
institutions such as the iLFS and SCICI. It is however likely 
that even these established institutions may need additional 
enhancement of their credit quality in order to borrow long in 
both domestic and international markets. It is also found that 
in most countries. some special arrangements have been made 
to make possible the issuance of different kinds of bonds 



meant mainly for raising resources from the capital market at 
the lowest possible cost and with the longest possibility debt 
maturities. For example, in the US, much of urban infrastruc
ture is financed through the sale of municipal bonds which 
have been given tax-free status by the federal government. A 
complex market structure exists to make these bonds mar
ketable. The availability of credible credit ratings, financial 
guarantees, bond insurance and the like help in this respect. 
Similarly, the development of the widespread housing mort
gage system in the US was helped to develop through govern
ment intervention through the creation of government-spon
sored agencies such as Fannie Mae. In Germany, much of infra
structure is financed through the sale of mortgaged bonds 
called Pfandbriefs which are backed up either by state guaran
tees or mortgages that can be conveyed. In Japan, infrastruc
ture financing has come from the widespread postal savings 
system. The funds so obtained are then allocated to different 
infrastructure financing institutions such as the Japan 
Development Bank, the Long Term Credit Bank. and others. 
This section provides suggestions for possible institutional 
innovations that can be initiated in India to activate the debt 
market for financing infrastructure. 

New Patterns of Financing: The limitations inherent in FI and 
bank lending to infrastructure projects, coupled with the 
absence of a well-developed capital market-specially corpo
rate debt-make it imperative to have innovative alternate 
arrangements/mechanisms for infrastructure financing. 
Moreover, since domestic savings would be inadequate to 
fund the desired levels of investment-in infrastructure and 
other sectors taken together-external funding would be a 
vital ingredient in the entire funding mix. However. the costs 
and conditionalities associated with external funding calls for 
development of innovative domestic equity and debt instru
ments on a continuous basis, whereby short and medium
term domestic funds can be transformed into long-term infra
structure investments. 

actively traded on the stock exchanges. 
• Having private placement of equity or debt with large insti
tutional investors such as insurance companies. Power gener
ating companies, both in the public and private sector, have 
issued bonds/ debentures on private placement basis to the 
investment institutions, These institutions also hold equity 
shares of the private sector power companies as part of their 
active investment portfolio. 
• Providing debt financing through local commercial and 
development banks. The AIFIs have lent over Rs 200 billion to 
power generating companies directly. In addition, some SEBs 
have in recent years sought lease finance for asset acquisition 
from the AIFIs. 
• Local issuance of bonds for debt finance. Debentures/ bonds 
have been issued by the private and public sector power gener
ating companies on a retail as well as private placement basis. 

Since 1994, a few state-level enterprises and other spe
cialised infrastructure service companies (e.g. SSNL, KBJNL, KRC, 
RIICO, IPICOL etc.) have made initial forays into the debt market 
with innovative debt instruments. 

Among other structured finanCing options that can 
match the debt-serViCing obligations with revenue generating 
streams of projects are "zero-coupon" bonds which can be 
issued for financing the construction phase of the project. 
Another variant could be the "deep-discount" bonds that can be 
issued in the start-up phase for financing long payback period 
projects or projects where initial revenue streams are small, but 
which rise appreciably with time. If structured with premature 
exit options for both, investors and issuers, they give scope for 
managing the debt profUe of the project, based on its revenue
generating streams. Since retail investors in India are risk
averse and infrastructure projects carry a very high level of risk 
in the construction and pre-operative stage, an innovation that 
could be actively considered in the Indian context is the proVi
sion of debt finance by banks and FIs during the construction 

period. This could be refinanced with longer
The experience of IFC(W) in some of 

the newly industrialising countries, where it 
has participated in funding infrastructure 
projects suggests " .... the strongest impact of 
private investment in infrastructure occurs 

Institutional innovations 
for developing the debt 
instruments market 

term securitised debt once the project is com
pleted. This would imply that the liability 
structure of FIs/ banks would not constrain 
them from financing the project. The swap 

when project financing is taken to the local 
market either in the form of an equity listing 
or a domestic bond issue" . It further adds 
that "finanCing private infrastructure, access 
to international capital markets 'and the 
development of domestic capital markets 
often occur in parilllel." This has been corrob
orated by experiences in Argentina, Chile, 
Malaysia and Philippines. In India, the four 
pre-conditions for developing local financing
capabilities already exist: 
• Encouraging companies already engaged in 
infrastructure services to issue equity locally. 
PI. number of private power generating and 
distributing companies (e.g. Tata ElectriC 
Companies, BSES, CESC, Ahmedabad 
Electricity Company etc) are already listed and 

A municipal bond 
system must be 

developed to 
support market 
borrowings. The 

revenue bond 
structure can be 

used initially. 

into bonds or other securities after project 
completion would enable the FIs/ banks to 
recycle funds into a larger number of viable 
projects. Thus, banks and FIs would bring to 
bear their risk assessment capabilities during 
the riskier pre-operative phase, with securiti
sation made easier in the post-completion 
phase. However, securitisation as a mecha
nism of financing would reqUire a fair amount 
of reform in the legal framework. Using such 
an innovation to lower the risk profile of pro
jects to ultimate savers could enable financial 
intermediaries such as bankslFIs to roll over 
funds more easily for infrastructure projects. 
Critical to this process is the assumption that 
investors in the domestic capital market 
would be willing to invest in long-maturity 
investment-grade debt. Further, as the domes-
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ough assessment of the debt-carrying capacity 
of the local authority based on factors such as 

tic debt market has not yet sufficiently devel
oped to offer funds of relatively longer matu
rities of upto 15-20 years-required for infra
structure funding-it would be necessary to 
put in place mechanisms that facilitate elon
gation of maturities with minimal liquidity 
and interest rate risks for the projects. 

In India, some 
annual debt-service ratio. tax collection effi
ciency. quality of the authority's financial 
management and the current and projected 
health of the jurispiction's economic and tax 
base. Proceeds from these bonds are used 
largely for projects with lower returns like 
health. education. recreation. streets. public 
bUildings and general governance. 

recent innovations 
in the power sector 

Municipal Bonds: The term "municipal 
bonds" is a generic one and refers to securities 
issued by the state. county and city govern
ments as well as a variety of special assess
ment districts and public revenue authorities. 
They finance. construct and deliver a variety of 
public projects and services. including power 
distribution. water supply. waste water man
agement. housing, solid waste management 
etc. The ultimate potential for this system is 

have made use of 
structured debt Revenue Bonds (RBs). on the other 

hand. essentially rely on specified sources of 
revenue from facilities or services that are 
financed from the bond proceeds. RBs are 
thus largely secured by a pledge of the net 
revenues of the system and the "money and 
assets credited to special funds" like the 

obligations which 
are akin to 

revenue bonds. 

evident from the well developed tax-exempt 
municipal bond system in the USA where it 
finances a large proportion of the capital investments in infra
structure (See Box 4.8). 

In a municipal bond system. there are essentially two 
types of bonds. which are distinguished on the basis of "how 
the repayment is secured". General Obligation Bonds (GOBs) 
are issued by an elected local authority, backed by its "full faith 
and credit" with all its taxing powers. subject to a limit on the 
total issuance of such bonds. Thus. all legally permitted taxing 
and general revenues of the local authorities can be used for 
debt servicing. In addition. the issue of GOBs requires a thor-

4 

water or sewer fund. They generally carry 
strong covenants regarding rate setting to 
meet debt-service coverage requirements. A 

variety of special revenue streams and covenants for rates 
and debt-service reserves are a part of the RB indenture. 
Generally. subsequent RBs by the same authority are issued at 
parity with the earlier outstanding issues. They are treated as 
non-guaranteed debt and. therefore. not included in the 
statutory limits on local borrowing. 

The main underlying basis of a revenue bond is that only 
a specific identified stream of revenues. and not the full faith 
and credit of the issuer. is used as security. For this to be accept
able. the specific source of payment needs to be very clearly 

8 Size and Structure of the 
US Municipal Bond System 

THE us municipal bond market has provided access to debt 
financing for state and local government entities for over a 
century an'd a half. The size of the market is large even rel

ative to corporate securities. The. following observations high
light this: 
• During the 15-year period from 1970, the dollar volume of 
municipal debt issued was about double the issuance of cor
porate debt during the same period (Lamb and Rappaport, 
1987, p.3). 
• The combined volume of new issues of long-term munici
pal securities was to the tune of $456 billion during the years 
1993 and 1994. 
• The total outstanding volume of debt is estimated at $988 
billion with over 1.5 million different securities (McGoldrick, 
1995 and Fabozzi et ai, 1995). 
• Out of an estimated 83,000 local government or municipal 
entities, over 50,000 have issued municipal securities. In addi
tion, several thousand public revenue authorities are also 
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issuers of municipal bonds. 
• The annual growth of municipal debt from 1980 to 1994 has 
been at a rate of 7.5 per cent per annum (Wong, 1995). 
• As of 1994, there were over 770 registered dealers and over 
262 financial advisors engaged in the municipal bond system 
(Wong, 1995). 
• Another important aspect of the US municipal bond system 
relates to the tax exemption available for interest income from 
municipal bonds. USA is the only country in the world with a 
large tax-exempt municipal bond system. Hclwever, it is not 
often recognised that tax exemption for municipal bonds in ttle 
US was derived from judical decisions based on the notion of 
"intergovernmental tax immunity". 

More recent judgements have overruled this interpreta
tion, and therefore, constitutional protection is not available 
for tax exemption any more. In recent years, there has been 
considerable debate on whether to continue with the tax 
exemptions. 



identified, its legality clearly ascertained and its reliability and 
adequacy rigorously assessed. The type of revenues which are 
actually used in this regard vary considerably across different 
sectors and agencies. For example, for water and sewerage, 
while it is generally the user charges which are used, these can 
also be further supported by other streams like tax increments 
resulting from property improvements, capacity allocation 
charges and service surcharges on user charges for water or 
sewerage. The important aspects here relate to both the legal 
power of the user to charge or receive these revenues on a con
tinuing basis and, espeCially for user charges, the reliability of 
market trends assumed in projecting future revenues. An addi
tional critical consideration is to ensure that the pledged rev
enue streams do not legally have other priority claims. In the 
US, municipal authorities are covered under bankruptcy laws. 
However, under an RB arrangement. the special revenues 
pledged to bondholders cannot be reached by the general cred
itors of a municipality in the event that the issuing municipal
ity should file for bankruptcy. 

In India, some recent innovations in the power sector 
have made use of structured debt obligations (SDOs) which are 
akin to revenue bonds . These instruments have essentially 
relied on proven and reliable revenue streams from a select set 
of customers of the SEBs, with the ultimate recourse to a State 
Government guarantee. 

Quality of RB credit may be enhanced through a variety 
of measures . Some of these are internal to the project or the 
issuer. However. it is also common to purchase insurance for 
this purpose. About 40 per cent of the new issue volume in the 
US is insured. Such insurance essentially proVides for timely 
debt-service payments in case the borrower is unable to meet 
commitments . The premium for such bond insurance general
ly ranges from 0.10 to 1.0 per cent of total principal and inter
est. In addition , other state-level supports are also often avail
able for revenue bonds of local authorities (See Box 4.9). 

For urban infrastructure in India, it would be preferable 
to advocate the use of an RB structure, which relies on speci
fied sources of revenues from facilities and services that are 
financed out of the bond proceeds. The focus on RBs is sug
gested for several reasons. Fil1t. the use of 
RBs would help to raise local awareness 
regarding service delivery and help enhance 

explored within the constraints posed by the poor market image 
of this sector. The actual bonds may be issued by a variety of 
borrowers, including municipal authorities and service agen
cies, private operators or finanCial intermediaries who proVide 
finance to municipal infrastructure. Within this larger perspec
tive, three alternatives for market borrowing can be considered. 

Direct Access Route is accessing the market directly by 
the actual service delivery agency, which may be a municipal 
authority or enterprise, other statutory functional authorities, 
or an independent project/service company set up in the pri
vate or joint sector. A recent European experience was that of 
the city of Prague, which raised resources through a US$250 
million bond issue on the international market. The advantage 
of this route is that the impact of market rigour in improving 
service efficiency will be the most direct. 

Financial intermediaries can also access the market 
directly and use these proceeds to either purchase the bonds 
of local agenCies or proVide loans to local borrowers. This 
route has been extenSively used in Europe where municipal 
banks have generally obtained their resources from contrac
tual savings institutions and other long-term resources bor
rowed from the market. Even in USA, where direct access by 
local authorities is the dominant route for market access, 
many state-level arrangements like the state bond banks and 
revolVing funds proVide intermediation to smaller (and 
weaker) municipalities which otherWise find it difficult to 
tap the capital market directly. 

A bond bank is essentially a state-sponsored intermedi
ary which borrows from the capital market. often with some 
state credit-enhancement supporLand then onlends to partiCi
pating local governments by purchasing their bonds. These 
may be blind pools so that specific projects have not been iden
tified, in which case the rating of the bond will depend on the' 
strength of the Bond Bank itself. Alternatively, several issues 
may be identified and the bond issued for these. By pooling 
debt in this manner, significant savings can be made through 
investor coverage. In all states which have bond banks, local 
authorities are also free to tap the market directly. Many of the 
larger authorities in fact can usually do as well, or better. with 

their own bond issues. State Revolving Funds 
(SRFs) are similar to bond banks , except that 
they are often at least partially capitalised by 

its effiCiency, since the success of these bonds 
depends on the potential revenue streams 
that. in turn, are depepdent of!- the quality 
and coverage of service provision. Se~dly, it 
must be remembered that. in India, even the 
State Governments have not been given Wide
spread .powers to raise general obligation 
debt. Thirdly, as municipal bodies' generally 
have- a poor market image in the finanCial 
community, more explicitly demonstrable 
project or service revenue streams will be 
more acceptable to potential investors. 

As municipal 
specific allocations by the State Governments 
or through federal capital grants. They either 
proVide direct loans to locili authorities or refi
nance their debt. They also proVide guarantee 
to local bond issues, purchase insurance for 
these, proVide interest rate buy-downs (fund
ing the difference between the market rates 
on bonds and the "affordable rates") or fund a 
debt-serVice reserve to enhance the quality of 
their credit. Many of the SRFs also use the cap
ital grants to leverage further borrowing from 
the market to conSiderably augment the total 
SRF funds. An additional measure used by 
many SRFs is to proVide loans at blended 
interest rates by using capitalisation grants 
and the income from the debt-service fund for 

Institutional Arrangements for Market 
Borrowing: To develop possibilities for bor
rowing by the urban infrastructure sector. it is 
essential that appropriate arrangements are 

bodies have a poor 
market image, 
demonstrable 

revenue streams 
will be more 

acceptable to 
potential investors. 

this purpose. In many US states, regional asso-
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ciations. state municipal leagues and other groups have created 
pooled loan programmes in order to lower the costs of issuing 
bonds and enhance market access for themselves. 

A th ird alternative is collaboration among several local 
or other service delivery authorities. who create regional 
pools with a Special Purpose Vehicle (SPV) to raise resources 
through debt and equity. This may be effective in reducing 
costs of issuance and for using structured arrangements that 
may be difficult to develop with a small single borrower enti
ty. In the US. such pools are common. especially among 
smaller authorities. Larger issues generate stronger investor 
interest that leads to lower interest costs for smaller borrow
ers. The bonds are issued either as blind pools. with actual 
borrowers identified later or fo r a specifiC set of local projects 
or bond issues. Most of these pools have commercial credit 
enhancement such as bond insurance. 

Development of Municipal Bond Market in India: India 
needs to explore the possibilities of developing a muniCipal 

bond system for supporting market borrowing to meet state 
and urban infrastructure investment requirements. The 
development of this system will contribute to development of 
the debt market by supplying a large number of securities at 
commercial. market-detetmined rates. More importantly. 
however. development of a muniCil1al bond system will help 
to bring in market-based discipline for state and local borrow
ing for infrastructure investments. Although development of 
a municipal bond market in India seems beset with hurdles. 
it does appear to be the desirable long-term objective for 
urban infrastructure financing in India. It would only be pos
sible with considerable support of the Central and State 
Governments in the form of enabling legislation and devel
opment of an effective institutional framework. 

At present. municipal bonds can be issued by both the 
state and municipal governments to meet their capital invest
ment needs. In addition. speCial state or metro-level utility 
companies or boards like the water supply and sewerage 
boards. state transport corporations and SEBs may also issue 

Credit Enhancement Structure 
for Revenue Bonds. 

QUALITY of credit in a revenue bond can be enhanced in 
a variety of ways, some of which are internal to the spe
cific bond structure, as well as others which rely on 

external measures. The potential measures which are internal 
to the bond structure include the following: 

Debt Service Reserve Fund: A debt service reserve fund is 
created to provide a cushion against delayed debt-service pay
ments. It generally has sufficient funds to cover annual debt 
service charges. It may be capitalised from the bond proceeds, 
from previous reserves of the issuing authority or by using 
special grants for this purpose. It essentially helps to ensure 
timely payments and does not necessarily ensure against total 
default. Its replenishment, in case of delayed payments, needs 
to be clearly established. A commonly used mechanism for 
local authority debt is a state aid (grants or transfers) intercept 
whereby in case of delays, the state transfers are diverted to 
the debt service reserve fund. More preferable alternative 
sources for such guarantees involve the participation of the 
local corporate sector; arrangements to divert revenues from 
select local tax payers; and, committing some of the land 
resources of the agency. 

Overcollateralisation: This helps cover to some extent the 
delays or delinquencies in the collection of user charges. 
Generally, a debt service coverage ratio of 1.1 to 1.25 is required. 

Flow of Funds Structure: The bond resolution must clearly set 
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forth the order of priority in which the revenues generated by 
the service authority will be allocated to various purposes. 

Additional Bonds Test: Another important covenant relates to 
an additional bonds test which "prohibits an issuer from issu
ing parity bonds with the same revenue streams unless certain 
coverage requirements with respect to outstanding and new 
debt are met." 

Other Related Covenants: Additional covenants may cover 
aspects such as the requirement to operate and maintain the 
facility and to provide casualty insurance, a list of permitted 
investments for pledged funds, the retention and allocation of 
surpluses after meeting the specified flow of funds, etc. 

Double Barreled Bonds: While the main security of revenue 
bonds is through user charges, tax revenues may be used as a 
back-up security arrangement in case of delays. Other credit 
enhancements which are external to the bond security struc
ture may include, 
• Bond insurance or financial guarantees from private insur
ance companies. 
• Letter of Credit (LOC) from banks 
• Special credit enhancement arrangements supported by the 
State Governments 
• Intercept of state-to-Iocal transflirs of taxes or other grantsl 
obligation or pledge by State Governments to replenish debt 
service reserve fund 



municipal bonds. Issuance of bonds by public hospitals or 
universities for other social sectors like education and health 
may be possible. though this will require considerable 
changes in their tariff and fee structure. A number of states 
also have financial intermediaries for financing municipal or 
industrial infrastructure which may also access the market 
through municipal bonds. 

It is also likely that such borrowing may be used by 
these agencies to support private participation in infrastruc
ture provision and delivery through concessions. franchises or 
management contracts. It is possible. as has been done in 
some of the recent structured debt obligations. to set up an 
Spy in the joint sector to mobilise debt through the municipal 
bond route. This may have double advantages as. on the one 
hand. the borrowing is "off the books" for the governmental 
authority and. therefore. does not affect its debt ratios. On the 
other hand. the Spy may be able to use the strength of the 
other equity holder to mobilise debt more easily and at lower 
costs from the market. This route will be more appropriate in 
situations where the jOint-sector Spy is likely 
to have a better creditworthiness and market 
image than the governmental entity itself. 

framework so far. though this is pOSSible within the provisions 
of existing legislation. The borrowing by other statutory 
authoritieS will be governed by their respective stattltes. On 
the whole. however. it appears that the current provisions in 
the constitution. other municipal legislation and special 
statutes for functional authorities will not inhibit market bor
rowing for these issuers within a municipal bond framework. 
However. as a municipal bond market develops. it may become 
necessary to explore the need for bankruptcy legislation for 
local authorities. Similarly. other changes in listing of munici
pal bonds and other requirements for their active trading will 
need to be explored. For example. until very recently. the State 
Finance Corporations could not list their securities on the stock 
exchanges. However. a recent amendment in the Securities 
contract Regulation Act includes statutory authorities in the 
definition of companies which are permitted to list their secu
rities. and thus makes it possible for them to do this. 

Most of the municipalities require approval of the 
State Government for open market borrOWing. Certain states 

like Maharashtra and Gujarat have legisla
tion which has explicit provisions for open 
market borrowing. Other states must make 

Such an Spy may also be used as a vehicle for 
financing specific projects where the credit
worthiness of local entities may not be ade
quate for direct access. even though the spe
cific project or service may proVide adequate 
opportunities for commercial structuring. In 
such an arrangement. the strength of the 
sponsors. the legal status of the Spy and the 
financial assessment of the project or service 
become important concerns for potential 
market access. 

Conventional 
similar provisions. Also. the Local 
Authorities Act. 1914 needs to be amended 
to foster growth of the municipal bond mar
ket. Municipal bodies need to be given pow
ers to set the levels for user charges for the 
services provided. A practical pricing 
approach aimed at cost recovery is a must 
for the financial health of these bodies:. 

government 
accounting may be 
unable to satisfy 

Legal Issues for Borrowing Authority of 
Issuers: The existing legislative provisions 
which govern the possibilities of market bor
rowing will vary for different issuers. For 

potential investors 
regarding the 
local body's 

Market Image and Capacity of Potential 
Issuers : Another major problem in developing 
the muniCipal bond system may relate to the 
poor market image of the potential issuers. 
This is mainly due to the primary defiCits on 
revenue accounts and low debt-service COver
age ratios for most St~te and local govern-

financial status. 

example. Article 293 of the Indian 
Constitution governs the borrowing of the 
State Governments and proVides for the state legislature to 
borrow within the territory of India upon the security of the 
Consolidated Fund of the state based on the limits set by the 
state legislature. However. Gal consent is required for state 
borrowing in case of any outstanding loan from the Gal or 
with Gal guarantee. Such a con-sent may be granted as per con
ditions which are considered fit by the Gal. Given the extent 
of outstanding debt of all the State Governments with the Gal. 
it is ~bViOUS that each and every State Government will need 

. permission from the Gal for lJlarket borrowing within a 
municipal bond framework. 

. For the local authorities. all bor;owing is governed by 
munlClpallegislation in different states. In most of these. the 
current provisions permit market borrowing but only with per
mission from the State Government. At the state level. permis
sions for local borrowing generally rely on some assessment of 
the agency capacity to service the total outstanding debt. In 
fact. however. there has not been any real unguaranteed mar
ket borrOWing by local authorities within a municipal bond 

ments and other service authorities. While a 
good market image of the agency is absolutely 

essential for a GOB structure. it will still be possible to develop 
RB structures if at least some of the budget components are in 
surplus. For example. analysis of finances of Brihan Mumbai 
Municipal Corporation suggests that most of the different bud
get heads show primary deficits. whereas the water and 
drainage budget. known as Budget "G". generates Significant 
surpluses. In case of most authorities. however. even the water 
sector is constrained by other factors. For example. the low level 
of prices charged for these services. which recover less than 50 
per cent of operation costs. has given this sector a "social ser
vice" image. This is further compounded by inefficiencies in 
cost recovery and service delivery due to low consumer orien
tation. It is clear that at some stage. tariff reviSions will become 
important in relation to market-based borrowing arrangements. 

A second important constraint relates to the probable 
inability of conventional government accounting and finanCial 
management systems to satisfy potential investors regarding 
the true picture of the local authority's financial status and sep
aration of revenue streams. It must. however. be pointed out 
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that accounting and financial management 
systems vary considerably across cities. For 
example, Madras Municipal Corporation has 
adopted commercial accounting for its entire 
operations. Mumbai has commercial account
ing for its "G" budget for the water and 
drainage components. Ahmedabad Municipal 
Corporation also plans to move over to an 
accrual-based system with on-line computeri
sation from 1996. Many other cities through
out the country have also separated out their 
water and sewerage budgets. In Maharashtra, 
this is now mandatory for all the municipal 
corporations as per the state-level amend
ments to the 74th Constitution Amendment 
Act. Such separation of revenue streams will 
help to develop structured arrangements 
within a municipal bond framework. Thus, it 

Securitisation, 
which enables 

assistance" as a panacea, without paying ade
quate attention to developing systems which 
proVide incentives for local1uthorities to look 
beyond their dependency on state allocations 
or other subsidised resources. This necessi
tates that the framework within Which the 
municipal bond route is developed for market 
borrowing is conducive to introduction of nec
essary reforms at the state and local levels. 

intermediaries 
to overcome 
asset-liability Securitisation of Assets: Securitisation can be 

defined as a sale of an asset by its original 
investor. where the asset can be any illiqUid 
financial asset, such as mortgage loans, auto 
loans, lease or trade or credit card receivables 
etc. Asset-backed securities are issued by the 
lender on the basis of the pools of assets in 

mismatches, has 
not developed 

in India. 

is likely that over time this constraint may be 
addressed through the on-gOing reforms at the 
local level. Possibility of market access through a good credit 
rating may in fact provide the necessary incentive in this 
regard for many authorities. 

So far, most of State Government borrowing has been 
with GoI guarantees and is worked out as a part of the Plan 
process in consultation with Planning Commission. These 
issues are not rated and the states with better fiscal perfor
mance do not benefit from their better market image. This has 
not enabled the State Governments to build up independent 
credit rating and credit histories for real market borrOWing. 
Similarly, most of the local authority borrowing has been with 
State Government guarantees, largely within the Plan allocation 
process. A third constraint thus arises out of the fact that most 
authorities at present Simply do not have the necessary credit 
histories upon which their creditworthiness can be established 
with a positive market image. This suggests the need for appro
priate credit enhancement measures which will enable these 
agenCies to improve their creditworthiness over time. As a gen
eral principle, however, the terms and conditions of such cred
it enhancement should be such that in the long run, it would be 
possible for these agenCies to borrow directly by purchaSing 
other enhancement or insurance from the market. 

Lack of market borrowing has also meant that there has 
not been any pressure on these agenCies to develop financial
ly viable projects, and for ensuring effiCiency in project man-· 
agement and service delivery. ConSiderable efforts will be 
required to enhance this area.' most potentially through pub
lic-private partnerships. While this may be through BOT type 
of arrangements, alternatives such as being adopted by 
CIDCO in Maharashtra of using the private sector in project 
management through innovative management contracts, will 
also need to be pursued. 

It is clear from the above that while these constraints are 
serious, they are not insurmountable. More importantly, it is 

. the possibility of direct access to the market through a munici
pal bond system which can proVide the much-needed incentive 
and motivation for these authorities to introduce necessary 
financial and service reforms. In the past. most poliCies and 
programmes have placed an undue emphasis on "technical 
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the form of debt. certificates of beneficial 
ownership and other instruments. The securi
ties can be "with" or "without recourse". 

Interest and principal payments on the loans, lease rentals and 
receivables in the underlying pools of assets are transmitted to 
the investor. If the asset-backed securities are Without 
recourse, the loss in the event of default in payment is passed 
on to the investors on a pro-rata basis. As a financing mecha
nism, securitisation enables finanCial intermediaries to over
come asset-liability mismatches. While borrowers can get 
access to funds with "elongated" maturities, lenders are able to 
convert assets into cash to meet repayment obligations. 

In India however, asset securitisation has not emerged as 
a viable technique of financing. There have been some securi
tisation deals (initiated by ICICI. HDFC and Citibank in 1990) 
but they have been mainly in areas such as bills receivables and 
to a small extent in housing loans. In value terms, the aggregate 
has been below Rs 15 billion (US$O.5 billion). By contrast. in 
USA. where securitisation originated in the 1970s, the overall 
size of collateralised mortgage obligations has grown to over 
US$900 billion, accounting for roughly more than 40 per cent 
of mortgages. The volume of even non-mortgage asset-backed 
securities exceeds $45 billion. Also, a new market in securitised 
Exim Bank loans is gradually expanding, with outstanding 
securities being around US$4 billion. In the UK, the volume of 
securitisation is around US$30 billion. 

Constraints to Securitisation: In India, securitisation seems 
beset with hurdles, notwithstanding the manifold inherent 
benefits. For the originator, securitisation proVides ito a'ddi
tional source of funds, reduces funding costs, besides resulting 
in economy in the use of capital. and greater recycling of funds 
which leads to higher turnover and profitability. It also 
improves capital adequacy by removing from the balance sheet 
loan assets or by substituting them with lesser ris1<-weighted 
assets. For the investor, it increases the diversity of investment 
avenues. For a country, securitisation can serve as a catalyst for 
faster economic growth. 

Some of the factors that have had a strong negative 
effect on the growth of securitisation in India are listed below: 
• Stamp Duty: Securitisation, in pure form, involves assign
ment or transfer by the originator to the Spy of the mortgage 



debt together with interest in the relative mortgage . Under 
Section 54 of the Transfer of Property Act. 1882. read with 
Section 3(26) of the General Clauses Act. mortgage debt also 
constitutes immovable property and hence its transfer can be 
effected only by means of an instrument "in writing". Such an 
instrument of transfer needs to be compulsorily registered on 
payment of requisite fees with the concerned Registrar/Sub
Registrar of Assurances under Section 17(1) (b) of the 
Registration Act. 1908. and it attracts stamp duty on ad valorem 
basis as a "conveyance" under the stamp law of the state in 
which the instrument is executed. Stamp duty on such an 
instrument is as high as 13 to 17 per cent in some states. In 
Maharashtra. stamp duty was reduced by the State 
Government in 1994 from Rs 15 to Re 0.50 per Rs 500 or part 
thereof of the loan securitised: but this reduction applies to 
transfer of only movable property and affords no relief in secu
ritisation of mortgage debt. 

In addition . if the security is issued by the Spy as a 
"bond" or "usance promissory note" it would attract heavy 
stamp duty. On the other hand . if the security is issued as a 
"receipt". stamp duty would be nominal but its negotiability 
and hence further trading could be difficult. Instruments 

. issued in the form of a "bond" or "receipt" would attract fur-
ther stamp duty whenever it changes hands (promissory note 
being exempted). 

To circumvent these impediments . the legal format 
adopted in securitisation deals structured so far has been the 
execution by the originator of an "agreement to assign" to the 
Spy the pool of receivables (instalments towards payment of 
interest and prinCipal) along with a power of attorney favour
ing the SPY. declaration of the trust constituting Spy as a 
trustee and issue by the Spy of PTCs (Pass Through Certificates) 
in the form of "receipt" to investors. In this structure. real 
interest of the originator in the assets securitised is bifurcated 
into "legal" interest and "beneficial" interest. which is legally 
permissible. with benefiCial interest being transferred to PTC 
holders. Since legal interest in the assets is not transferred. no 

. stamp duty would be payable . 
However. for securitisation to really take off. the various 

participants should have straight and easy 
access to the "legal highway". without their 
being forced to take recourse to by-lanes. alleys 

be regarded as a "representative assessee" and the income 
received by him may be assessed for tax in his hands. Section 
164 proVides that such income would be taxable at the maxi
mum marginal rate if the beneficiaries are multiple in number 
and their shares are indeterminate. Of course. Section 194(A)(3) 
exempts interest payable to banks and finanCial institutions 
from deduction of tax at source but whether this exemption 
will be available after securitisation is uncertain. In sum. inci
dence of heavy registration charges. stamp duties and income 
tax would render securitisation unviable and unattractive. 
• Accounting: The accounting treatment for securitised assets 
in the originator'S (lender's) books is another grey area. Off-bal
ance sheet treatment of such assets (their removal from the 
originator's balance sheet) is one of the major attractions of 
securitisation. Without this. securitisation would lose its real 
benefit. If securitisation involves outright sale/ transfer of 
assets where "without-recourse" securities are issued by the 
originator. the relative assets could perhaps straightaway go off 
the balance sheet. with a suitable explanatory note if deemed 
necessary. For other variants of securitisation where only bene
ficial (not legal) interest in the asset may be transferred. where 
securities issued may be with "part recourse" to the originator . 
appropriate accounting norms would need to be clearly evolved. 

While the extant rigid legal framework and extortionist 
stamp and tax laws have scuttled any meaningful securitisation 
moves so far. the biggest dampener has been the absence of a 
secondary debt market in which such instruments can be 
freely traded. 

Securitisation as a vehicle of finanCing. proVides perhaps 
the most promising and viable funding option for infrastruc
ture projects in the coming decade. provided some of the legal 
and fiscal irritants are removed . 

Credit Enhancements: Given the complexity of risks inherent 
in infrastructure projects. lenders and investors may often 
perceive the project cash flows and the collateral as insuffi
cient inducement to take up the financing risks. In such a sit
uation. "credit enhancement" mechanisms may be needed to 
improve the overall credit quality of the project and hence to 

gain the confidence of lenders/investors. 
In simple terms. credit enhancement 

mechanisms enable the issuers of debt to 
and escape routes (see append'ix A 6.1 to 
Chapter VI for a detailed note on stamp duty). 
• Taxation: Tax laws are also formidable 
stumbling blocks. In terms of Section 60 of the 
IncoJTIe Tax Act. 1961. transfer of income with" 
out formal transfer of the assets from which 
the income has arisen would be taxed as 
income of the transferor (originator) who 
would have already paid tax on the income 
from investors at the stage of securitisation of 
the very same receivables. This would result in 
double taxation of the originator. 

The extant rigid 
legal framework 

secure a higher credit quality assessment 
than wO).lld have been possible on a "stand
alone" basis. Credit enhancement benefits 
the issuer in terms of possibly lower interest 
costs and easier marketability due to the 
high safety of the instrument. Credit 
enhancements . thus. essentially provide a 
risk-mitigating mechanism to investors and 
lenders. 

In securitisation. the originator normal
ly constitutes itself as a trustee for the 
investors. receiving on their behalf payments 
due in respe,ct of securitised assets. Therefore. 
under Sections 160 to 162. the originator may 

.and extortionist 
stamp and tax laws 
have scuttled any 
meaningful moves 

towards asset 
securitisation. 

Some of the factors which would have a 
bearing on the credit quality of infrastructure 
investments in India are : 
• Transparency and consistency in private 
sponsor selection process 
• Legal and institutional arrangements 
• Pricing of infrastructure services in the 
economy 

129 



• Track record of private sponsor participation in infrastruc
ture development 
• Strength of the Indian rupee vis-a.-vis foreign currencies 
• Internal and external political and economic environment 

From the lender's perspective. all these factors imply 
uncertainty of project cash flows. inadequate arrangements for 
recourse in the event of a default and high transaction costs 
resulting in a less-than-desired level of credit quality of infra
structure projects. 

Some of the measure~ that can be deployed to enhance 
the credit quality of infrastructure investments. within the 
existing legal framework. are given below: 
• Credit Rating: The availability of a cred ible credit rating pro
vides crucial information on the credit quality of the borrower 
to potential borrowers. The cred it rati ng process itself 
enhances the credit of the debt issuer. 
• Financial Guarantee: Financial guarantee is a contract 
applied to a structured debt instrument. guaranteeing timely 
payment of interest and prinCipal to the investor. The finanCial 
guarantee company lends its rating (usually AAA) to the instru
ment in return for a fee. The issuer benefits in terms of a lower 

interest cost and easier marketability of the instrument. 
• Bond Insurance: The availability of bond insurance. like any 
other insurance. pools risks. and proVides credit enhancement 
for issuers. 
• Bank Letter of Credit: A bank may proVide a letter of credit 
to be drawn upon when needed to cover shortfalls in revenues. 
• Cash Reserve Account: On~ of the methods of credit 
enhancement is setting aside cash to protect investors in a debt 
instrument. A cash collateral account may be established at the 
outset of a transaction. often funded by a bank loan . The cash 
in these accounts may be used to cover the shortfalls in pay
ments from the receivables. 
• Sponsor/Issuer Limited Recourse: The issuer may proVide 
recourse for defaulted receivables (user charges) by pledging 
additional cash flows and assets, upto a speCified level of 
underlying losses . This is called Limited Recourse Financing. 
• Subordination/Overcollateralisation: A pool of assets can 
be diVided into senior and subordinated interests. In an event 
of default. the senior secu rities typically have first claim on 
assets in the pool as well as cash flows. This protects against 
expected losses and deterioration in performance of the assets 
and is known as overcollateralisation. The subordinated 

Connie Lee 
Connie Lee is a specialised credit enhancement compa

ny in the USA which guarantees bonds issued by col
leges, universities and teaching hospitals for facilities 

and infrastructure. The company provides bond investors 
with an unconditionaJ and irrevocable guarantee that princi
pal and interest will b.e paid when due. As a prerequisite to 
its triple-A rating , Standard and Poor's affirms that Connie 
Lee's underlying credit criteria, management expertise , 
financial performance and reserves meet the agency's very 
highest standards. Connie Lee's principal investors now 
include the US Department of Education, Sallie Mae, 
Pennsylvania Public Schools Employees' Retirement 
System, Metropolitan Life Insurance Company, Rockefeller & 
Co-a.dministered trusts, the Common Fund and Stanford 
University. ' The direct federal financial contribution is limited 
to seed capital , a modest 15 per cent of total equity invest
ment. Connie Lee issues guarantees on the strength of its 
own financial reserves rather than the full faith and credit of 
the Federal Government. 

Although classified as a government-sponsored enter
prise (GSE), .Connie Lee is a private corporation , that works 
closely with its constituents to structure financial packages 
and overcome obstacles needed for campus improvements. It 
is the first and only GSE to receive a triple-A rating exclusive 
of government support. Connie Lee was authorised by 
Congress under Title VII of the Higher Education Act in 1986 
to help address what experts determined was a US$100 bil
/ion deficit in new and renovated higher education facilities
buildings, laboratories, roads, parking facilities , heating and 
cooling systems and communications equipment. Because 
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only about one in 10 academic institutions had standalone 
access to low-cost capital through the public debt markets, 
policy makers concluded that lower investment grade issuers 
needed credit enhancement to help long-term, low-cost 
municipal bonds address these challenges. Connie Lee is 
managed within customary rating agency and state regulato
ry requirements for credit risk, solvency, capital and reserves. 
It is subject to continuing and effective review by major rat
ing agencies and state insurance regulators. Connie Lee is 
required to be operated as prudently as any private bond 

. insurance company, with valid credit assessments and risk
adjusted premium levels: "We get involved with issuers very 
early in the process. We do in-depth credit analysiS, general
ly go on site to review the proposed project and to meet with 
the issuers, the management, the board and we are involved 
in negotiating terms and covenants. Connie Lee is very selec
tive in the transactions it accepts for insurance and a signifi
cant percentage of potential transactions are declined". 

Unlike a federal agency, Connie Lee acts as a catalyst 
for the creativity of hundreds of individual issuers, state 
authorities, bankers and financial advisors. This eliminates the 
need for a large federal bureaucracy and assu-res that financial 
solutions are tailored to the local situation :. As a result, ,private 
capital floWs to facilitate investments which would otherwise 
go unfunded and lower interest costs and exiended repayment 
periods make more projects economically feasible. Connie 
Lee's credit evaluation and enhancement programmes work 
efficiently at a 50:1 ratio , that is, US$100 million of capital has 
resulted in credit enhancements of US$5 billion, with a staff 
strength of only 50 employees!. 



investors, on the other hand, absorb the first 
losses in exchange for a higher return, 

The principal credit enhancement mea
sures used so far in India have been: 

Creating a .peelaHsed 
financial Intermediary 

the financial intermediaries in project 
appraisal and credit enhancement, in addition 
to that of credit rating agencies, assumes 
added importance, 

• Government Guarantees: The counter
guarantees extended by the Central 
Government for the fast-track power projects 
and Similarly the State Government guaran
tees for ensuring fulfilment of debt-servicing 
obligations is an example of credit enhance
ment. Though these guarantees increase the 
comfort levels of the lenders in the initial 
phases, extensive use of these measures can 
lead to a strain on government finances and 
ultimately have an impact on the overall sov
ereign rating, 

A new financial 
• With the commerCialisation of infrastruc
ture being a new activity overall," there is also 
the lack of a track record for poliCies and even 
of guarantees, 

institution which 
has a higher 
credit quality 

• Absence of market benchmarks makes pric
ing and underwriting too risky. 
• There is an uneven and uncertain flow of 
lumpy projects. 

than existing 
bodies should 

With all these problems, even estab
lished national-level financial institutions 
could find it difficult to raise the volume of 
debt required for infrastructure at acceptable 
costs and with appropriate debt maturities . • Special Reserve Accounts: The most preva

lent form of such accounts, as in the case of 
Independent Power Producers and the SEBs is 
the Escrow Account. In this arrangement. the 
inflows from the concerned project are pooled 
into a separate bank account, managed by the 

be set up to 
jumpstart the 
debt market. 

Experience suggests the need for insti
tutional innovation which helps in jumpstart
ing debt market development. essentially by 
enhanCing the credit quality of debt issuers, 

trustees, and all debt-servicing obligations are fulfilled before 
releaSing them for further utilisation, In most cases, Escrow 
Accounts of SEBs are backed by a State Government Guarantee, as 
an additional credit enhancement. The limiting feature of such a 
mechanism is that it can be utilised only for on-stream projects, 
Further, this arrangement reduces the debt-bearing capacity of 
the issuing entity. as all superior-quality receivables have been 
pledged for debt servicing, 

Whereas these as well as other financial market instru
ments for credit enhancement of debt issuers exist. there still 
remain some doubts whether these will be adequate for raising 
financing for infrastructure projects at this stage of financial 
market development in India, particularly in view of the infan
cy of the debt market, 

The power of credit enhancement can be seen from an 
innovative agency of relatively recent origin in the United 
States: the College Construction Loan Insurance Association, 
popularly known as Connie Lee. Connie Lee is a specialised 
credit enhancement company which guarantees bonds issued 
by colleges, universities and teaching hospitals .for recent 
resources for the purpose of constructing new facilities and 
infrastructure (see Box 4.10). 

Thus there is some reason to consider the creation of a 
specialised lending intermediary which can help to kickstart 
the Indian debt market for infrastructure financing. 

~pecialised Financial Intermediary 
Why is an infrastructure finanCial intermediary needed, and 
what could be its functions? 
• Many infrastructure projects being large, start-up costs and 
risks may be too big for indiVidual firms. 
• There are hardly any private sector infrastructure firms in 
India, and the public sector infrastructure entities are absent 
from the capital market. with the result that there is no track 
record of these firms for the market to go by. Hence, the role of 

What would such an institution do? 
• It could act as a passive anchor investor in funds or inter
mediaries, adding further credibility to these institutions. 
• It could be a neutral proVider of liqUidity or foreign 
exchange, through asset securitisation, and other means. 
• It could act as a promoter or sponsor of bond issuers. 
• It could act as a guarantor for instruments issued by credi
ble financial intermediaries as well as large project entities 
themselves, 
• It could subscribe to equity and debt instruments issued by 
both financial intermediaries and project entities, 

In brief." if it is feasible to establish a finanCial institution 
which has higher credit quality than existing institutions, its 
objective could be essentially to enhance the credit quality of 
other lower quality institutions in order to jumpstart the debt 
market for infrastructure-related finance, Its objective would be 
to promote competition in the debt market. not to supplement 
existing institutions, 

Given the complexities inherent in infrastructure pro
jects and the relatively high risks perceived in them, it is 
improbable that debt funding can be done entirely through mar
ket borrowing. In such a situation, a speCialised finanCial insti
tution-an infrastructure development bank-could perhaps 
playa major role in proViding the initial loan capital. It must be 
borne in mind that multilateral institutions such as the World 
Bank and the ADB that were conceived in this context. have 
played a significant role in funding commercial as well as com
plex SOCially-oriented infrastructure projects. In some devel
oped countries, such speCialised financial institutions have 
been established to proVide long-term loan finance, As part of 
the banking reform programme in China, a State Development 
Bank (SDB) has been established to finance infrastructure pro
jects, The SDB lent around $9 billion to over 400 projects in 
1994, In India, the Government has in the past successfully 
established institutions (e.g. Exim Bank. National Housing 
Bank. Power Finance Corporation, Tourism Finance Corporation 
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IFDC's role in 
of India, SCICI etc) for financing specialised 
activities. But considering the well-diversified 
structure of term-lending financial institutions 
in the country, the need for a separate institu
tion for infrastructure funding is a debatable 
issue for several reasons. 

directly financing 
Infrastructure projects 

Functions of the Specialised 
Financial Intermediary: 
Infrastructure Finance 
Development' Corporation 
(IFDC) Firstly, the funding of infrastructure 

projects through the mechanism of a spe
cialised institution is directly linked to its 
(apability to raise long-term resources from 
the capital market-domestic and foreign. In 
the domestic market. such an institution will 
have to compete to raise funds from the exist
ing pool of domestic savings tapped by all 
other institutions, banks, finance companies 
and the corporate sector. which would essen
tially become a "zero-sum" game. Moreover. 
given the Government's commitment to 
phase out government-guaranteed bonds, 
access to this route of funding would also 
become minimal. Further, with the SLR itself 
being progressively reduced for banks, and 

IFDC should 
directly finance 

selected projects 
that require 

The proposed Infrastructure Finance 
Development Corporation would essentially 
promote the development of infrastructure 
in India. In principle. once it succeeds in 
developing the infrastructure finance market 
and financial intermediaries, its role should 
start declining. There should a clause in its 
constitution to proVide for this eventuality. 

funds in addition 
to that available 
from traditional 

sources. 

Objectives of the IFDC: The Corporation 
would seek to promote infrastructure invest
ment by evaluating and offering several 
forms of financial assistance and technical 

insurance companies and provident and pen-
sion funds being granted increasing freedom to invest larger 
proportion of their resources in non-mandated investments, 
the speCialised institution would perforce have to raise funds 
at market-determined rates in the domestic market. The lack of 
a track record could impinge on its ability to raise funds in the 
international markets. 

Secondly, the other equally relevant and important issue 
is the risks such an institution would face in its lending opera
tions. Considering the important prudential norms from the 
viewpoint of risk exposure, it may not be appropriate to have 
an institution that is exclusively engaged in funding only infra
structure projects. Such an institution will be constrained in its 
ability to raise the necessary volume of resources from the 
market. or will have to pay relatively higher coupon rates on 
such resources. 

Thus, from a pure funding angle, there is no strong 
case for establishing an institution exclusively for infra
structure funding. The role of the existing development 
financial institutions can be Widened if the creditworthi
ness of the proposed infrastru<!ture projects can be 
enhanced with appropriate policy measures. A specialised 
institution is justified only if the value of business war
rants it and if the concomitant technical and managerial 
capabilities are available. A more practical alternative would 
be to develop and im~rove existing com~ercial and devel
opment channels. 

Hence, there is the need to create an intermediary 
which can inspire enough confidence among capital market 
investors to induce them to lend long-term funds at the 
lowest possible market rates. The credibility of such an 
intermediary would need to be established from the outset. 
and this would be possible only if it is promoted and sup
ported by the Central Government. the RBI. the multilater
al financial institutions, possibly some major international 
investment banks, and national financial institutions, with 
some participation of State Governments as well. 
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advice to project-lending financial intermedi
aries and priority infrastructure projects. Its 

key objective would be to enhance the credit quality of debt 
issuers so that their instruments can be issued at lower cost 
and extended debt maturities. These functions can be accom
plished through various means. The Corporation would have 
two main divisions or subsidiaries: 

Infrastrastructure Finance Division 
Infrastructure Insurance Division 

The Infrastructure Finance Division could offer the fol
lowing products: 
• Financial Guarantees: It could guarantee bonds issued by 
credible financial institutions and project companies, or loans 
taken by project companies, for a fee. This would enhance the 
credit rating of these agencies. 
• Subscription to Equity and Bond Issues: It could subscribe 
to equity and bond issues of financial institutions and project 
companies to add to their liqUidity and enhance market confi
dence in these issues. This activity would be particularly direct
ed towards providing credibility to longer-term instruments. 
• Asset Securitisation: It could subscribe to securitisation of 
existing assets of financial intermediaries in order to enhance 
their liqUidity. It could also securitise loans of project compa
nies in order to lengthen the maturity of the in-debt portfolio. 
This function would essentially be to promote the asset securi
tisation market. 
• Direct Finance of Projects: It could directly finance highly 
selected projects of national importance requiring financing in 
addition to that available from traditional sources. This activity 
would have to well-defined so that it is not in competition with 
other financial intermediaries. 
• Other Liquidity Products: Instead of having to establish set
aside funds to satisfy the demands of lenders that they have 
liqUidity in certain circumstances, project companies could pur
chase committed lines of credit. guarantees or insurance from 
the intermediary that would ensure such liqUidity. 
• Rollover Bridge Financing: The Intermediary could proVide 
bridge financing to project companies while they seek to refi-



nance previously contracted debt. Such financing would be 
available to project companies only if their credit standing has 
remained unimpaired. This would be most helpful in the case 
of temporary unavailability of funds due to severe macro-eco
nomic problems. The definition of unavailability could be 
based on unavailability due to administrative credit limits. on 
absence of finance with maturities in excess of a certain time 
period or on interest rates exceeding certain threshold. The 
existence of such bridge financing may help accelerate the 
development of lending instruments with balloon payments. 
thus alleviating cash flow concerns. 
• Combinations: Here the value of the intermediary would 
depend on effective packaging of funding and guarantees into 
simple high-quality products that help break the gridlock in 
infrastructure finance and attract prudent institutional 
investors. The simplest version of such a combination product 
would be a long-term loan to take out construction finance. It is 
anticipated that in providing funding products to a project com
pany. the intermediary would limit itself to take-out finance. 
and then only to a portion of such finance required by a project 
company. This would enable other finanCial institutions to ben
efit directly from increased activity produced by the intermedi
ary's operations and would effectively ensure that responsibili
ty for credit risk assessment is shared with such institutions. 
• Unavailable Products: The intermediary would not offer 
products that cover certain types of risks. such as completion or 
performance guarantees and bonds. Refinance of existing pro
jects will generally not be possible. 

The Infrastructure Insurance Division would in the first 
instance provide risk and bond insurance itself. and then promote 
the development of bond insurance companies in the country. 
Once these companies come into being. it could provide re-insur
ance services to them which would enhance the ability of these 
companies to cover more infrastructure projects. 

The specific products offered by the Infrastructure 
Insurance DiviSion would include: 
• Bond Insurance: Bond insurance of securi-

tee bonds issued or loans taken by project companies with 
respect to policy risks. such as breach of contract. changes in 
tariff! policies. availability of foreign exchange and the like. 
once again. on a commercial basis. 

Structure of the Proposed IFDC: If the proposed IFDC is to be 
formed. the structure of finanCing. management control and 
mode of functioning have to be very carefully designed. First. in 
order to have higher credibility and credit quality than the exist
ing all-India financial institutions. this institution would clearly 
require exceptional backing from the Government of India. 
Second. Since the institution is also designed to have a presence 
in international capital markets for sourcing its funds. it should 
also have the backing of the multilateral finanCial institutions. 
Thi.rd. since it is designed to have a commercial outlook. and 
presence in international capital market. it would benefit from 
the substantive participation of international investment banks. 
Fourth. because its functions are mainly to proVide institution
al backing for the enhancement of credit quality of other finan
cial intermediaries and infrastructure project companies. it 
must be a lean organisation which has a minimum presence in 
direct infrastructure project-lending operations. If these require
ments are met in designing the structure of this institution. it 
would be feasible to establish the IFDC relatively rapidly so that 
it could start operating as soon as the other debt market reforms 
are put in place. 

Considerable innovation would be required in establish
ing the IFDC since no exact parallel exists anywhere in the 
world. However. lessons can be drawn from a number of insti
tutions that do exist internationally and in different countries 
and broadly perform similar functions in different ways. 

First. at the international level. the structuring of the 
multilateral finanCial institutions such as the World Bank and 
ADB proVides some pOinters for structuring of this institu
tion. One issue that must be resolved upfront is the IFDC's 
capital reqUirements. as it would be responsible for a diversi-

fied portfolio of guarantees/ insurance. For a 
diversified portfolio of infrastructure pro

ties issued by finanCial intermediaries and 
project companies would serve to enhance the 
credit quality of bonds and thus help create a 
critical mass of paper with an investment 

IFoe's role In 
enhancing credit rating 

jects. the outstanding contingent liabilities 
would be very large and consequently. the 
equity reqUirement would be substantial. In 

grade rating. which would render it eligible 
for investment by potenti~l pension. proVi
dent and insurance funds. and su~h other 
institutional investors. As the Indian capital 
market becomes more open. the availability of 
such bond insurance would also enhance the 

- ability o( Fils to invest in infrastructun!-relat
ed bonds and other debt instruments in India .. 
This service would obViously be provided on a 
commercial basis on payment of appropriate 
premia. The theory is that the cost of these 
premia would be less than the credit enhance
ment gained. 
• Policy Risk (including Convertibility 
Risk) Insurance and Guarantees: The inter
mediary could provide project companies 
with policy risk insurance and could guaran-

IFDC should 
guarantee bonds 

issued by 
financial 

institutions 
and project 

companies for a 
fee to raise their 

credit rating. 

order to proVide substantial risk cover to 
lenders. the equity base of this institution 
may need to be very high so that its gearing 
ratio is low. To overcome the problem of a 
large equity base such a leveraging would 
generate. one possible solution would be to 
model the intermediary on the lines of the 
World Bank. which uses the notion of 
"callable" capital. 

At the time of incorporation. member 
countries of the World Bank were asked to 
contribute only 20 per cent of their actual 
share in the equity base while the balance 80 
per cent would forever remain as "callable" 
capital-to be invoked only when there is a 
threat of default by the Bank to its lenders. 
With subsequent capital increases. the paid
up proportion has been reduced to 7 per cent 
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in 1994, Thus an actual debt-equity ratio of 
5: 1 (currently 13.5: 1) has been effectively 
translated into a maximum debt-equity ratio 
of I: I, backed by the collective sovereign 
guarantee of all member governments, The 

Giving IFOe high 
leveraging power 

structure for at least some of the participants , 
The Go!, the RBI and the multilateral institu
tions could contribute a third of their equity 
share in cash and the balance could remain as 
callable capital. With such a structure, the 
maximum gearing ratio can be restricted to, 
say, 1 :2, so that leverage of between 1:6 to 1:8 
may be obtained. With this kind of finanCial 
structure , the proposed institution can have 
extremely high credibility in both domestic 
and international capital markets, 

success of this concept can be gauged from 
the fact that an actual commitment of a mere 
US$10.7 billion in shareholder funds has over 
the years enabled the World Bank to raise and 
commit over US$250 billion in loans to mem
ber countries, It may be pointed out that even 
with such sovereign support. it was only in 
1959, a decade after its founding, that the 
World Bank secured a Triple A rating in glob
al capital markets, Thus , as a financial inter
mediary, the world Bank has effectively used 
its higher credit ratings to raise resources for 
supporting otherWise less creditworthy pro
jects and for proViding the highest possible 
bond insurance to investors directly investing 
in such projects, 

IFDC should be 
owned jOintly by 
the Government, 

the RBI and 
Financial Size of the IFDC: The finanCial 
size of this institution must be large if it has 
to make a significant impact on the develop
ment of infrastructure financing in the 
country If the structure indicated is adopt
ed , minimum leverage of about 1:6 would be 
obtained from the cash contributions in 
equity, Furthermore , with the kind of func
tions that have been proposed for enhanCing 
the credit quality of other institutions , the 

multilateral 
agencies with 

'callable capital' 
from some of 

Thus , government support for the IFDC 
can be in the form of a equity contribution 

the owners. 

along with the concept of callable capital or financial guarantee, 
Second, there are other examples of government-pro

moted institutions such as Fannie Mae in the US which has 
provided credit enhancement to the whole housing mortgage 
finance system, Such institutions have helped to increase the 
liquidity of mortgage-issuing institutions through the prOVi
sion of government guarantees, Similarly, the Pfandbriefs 
system in Germany, which finances housing mortgages as 
well as municipal infrastructure-related activities, has been 
possible because of a regulatory structure which lends extra
ordinary credibility to this instrument Third , there is also 
the example of debt market infrastructure systems like bond 
insurance in the US, Fourth , in recent times, the establish
ment of infrastructure equity funds by private promoters like 
Peregrine and the AIG Insurance Company has been helped 
by the backing given to such funds through equity contribu
tions as well as debt by the multilateral financial institu
tions , in particular. the ADB and IFC(W), Fifth , East Asian 
countries, especially China , have sought to establish infra
structure investmeI).t banks with equity and management 
participation by international investment banks, 

From these examples, it is clear that considerable insti
tutional innovation has taken place in the past and is taking 
place now in different countries in order to find different ways 
of tapping resources for infrastructure investment from the 
capital market, The key is an innovative partnership between 
the government and financial institutions domestically, along 
with substantive backing from both multilateral finanCial insti
tutions and private international investment banks, 

Financial Structure: The proposed institution could be owned 
jointly through eqUity contributions by the Central 
Government (26 per cent) and the RBI (24 per cent), combina
tion of the ADB and IFC(W) (25 per cent) , and international 
investment banks (25 per cent) , In order to exercise maximum 
leverage, a system of callable capital could be inserted into this 
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finanCial support proVided by the IFDC 
should result in further leverage of about 1:4 in the raising of 
resources , This is predicated on the assumption that if the 
IFDC proVides backing to an institution to the extent of 20 
per cent of the required resources in the form of its various 
products, leverage of 1:4 would then result, Consequently, 
the total leverage resulting from the cash equity contribu
tions to this institution would be about 1 :25 or thereabouts. 

It is therefore proposed that the authorised equity capi
tal (including callable capital) of the IFDC should be about Rs 
200 billion. If 50 per cent of this equity capital is contributed by 
the Go!' the RBI (and LIC) on a 1:2 callable capital basis, they 
would have to proVide about a third of their share in cash, 
which amounts to Rs 33 billion , the rest Rs 67 billion being 
callable. If this is contributed over a period of five years, the 
annual contribution would amount to about Rs 6,7 billion, with 
the Gol being responsible for about half, Similarly, the 25 per 
cent share of the multilateral institutions would amount to Rs 
50 billion, with about Rs 16.7 billion (about US$500 million) in 
cash , Thus the annual cash contribution to equity would 
amount to about US$100 million for the multilateral institu
tions , Assuming that the commercial investment banks cannot 
subscribe to the notion of callable capital. their total contribu
tion would amount to Rs 50 billion , their annual contribution 
for five years being Rs 10 billion (US$300 million), 

With such a structure , it is expected that from the total 
cash contribution of only Rs 33 billion from the Gol and the 
RBI, total amount of funds leveraged could amdunt'to about Rs 
800 billion (200x4) , This would then form a ve'ry substantial 
contribution in developing the debt market 

Management of the IFDC: The institution would need to be 
incorporated as a commerCial entity, The image and reality of 
credible commercial orientation would get enhanced by the 
management control structure which should reflect the equity 
composition of the institution, The management and staffing 
can be internationalised to begin With , and even contracted out 



to an international investment bank again to enhance market 
credibility and then progressively Indianised as it receives 
appropriate credit ratings internationally. 

The institution would need to have a lean staff and con
tract out most of its work to competent specialised financial 
institutions. Key required skills would be credit analysis for 
structured finance projects in a variety of infrastructure sec
tors, policy risk assessment skills and knowledge of capital 
markets and relevant products. The intermediary manager 
would make credit decisions on the basis of policies set by the 
board. The Board itself would not normally be involved in cred
it decisions to prevent conflicts of interest and maintain confi
dentiality among shareholders competing for the same project. 

Need for a Competitive Credit Rating for IFDC: The key objec
tive of the IFOC would be to activate the Indian debt market in 
conjunction with the capital market reforms proposed. It is also 
designed to improve the access of Indian financial institutions 
and infrastructure entities to foreign capital markets, particu
larly for floating medium. and longer·term bond issues. 

The IFOC's ability to offer competitive financial ser· 
vices will hinge on its capacity to obtain a favourable rating 
based on the credit standing of its shareholders. combined 
with prudent management practices. Secondly, it would need 
to induce a form of disintermediation from the institutional 
banking system, which operates with relatively high funding 
spreads. Most other disintermediation currently takes the 
form of borrowing in foreign markets, where spreads are 
more competitive. A well·structured, and competently man
aged intermediary should be able to raise capital at or close to 
prime rates in the domestic capital market. so as to proVide 
financing at a reasonable cost to project companies. A high 
credit rating would also enable institutional investors, such as 
pension funds and insurance companies, to invest in securi
ties issued by the intermediary. Obtaining a high rating in 
global markets would depend on the extent of credit enhance
ment the intermediary's securities receive from institutions 
such as the World Bank, IFC(W) and the AOB, the extent to 
which the intermediary is leveraged and on the quality of the 
its portfoliO. Making available the benefit of 
lower funding costs and elongated maturities 
to infrastructure projects may be justified if 

the kind of governing ratio suggested. Institutional investors 
like pension and insurance funds, both domestic and interna
tional. would also be able to invest in the securities of the IFOC 
with the kind of credit comfort proposed. They would form a 
major target for the raising of funds for the IFOe. If the IF DC 
succeeds in raising such resources, it would then be able to act 
as a market maker by subscribing to debt instruments of simi· 
lar maturities issued by its clients: Indian financial intermedi· 
aries and project entities. Such an operation would help to 
jumpstart the medium and long-term debt market within the 
country as intended. 

Conclusion: The IFOC would be a new kind of institution, with 
perhaps no parallel anywhere in the world, although the func
tions proposed are carried out by many agencies in different 
countries. It has been noted that different countries have 
adopted different innovative methods for channelling market 
resources into infrastructure investments. India will have to 
innovate institutional forms for its own reqUirements. 

Whereas the Expert Group is proposing the founding of 
an institution such as the IFOe. it is very conscious that there 
could be other ways of achieving the same purpose. What is 
important is that the functions proposed need to be performed 
with the purpose of activating the debt market. The Expert 
Group had considerable discussion on the desirability of found· 
ing such an institution: some members felt that once the capi
tal market reforms proposed are imPllemented, there will be no 
need for such an institution and that endogenous institutional 
responses to the market will emerge. Consequently, while 
proposing the model of IFOC spelt out here, we suggest that 
this proposal be tested and fleshed out by convening a panel of 
international capital market experts with representation from 
the multilateral financial institutions. international invest· 
ment banks, and other institutions such as Fannie Mae, 
German mortgage banks, and the like. 

Recommendations 
Fiscal Incentives: To attract eqUity capital in the construction and 

pre·operative phases, equity investment in long
gestation infrastructure projects could have tax 
relief like the erstwhile 80Ce provision. 

it helps to break the gridlock currently ham· 
pering private infrastructure development. 
and if its special standing will not perma· 
nently distort financial markets. 

With the kind of 
DiVidend payable on equity invest

ments in infrastructure should be made 
cumulative for payment for the period until 
the project goes on-stream. 

It is felt that. with the kind of structure 
proposed, proViding for the backing of the 
Government of India. multilateral financial 

. institutio.ns, and of international investment 
banks, the IFOC should succeed in obtaining a 
credit rating which would be just below 
India's sovereign rating. Furthermore, the 
extension of long-term credit lines from the 
multilateral institutions, particularly the 
World Bank would help in establishing a cred
ible position in the market. It could then issue 
medium and long-term bonds both in the 
domestic and international capital markets on 

structure proposed, 
IFDC should be able 
to obtain a credit 

rating which 
would be just 
below India's 

sovereign rating. 

Infrastructure projects could have 
nominal ordinary equity capital ane.! large 
measure of cumulative convertible prefer
ence shares (CCPS) with the proviso that at 
the end of a specified period (say 10th year), 
the CCPS will be compulsorily converted into 
equity shares through a pre-determined pric
ing formula. 

The debt-equity norms for funding infra
structure will have to regard the compulsorily 
and fully convertible debentures as quaSi-equi
ty and such debentures could be subordinated 
both for principal and interest to all secured 
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and unsecured creditors of the project. 
Dividends could be made tax-free to the 

individual shareholder upto a reasonable level 
on the equity investment. 

Making equity Inveatment 
In Infrastructure more 
attractive 

restrictions may need to be enforced as insur
ance companies. pension and provident funds 
have extremely long maturity liabilities. It is 
also recommended that the gUidelines be mod
ified so as to provide greater operational fleXi
bility to fund managers. 

The tax holidays provided in the bud
gets (I994-95 and 1995-96) for infrastructure 
projects in the initial years would usually not 
be of much use. given the high depreCiation 
outgo in the initial years. Leasing could great
ly ease the situation by giving! transferring 
the fiscal benefit to tax-paying entities. Joint 
and leveraged leasing structures are used 
internationally to co-finance the asset. 
However. the Income Tax Act does not permit 
sharing of depreciation where assets are 
owned jointly. Suitable changes would need 
to be effected in the provisions of the Act to 
provide for sharing of depreciation charges. 
especially in the case of joint/leveraged leas
ing for infrastructure projects. 

Dividends from 
infrastructure 

companies 
should be made 
tax free to the 

Suitable fisc~l incentives need to be 
provided for contributions to pension funds. 
Such a measure would channelise a large pool 
of savings into long-term assets. It would also 
help to reduce the incidence of savings getting 
diverted to the parallel economy and help 
transform the financial market. 

individual 
shareholder upto 

Forex Markets and External Commercial 
Borrowing: The process of granting approvals 
by the MoF and RBI for all aspects of external 
commercial financing may need streamlining. 
Arbitrary ceilings put on the "spread" over US 
Treasury yields for foreign currency debt 
financing or the shortening of maturities as 
specified in the guidelines on ECBs make it dif-

a reasonable 

Insurance. Provident and Pension Funds: As 
recommended by the Malhotra Committee on 

investment level. 

Insurance Sector Reforms. GIC and its four subsidiaries can be 
split up into smaller entities to increase competition in the 
in~mrance business. The reform programme for the insurance 
sector should be accelerated with a sense of urgency. Privately
owned insurance companies. both domestic and foreign. 
should be allowed and encouraged to enter as soon as possible: 
this is essential for developing the debt market for infrastruc
ture requirements. 

The Employees Provident Fund (EPF) (with a corpus in 
excess of Rs 350 billion). which is currently managed by the SBI 
could be split up and managed by professional asset manage
ment companies on a competitive basis. Such a measure would 
usher in greater competition in the provident fund business 
and proVide incentives to these institutions to invest and trade 
in debt instruments more actively. Further. in order to motivate 
fund managers. a performance-based incentive structure may 
be introduced as is the case in developed insurance markets. 

Arrangements should be made. under a SUitable regulatory 
framework. to allow the establishment of new private (and pub
lic ) provident and pension funds. These would proVide added 
avenues for safe contractual savings for even those outside the 
organised sector. 

Current gUidelines on deployment of funds by insurance 
companies. provident and pension funds are not flexible 
enough from the point of view of efficient fund management 
and yield maximisation. The existing issuer-based gUidelines 
could be replaced with· gUidelines based on prudential norms. 
which permit investment in securities with minimum speCified 
credit ratings. Prudential gUidelines. as in the case of mutual 
funds. specifying maximum limits will have to be devised for 
this purpose. The existing gUidelines have directed the flow of 
funds into sectors. instead of controlling the interest rate and 
credit risks to which these institutions are exposed. It may be 
appropriate to modify the gUidelines so as to eliminate/min
imise this form of "directed credit" and increase the responsi
bility of the investment managers. Market and credit risk 
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ficult for foreign investors to finance projects. 
If Indian corporates and financial institutions are to tap 

the global capital markets periodically. it may be in India's best 
interest to consider a sovereign offering which will serve as the 
bellwether for future issuance. The establishment of a "bench
mark" issue will be important for the development of India's 
access to the capital markets. Much as investors use the US 
Treasury as a benchmark to determine valuation of other issues. 
foreign investors would prefer a sovereign security which could 
serve as the benchmark for valuation of Indian paper. 

The imposition of a 20 per cent withholding tax on for
eign domiciled debt investors can work against the policy objec
tive of restraining foreign currency borrOWing. This new regu
lation can have the effect of decreasing the available investor 
market for any given issue. as the potential administrative bur
den of Withholding tax credits between countries etc can dis
courage most passive investors. who make up the bulk of the 
available financing sources. Another anomaly which currently 
exists relates to the Withholding tax of 20 per cent on interest 
and dividend incomes on investments by FIls. There is no such 
tax (on approval by the Government on a case-by-case basis) on 
External Commercial Borrowing by Indian entities abroad. It is 
a bit incongruous that when an investor takes a rupee risk he 
pays Withholding tax; while he does not pay any such tax when 
he is isolated from any currency risk. 

Appropriate changes in exchange control regulations 
by the RBI are called for if risk-hedging mechanisms such as 
forwards and futures have to emerge i.n the foreign 
exchange market. 

Foreign Infrastructure Funds: At present. there is no special 
channel for such funds to invest in infrastructure projects in 
India. except for going through the Fereign Investment 
Promotion Board (FIPB) like any other foreign investment. It 
would be very desirable to place investments from such funds 
on a preferred footing. They could be treated in a manner sim
ilar to the investments made in the capital market by Fils at 



present. FIls have to register with SEB!, consequent to which 
they are permitted to invest in listed companies. A similar 
channel could be opened for recognised infrastructure funds. 
They could be registered with SEBI based on transparent gUide
lines related to their recognition. They could then be allowed 
to invest in eligible infrastructure projects-in listed or unlist
ed companies. including infrastructure special purpose vehi
cles (SPVs). The eligible infrastructure projects could be 
• Those approved by the Central Board of Direct Taxes (CBDT) 
for granting of fiscal benefits as infrastructure projects under 
section 80-IA. 
• Those telecommunication companies which have received a 
licence from the Department of telecommunications. 
• Those power projects which have been approved by the 
Central or State Governments. 

The level of foreign investments allowed under this win
dow could remain subject to the overall guidelines covering each 
sector. This procedure would obviate the need for obtaining FIPB 
approvals on a case-by-case basis for such portfolio investments. 
Guidelines as indicated above would automatically ensure that 
eligible receiving projects have already been approved by the rel
evant authorities. This measure would help in channelling avail
able foreign resources into infrastructure investment. 

Debt Market Reforms: It would be desirable to permit banks 
and institutions to set up Primary Dealer counters as part of 
their overall banking and lending activities. This would facil
itate broadbased holding of debt instruments-especially at a 
retail level. Such a measure would be necessary if it is recog
nised that the medium and small-sized banks could play an 
important role for dealing in and distributing retail the entire 
range of debt instruments . including Government securities 
and Treasury bills. 

It is necessary to evolve a benchmark rate on the pat
tern of London inter-bank offered rate (LIB OR) . For creating a 
meaningful inter-bank rate in India on the 

signals into the market and would also lend stability to the 
inter-bank money market rate. 

There is a need for a single clearing agency that will co
ordinate with the different securities settlers . as also the funds 
settlers to monitor that all trades are settled. and ensure "deliv
ery versus payment". 

If debt market intermediaries have to become significant 
traders in their own right. they would need to be proVided 
access to institutional finance . For this purpose it will be nec
essary to evolve norms for funding the activities of these inter
mediaries. including working capital limits, as in the case of 
providers of any other financial service. 

Widening and Deepening the Debt Market: To Widen and 
deepen the market for debt instruments , it would also be nec
essary to bring in. apart from new insurance companies and 
pension/provident funds. other investors such as the FIls who 
will not only be effective fund-based participants. but will also 
bring with them the knowledge and experience of develop
ment of the debt markets in other countries. The objective of 
containing any excessive growth in external indebtedness, aris
ing out of the holding of rupee-denominated debt by foreign 
investors, including FIls. could be achieved if Government 
upfront fixes the limit on the domestic debt that foreign 
investors can hold and do away with the present 70:30 rule. 

The other equally important aspect relates to making 
debt securities of a single issuer "fungible". This would be par
ticularly relevant for infrastructure projects where the gesta
tion period is relatively longer. and the need to source modest
to-large volume of funds from the market periodically is 
greater. Such a measure would impart greater depth and liq
Uidity in the market and proVide larger volumes of a Single 
security for trading among investors. 

In order to enhance liqUidity further. "repo" transactions 
can be re-introduced for all listed debt securities with ade
quate/suitable safeguards. At a later date, when depositories 

become operational and electronic clearing 
lines of the LIB OR or the US Fed Funds rate it 
is essential to remove barriers in the free 
flow of funds among banks. In line with the 
recommendations of the Sodhani 
Committee. the CRR and SLR stipulation in 

Developing a distribution 
network for debt 
Instruments 

and settlement is possible. "securities lend
ing" can be introduced with SUitable legisla
tive changes. 

Money market mutual funds (MMMFs) 

respect of inter-bank borrowing should be 
abolished for encouraging emergence a 
meaningful rate on the pa~tern of LIBOR. 

Apart from dispensing with 'CRR and 
SLR on inter-bank deposits, RBI could consid
er changing the basis of calculating CRR as a 
proportion .of the lagged average of the Net 

. Demand and Time Liabilities (NDTL): This 
could conSiderably enlarge the scope for dif- -
fering perceptions among the main money 
market participants and thus go some way 
towards a healthier development of the 
money market. 

The RBI could also consider reactivating 
the Bank Rate and using it as a general refi
nance rate within the banking system. The 
Bank Rate could be used to send interest rate 

The network of 
commercial 
banks, and 
perhaps the 

postal banking 
system, can be 
distributors as 
well as market 

makers for debt. 

must have the flexibility to structure the pat
tern of investments of the their fund in accor
dance with their objectives. Moreover, no 
restrictions need be placed on the kinds of 
instruments in which MMMFs can Invest. One 
sure way of broadbasing the debt market would 
be to encourage banks and institutions to set 
up MMMFs and debt oriented mutual funds. 

The distribution network of brokers and 
sub-brokers, at the moment does not exist for 
debt instruments the same way as it exists for 
equities. Until it becomes possible to develop 
an extensive network of brokers and sub-bro
kers and market makers, it would be appropri
ate to use the network of commercial banks, 
and perhaps the postal banking system, which 
can combine the roles of distributors as also 
resourceful market makers. 
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Regulatory Reforms: For more effective regulation and devel
opment of debt market. it would be desirable that there is a sin
gle regulatory authority for the debt market. preferably SEBl. 

To spur trading in debt instruments, it would be neces
sary to have uniform valuation norms on a marked-to-market 
basis for all the major classes of investors : banks, investment 
institutions, mutual funds , NBFCs etc. Frequent periodic reval
uation of debt assets in response to changes in market prices 
will minimise the extent of capital losses to be booked on 
investments, It will also faCilitate the decision making process 
relating to sWitching of portfolios in response to changing 
yields and maturity patterns, 

TDS acts as an inhibiting influence on the traceability of 
instruments, especially where it requires fine adjustments to 
price between different categories of holders, Differing TDS 
rates make it impossible to have a uniform price-quoting mech
anism for instruments , It is desirable that the RBI does not 
insist on differential rates of TDS and accepts the market prac
tice which is in favour of a Single TDS rate for all debt instru
ments , In order to introduce uniformity in the system of price 
quotation, it is desirable that market participants should adopt 
a practice of quoting all prices on gross basis inclusive of TDS, 
On corporate debt instruments too, such a mechanism of a stan
dard TDS rate across all categories of holders is very necessary. 

There appears no clear-cut reason why private sector 
infrastructure companies are not permitted to issue tax-free 
bonds. If certain categories of infrastructure entities are not 
allowed to issue tax- free bonds, they should be permitted to 
issue bonds with a single tax rate to be deducted at source. 
Such an issuance procedure would Significantly Simplify trad
ing in such instruments. 

In the absence of practices such as Advance Tax Ruling, 
issuers have to face considerable delay in finalising the nature of 
the debt instrument to be issued and also the terms thereof e.g. 
confusion among issuers regarding the tax treatment of income 
on instruments such as deep-discount bonds, zero-coupon bonds 
etc. A clear tax ruling in this regard could help 

level of brokerage payable by banks to brokers . NSE already 
specifies the maximum amount of brokerage payable . As in 
the case of foreign exchange markets , RBI should persuade 
banks to pay appropriate ratrs of brokerage so that banks do 
not adopt the unhealthy practice of compensating brokers 
through non-transparent ways . 

Institutional Innovations for Developing the Debt Market: 
India needs to explore the possibilities of developing a munic
ipal bond system for supporting market borrowing to meet 
state and urban infrastructure investment reqUirements . It is 
essential that appropriate arrangements are explored within 
the constraints posed by the poor market image of service 
providers in this sector. Although development of a municipal 
bond market in India seems beset with hurdles, it does appear 
to be the desirable long-term objective for urban infrastructure 
financing in India. Initially. it would be preferable to use the 
revenue bond (RB) structure, which relies on specified sources 
of revenues from facilities and services that are financed out of 
the bond proceeds. The use of RBs would help to raise local 
awareness regarding service delivery and enhance its efficien
cy, since the success of these bonds depends on the potential 
revenue streams that. in turn, are dependent on the quality 
and coverage of service provision. Revenue bonds generally 
carry strong covenants regarding rate setting to meet debt ser
vice coverage requir~ments. As a municipal bond market devel
ops, it may become necessary to explore the need for bank
ruptcy legislation for local authorities. Similarly, other changes 
in listing of municipal bonds and for their active trading will 
need to be explored. Most of the municipalities require 
approval of the State Government for open market borrowing. 
Certain states like Maharashtra and Gujarat have legislation 
which has explicit provisions for open market borrowing. 
Other states must make similar provisions. Also, the Local 
Authorities Act. 1914 needs to be amended to foster growth of 
the municipal bond market. Municipal bodies need to be given 

powers to set the levels for user charges for 
develop a market for debt securities, similar to 
that of STRIPS as in the US. 

Stamp duty on primary issues of debt 
securities n'eed to be made uniform across all 
states. Stamp duty on secondary market trans-

Using money market 
mutual funds to develop 
the debt matket 

the services proVided. Development of a 
municipal bond system in India will help to . 
address the need for enhancing access to the 
capital market for infrastructure investment 

actions acts as a significant barrier to trading on 
the secondary market and should be eliminated. 

The legal framework for securitisation 
of loans needs to be simplified, so as to make 
it cheaper and easier: ' 

In long-gestation infrastructure projects, 
the creation of a Debenture Redemption 
Reserve (ORR) over and above the usual depre
ciation provisions would put avoidable finan
cial stress on companies in regard to their div
idend payment poliCies. If equity and debt 
investments have to be attracted to infrastruc
ture projects, the current provisions relating to 
ORR would need to be discontinued. 

If unhealthy competition among bro
kers of undercutting prices has to be 
curbed, RBI must prescribe the minimum 
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No restrictions 
must be placed 
on the kinds of 
instruments in 
which MMMFs, 

which need to be 
kept flexible, 
can invest. 

while Simultaneously introdUCing market
based discipline in such borrowing. This will 
help to proVide the necessary incentives and 
motivation for various governmental entities 
to introduce the long-needed reforms in ser
vice provision and deliverY. Secondly, it must 
be remembered that'" in ' India, even the State 
Governments have not been given widespread 
powers to raise general obligation debt. 
Thirdly, as municipal bodies generally have a 
poor market image in the financial communi
ty, more explicitl)1 demonstrable project or ser
vice revenue streams will be more acceptable 
to potential investors . 

SpeCialised Financial Intermediary: Since 
the capital market-more particularly the 
market for corporate debt-has not yet devel-



In order to boost its credit rating, its gearing oped, many of the infrastructure projects may 
not be able to mobilise the required volume of 
draft resources of the requisite long maturi
ties directly. Hence an intermediary would 
need to be created which can inspire enough 

A management 
structure for IFDC 

ratio would be kept below 1 :2, that is , it 
would be allowed to borrow only upto dou
ble its equity (including callable capital). 
This would provide leverage of about 1:6 for 

confidence among capital market investors to 
induce them to lend long-term funds at the 
lowest possible market rates, 

It is proposed that an Infrastructure 
Finance Development Corporation (IFDC) be 
set up to promote infrastructure investment 
by eV3.luating and offering several forms of 
financial assistance and technical advice to 
project lending financial intermediaries and 
priority infrastructure projects , Its products 
would include financial products like 

The management 
of IFDC, which 

the equity contributions in cash . If the IFDC 
provides its backing to its clients of upto 20 
per cent of their resource requirements 
through equity or bond subscriptions, a 
leverage of about 1:4 would result. 
Consequently, the total leverage resulting 
from the cash equity contributions to the 
IFDC would be I :25 or thereabouts. This 
kind of leverage would proVide a good jump
start to the debt market. 

must be 
incorporated as 

• Financial guarantees for bonds issued by 
financial intermediaries and project entities , 
• Subscription to equity and bond issues of 
financial intermediaries and project entities in 

a commercial 
entity, should 
be contracted 

It is proposed that the authorised 
equity capital (including callable capital) of 
the IFDC should be about Rs 200 billion. On 
this basis, the contribution of the 
Government of India and the RBI would be 
Rs 100 billion , or Rs 33 billion in cash. This 
could be contributed over five years, the 

order to add market confidence in these issues, 
• Asset securitisation 

out on a 
global basis. 

• Rollover bridge Financing 
• Direct finance for projects (on an exceptional basis) 

The IFDC would also offer insurance products such as 
• Bond insurance 
• Policy risk insurance and guarantees 

Its functions would essentially be for credit enhance
ment of instruments issued by lower credit quality institu
tions: to encourage competition in the capital market and in 
infrastructure lending: to kickstart the debt market through 
issuance of its own higher credit quality instruments. 

For the IFDC to have higher credit quality then the all
India financial institutions , it must have the backing of the 
Government of India, the RBI. multilateral financial institu
tions and international investment banks . It is proposed that 
the IFDC be formed through equity contributions of roughly 
equal proportion (about 25 per cent each) , of this equity, 
only one-third would be in cash the rest would be "callable" . 

annual contribution being only Rs 6-7 bil
lion . Similarly, the foreign contribution would be only 
US$20o million a year over five years , these contributions 
being split between the multilateral financial institutions 
and international investment banks. 

The IFDC would be incorporated as a commercial entity. 
The management and staffing should be contracted out on an 
international basis. 

With such a structure, the IFDC should be able to access 
both domestic and international debt markets for tradition and 
long-term debt. and hence succeed in jumpstarting the Indian 
debt market. 

Since the IFDC would be a new kind of institution, 
with perhaps no parallel in the world , it is proposed that this 
proposal be fleshed out by convening a host of capital market 
experts with representation from multilateral financial insti
tutions, international investment banks and credit enhanc
ing institutions such as Fannie Mae, bond insurance compa
nies and the like. 
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The Necessary 
Regulatory Frameworks 

ISCUSSIONS with institutions, legal experts and 
professionals who have been involved in the set
ting up of projects in the private sector, has led 
to an overwhelming consensus that substantial 
changes in the present legal structure are essen

tial. both in the letter and spirit of law, to allow for a freer play 
of market forces and which in turn would lead to unbundling 
of infrastructure services so that commercially viable projects 
could be set up to proVide these services on commercial terms. 
The suggestions made in this Report. which reflect the broad 
consensus of market participants , do not seek to specify the 
clause-by-clause amendments needed in each of the acts , rules 
and regulations governing different infrastructure sectors: 
rather. these are more in the nature of pOinters to the direc
tions in which these changes should take place. 

Having said that. it also needs to be recognised that infra
structure projects are only a subset of overall economic and 
investment activity. Therefore, the genera( institutional frame
work and the myriad of rules and regulations at the Central and 
state levels within which economic agents are functioning also 
affect infrastructure projects through channels , which , given 
their all-pervading nature, are almost impossible to pinpoint. 
While it may be possible to address in specific instances, the 
lacunae in the overall legal and institutional framework where 
these create obvious problems for a particular infrastructure sec
tor, it is essential that a concentrated effort be also concurrently 
made to revamp the overarching legal framework and institu
tions. While it would be unrealistic to expect and achieve a "total 

solution" involving a complete overhaul overnight. needless to 
say sooner or later we would have to move in that direction. 
From a practical point of view, given the democratic nature of our 
political fabric. an approach of "fast gradualism", if adopted , is 
likely to have a better chance of success. 

The Need for Regulation 
There is urgent need to supplement government investment in 
infrastructure by private capital flows , both domestic and for
eign , to finance infrastructure projects. Simultaneously, there 
is also a need to improve the performance in infrastructure, to 
avoid wasteful inefficiencies, improve maintenance and 
increase consumer satisfaction. To make this possible, com
mercial principles would have to be applied to infrastructure 
operations, and competition encouraged between private sec
tor providers. These adjustments would call for major para
digm shifts, policy changes, fundamental institutional changes 
which would include changes in the legal framework . In short. 
there has to be a fundamental change in the way the "busi
ness" of infrastructure is conducted. 

As a first step, there is now a need to distinguish and 
separate the activities of ownership, financing, operating and 
maintenance . Separation of these activities also calls for a 
separation in , and allocation of risks. It is however important 
in this context to appreCiate that while welcoming private 
capital flows . there may not be any need for completely dis
banding the role of public sector. Today, the challenge of 

141 



meeting the large and rising demand can be 
met by moving toward a sector structure that 

lation, what form the regulation will take, and 
the effects of regulation on allocation of 

is plural and competitive, with a mix of ser
vice providers - public and private - using dif
ferent technologies and providing services 
catering to varying consumer needs. 

The appropriate 
resources. In this view, as a rule, regulation is 
acquired by the ipdustry regulated and - and 
this is the key - is deSigned and operated pri
marily for its benefit. even though the regula
tion might have been initially thrust on the 
industry in the face of its opposition. It is then 
possible to argue that consumers benefit if the 
markets are allowed to operate freely and 
most productively. Within this perspective, 
the cost of a new rule or regulation should be 
conSidered in terms of its impact on the mar
ket's ability to allocate capital effiCiently. 

Indeed, the more appropriate model 
would be one in which there is cooperation 
between the public and private sectors, where 
both join in a partnership along with commu
nity users of the infrastructure services. In 
the model which has hitherto been adopted, 
ownership and operation were both with the 
public sector: government's roles as owner, 
regulator and operator were not clearly sepa
rated. In the present context, where there is a 
need for public-private partnership, there 
could be situations under which public own-

model is one in 
which the public 

and private sectors 
join in partnership 
along with users of 

infrastructure The alternate view-and the one more 
commonly held-is that regulation is institut
ed primarily for the protection and benefit of 
the public at large or some large subclass of 
the public, that is, public interest is the only 
raison d'etre of the regulation. Ergo, the cost 

services. 

ership and public operation could function 
side by side with public ownership and pri-
vate operation as well as private ownership and private opera
tion. For all three situations to coexist. an appropriate regula
tory framework would be needed, essentially to ensure that 
there is a level playing field for all players, the projects are 
implemented and operated on commercial terms, and there is 
a basiC regulatory mechanism to protect public interest with 
competitive discipline and a credible enforcement mechanism. 

Advances in economic theory allow for the creation of 
regulatory structures for infrastructure sectors which ensure 
competition in the face of concentrating forces, so that con
sumers may obtain the benefits of competitive provision of 
infrastructure services. Technological advances also allow ser
vice providers to charge users for services whose consumption 
was previously considered to be non-excludable. For example. 
city-centre road use, an essential infrastructure service usually 
considered to be non-excludable, is now being priced in cities 
such as Singapore. 

Increase in the number of players with the involvement 
of the private sector, increases the complexities of project 
structuring and negotiations, as also costs. Risks multiply with 
the uncertainties posed by a maze of rules, procedures and 
approving agenCies. All of these compound the high risks nor
mally associated with projects which have long gestation and 
long and uncertain payback periods. Clearly, attempts must be 
made to enunciate the risks of the partiCipants, and allocate 
the risks between them, reduce transaction costs and risks by 
removing procedural delays and the number of approvals 
required which introduce additional uncertainties in the pro
ject. In other words, "sensible" regulation with prudential 
norms is needed, which must also ensure that pay-offs are gen
erated or at least competitive conditions are prOVided for the 
generation of pay-offs to make the projects sustainable. 

Goals of Regulation 
At the most basic level. there emerge two competing views of 
regulation. offering different interpretations of the public inter
est to be served. In one, the degree and quality of regulation are 
determined by who will receive the benefits or burdens of regu-
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of regulation for the regulated is not as relevant as the effec
tiveness of action to protect the interests of the public who are 
the recipients of the benefits derived from the projects and the 
regulated entities and of the investors in the projects. In the 
final analYSis, this makes markets more efficient. 

In developing ecopomies, where markets remained pro
tected for long and are now being opened up to competitive 
forces, a marriage of both the paints of view would best serve 
the purpose. Regulation must not only have public and con
sumer interest as its centre point. development of markets 
must also be one of its inner springs. It is the latter objective 
that encourages competition, and removes both technical and 
economic constraints on unbundling. It also helps mitigate sit
uations where legacy of institutions could limit the possibili
ties of unbundling. Attempting to force activities that are close
ly interdependent into distinct boxes can impose high transac
tion costs as coordination achieved within a single firm 
becomes more difficult and less effective when handled 
between firms. For example, having separate, vertically-linked 
monopolies, each charging a mark-up over costs. may result in 
higher charges than with a single, vertically-integrated firm. 

A regulatory framework with the twin objectives of 
regulation and market development would also serve to 
increase the range of market alternatives by creating condi
tions especially for leases and concessions and make firms 
compete not for indiVidual consumers but for the right to 
supply the entire market. When' competition comes 'to the 
fore, it becomes necessary for the regu)atbr to ensure that 
competiti~n remains fair. 

The Role of Competition: Competition's cost-redUCing 
impulse has to be combined with residual controls to ensure 
quality of service and maintenance of operating discipline. [n 
this context. it becomes relevant that the ubiqUitous instru
ment of regulation also seek to maintain "reasonable and just" 
prices in order to protect consumers. 

Competition helps ensure that the private sector pass
es savings on to users and reduces popular suspicions about 
potential monopoly abuse. In general. a private firm might be 



presumed to be more tempted than a public agency to exploit 
any market power that it might possess . As long as a market 
is competitive. private firms cannot price much above their 
long-run marginal costs ; they may be able to do .so in the short 
run if demand temporarily outstrips supply. out only for as 
long as it takes to bUild additional capacity. If the market is 
not competitive. however. a firm may be able to sustain prices 
in excess of marginal costs. if politically permitted to do so. 

However. competition is often difficult to secure in 
the case of infrastructure services . where economies of 
scale. immobility of assets . and siting problems tend to cre
ate elements of monopoly in the projects. Many countries 
that allow private toll roads usually reqUire that a free alter
native be available. But such an alternative could well 
threaten the Viability of the toll road itself. Thus regulation 
of such sectors is essential. 

Striking a Balance: In the absence of competition. it is typical
ly difficult for regulatory agencies to arrive at a satisfactory reg
ulated price regime. If. under the pressure of consumers. the 
price is set too low. it is bound to lead to poor quality of service 
or to threaten the finanCial Viability of the utility. On the other 
hand. the regulatory agency could be "captured" by the firms 
they regulate and thereby set prices well above costs. In either 
case. difficulties would arise questioning the existence of the 
privati sed entity leading to possible nationalisation. 

Striking a balance between protecting the public and pro
viding investors an opportunity to earn an adequate rate of 
return is not easy. even where regulators understand the need 
to do so. Among the most attractive options is the (RPI - X) reg
ulation pioneered by the British in the 1980s and applied to its 
privatised airports. and California's one-time contractual 
approach in setting a target rate of return in its toll road fran
chise agreements. Even these comparatively simple regulatory 
schemes. however. require some sophistication to implement 
well. Thus. the usual choice in the case of natural monopolies 
is among imperfect markets. imperfect regulations. or imper
fect public enterprises. 

Regulation is also an additional means of redUcing 
adverse enVironmental consequences. It is 
important too for securing infrastructure ser-
vice delivery that meets public safety 

sible nor desirable. It is in serving this objective that regula
tion must help in creating an institutional and organisation
al framework which will ensure that the public-private part
nership could function effiCiently. 

A regulatory framework. to function effectively. must 
be simple and supple and derive its strength from clarity of 
principles and provisions. Very often. regulations have failed 
to be effective when the framework has become cumbersome. 

Financing of infrastructure projects from private capital 
reqUires a mechanism for allocation and reduction of risks. 
reduction of transaction costs and reduction of uncertainties 
to bless the returns with a higher level of certainty. 
Additionally. it also calls for a well-regulated capital market. 
with an array of instruments. and a choice of operating struc
tures. which can not only allow the markets to be accessed 
with relative ease but also be used with the same ease for 
exiting from an investment. Capital market regulation thus 
forms an important component of the regulatory framework 
for infrastructure projects. 

Clarity in the roles of government. financing institu
tions . private sector partners and consumers also helps in 
relieVing the system of great expectations and rationahsing 
the hopes of each of the above entities from the other. 
Projects are likely to function effiCiently and succeed when 
they are based on realistic expectations. And only then would 
the system be capable of maximising public welfare. 

The Existing Legal Framework 
Deficiencies in the Current System: The fundamental assump
tion that has been made in the myriad enactments which have 
hitherto been governing various infrastructure sectors is that 
these services can and should only be proVided by the State. 
Private ownership was not envisaged. The issues of competi
tion. cost and effiCiency were irrelevant in such a situation. 

This had two effects. One. given the monopoly of public 
sector providers. there was no distinction between the proVider 
of the service and its regulator; and two. it made allocation of 
risk and its equation with return not only difficult but unnec-

essary. It is now recognised that the scope for 
competitive supply of infrastructure services 
exists in almost all areas. in some more than 

requirements. EnVironmental regulation 
begins by specifying abatement standards 
based on technical optiO~s. Experiments 
have been made by using additional regula
tory instruments to introduce more fleXibili
ty. effiCiency and cost-effectiveness into pol
lution control measures . 

Besides making 
others. Even in activities where competitive 
markets may not be proVided. it is possible to 
proVide contestable markets. Also. the com
petitive components of a sector can be unbun
dled from those that involve natural monop
oly. thereby introducing a significant element 
of competition in a sector. which. viewed as a 
whole. would appear to have succumbed to 
concentrating forces. 

In a developing economy like ours. 
besides protecting consumers' interests. and 
faCilitating competition through unbundling 
of services. regulation must serve a social 
objective of ensuring equity in the distribu
tion of services between urban and rural 
areas and between more developed and 
remote areas. Thus. even with a free play of 
market forces. complete disbanding of the 
role of the public sector Will neither be pos-

sure of competition 
and protecting 

consumers, 
regulation must 

also ensure equity 
in distribution of 

services. 

The issue of allocation of risks amongst 
service proViders. financiers and users. and its 
relationship with returns. which become 
redundant in public monopolies with welfare 
characteristics. turns out to be crucial when 
the source of capital shifts from public to pri-
vate hands. The legal framework for setting 
up projects becomes as important as one for 
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STRUCTURE OF PROJECTS 
TYPE OF PARTICIPANTS 

'SECTOR SPECIFIC 
REGULATIONS INSTITUTIONAL FRAMEWOftI 

REGARDING PROPERTY 
RIGHTS, ENVIRONMENTAL 

REGULATIONS, ETC 
THE TRIAD OF 

INFRASTRUCTURE 
REGULATION 
AND FINANCE 

PATIERN OF REVENUE FLOWS 
TYPE AND MATURITY 

PERCEPTION OF COUNTRY RISK 
RISK; PREMIA REQUIRED 

REGULATORY AND 
TAX STRUCTURES 

FOR THE 
CAPITAL MARKETS 

OF FINANCE 

financing projects, because together. they determine the effi
ciency of risk allocation and in turn the availability and choice 
of financial instruments and mode of financing. The manner in 
which the projects are financed, the cost. sources and maturity 
of such finance, the type and number of potential providers of 
infrastructure services that are attracted, the terms on which 
they are prepared to enter and the structure of projects that are 
implemented are all closely linked to each other. The extent to 
which such linkages are effiCiently addressed in the existing 
legal framework could be assessed from the relationships 
between various sets of regulations which currently exist. 

The present interactions between the regulatory and 
legal framework and the sources of finance (whether from 
domestic or foreign investors, institutional investors or retail. 
categories of institutional investors etc), types of instruments 
(whether equity or debt or some variant thereof. whether secu
ritised, whether carrying any implicit or expliCit guarantee) and 
cost of finance (including, for example, country risk premia), 
the categories of partiCipants (private sector. public sector, joint 
venture or cooperative) in any infrastructure sector is a triad 
(Figure 5.1) of three independent sets of regulations which 
entwine and pervade the different ways in which projects are 
structured, undertaken and financed. Sector-specific laws, 
rules and regulations constitute the first leg ofthe triad. A set 
of "ancillary" regulations which affect the overall economy, but 
which are also relevant for setting up of and financing of infra
structure projects in any sector is also part of the first leg of the 
triad. Regula.tions that determine the institutional framework 
and market structure of the financial markets constitute the 
second leg of the triad. The legal framework that relates to, for 
example, property rights and their enforcement. speed and 
timeliness of dispute resolution. laws relating to land use. envi
ronmental protection etc. which enter into the cost/benefit cal
culus of every economic agent. whether in the infrastructure 
sector or not constitutes the third leg of the triad. 
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For power. telecommunications and roads and bridges 
sectors. the sector-specific regulations are as follows: 

AREA REGULATIONS 
Power 

Electricity ( Supply) Act. 1890 
Indian Electricity Act. 1910 
Explosives Act. 1884 with Rules 
Petroleum Act with Rules 
Factories Act. 1948 
and various state amendments. 

Telecommunications 
The Indian Telegraph Act. 1885 
The Indian Wireless Telegraphy Act. 1993 
The Telegraph Wires Unlawful Possession Act. 1950 
and various state amendments. 

Roads and Bridges 
National Highways Act. 1956 
Tolls Act. 1851 
Amendment to the Highways Act. 1995 
and various state amendments 

The second set of the triad becomes relevant at the time 
of raising resources from the market or structuring new instru
ments for financing projects. The Foreign Exchange Regulation 
Act. 1973. The SEBI Act 1992. The Compq.nies Act. 1956, The 
Securities (Contracts) Regulations Act. 1956'~nd the Inco.me Tax 
Act are examples of such regulations. 

Examples of the third set of regulations which are not 
sector·specific but anCillary to the development of the project 
are Acts related to land. enVironment. etc. 

AREA REGULATIONS 
Land 

State. municipal and town planning regulations 



Area development authorities legislation 
Development boards legislation 
Land Acquisition Act. 1894 
Urban Land Ceiling Act. 1986 

Environment 
Forest Act. 1927 
Forest (Conservation) Act. 1980 
Environment (Protection) Act and rules and notifications 

issued thereunder 
Air and Water (Prevention and Control of Pollution) Act 
(Air Act). 1981 

Others 
Arbitration Act 
Contracts Act. 1860 
Transfer of Property Act 

In addition. the institutional framework with respect to 
the procedures fo llowed for grant of permissions. the multi
plicity of agencies from whom permission is required. the pro
tection of property rights and resolution of disputes arising 
therefrom. the enforceabil ity of contracts . laws and procedures 

related to the labour market. procedures followed in the col
lection of taxes. tariffs and fees etc. which impact all econom
ic agents. also constitute the third leg of the triad. 
Legal Framework and Efficient Allocation of Risk: Sector-spe
Cific regulations combine with the regulatory structures in the 
capital markets and the tax regime to determine the pattern or 
term structure of the income stream that may be expected 
from a project or from providing an infrastructure service as 
well as the manner in which the project is financed. The legal 
framework regarding property rights; consistency. effectiveness 
and speed of the dispute resolution mechanism; certainty 
about environmental regulations and liabilities; and level of 
confidence in the long-term evolution in all these areas con
tribute to the risk perception of investors in infrastructure pro
jects. This risk perception gives rise to risk premium which 
investors will demand. and. in combination with the regulato
ry and tax efficiency of the capital markets. determine the cost 
of capital. over which any given project will have to proVide 
returns to private investors. Finally. the structure of projects 
(for example. whether they are BOO or BOT or some other for
mat) and the type of participants (private sector. joint venture. 

5 The Power Sector: 
1 Regulations and Inefficiencies 

Legal provisions to support and regulate the electricity sector 
were put in place through the Indian Electricity Act (1910). 

Shortly after independence, a second act-the Electricity 
(Supply) Act, 1948-was formulated, paving the way for estab
lishing Electricity Boards in the states of the Union. The State 
Electricity Boards have played the pivotal role in the rapid 
expansion of the country's electricity network. 

Production was reserved for the public sector in the 
Industrial Policy Resolution of 1956. Since then , almost all new 
investment (barring those by existing licensees) in power gen
eration, transmission and distribution has been made in the 
public sector. 

Existing Licensee Scheme: A very detailed scheme for 
decentralised electricity distribution already exists. Much of the 
Indian Electricity Act (1910) is devoted to the rights and oblig
ations of licensees, the manner of award of licenses and the 
stipulated terms thereof, circumstances of possible revocation 
before expiry of term etc. A good part of the Electricity (Supply) 
Act (1948) is devoted to the rig~ts of SEBs vis-a-vis licensees 

-and the obligations of the former towards the latter. The Sixth 
Schedule to the E(S) Act is devoted wholly to the financial reg
ulation of licensees (excluding local authorities who operate 
licenses) and the priCing of electricity to consumers. 

In the very early phase of the economic reforms, in 
1991 , the licensee scheme was liberalised by raising the regu
lated rate of return by three percentage pOints and also extend
ing the license terms (from 20 years to 30). Further, changes in 

the listing of permitted expenses were made to facilitate financ
ing of expansion projects. 

However, the scheme existing in the statute suffers from 
some serious limitations, principally the following : 
• Excessive discretionary powers of the state 
• Regulatory role assigned to SEB, which is inconsistent with 
current requirements 
• Lack of incentives to ensure quality of supply 
• Lack of any competitive element in pricing 

Since the scheme was designed nearly 50 years ago, it 
is not surprising if it is deficient with regard to promoting com
petition and attracting large volumes of investment, including 
from overseas. 

The existing scheme allocates several regulatory func
tions to the SEB, including operational regulation, monitoring 
of performance standards and intervention in pricing. SEB 
would, at the same time, be the monopoly provider of trans
mission. This combination of monopoly and regulation is 
inconsistent with present needs. A competitive element in dis
tributors' pricing is brought in by segregating the bulk supply, 
transmission and distribution components of the price, and 
subjecting each to a combination of competition and regula
tion. The need to protect consumer interests and promote effi
ciencies calls for a recasting of the existing pricing formula 
along competitive lines. This is difficult to achieve within the 
existing framework. Besides, the limitations of the statute are 
further reinforced by serious practical obstacles. 
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Setting up an Infrastructure Project 

To set up an infrastructure project. typically. the investor 
needs to go through the following long list of steps: 

• Incorporation of a company under the Companies Act. 
1956 
• Approval under Foreign Exchange Regulation Act. 1973 
• Company enters into an MoU or bids for a BOT project. 
with appropriate clauses for protection of designs . 
knowhow. responsibilities. commitments 
• Negotiating contract for the project 
• Process of acquisition of land. closing the EPC/ EPCM 
deal 
• Environmental clearances 
• Other state-level clearances 
• Discussions for tying up of financing arrangement 
• Risk allocation and risk sharing for financing entities 
• Search for pOSSibilities of counter-guarantees. 

The major risks at various stages are: 

foreign . cooperative) emerge from the interactions between 
sector-specific regulations and the overall institutional frame
work. To enhance the efficiency of capital allocation. the 
provider of capital must have a clear perception of risks entail
ing the setting up of projects , the clearances required for set
ting up infrastructure projects. clarity in the nature of 
approvals required and time period. certainty about the income 
streams and a definitive kind of framework within which the 
prOVider of capital has to operate . The present legal framework. 
with a multipliCity of laws at the Central and state levels and 
approving authorities. introduces delays and uncertainties at 
every stage of the project and does little to reduce project risks. 
Its simplification and substitution by a set of simple. clear, 
unambiguous regulations administered by a single regulator for 
each sector. appears necessary. 

Sector-Specific Regulation 
The deficiencies in the existing regulatory framework become 
apparent from an analysis of the inefficiencies and limitations 
in the regulations governing the power.sector. and in the exist
ing licensee scheme (See Box 5.1) . The examination brings out 
a set of issues which are common to regulations governing 
other sectors also. These could be broadly summarised as: 
• Each sector is governed by multiple legislation. both central 
and state. . 
• The legislations are very old. often enacted in the past cen
tury or during the early years of the present century: for exam
ple the Electricity (Supply) Act of 1890. the Indian Electricity 
Act of 1910, the Toll Act of 1851. 
• The legislations were based on the premise that infrastruc
ture projects would be set up by the state . Understandably. the 
concept of privatisation or a public-private partnership could 
not have been envisaged at the time of enacting the legislations 
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• Project completion risk 
• Operational risk 
• Environmental risk 
• Foreign exchange risk 
• Force majeure risks 

And the investor has to complete the follOWing docu
mentation: 
• Charter of the company 
• Project agreement 
• Lease deed for land 
• EPC!EPCM agreement 
• O&M contract 
• Loan agreement 
• Retention!Escrow agreement 
• Shareholder's agreement 
• Insurance poliCies 
• Licensing agreement 

and hence are not proVided for at all . For example , the Indian 
Electricity Act. 1910 clearly speCified that the State 
Government will license and supply electricity upon payment 
of fees. The National Highway Act declared the Government 
had the sole responsibility of constructing. developing and 
maintenance of highways. 
• The objects and reasons for many of these legislations are 
not relevant for privatisation. 

The legislations did not lay down a framework for set
ting up of projects on commercial terms and naturally made no 
reference to pOSSible financial returns. This was all right so 
long as the projects were set up by the state. 
• Commonly-understood project formats such as BOT. BOLT. 
BOO were not covered in these legislations . 
• The legislations did not contain any provision by which a 
private owner or operator could determine and collect revenue 
by way of fees . tolls or other charges or rentals on a continuous 
basis during the operational period of the project. 
• A multiplicity of regulations resulted in a multiplicity of reg
ulatory agenCies from which permissions or approvals needed 
to be sought for setting up any infrastructure project. This 
entailed delays. enhanced the regulatory risk which had to be 
bUilt into the project cost and accounted for in the returns . 
• Finally. ·there was no common legislation which could 
gUide the setting up and development of infra'Structure by' 
laying down the manner in which such projects ' ought to be 
set up or implemented, . finanCial and other parameters 
which need to be taken into account in project evaluation 
and the procedures which must be followed. The difficulties 
being encountered in the implementa'tion of some of the 
ongOing infrastructure projects stem to a large extent from 
the absence of an overarching legislation and underpin the 
need for its enactment. 



Box 5.2 shows the common steps required to set up a infra
structure project. It should help to highlight the complex process 
of approvals required and the multipliCity of laws involved. 

The Need for Overarching Legislation: One method of 
addressing the difficulties posed and risks created by existing 
legislation concerning the different infrastructure sectors. the 
multiplicity of agenCies and regulations that need to be dealt 
with and the complexity of the present process that has to be 
undergone by a potential private proVider of infrastructure ser
vices. that has been successfully used in other emerging 
economies in their effort to rapidly attract investment in the 
infrastructure sectors is to enact overarching or facilitating leg
islation for project formats such as BOO. BOT etc. Such legisla
tion would specify the exact format of the project. the role of 
the private sector proVider. the procedure and criteria for bid
ding and tenders. The enactment of such legislation would 
help attract private participation as it would clearly delineate 
the inter se obligations of participants in the project. establish 
transparency and certainty about procedures 
and applicable rules. This legislation would be 
in the nature of facilitating legislation. and 

relied on public monopolies. combined with regulatory instru
ments such as price controls. technical standards and entry 
licenSing. The implementation of these regulations has been 
vested on related ministries or interministerial committees 
rather than specific regulatory agencies. Since 1986. the United 
Kingdom under consecutive Conservative governments moved 
toward privatisation and independent regulation of the 
telecommunications. gas. electriCity and water sectors. and sec
toral regulatory bodies have been set up as discussed later in the 
Report. More recently. efforts have begun in the United 
Kingdom to unbundle and privatise the railways. The United 
Kingdom has also been foremost in implementing price controls 
based on the principle of RPI-X. which avoids some of the pit
falls of rate of return regulation. 

Developing countries in Asia and Latin America were 
also proViding infrastructure services primarily through the 
public sector and in several cases these activities were financed 
out of budgetary resources. In these countries also. as econom
ic growth has accelerated and infrastructure bottlenecks have 

been faced. there has been a shift towards the 
commerCialisation of infrastructure projects. 
with private partiCipation and finanCing on 

would change. wherever necessary. the provi
sions of other laws which conflict With. or 
pose hindrance to the easy and smooth par
ticipation by private sector providers in infra
structure projects. This type of overarching 
"BOT Law" has been successfully used in the 
Philippines. which. prior to the enactment of 
the law. was faced with a similar situation - of 
needing to rapidly attract private investment 
in infrastructure. The bill recently introduced 
by the Government to faCilitate the demateri
alisation of securities in depositories is a 
recent example of such legislation. The depos
itories legislation. in addition to laying down 
the manner and procedure for setting up 
depositories. and outlining the interfaces 

The existing 
commercial terms. These countries have also 
had to deal with existing regulatory provi
sions which only envisaged public or monop
oly provision of infrastructure services. regulations do not 

allow the definition Need for Clarity in Norms: In the setting up 
and development of infrastructure projects. 
there is a need to define the scope and extent 
of the project in a manner that the project 
could be placed in a readily understood for
mat. This Lmplies that there should be certain 
project parameters readily available to define 
projects. which would help not only to devel
op the project proposal but also to seek 
expression of interest in financing them. This 

of the scope and 
extent of a project 
so that it could be 
placed in a readily 
understood format. 

between issuers. investors and market partic-
ipants with depositories. made changes in 
other Acts. such as the Companies Act. the Stamp Act and the 
Bankers Book EVidence Act. 

Infrastructure Experiences in Other Countries: Much of the 
experience with statutory ~egulation for infrastructure derives 
from North America. where the private (though often monop
oly) provision of infrastructure services has been the norm. For 
example. before it was broken up. AT&T. a private sector com
pany was the monopoly provider of local and long-distance tele-

. phone services. Further. most of these proViders of infrastruc
ture services have relied primarily on finance from the finanCial 
markets. Indeed. the United States has an extremely well-devel
oped bond market - bonds are issued by utilities. municipal 
authorities and water authorities. In the United States there is 
considerable reliance on federal and state commissions which 
have developed a Significant capacity for autonomous regula
tion. This process. though fairly open. is marked by adversarial 
relationships and litigation among the various constituents 
including the consumers. In contrast. Europe and Japan have 

is not possible in the existing regulatory 
framework. Difficulties therefore arise in 
determining the format in which the projects 

could be set up. in structuring of project proposals by private 
investors. evaluation of proposals. judging the validity of offers 
made for project implementation. and in norms and proce
dures for tendering. For example. it is important to outline 
clearly defined roles. rights. duties. obligations and responsi
bilities of various constituents in setting up. financing and 
operation of infrastructure projects. This will enable evaluation 
of competitive offers on a standardised basis and will also be 
useful for entrepreneurs to set up and operate projects with a 
greater degree of certainty. 

Clearly. any road map of reform in the infrastructure 
sector must include regulatory changes that embrace the prin
ciple of managing infrastructure like a business and not a 
bureaucracy and providing for infrastructure needs as a ser
vice which easily responds to customer demand. It must pro
vide for competition to give customers choices for meeting 
their demands and put pressure on suppliers to be efficient 
and accountable to users through processes of competitive 
bidding. It should give users and stakeholders voice and 
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responsibility. allow for public-private partnerships in financ
ing. It should be possible to provide for all this in the legisla
tion and it is expedient that this be done for the sake of trans
parency. for avoiding potential conflict Situations and undue 
politicising of any project. 

Changes In The Legal Framework: 
Possibilities And Issues 
Dispute Resolution: One of the issues that any regulatory 
framework has to deal with to ensure speedy implementation 
of infrastructure projects. is to set up a dispute resolution 
mechanism. Disputes may arise at various stages of project 
implementation and operation because the project participants 
are many. and essentially they enter into contractual obliga
tions with one another. Entering into any contract would be 
easier. provided enforcement of contractual obligations could 
be assured and disputes could be settled through arbitration. 
There are several possibilities for instituting such a mecha
nism. First is to take recourse to the Arbitration Act. as in the 
Enron case. The Ministry of Law has already initiated steps to 
ensure that resolution of disputes in international contracts 

can be settled in India. Second is to proVide the regulatory 
agency with the powers of a tribunal and third is to constitute 
an Appellate Tribunal as has been done in the case of SEB!. 

It has been noted that very often disputes have arisen. at 
least in the case of some Indian in.rastructure projects. due to 
the absence of a standard contractual document which sets out 
all the terms of the contract and a standard document for com
petitive bidding. Standardisation of these documents could 
help reduce the possibilities of disputes. 

Emergent Possibilities: Having argued the case for regulatory 
reform in the previous discussions. the emergent possibilities 
appear to be: 
• To repeal archaic and multiple legislation for different sec
tors and replace it by single legislation for each sector. 
• To have separate legislations at Central and state levels if 
necessary for each sector and avoiding overlap. 
• To amend legislations SUitably as has been done in the case 
of National Highways Act Amendment. 1995. 
• To frame new legislation to cover specific issues relating to 
setting up or structuring projects. including steps to be taken to 
set up any infrastructure project. the manner in which man-

Some Developed World 
Regulatory Agencies 

Several regulatory agencies for various infrastructure sectors 
in the developed world are examined below: 

Office of Telecommunication (OFTEl): In the United 
Kingdom, OFTEL is the regulatory agency for telecommunica
tions industry. Set up in 1994, it is a statutory body independent 
of ministerial control and headed by the Director General of 
Telecommunications. Under the Telecommunications Act, OFTEL 
ensures that the licensees comply with the conditions stipulated 
in their licenses, make certain that companies adhere to the Fair 
Trading Act, coliect and disseminate information to users, con
sider complaints and inquiries. The regulatory body is financed 
by transfer of funds from Her Majesty's Treasury. These funds in 
turn were generated by the regulatory body .out of the license 
fees. 

The Office of Gas Supply (OFGAS): OFGAS is a statutory 
body set up on the lines of OFTEL, to protect the interest of con
sumers in terms of price provisional to the terms of supply, con-
tinuity of supply and quality of service. . 

The Office of Electricity Regulation (OFFER): OFFER is a 
statutory body set up by an Act of the British Parliament with the 
objective of promoting competition and effectiveness of cus
tomer choice, setting standards for services and codes of prac
tice, ensuring continuing access and use of electricity, distribu
tion system and protection of the customer's interest with 
respect to price, continuity of supply and quality of services. 

Federal Communications Commission (FCC): The FCC is 
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an independent US Government agency responsible to the 
Congress and set up by an Act. Its objective is to regulate inter
state and international communications by radio , television, 
satellite and cable. It provides construction permits, approves 
and disapproves assignments, reviews technical operations, 
licenses, reviews prices and so on. 

The Federal Highway Administration (FHA): This regula
tory agency was set up over 100 years ago. Initially under the 
Department of Agriculture, and during the 19305 and 19405, 
with the Department of Commerce, it was finally placed under 
the purview of the Department of Transportation in the 1970s. 
Tolls are set by the market and the FHA does not interfere with 
the pricing mechanism ~ No licenses are required to operate in the 
road section. The FHA feels that its role is to facilitate and not to 
regulate. 

Canadian Radio Television and TelecoQ'lmunications 
Commission (CRTC): Set up under the Broadccl~ting Act of. 
1968, the CRTC was initially meant to regulate only the broad
casting sector. In 1976, the Act was expanded to iriclude tele
com. CRTC is an independent quasi-judicial agency responsible 
to Parliament and reporting to it through the Minister for 
Heritage. The Heritage Ministry has been given the general 
responsibility for communications in Canada. However, telecom 
policy decisions are under the purview of the Canadian Ministry 
of Industry. 

The National Energy Board (NEB) of Canada: Established 



agement contracts. service contract and per
formance agreements are entered into with But irrespective of whether the primary 
service providers etc. and also covering rela
tionships between the various agencies 
involved in the process. This regulation would 
apply equally to the full menu of options for 
ownership and provision. namely: 

• Public ownersh ip by enterprise or 
department or parastatal agency: 

The regulatory 
changes must 

embrace the idea 

responsibility for regulating a particular sector 
lies with a separate authority or with the 
Central or local government. it becomes nec
essary to decide: 
• Which components of the sector are to be 
segregated (for example. the ownership and 
operation of the network of railway tracks 
could be separated from the ownership of 
rolling stock and provision of train services); 
• The criteria by which entry is to be allowed 
to the competitive components of the sector 
as well as the period for which such entry is 
to be allowed (in the above example. who can 
provide train services); 

• Public ownership with operation con
tracted to a private party through leased con
tracts for full operation and maintenance of 
publicly owned infrastructure facilities; 

of managing 
infrastructure as a 

business that 
• Private ownership and operation under 

a regulatory framework which structures the 
finanCial flows. tariffs and returns - both 
through new entry by private firms into infra
structure markets and through partial or com-

provides services in 
response to demand. • The rules for interaction between the com

petitive components and the natural monop
oly components of the sector (rules for alloca
tion and pricing of track use to different train 

plete divestiture of public ownership: and 
• Grant the primary responsibility for reg-

ulating a sector to an independent regulatory authority. with 
clear roles and functions. 

as a statutory, quasi-judicial body under the National Energy 
Board Act 1959, the NEB is responsible for the regulation of the 
energy sector. The Board has the power to issue and review 
permits, licenses and certificates to operate, inquire into acci
dents resulting from pipelines or an international power line, 
cancel licenses, hear and pass judgments on complaints and 
reports, initiate inquiries and hold public hearings, etc. The 
Board is duly authorised to resolve inter-party conflicts and 
make decisions based on the record. The Board, while setting 
tariffs, ensures that they are just and reasonable and there is no 
"unjust discrimination" . Pricing is usually based on the "cost of 
service" methodology, taking into account operation and main
tenance expenses, return on equity, debt service, income tax 
and other taxes. 

The National Transportation Agency (NTA) of" 
Canada: The NTA assumed responsibility for the economic 
regulation of transportation under federal jurisdiction on 
January 1, 1988. Established under . the provisions of the 
National Transportation Act, 1987, the Agency is an indepen
dent body that reports to Parliament through the Minister of 
Transport. It is a quasi-judicial administrative tribunal having 
the powers ,. rights and privileges of a superior court in 

,Canada with respect to matters under its jurisdiction. The 
objective 'is to provide a safe, economic, efficient and ade
quate network of viable and effective services to serve the 
transportation needs of shippers and travelers, including dis
abled persons. Apart from the National Transportation Act, 
the Agency's responsibilities are outlined in several pieces of 
regulation such as the Railway Act, the Western Grain 
Transportation Act, the Shipping Conferences Exemption Act 
1987, the Pilotage Act, the Maritime Freight Rates Act, the 
Atlantic Region Freight Assistance Act, the Coasting Trade 
Act and the St. Lawrence Seaway Authority. 

operators. and for pricing of access to the track network); 
• The standards of services that are to be proVided; 
• The business principles and rules to be followed by the 
network proVider or monopoly component of the sector. 
which in some cases may' require the regulatory agency to 
decide on an appropriate ownership structure for the network 
components of the service. 

Price Regulation: The prices at which services are proVided to 
consumers would need to be regulated. The regulatory agency 
would also have to prescribe to what extent and how fre
quently prices may be raised . and to what extent cross-subsidy 
and price discrimination are to be p~rmitted. It must be 
emphaSised that any form of pricing formu la or price regula
tion must be imposed only when there is overwhelming evi
dence that competitive forces have not taken root because. for 
example. of the presence of a dominant public sector or a 
recently privatised proVider. In all other situations. any form 
of price control is tobe avoided. Even in cases where price con
trols prevail. it must be made mandatory for the regulatory 
body to take steps in the direction of increasing competition. 
concomitant with the need to protect the customers. when 
government can no longer use its power of ownership to influ
ence behaviour of utilities. 

There has been remarkable unanimity between the vari
ous formal mechanisms for the regulation of infrastructure 
prices in the United Kingdom and Australia. and even within 
the public sector itself in the case of the French Railways. Each 
of them has opted for the 'inflation minus efflciem:y term' 
form of price cap. The obvious contrast is the us tradition of 
rate of return regulation. 

Nature of Regulatory Agencies: While deciding on the above. 
the regulatory agency must take steps to meet the follOWing 
(often conflicting) objectives: 
• The provision of services to final consumers is made as 
competitive as possible. This is to be achieved while ensuring 
that where prices are fixed by the regulator through a pricing 
formula. pricing levels and revisions of pricing levels are com-
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mensurate with a rate of return that will attract entry. (This 
need not imply a "rate of return" pricing rule). There is need to 
balance the tension that may be created between the interests 
of consumers and the interests of business which requires a 
return on investment. 
• There is certainty that the "rules of the game", once set. 
would not be changed too frequently and without notice, so that 
service providers may be afforded reasonable planning horizons. 
• Provide consumers protection from natural monopolies 
where it is inefficient or impracticable to create competition. For 
the power sector, for example, the first objective would have a 
direct impact on distribution and indirect impact on transmis
sion, both being natural monopolies. 

The experience in different countries with the estab
lishment of independent regulators for a range of infrastruc
ture services has highlighted some of the administrative prob
lems involved. It is clear that a high level of technical and 
administrative competence is required and the establishment 
of agencies with substantial and potentially intrusive powers 
of regulation requires a very steep learning curve during the 
early years. The established regulators in countries such as the 
US, UK, Australia and others have accumulated a wealth of 
practical experience which should be utilised in setting up our 
own agencies. In reviewing the experience in India itself, the 
role of the Bureau of Industrial Costs and Prices is noteworthy. 
Established as an advisory body to recommend prices in sec
tors where they had been controlled, it has functioned cred
itably as a technical body which has largely been above con
troversy in its functioning. This is despite the fact that it has 
dealt with sectors as diverse as coal. cement. aluminium, steel. 
and drugs and pharmaceuticals. The technical nature of its 
staff has to be emphasised. Until recently, as its role has 
diminished with large-scale abolition of price controls, the 
appointment of chairmen with considerable technical ability 
and outstanding reputation of probity and credibility had also 
helped in making this organisation generally beyond reproach. 

The style of regulation varies in each country to suit 
its institutional and legal traditions. In countries such as the 
UK and Australia, the tradition is one of close contact 
between the regulatory agencies and the executive, This 
imparts greater fleXibility and possibility of learning by 
doing as experience accumulates. On the other hand , the US 
has more of a tradition of reliance on transparent legal pro
cedures which are generally subject to judicial process. 
Given the nature of the'Indian administrative, judicial and 
political processes, our experience is ·more akin to the 
British practice which has traditionally given great discre
tionary powers to the executive, within the co'ntext of the 
broad provisions of legislation. 

Whereas there is much to be said for pragmatism, 
fleXibility, learning by doing, and the like, in the functioning 
of regulatory agencies, the emerging scenario in India sug
gests that it would now be better to opt for statutory regula
tory agencies which operate on a transparent legal basis and 
whose decisions are subject to judicial process. However. 
since different sectors have different characteristics and, 
moreover, are subject to different constitutional provisions 
in relation to Central/state-level responsibilities, it would be 
advisable to conduct in-depth studies in each sector. 
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Financial Regulation 

Reforms in the Financial Markets: The second leg of the triad 
(Figure 5.1) of infrastructure development and finance com
prises the regulatory framework in relation to the financial and 
securities markets. This is one area where considerable 
progress has been made since the begirtning of the present 
process of economic reform. Some of the measures that have 
been taken in the banking sector are outlined in Box 5.4. 

Box 5.5 outlines the state of development and regulation 
of the securities market till 1990-91. Since 1992, SEBI has had the 

Banking Sector 
Reforms: 1991·1995 

• Further interest rate deregulation on deposits as well as 
loans 
• SBI and nationalised banks allowed to access securities 
markets for capital 
• Private sector banks allowed 
• Prudential norms for income recognition, classification 
of assets and provisioning of bad debts introduced 
• Capital adequacy norms prescribed 
• A Board of Financial Supervision set up to make supervi
sion more effective 

legislative mandate to ensure the regulation and development of 
the Indian securities markets. Box 5.6 gives details of securities 
markets reforms and development since 1992. The regulatory 
structure for the securities markets is now more or less in place. 
The primary market has grown in terms of number of issues 
made and funds raised. The secondary market has also grown in 
terms of securities listed and market capitalisation, The institu
tional segment of the market has grown substantially with the 
introduction of private sector domestic mutual funds and the 
entry of FIls. Issuers in sectors such as power, railways, telecom
munications and water supply have accessed the markets. 
Several infrastructure firms have raised funds as part of 
Government policy of PSU divestment. In other markets, both 
developed and emerging, utilities in the oil. power and telecom 
sectors tend to be some of the largest capitalised companies and 
some of the largest issuers of securities. With the entry of private 
sector firms in ,infrastructure, and with further PSU divestment. 
infrastructure sectors are expected to become similq,rly,impor-
tant in Indian securities markets also. ' 

Several structural issues, however, remain to be 
addressed, so that the financial markets are able to 'provide 
the large quantum of finance that is expected to be required by 
the infrastructure sectors. One major issue is. the state of 
development of markets in debt securities. This is dealt with 
in more detail in Chapter IV. Other developments that would 
faCilitate issuers in infrastructure sectors, where financing 



needs are more specialised and longer-term. include securiti
sation of loans. so that they may be transferred off the balance 
sheets of lenders. freeing their capital for further lending. The 
current tax and legal framework does not easily allow for such 
securitisation. The non-availability of special purpose tax
transparent vehicles in the form of limited partnerships is also 
a bottleneck in structuring of infrastructure financing deals 
and attracting foreign participation in such projects. The issue 
of exit mechanism and capital gains tax also become impor
tant for the setting up of offshore funds for channelising pri
vate capital flows for projects. 

The two main channels for directing foreign portfolio 
investment into the sector is the FIl route. through which FIls 
registered with SEBI may invest in listed securities of compa
nies. and through investment by overseas investors in Global 
Depository Receipts and Foreign Currency Convertible Bonds 
issued by infrastructure firms. FDI in infrastructure is through 
existing Government policy on direct investment. where 
approvals are granted through the FIPB and the RBI. 

As has been already seen. the sources. type and maturi
ty of finance available to the infrastructure sector is closely 
related to sector-specific regulations and the overall institu
tional framework in the economy. Financial and securities 
markets in India have proved to be highly adaptable and flex
ible as has been seen by the rapid changes that have taken 
place in the quality of intermediation and in the systems and 
procedures that are being put in place by securities market 
participants. It is. therefore. reasonable to expect they would 
continue to remain so in the future. As infrastructure sectors 
look to financial markets for resources. it is important to 
ensure that the market perceive an infrastructure service 
proVider to be run on truly commercial lines. It is also neces
sary to ensure that information about the service proVider is 
disclosed to the financial markets through standardised finan
cial statements which are comparable to those issued by other 
issuers/borrowers. For example. the DoT is likely to find it 
much easier to raise funds from financial markets if it had a 
corporate structure with standard financial statements. as 
MTNL already has. All of the above are in the nature of pre
requisites for attracting finance on commercial terms from 
financial markets. These may also be ensured by putting in 
place appropriate sector-specific regulations. 

Inter-relationship between Financing and Regulation: The ' 
sources. methods. maturity. cost and even the very availability 
of finance on market terms for an infrastructure project that is 
to be run on commercial lines. 'depends to a large extent on the 
perceptions of financial intermediaries and investors about the 
regulatory framework relating to the project. In addition. the 
state of development and regulatory structure of the financial 
intermediation' sector also contribute to the financing possibil
ities. Indeed. financing options increase with the maturity of 
capital markets (Figure 5.2). Where capital markets are not well
developed. and financial intermediation weak. separate financ
ing institutions are needed. Once financial intermediaries are 
well-developed. they. together with credit rating institutions 
and public regulatory bodies. open up other options for financ
ing. and make possible the use of long-term savings of contrac
tual institutions and a variety of financial instruments. 

Securities Markets 
ti 111991-92 

• Fragmented regulation; multiplicity of administration 
• Primary markets were not in the mainstream of the finan
cial system 
• Poor disclosures in prospectus. Prospectus, balance 
sheet not made available to investors 
• Investors faced problems of refund delays, transfer 
delays, etc 
• Stock exchanges regulated through Securities Contracts 
(Regulations) Act. No inspection of stock exchanges under
taken 
• Stock Exchanges run as "brokers' clubs", management 
dominated by brokers 
• Merchant bankers and other intermediaries unregulated 
• No concept of capital adequacy 
• Mutual funds virtually unregulated with potential for con
flicts of interest in structure 
• Poor disclosures by mutual funds, NAV not published; 
no valuation norms 
• Private sector mutual funds not permitted 
• Takeovers regulated only through Listing Agreement 
between the stock exchange and the company 
• No prohibition of insider trading and fraudulent and 
unfair trade practices 

The issue of finance also assumes importance because of 
the non-excludable and non-contestable nature of infrastruc
ture projects. The reliance on the public sector for the provi
sion of infrastructure services has meant that most of the 
financing has come from the public purse. whether from the 
Central or State Governments. The need for budgetary support 
for infrastructure services has been further strengthened by 
the not uncommon practice of proViding these services at an 
overall subsidy to the users (that is. even above cross-subsidis
ation). Budgetary sources come under further pressure because 
the cost on which the subSidy proVided is in several cases 
inflated by the inefficiencies that creep in on account of the 
provision of infrastructure services on a non-competitive basis. 

It must be recognised that the regulatory changes aimed 
at bringing about commercialisation will need to involve price 
reform. Indeed. it would be the very function of the regulatory 
agency concerned with a particular sector to ensure that in the 
limited cases where temporary price controls are imposed. pric
ing formulas allow for a reasonable rate of return so that pri
vately-financed operators are attracted. This issue has already 
been discussed in earlier sections of this Report. 

Given the vast investments required. it is not enough to 
put in place regulatory mechanisms for attracting funds from 
the financial markets. Efforts must also be made to ensure that 
financial markets are mature enough to be able to meet the 
needs of these sectors. 
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set. would not be changed frequently and withSummary 
Regulating commerclallsed 
Infrastructure sectors 

out notice. so that providers of infrastructure 
services may be afforded reasonable planning 
horizons. However. these changes. to occur. will The Expert Group's recommendations broadly 

fall into four categories: regulatory agencies. need a demonstrable political and bureaucratic 
standardisation for bids and contracts and 
amendment of the existing regulatory frame
work and financial regulation. 
A Simple Regulatory Framework: Regulation 
must primarily be viewed as a mechanism 
which brings about risk allocation between the 
service providers and variOUS other entities in 
the process. making it easy to access capital. 
When risk allocation becomes easier. it results 
in reducing the cost of capital. Hence it is nec
essary to have an articulate regulatory frame
work. which is radically different from the 
existing legal framework in terms of trans
parency. clarity of obligations. duties and 
responsibilities between the participants in 
the infrastructure projects. The new frame
work must reduce the layering of approvals or 
bring about a greater degree of certainty in 

An autonomous 
regulatory body 

will and this may not be easily achievable. 
Simplification of the Existing Legal 
Structure: Each in frastructure sector is beset 
with numerous legislations to be complied 
with. This is not only time-consuming. but 
also. since the authorities are multiple. makes 
compliance difficult. In addition. it lends a 
significant degree of uncertainty to obtaining 
approvals and to compliance within a period 
of time. If a project sponsor has obtained a 
clearance under one set of laws. he is not sure 
whether clearances under another set of laws 
would be forthcoming within a period of time. 
It is therefore imperative to make a paradigm 
shift to a simple legal structure. 

with statutory 
powers should be 
set up for each 

sector. The 
model for these 
agencies can be 

that of SEBI. Existing sector-specific enactments 
need to be unified into a single statute. For 

obtaining them within a definite timeframe. Such a framework 
is very critical if private sector participation is to be encouraged. 

There must be certainty that the 'rules of the game'. once 

example. various sector-specific regulations 
for telecommunications could be combined into a single Act. 
This modernisation will simplify the Act and make compliance 
eaSier. Certain sections of the existing acts which are anachro-

Development of 
Securities Markets: 1992·96 

• Capital Issues(Control) Act, 1947 repealed and the office of 
Controller of Capital Issues abolished; control over price and 
premium of shares removed. Companies are now free to raise 
funds from securities markets after clearance from SEBI. 
• Through a notification issued under the Securities Contract 
(Regulation) Act, 1956, the power to regulate stock exchanges 
was delegated to SEBI. This includes recognition , rules , articles, 
voting rights, delivery contracts, stock exchange listing and 
nomination of public representatives. 
• SEBI has notified regulations for primary and other sec
ondary market intermediaries, bringing them within the regula~ 
tory framework. 
• New reforms by SEBI in the primary market include 
improved disclosure standards, introduction of prudential 
norms and Simplification of issue procedures. Companies 
required to disclose all material facts and specific risk factors 
associated with their projects while making public issues. 
Securities require SEBI acknowledgment card to be listed. 
• Stock exchanges advised to amend the listing agreement to 
ensure that a listed company furnishes annual statement to the 
stock exchanges showing variations between financial projec-
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tions and projected utilisation of funds made in the offer docu
ment and actuals. This will enable shareholders to make com
parisons between performance and promises. 
• SEBI has introduced a code of advertisement for public 
issues for ensuring fair and truthful disclosures. 
• Disclosure norms further strengthened by introducing cash 
flow statements. 
• New issue procedures introduced- such as book building 
for institutional investors-aimed at reducing costs of issue. 
• SEBI has introduced regulations governing substantial 
acquisition of sh~res and takeovers and laid down the condi 
tions under which disclosures and mandatory public of(ers are 
to be made to the shareholders. 
• SEBI has reconstituted the governing boards of the stock 
exchange, introduced capital adequacy norms for brokers 'and 
made rules for making the client/broker relationship more trans
parent, in particular, segregating client and broker accounts. 
• Private mutual funds permitted and several such funds have 
already been set up. All mutual funds allowed to apply for firm 
allotment in public issues, which should also reduce issue costs. 
• Over the Counter Exchange of India (OTCEI) and the National 



nistic wou ld also have to be deleted and 
even some of the Acts repealed. But 
such unification may not be an easy 
task. and cannot be achieved within a 
short period of time. The process of pri
vate sector participation should not 
however be held up, pending comple
tion of the work. Needless to say. a 
beginning must be made now even 
though completion may take some time. 

OPTIONS FOR FINANCING INFRASTRUCTURE 
PROJECTS WITH GROWING CAPITAL MARKETS 

HIGH 

Public Private Partnership 
Regulation 
Bond Markets 
Financial Markets Institutions 
and Instruments 
Credit Rating 

A similar process has been 
attempted with securities market regula
tions. After the statutory empowerment 
of the Securities and Exchange Board of 
India (SEBl). the provisions of Securities 
Contracts (Regulations) Act. 1956. are now 
administered by SEBI. Besides, for certa in 
sections of the Companies Act. 1956. 
which concern the securities market. SEBI 
is empowered to take action. The erst
while Capital Issues Act has been 
repealed and SEBI has issued new gUide
lines for the issue of capital. 

Stereotype projects Special Infrastructure Institutions 
Entry of Private Sector Exclusive public sector provision 

Budgetary linance 

LOW ECONOMIC DEVELOPMENT /INFRASTRUCTURE GROWTH HIGH 
Establishment of an Autonomous 
Regulatory Body for Each Sector: 

Stock Exchange of India with nationwide electronic trading set 
up. 
• The Stock Exchange, Mumbai introduces screen-based 
trading; other stock exchanges draw up time-bound pro
grammes to go on-line. 
• The practice of making preferential allotment of shares at 
prices unrelated to the prevailing market prices was stopped 
and fresh guidelines issued by SEBI. 
• Indian companies permitted to access international capital 
markets through Euro equity shares. 
• SEBI strengthens surveillance mechanism and directs all 
stock exchanges to have separate surveillance departments. 
The effect already visible on the functioning of the Mumbai 
Stock Exchange. 
• SEBI strengthens enforcement of its regulations. Begins 
the process of prosecuting companies for mis-statements, 
issues showcause notices to merchant bankers, ensures 
refunds of application money in several issues on account of 
mis-statements in the prospectus. 
• FDI allowed in non-bank finance companies. . 
• Fils' allowed to access Indian capital markets on registra
tion with SEBI. 
• The Depositories Ordinance promulgated to facilitate the 
electronic book entry transfer of securities through deposito
ries . The National Stock Exchange in the process of setting up 
a depository. 
• Gu idelines for offshore venture capital funds 
announced . SEBI in the process of framing regulations for 
venture capital funds. 

Unification of the legislations must be supplemented by the set
ting up of a statutory regulatory agency for each infrastructure 
sector. Without statutory powers, the effectiveness of th is regu
latory agency will be lost. This regulatory body could be set up 
at a Central level with branches in each state. for sectors such as 
telecommunication which is more under Central jurisdiction. 
Where a similar body already exists, its role and powers could 
be sUitably modified. Where a sector is under state jurisdiction, 
the regulatory body should be set up only at the state levels. The 
appropriate model to be followed could be SEBl. 

For example. for the power sector. the regulatory 
model will need to have both Centra l and state-level compo
nents. 'Planning' and 'entry' regulation will necessarily have 
to be at the Central level except for small projects which will 
operate strictly within the state grid. The For instance. in the 
power sector. the Central Electricity Authority (CEA) could 
play the role of central regulator. provided it is made 
autonomous. SUitably empowered, and fully transparent in 
function. This is discussed in deta il in th e chapter on power 
in this Report. 

The state-level regulatory function will be oriented 
towards ensuring standards of performance. consumer pricing. 
entry of licensees and their supervision, fair access to trans
mission, and overseeing contracts. These functions could be 
carried out by a newly established independent regulatory 
agency. or by the SEBs divested of its distrrbution functions. 

Separation of Regulator and Operator: Legislation constitut
ing and empowering the regulatory agenCies should specifical
ly ensure that they are not permitted to have a dual role of reg
ulator and operator. Establishment of a separate regulatory 
agency would bring about this explicit separation of roles. 
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Currently. though such sectoral regulatory • The criteria on which entry is to be per
bodies exist. they are inefficient or dysfunc
tional because either they do not have statu
tory powers or have combined in themselves 
the roles of regulator and operator. This com-

The role of the 
regulatory authority 

mitted to competitive components of the sec
tor as well as the period for which such entry 
is to be allowed (in the above example. who 
can provide train services). 

bination is incompatible with regulation of 
private sector participants in infrastructure. 
It reduces the effectiveness of the regulator 
and has serious undesirable effects on com
petition. A separation of the activities will 
also help the regulatory body take steps to 

meet the following - often conflicting - objec
tives: that the provision of services to final 
consumers is made as competitive as possi
ble. while ensuring that where prices are 
fixed by the regulator through a pricing for
mula. pricing levels and revisions of pricing 
levels are commensurate with returns that 
will attract entry (This need not imply a 'rate 
of return' pricing rule). 

Legislation 
• The rules for interaction between the com
petitive components and the natural monop
oly components of the sector (rules for alloca
tion and pricing of track use to different train 
operators. and for pricing of access to the 
·track network). 

should ensure 
that the 

regulatory • The standards of services to be provided. 
• The prices at which services are provided 
to final consumers. The regulatory agency 
would also have to prescribe to what extent 
and how frequently prices may be raised. and 
to what extent cross-subsidy and price dis
crimination are to be permitted. It must be 
emphasised that any form of pricing formula 
or price regulation must be imposed only 
when there is overwhelming eVidence that 
competitive forces have not taken root 

agencies set up 
are not permitted 

the dual role 
of regulator 

Such an agency should also undertake 
the role of coordination with other agencies 
from which approvals or clearances may be 

and operator. 

required for that particular sector and for overseeing and 
ensuring the implementation. operation. maintenance and 
transfer of the project (if required) at the end of the agreed 
period and on agreed basis to the appropriate state/public 
body and maintenance by this body thereafter. The Central 
and State Acts under which such regulatory agencies would be 
constituted. should govern in their entirety. the rights and 
obligations of such agencies. or the concerned licensees/oper
ators of the project. 

The Regulatory Agency 
Power sector legislation proposed in the state of Orissa to set up 
an independent regulator and restructure the industry. could be 
adopted as a model for other sectors. The model suggests the 
setting up of a state-level Electricity Regulatory Commission. 
corporatisation of the SEBs. with transmission responsibility 
being retained by a state-owned grid corporation. and provisions 
that would facilitate the transfer of state/SEB assets to new 
licensees and privatised entities. 

The role of the regulatory body and the SEBs will obVi
ously depend upon the policy deCision regarding the propor
tion of private pa.rticipation that will be allowed in generation 
vis-a-vis distribution . The role of the CEA and the constitution 
of Regional Power Tariff Boards will have to be re-evaluated. In 
any case. a multiplicity of agencies and layeiing of functions 
must be avoid.ed. . 

The alternative would be to split up the SEBs after bifur
cating statutory and commercial functions on the lines of the 
Orissa legislation. and corporatise the commercial functions. 

Broadly. the regulatory agency will decide the follOWing: 
• Which components of the sector are to be segregated (for 
example. the ownership and operation of the network of rail
way tracks could be separated from the ownership of rolling 
stock and provision of train services). 
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because. for example. of the presence of a 
dominant public sector or recently privatised provider. In all 
other situations. any form of price control is to be avoided. 
Even in cases where price controls prevail. it must be made leg
islatively mandatory for the regulatory body to take steps in 
the direction of increasing competition . 
• The business principles and rules to be followed by the 
provider of the network or monopoly component of the sec
tor. which. in some cases. may require the agency to decide on 
an appropriate ownership structure for the network compo
nents of the service. 

Operational Autonomy and Management: Careful choice of 
the regulatory menu would include problem identification. fact
finding. rule-making and enforcement. The regulator would 
require detailed knowledge and continuous monitoring of the 
activity concerned. Operational autonomy would need to be 
maintained in these sectoral specialised agenCies. which should 
be manned by professionals in the field with a professional. 
board representative of all interests and services of the particu
lar sector and professionals in the financial fields. At the same 
time. it would be necessary to set up a mechanism for monitor
ing the agency as well. 

.Funding and Resources: The funding of the regulatory agency 
could be from the fees proVided by the sponsor/ operator on an 
annual basis. license fees. recurring charges and royalty payable 
by the operators as a percentage of annual,turnover. While levy
ing fees. it must be kept in view that fees are not in the nature 
of taxe& and must be in proportion to the servic~ rendered. 
Government funding should be avoided to the extent possible. 

Enforcement Powers: The regulatory authority in each sector must 
also be vested with punitive powers to be effective. It may not be 
desirable to make them judicial bodies. Rather. they should func
tion on the lines of SEBI. 



Development of Regulatory Skills: As regulatory authorities 
are progressively established. we recommend that: 
• A task force be established in each sector (roads. telecom. 
power. industrial parks. etc) to review the experience of select
ed countries. both developed and developing. in order to rec
ommend the appropriate structuring and staffing of the regula
tory authorities in each sector. both at Central and state levels. 
• A Training Fund be established. possibly in cooperation with 
multilateral and bilateral funding agencies. to finance in-depth 
training of the staff of each of the regulatory authorities. 

Dispute Resolution: An important additional element of con
tractual effectiveness is the mechanism for resolving disputes. 
International arbitration procedures are common - for example. 
arbitration may be in a neutral country using internationally 
recognised rules such as those laid down by the International 
Chamber of Commerce. 

Mechanisms to settle disputes qUickly must be set up. If 
the regulatory body does not have judicial powers. this mecha
nism may have to be formed within the legal system. A tribunal 
could also be created for each sector on the same lines as the 
Appellate Tribunal for the Securities market. 

Special Legislation for Project Formats 
One of the deficiencies in the current legal framework is the 
absence of a clean Act of principles. procedures and rules to be 
followed in setting up and implementing an infrastructure pro
ject. This creates ambiguities even inter se projects in the same 
sector. In this context. it would be desirable to have an overar
ching legislation for project formats such as BOT. BOO etc gov
erning projects a<:ross all sectors. This could be taken up on the 
lines of the BOT Law of the Philippines. 

The object of the philippines Act is to enable private 
sector resources to be used for infrastructure projects nor
mally financed and undertaken by government. Besides 
financial incentives. the Act provides a cli-

• Provision for competitive bidding. 
• Provision for laying down the format for operating the pro

jects: build-operate-transfer. bUild-own-operate. build-and
transfer. bUild-lease-transfer. bUild-transfer-operate. SpeCific 
formats corresponding to specific sectors for security or strate
gic reasons could be created for finanCial arrangements from 
domestic and external resources. 
• Provision for the process of technology transfer in case oper

ator is a foreign entity. 
• Provision for grounds on which direct Government guaran
tee could be available at the state or Central level. If necessary. 
lay down the gUidelines for Government agenCies in various 
sectors which can contract with parties proViding infrastruc
ture services. 
• Provision for laying down the eligibility criteria for infra
structure projects. The manner in which a project proponent 
could be treated as pre-qualified and authorised to enter 
into a contract. This will lay down the procedure for public 
bidding for projects and the manner in which the bids could 
be evaluated and contracts awarded. 
• Provision for direct negotiation of contracts if required. 
the manner in which a project proponent could be repaid by 
authorising him to charge/ collect reasonable tolls. fees and 
rentals for the use of the project facility; lay down a formu
la for ensuring that such tolls. fees. rentals and charges are 
reasonable; proVide for minimum output. standards and 
speCifications; proVide for a process of competitive bidding 
and economic parameters for bidding. basis of pre-qualifi
cation of contractors. feaSibility study. and preliminary 
engineering design; proVide for grounds on which a con
tract could be terminated; and prOVide for setting up regu
latory boards or agenCies for implementing these regula
tions in each sector. 

An Infrastructure Coordination Committee: Most infra
structure 

mate of minimum government regulations 
and procedures and specific government 
undertakings in support of the private sector. 
It covers all aspects of infrastructure devel
opment from the stage of MOUs to the point 
of actual transfer of facilities to the govern
ment. The follOWing provisions of the Act 
could be profitably used in India: 

The powers of the 
regulatory authorities 

services in emerging market countries are tradi
tionally being proVided by centrally man
aged monopolistiC PSEs or Government 
departments. This has been true till recent
ly in our case as well. Organisational condi
tions need to be created which would oblige 
suppliers of infrastructure services to be 
efficient and responsive to the user needs. 
However. creating these conditions may not 
be an easy task given the various vested 
interests that may be involved. 

• Provision for a relevant format in terms of 
which i'\ project could be implemented by 
defining the areas in which private sector par
tiCipation would be allowed;. the definition 

- could be of inclusive nature. 
• Provision to enable projects to be under
taken through contractual arrangements. 
• Provisions defining the terms and condi
tions of contract and standardisation of bid
ding documents and contracts. 
• Provision to determine the extent to which 
ownership structures for the projects. if at all. 
could be foreign or domestic private. 

The regulatory 
authorities must 
be vested with 
punitive powers 
to be effective. 

But it may not be 
desirable 

to make them 
judicial bodies. 

It might also be desirable to constitute 
an Infrastructure Investment Co-ordination 
Committee at the Central level on the same 
lines as the Foreign Investment Promotion 
Board which will clear projects on a national 
level based on broad principles. It may be 
easier for projects to obtain sanctions from 
other agencies once clearance has been 
received from the Committee. Before giving 
clearance on a particular project. the 
Committee may obtain the views of the reg
ulatory agency concerned with that project. 
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The Evolution of 
Private Power in Philippines 
The Philippines' evolutionary approach to attracting pri

vate entrepreneurs in power generation is instructive. In 
July 1987, private power generation became a deliberate 
element of government policy and effectively signaled the 
end of the generating monopoly of the state-owned National 
Power Corporation. Philippine agencies associated with pri
vate power began to work in a more coordinated manner. 
There was greater participation from the Economic 
Development Authority (which has played a key role in initi
ating the private power programme) and more ranking of 
priorities through Investment Coordinating Committee. 

The Philippines is also seeking to streamline the pri
vate power solicitation process. Under present arrange
ments, the effectiveness of project contracts depends on 
several conditions that must be met after the contracts are 
singed. Delays or failures to meet certain conditions can 
jeopardise a project. The National Power Corporation is 
seeking to establish modern contracts, pre-approved by 
concerned government agencies, to facilitate private partic
ipation. This arrangement is expected to enable investors to 
proceed immediately from signing the contract to finalising 
the financing plan. 

Source: World Development Report 1994 

Financial Regulation 
The credibility of the regulatory regime for a capital market 
determines the bounds of available finance. As has been seen. 
the sources. methods. maturity. cost and even the very avail
ability of finance on market terms for an infrastructure project 
that is to be run on commercial lines depends to a large extent 
on the perceptions of financial intermediaries and investors 
about the regulatory framework relating to the project. In addi
tion. the state of development and regulatory structure of the 
financial intermediation sector contributes to the financing 
possibilities available to .projects in the infrastructure sector. 
India has all the ingredients for such a credible regulatory 
structure with the setting up of SEBI. The' availability of credit 
rating institutions. and efficient disclosure and ' enforcement 
frameworks instituted by SEBI have strengthened the regulato
ry regime. 

The issue of finance for the infrastructure sectors 
assumes importance because of the non-excludable and non
contestable nature of infrastructure projects. Relying on the 
public sector for proViding infrastructure services has meant 
that most of the finanCing for these services has come from the 
public purse. from the Central or from the State or Local 
Governments. The need for budgetary support for infrastruc
ture services has been further strengthened by the not uncom
mon practice of providing these services at an overall subsidy 
to the users (that is. even above cross-subsidisationl. Budgetary 
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sources come under further pressure because the cost on 
which the subsidy is provided is in several cases inflated by the 
inefficiencies that creep in on account of these services being 
provided on a non-competitive basis. 

Given the vast investments required. it is not enough to 
put in place various regulatory mechanisms for attracting 
funds from the finanCial markets. Effortl! must also be made to 
broaden and deepen the markets with a variety of market-mak
ing players and a range of instruments to meet the require
ments of a broad investor base so that finanCial markets are 
able to meet the needs of these sectors. 

Development of an Active Bond Market: The absence of such 
markets makes the Indian securities market incomplete. 
illiqUidity of government paper and absence of active trading in 
corporate bonds have been identified as the major problems of 
Indian bond markets. The principal policy changes relating to 
the setting up of a system of primary dealers for government 
securities and establishing depositories to facilitate trading and 
settlement have already been announced. The other issues 
which remain to be resolved are: 
• Opening up the market to a larger number of participants: 
One of the principal reasons for illiqUidity in the debt market 
is the narrow investor base. Investment gUidelines for domes
tic investment institutions as also provident. pension and trust 
funds need to be relaxed to broaden the investor base for pri
mary issuance. 
• A single regulator for the bond market: The prevalent sys
tem of multiple regulators needs to be replaced with a Single 
regulatory authority: SEBI. 
• Adoption of uniform standards for valuation of investments 
by all classes of investors: Regulatory changes in accounting 
standards for valuation of investments by banks and all other 
classes of investors. would need to be effected such that ideal
ly the entire portfoliO would be "marked to market" on a peri
odic basis. This should be the goal though the exact timetable 
can be worked out. 
• Abolition of stamp duty on secondary market transactions: 
The vexatious practice of levying a stamp duty by individual 
states at different rates on secondary market trades. specifical
lyon corporate debentures and mutual fund units. needs to be 
ended for encouraging trading in these instruments. While 
admittedly such a measure would involve deeper issues of 
Centre-State finances. in the first phase. the problem could be 
mitigated to some extent by prescribing a uniform rate of duty 
by all the states. This w0l11d also effectively tackle Widespread 
avoidance and evasion of stamp duty. 

In order to promote the growth of securitisation of debt. 
stamp duty on derivative instruments should be abolished. 
Such a measure would also enable institutions such IDBI. ICICI. 
SCICI. HDFC and IFC,l to augment their resources by issuing 
securitised debt instruments ' based on the underlying loans 
given to corporate units. 

Foreign Infrastructure Funds: Foreign private capital has to 
be attracted in the same manner as foreign institutional 
investment or offshore venture capital funds. In fact a sim
pler way will be to amend the existing gUidelines to allow all 



registered FIls to invest in infrastructure 
projects. This implies investment in unlist
ed securities, which FlIs are not allowed to 
do under the existing gUidelines. It would be 
up to the FII to set up a separate fund for 
investment in infrastructure projects or take 
an exposure from one of its existing funds. 
The present investment restrictions in FII 
gUidelines should be removed for invest
ment in infrastructure projects. The invest
ment will be in the form of eqUity. Since 
investment in infrastructure is a long-term 
investment. the possibilities of "hot money" 
flow will be remote. Alternatively, separate 
gUidelines similar to FlI gUidelines without 
investment limits may be issued by the 
Government. The tax regime will be the 
same as for FII investment. Similar gUide
lines and tax regime should govern any off
shore fund set up by a domestic asset man
agement company registered with SEBI. or 
by a domestic institution. 

Financing Infrastructure 
projects 

expected soon, will also be tax-transparent). 
Requests are, therefore, being made to SEBI 
for using the mutual fund route to avail of a 
tax-transparent structure. As mutual funds 
are a social type of collective investment 
scheme, it may not be appropriate to use this 
route for SPVs purely so that such vehicles are 
able to use the tax advantages granted to 
mutual funds. Instead, the follOWing is rec
ommended: 

Special Purpose 
Vehicles must be 

set Up, whose 
capital can be 
varied easily, 
and which are 

• The enactment of special legislation, with
in the Companies Act or separately, which 
allows investment companies with the above 
characteristics - ease of winding up and varia
tion of capital. Without any restrictions on 
voting rights - to be incorporated as legal enti
ties. These entities could be regulated by SEBI 
in the issuance of securities or participative 
interests by them, and in their investment 
activities. They would not carryon any busi
ness other than investment. 

tax-transparent 
and easy to 

wind up. 
• The grant of tax transparency to such specially 
incorporated investment companies or vehicles. 

Special Purpose Vehicles: Internationally, Special Purpose 
Vehicles (SPVs) have been used for funding infrastructure pro
jects. To be successful in the Indian context. SPVs would need 
to have the following characteristics: 
• It must be easy to vary the capital of the vehicle 
• It must be easy to wind up a vehicle. i.e. to create a vehicle 
with a limited lifespan 
• The vehicle must be tax-transparent. i.e. the income of the 
vehicle must be not be taxed in the hands of the vehicle, in 
addition to being taxed in the hands of its ultimate investors. 
Mutual funds are examples of such tax-transparent vehicles. 

Limited partnerships are a commonly used legal struc
ture internationally. Such an entity cannot be formed under 
Indian laws. In India, two possible legal structures are available: 
a company incorporated under the Companies Act; or a trust 
established under the Trust Act. each of which poses its special 
difficulties. In the case of a company, it is extremely difficult in 
terms of procedure to wind it up or vary its capital. In case a 
trust (e.g. in the case of mutual funds) is established, this prob- · 
lem does not exist. The difficulties of the trust structure are on 
account of the need for a public trustee to vote any shares in a 
company invested in by the trust. and the reqUirement of com
plying with onerous disclosure reqUirements under the 
Companies Act. In the case of companies, there are no such 
restrictions on voting'rights. 

So far, the only collective investm~nt vehicles which 
er1joy tax transparency in India are mutual funds Jventure cap
ital funds, set up in accordance with SEBI regulations which are 

The enactment of such broad legislation would also ben
efit other types of collective investment vehicles in addition to 
those set up specifically for the infrastructure sector. such as 
venture capital funds, which at present are constrained by the 
limitations of the trust and company structures as they 
presently exist. 

In the meantime, the tax authorities should separately 
allow the use of the trust route, which may be more conve
nient for infrastructure funds and not tax the income 
derived by such funds under a similar dispensation as in sec
tion ] 0 23 (D) of the Income Tax Act. In other words, income 
from any infrastructure fund set up as a trust will not be tax
able under the principle that the fund is only a pass-through 
Spy and the income is taxed in the hands of the investors in 
the fund, The fund could then issue units which could be 
subscribed to by the institutional investors. Being high-risk 
investments, these may not be subscribed to by the general 
public, at least to begin With. The broad regulatory frame
work should be on the lines proposed by SEB] for venture 
capital funds. At least 75 per cent of the funds may be invest
ed in one or more infrastructure projects and the balance in 
any other instrument to meet the liqUidity needs of the 
investor. Since the CBOT has already granted concessions of 
similar nature to domestic and offshore funds and venture 
capital funds, to extend these benefits to infrastructure 
funds in view of the importance of the sector should not be 
difficult. At some stage, listing of SPVs may also be consid
ered with appropriate disclosure norms. 
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Fiscal Issues 
HE MAGNITUDE of resources needed for the infra
structure sector is of such dimensions that the req
uisite investments would need to be funded even
tually by raising resources from the domestic and 
international capital markets. In the initial stages. 

support from the financial institutions and commercial banks 
could be relied upon to a degree. However. there is clearly a 
finite limit to the extent of resources that could be accessed 

. through the existing financial system. 
[n a liberalised economic regime, it is inevitable that all 

sectors would need to compete for capita\. It is only those sec
tors that proVide attractive rates of return and inspire investor 
confidence that would eventually be .successful in this 
resource-raising exercise. [n the ultimate analysis. projects in 
the infrastructure sector would need to compete for resources 
from the capital markets and be perceived by investors as being 
as attractive as conventional manufacturing projects. [t is thus 
desirable that .such projects be brought to the centre stage of 
capital market flows to attract investments from a wider pool 
of lenders , including financial instilutions , the corporate sector 
and in the medium term, retail investors. 

The Need fo r Government Support: In the early 1980s, 
the depth of the Indian capital markets was marginal as com
pared to the depth today. Government initiatives in proViding 
fiscal benefits under Section 80CC of the Income Tax Act 
spawned a new culture , with the conversion , to an unprece
dented degree. of real assets into financial assets. With that ini-
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tial impetus proVided by Government, the equity cult has con
tinued, although fiscal benefits under Section 80CC were subse
quently withdrawn. Similarly. initial encouragement is needed 
from the Government to induce a sectoral flow of savings to the 
infrastructure sector. Once the initial clutch of projects of this 
genre are established successfully on commercial principles, fis
cal benefits may no longer be needed to the same degree. 

Sector Definition: The infrastructure sector covers distinct 
components which could be defined generically to include: 

• Power 
• Telecom 
• Surface transport including roads , bridges, expressways, 
highways, ports, etc 
• Transportation systems including light rail and mass transit 
systems 
• Water supply including effluent treatment, sewerage, etc 
• Area development including industrial parks. 
• Social infrastructure 

A conscious policy has now been adopted by the 
Government to minimise any drain on the exchequer through 
subsidies. To that extent. and as a generic principle, it would be 
appropriate to implement infrastructure projects without the 
provision of any fiscal benefits , to the extent feaSible. 

Commercially Understood Sectors: Typically, power and tele
com projects are well understood by promoters, financial insti-
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from each project is well in excess of the 
financial rate of return. More importantly: 

tutions and investors in the capital markets. 
Significant efforts have been made by the 
Government to put in place a policy framework 
for these sectors. In addition. operating gUide
lines are also in place to implement projects in 
these sectors on an independent basis. Projects 
that are developed in a commercial format in 
the area of power and telecom are normally 
structured in a BUild-Own-Operate (BOO) for
mat, which does not proVide for the transfer of 
the asset to the state. Corporate entities are 
encouraged to expand capacities and grow 
organically in these sectors. Thus. other than 
on an exception basis. these sectors may be 
excluded for the provision of fiscal incentives. 

Fiscal benefits 
should be restricted 

to projects where 
assets are 

transferred to the 
Government at the 
end of a defined 

• The detailed analytical framework is in 
place to adjudge the economic rates of return 
proVided by infrastructure projects. These 
norms have been well developed by the World 
Bank and other multilateral agencies. and are 
routinely used in India to analyse projects . 
and to prioritise between competing projects. 
• The higher economic rates of return stems 
from monetary as well as social factors. 
including reduction in pollution levels. sav
ings in time. and the ancillary economic activ
ities that such projects generate . 
• The case for attracting FDl is significantly 
strengthened through the provision of an ade
quate level of infrastructure. Other Sectors: There is today a need to 

encourage investments in projects in the area 

period or event. 

of surface transport. transportation systems. 
water supply and area development (includ-
ing industrial parks). Such projects require the provision of fis
cal incentives for two primary reasons: 
• Projects of this genre are not well understood and are not 
amenable to being positioned in a manner that would attract 
incremental resources. including flows from the capital markets. 
• The format under which such projects are developed in
clude BUild-Own-Opera te-Transfer (BOOT). 'Build-Operate
Transfer (BOT). Build-Lease-Transfer (BLT) and other variations 
thereof. This implies: 

• At the end of the franchise period (defined period) or on 
receipt of a targeted return (defined event). there is a 
physical transfer of the infrastructure created to the state. 

• Government investment is minimal in these projects. 
There is thus economic rationale to ensure that the pro

jects are speedily implemented. and the duration of the fran
chise period minimised in order that resources can be raised on 
a commercial basis. 

Fiscal Benefits: The provision of fiscal benefits could thus be 
restricted to projects that are defined on BOOT principles and 
other variations thereof that proVide for a transfer of the asset 
at the end of a defined period or event. More specifically. such 
fiscal benefits could be limited to surface transport. transporta
tion systems. water supply. area development including indus
trial parks. and social infrastructure sectors. These sectors are 
defined hereinafter in this Report as 'Targeted Sectors'. The 
rationale for the provision of defined incentives is essentially to 
catalyse and hasten the pace of developm~nt in these sectors. 

The Rationale For Benefits. 
Economic Rationale: Surface transport or transportation system 
projects taken up for implementation under BOOT schemes typ
ically target a financial rate of return of upto 20 per cent per 
annum on total assets deployed. Initial efforts made at commer
Cialisation of such projects indicate that an array of projects can 
be conceived in a commercial format whele a rate of return of 15 
to 20 per cent per annum could be targeted. 

It can be demonstrated that the economiC rate of return 
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There is thus adequate economic ratio
nale for encouraging the sponsorship of infra

structure projects and to facilitate investments in this sector. 

The Externality Principle: The commercialisation of infra
structure projects is typically formulated on the basis of recov
ery of investments through a system of user charges. Such user 
charges bear a direct relation to the specific benefits that the 
faCility proVides to the user. For example. a toll road would pro
Vide the user savings in terms of time. fuel. vehicular mainte
nance. etc. The user would then compare the user charge to the 
benefits and savi.ngs realised. The level of user charges does 
not encompass the secondary and tertiary levels of economic 
benefits stemming from the implementation of the project and 
which flow to society at large. Typically. such benefits are a 
multiple of project cost. These externalities have arisen With
out government contributing to project expenditure. 

To this extent. it can be argued that the provision of fis
cal benefits is not a subSidy, but a contribution from govern
ment that is supported by benefits accruing from the externali
ties of the project. In the absence of such a contribution. the 
pr1vate investment flows may not take place at all. Thus such 
fiscal benefits have the effect of mobilising private resources 
much as equity stakes are instrumental in leveraging debt 
flows in the financing of projects . 

Shift in Savings Pattern: The fundamental premise of com
mercialisation is a shift of the burden of funding from govern
ment to a structure where public savings are channelised to 
create infrastructure facilities. ·Significant growth in the Indian 
capital markets and the appetite of investors for financial 
assets teceived a fillip after specified fiscal in/=entives were pro
vided by government for investments in the'shares of n.ewly 
promoted companies. Public savings were thus channelised 
towards the creation of productive capacities. A similar initia
tive is needed today from government to create a shift in sav
ings towards investment in infrastructur<;, 

Alternative Investment Options: Projects in the Targeted 
Sectors are today not readily amenable to attracting public sav
ings. Typically, these projects have a long gestation period. and 



are not readily understood by retail and other investors. Hence. 
there is a need to position such investments as an attractive 
option vis-a-vis other competing opportunities. An investor 
today needs an inducement to shift a part of hiS portfolio from 
conventional projects to projects in the Targeted Sectors. There 
is hence a need for Government of India to consider the provi
sion of specific fiscal benefits to infrastructure projects that are 
deemed to be of public interest. in order to effect such a shift 
in the savings pattern. 

Double Taxation: For projects that contemplate the transfer of 
assets to the State at the end of the franchise period. econom
ic rationale argues for reduction of double taxation. in order to 
reduce the payback period of the project. Typically. projects in 
the Targeted Sectors have payback periods varying from 15 to 
20 years. The incidence of taxation on the project Spy almost 
doubles the payback period. The project becomes very difficult 
to implement as matching resources of upto 30 years tenor are 
simply not available. 

As the asset is to return to the State at the end of the 
franchise period. the Spy may be exempted from tax. Project 
sponsors would remain liable for taxation on their share of 
profits, interest and/or dividends. 

Project Development Incentives: Incentives need to be defined 
in a manner that facilitates the creation of a framework for: 
• Integration of development requirements of the specific 
infrastructure project with the resource potential of the capital 
markets. 
• Assistance in the effective prioritisation and implementa
tion of projects of socio-economic importance on a self-sustain
ing basis. 
• Creation of new institutional structl:res that allow for the 
development of infrastructure assets effectively and with sig
nificant upgradation in technology. 

The Need For Project Development 
And Identification 

important. for example. to define a road project in terms of the 
total requirements. and to define projects in a tender beyond 
broad descriptions. This would enable the potential sponsors 
to understand the implication of these projects. and would pro
vide greater cogency and transparency to the expressions of 
interest received against Requests For Proposals (RFP). Such an 
approach would achieve two objectives: 
• It would be feasible to outline clearly defined roles, and the 
rights. duties. obligations and responsibilities of constituents 
under this framework. 
• Importantly. it would enable government to achieve a better 
understanding of competitive offers on a standardised basis. 

If the foregoing premise is accepted, it is necessary that 
project development be undertaken on an ab initio basis in order 
to resolve and define, at the minimum. the following parameters: 

• Project concept 
• Project cost 
• Primary deSign parameters 
• Means of financing 
• Anticipated payback period 
• Legal structure 
• Financial Viability 
• Economic rate of return 

Potential sponsors would only need to proceed with the 
detailed design engineering based on a quick re-validation of 
the project contours as defined under the project development 
approach . The key benefit of this approach would be in facili
tating a greater transparency in the provision of the mandate as 
well as in the implementation and operation of the project by 
private sector consortia. More importantly, it would help poten
tial sponsors understand clearly the extent of requirements. 
define upfront all issues relating to the project and the rights, 
duties and obligations of the franchiser and franchisee. Based 
on the foregoing. it would be possible to define the hierarchy 
of fiscal benefits that such projects would require, and facilitate 
a cogent evaluation of competitive bids. 

Hierarchy of Fiscal Benefits In projects of this genre. there is a need to 
define the scope and extent of the project in a 
manner that helps position the project in a 
readily understood format. It is therefore 
important to define projects adequately in 
terms of the various parameters to render all 
projects fully comprehensible. Such an effort 
could generically be defined as Project 
Development. In effect. project development 
would outline the various aspects 0f the pro
ject _and its feasibility. but stop short of 
detailed design engineering. Thus it would 
make available to the constituents a sales doc
ument that defines the project in its entirety. 
Expressions of interest could then be sought 
at a discrete and defined level. 

Given the absence of a framework for 
project development and implementation. it 
is currently difficult to adjudge the validity of 
offers made for project implementation. It is 

In the absence of a 
framework for 

project development 
and implementation, 

it is currently 
difficult to adjudge 

the validity of 
project offers. 

Once a project is defined to an adequate 
degree. an array of fiscal benefits could be con
sidered on a project-specific basis. This would 
imply that the provision of specific fiscal 
incentives would be defined in an efficient. 
focused and optimal manner prior to the 
award of the franchise. The array of benefits 
could be defined under four generic heads: 
• Tax-free status for the project entity 
• Benefits to the sponsor 
• Benefits' to the wholesale investor 
• Benefits to the retail investor 

Competitive Evaluation: A distinction could 
be made between competing bidders based on 
the nature and extent of benefits sought for 
implementing specific projects. In this man
ner. infructuous bids could be eliminated and 
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a more transparent comparison could be made between the 
competitors. The objective of this exercise would be to ensure 
that the project is implemented as expeditiously as possible 
with an optimal cost structure, given selection of an appropri
ate technology. 

Two broad approaches could be considered by govern
ment in this regard: 
• Based on the economic rates of return generated by the pro
ject. the Government could define in the tender documents the 
specific fiscal benefits that would be made available. 
• Alternately, the tender could be awarded on the basis of the 
minimum level of fiscal and other benefits that are sought. 

Tax Holiday for the Project Entity 
Sub-section (4A) has already been inserted in Section 80-LA to pro
vide for tax holiday to profits derived from infrastructure busi
ness. To qualify for tax holiday under this provision, the condi
tions required to be satisfied are: 
• Enterprise carrying on infrastructure business is owned by a 
company registered in India or a consortium of companies regis
tered in India. 
• The enterprise has entered into an agreement for de
veloping, maintenance and operating infrastructure facility. 
• The infrastructure facility should be a new one. 
• The agreement is with one of the following 

• Central Government 
• State Government 
• Local Authority (it would help greatly if 'local authority' 

is specified) 
• Any other statutory body 
• Or such other entity/body as may be notified by the 

Central Government 
• The infrastructure facility shall be transferred to the gov

ernment/authority within a period stipulated in the 
agreement. 

• The enterprise starts operating and maintaining infra-
structure f<lcility on or after April 1, 1995. 

• Infrastructure facility is defined by a new clause (ca) of 
sub-section (I2) of Section 80-LA. It means the 
following (hereafter collectively referred to as 
'the facility'): 

the assessed as his option, which would be regarded as initial 
assessment year. Such initial assessment year must fall in 12 
assessment years starting from the previous year in which an 
enterprise commences operation or maintenance of the facility 
("commencement year"). The tax holiday is available for 10 con
secutive assessment years within the period of 12 assessment 
years beginning with the commencement year. 

Benefits to the Sponsor 
Section 36 (l)(viii): This Section provides for tax breaks to 
approved financial corporations engaged in providing long-term 
finance for industrial or agricultural development in India, or an 
approved public company formed and registered in India with 
the main object of carrying on business of providing long-term 
finance for construction or purchase of residential house. The 
Section has been amended with effect from assessment year 
1996-97 as follows in relation to its ambit as well as extent. 
• The deduction will now be available also to approved financial 
corporations providing long-term finance for development of 
infrastructure facilities in India; for this purpose, the expression 
'infrastructure facility ' shall have the meaning assigned to it in 
Section 80-LA . 
• The said deduction was hitherto allowed to the extent of 40 
per cent of the entity's total income carried to a special reserve. 
The deduction was allowed on the 'total income' and not with 
reference to the income from the activities specified in Section 
36(l)(viii). The Section is now amended in order to limit the 
deduction of 40 per cent only to the income derived from pro
viding long-term finance for the activities specified in Section 
36(l)(viii) and as computed under the head 'profit and gains of 
business or profession'. This takes outside the purview of 
deduction, income arising from other business activities or 
from sources other than business. 

The benefit under this Section is currently restricted to 
financial institutions - such as IDBl and ICICI - that are engaged 
in providing long-term finance for industrial and agricultural 
development or development of infrastructure facilities in India. 

But it is also important to involve the 
banking sector through their participation in 
infrastructure projects. The recent RBI 

• Road 
• Highway 

'. Bridge 

Section 80-1 A of 
announcement providing limits to the bank
ing s'ector for investments in infrastructure 
projects is a welcome step in this direction. 
However. at the current juncture, benefits 
under Section 36(J)(viii) do not include the 
banking sector in the definition of eligible 

• Airport 

• Port 
• Rail system 
• Such other public facility of similar 

nature as may be notified by CBDT. 

The following tax holidays are available: 
• Full tax holiday for initial five assessment 
years; and 
• 30 per cent (if a company) for the balance, 
i.e, five assessment years. 

Such tax holiday could be availed of 
from the assessment year to be specified by 
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the IT Act defines 
'infrastructure ' 

facility' as limited 
to surface 

transport, air, water 
and rail. This must 

be changed. 

financial institutions, ' 

Section 80-lA: The Expert Group ~ecommends 
several changes to be made in his Section, 
which are crucial to the cClmmercialisation of 
the country's infrastructure services. 
• Definition of the Infrastructure Facility: 
This Section gives a restricted meaning to the 
term 'infrastructure facility ', being limited to 
transport. such as surface transport. air. water
ways and rail. Infrastructure however. includes 



other services such as land area development. 
establishment of township, water and sewer-

ground is availability of risk capital by way of 
subscription to equity and/or preference 

age systems, social welfare like education, and 
health care, It is therefore, recommended that 
the scope of the infrastructure facility should 
be expanded to include all the above sectors. 
• New Infrastructure Facility: The Section 
also specifies that the infrastructure facility 
should be "new", Accordingly, it may not 
include projects which involve remaking or 
expansion, Most infrastructure projects would 
involve acquisition of existing facility to meet 
the increased demands, e.g, a surface transport 
project could involve remaking the existing 
road and extending or converting two lanes 
into four lanes, Similarly. water and sewerage 
projects could involve taking over the existing 
distribution system or treatment facilities and 

Investment in the 
equity of Special 

shares, Equity support is essential from the 
business community, 

To proVide an incentive for funds to 
flow into the infrastructure sector on lines 
similar to those proVided for other areas of 
national importance such as SCientific re
search. it is recommended that investment in 
the share capital of SPVs undertaking infra
structure projects be eligible for tax rebate, 

Purpose Vehicles 
undertaking 

infrastructure 
projects should 
be eligible for 

ThiS incentive could be proVided 
through an amendment to Section 35AC of the 
Income Tax Act, 1961. or through a new sec
tion, say Section 35AD. Under Section 35AC. 
any expenditure by way of payments of any 
sum to public sector companies or a local tax rebates. 

bUilding additional facilities to augment 
increased requirements, In most cases, it is 
necessary to capture revenues from existing facilities to make 
the expansion viable, Hence it is recommended that the scope 
of definition should be extended to include projects involving 
expansion or remaking existing faCility, 
• Ownership of Infrastructure Facility: The Section reqUires 
the faCility to be 'owned' by the enterprise, But in many infra
structure projects, it may not be feasible to own all the facili
ties, Some of the equipment may be procured under a leasing 
or other financing arrangement. It is therefore necessary to 
clarify that the scope of this Section extends to include cases 
where part of the faCility is procured under a lease or any other 
financing arrangement. 
• Ownership of Enterprise by Indian Companies: The bene
fit is available only to an enterprise if it is owned by a company 
or consortium of companies incorporated in India. Given the 
nature of infrastructure projects, it would be necessary to have 
access to technological and financial participation from interna
tional sources, It is therefore necessary to extend the scope of 
benefit under this Section to all enterprises including those 
where majority of sha!eholding is held by foreign companies, 
• Income from Ancillary Facilities: In most infrastructure pro
jects, it would be necessary to consider the grant of rights from 
Government to develop anCillary facilities such as land for build
ing townships, development of rights and adjacent areas or 
rights to operate utilities like petrol pumps, restaurants, etc. The 
current meaning of Section 80-IA defines tax holiday on 'profits 
derived from infrastructure business'. Accordingly. there could 
be an argument from the revenue autqorities that revenues or 
profits derived from such anCillary developme_nt are not eligible 
for tax holiday. However, if such a view is taken, the project 
would not be in a position to claim the tax holiday benefit on 
income purely derived from the user charges of infrastructure 
facilities because these revenues will not generate significant 
profits. To avoid any dispute in this matter, it is recommended 
that a clarification be prOVided in Section 80-IA stating that the 
entire project income inclusive of income from any anCillary 
development will qualify for tax holiday. 

Section 35AC: The prerequisite for getting a project off the 

authority or to any association or institution 
approved by national committee for carrying 
out any eligible project or scheme for promot-

ing social and economic welfare or uplift of the public is allowed 
as deduction. Expenditure directly incurred on such projects or 
schemes is also allowed as deduction. 

It is recommended that similar deduction be proVided in 
respect of expenditure on eligible infrastructure projects, 
Further, deduction should be proVided in respect of expendi
ture incurred by companies on project development work. 
Projects eligible for benefits under Section 35AC could be 
defined as those where the finanCing is fully underwritten in a 
credible manner, or where the Central or State Government is 
a partner with a minimum equity stake of 10 per cent. 

Section IO(15)(iv): Under Section 10(1 5)(iv)(c), interest payable 
by industrial undertakings on monies borrowed or debt 
incurred in a foreign country for purchase of raw material and 
plant and machinery to the extent to which such interest does 
not exceed the amount of interest calculated at the rate 
approved by the State Government is exempt. The benefit is 
similar. under Section 10(15)(iv)(£), for interest payable by 
industrial undertakings on monies borrowed in foreign curren
cy from sources outside Iodia under loan agreement approved 
by State Government. 

Benefits to Wholesale 
and Retail Investors 
Section 1l(5)(ix): A number of trusts engaged in charitable and 
religious activities have investible surpluses, The investment 
modes are speCified in the Income Tax Act. It would be appro
priate if resources could also be accessed from these trusts by 
sponsors for financing infrastructure projects, This could be 
faCilitated by an appropriate amendment being made to Section 
II (5)(ix) of the Income Tax Act. 1961, 

Section 88: Risk capital for infrastructure projects could also be 
accessed from retail investors, Currently, incentives are prOVided 
for investments made in specified savings schemes, which 
include subscriptions for schemes launched by mutual funds, It is 
recommended that an amendment be effected to Section 88 to 
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induce retail investors to invest in the equity of 
SPVs implementing infrastructure projects. 

It can therefore be concluded that tax conces
sions that reduce the initial project cost would 

Section SOL: The provisions of Section 80L 
of the Income Tax Act are applicable to indi
viduals, HUFs and AOPs. Interest and/or 
dividend earned on instruments issued by 
specified institutions as detailed in Section 
80L are eligible for deduction from income 
upto specified levels. It is recommended 
that an amendment to Section 80L be 
effected to include income accruing from 
debt instruments issued by SPVs for financ
ing eligible projects. This would render 
such projects to be on par with other areas 
and sectors of national importance. 

States should 
meet the twin objectives of incentive to invest 
and reduction in prices charged for services. 
Another argument for such reduction could be 
that at a macro level. the amount paid by various 
businesses fo~ using infrastructural assets such 
as telecom. power. water. which ultimately 
becomes a tax deduction in arriving at the busi
ness' taxable profits would get reduced . In other 
words. taxes foregone on infrastructure can 
increase future tax revenues. by reducing cost of 
using the infrastructure facilities to business. 

eliminate stamp 
duties levied on 

issuance and 
trading of financial 
instruments related 

to funding 
Such multiple layers of duties may. in 

some instances. not generate corresponding 
taxes from the project entity. For example, it 
may be difficult to formulate an excise duty set infrastructure. 

Indirect Taxes 
Indirect taxes can be claSSified into two cat-
egories: those on the initial project cost. and those levied 
during the operational phase. The first category of taxes 
results in increase in the initial cash outlays. These include: 
• Import duty on construction inputs (central tax) 
• Excise duty on construction inputs (central) 
• Work contract taxes (state) 
• Stamp duty on documents/agreements (state) 
• Sales tax on construction inputs (state) 

The taxes during operational phase increase the operat
ing cost or reduce the operating cash flows. These include: 
• Tax on interests (central) 
• Tax on dividends (central) 
• Income tax (central) 
• Sales tax and excise duty on operational cost inputs 

of these, only the last named is classified as an indirect 
tax. Subjecting infrastructure projects to taxation influences: 
• Return available to investors and their incentive to invest. 
• Cost of infrastructure and price charged for services. 

Regarding concessions on taxation on infrastructure pro
jects, the issues considered by Government would be: 
• Whether imentives are required to ensure project viabilities 
• What format the tax concession should take to ensure that 
maximum incentives are offe~ed for the revenue foregone. 
• To what extent tax incentives can' be used to achieve desir
able pricing in infrastructure services. 

Tax concession on the first category of indirect taxes. i.e. on 
project costs, would go to reduce the initial project (ost and there
fore the investment outlays required. This would have a positive 
effect on ·the project returns and could be used effectively to 
attract investments. These taxes also result in higher prices being 
charged for the services to make the project commercially viable. 
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off under the MODVAT scheme in the case of 
infrastructure projects. where there is no corre
sponding excise levy on the services offered. 

There is hence merit for considering selective reduction of such 
levies for projects structured on the transfer of asset principle. 

State Levies 
At the state level. there exists a Wide disparity in the levels and 
layers of taxes that impact project cost. These include: 

• State sales tax 
• Works contract tax 
• Stamp duties and levies on the issuance and subsequent 
trading of financial instruments issued by the project SPVs. 

Stamp duties in relation to financial instruments are at 
varying levels in different states. Given the magnitude of re
sources required for projects of this genre, stamp duties on the 
issuance and subsequent trading of such financial instruments 
impact the cost to the issuer of such securities. 

Responsibility of the State: Each state would need to formulate 
its policy to effectively compete for investments required for 
developing infrastructure within the state. Thus at the state level. 
levies could be rationalised for defined projects. Eligible projects 
could be defined as those where financing is fully underwritten 
in a credible manner, or where the state or state government is a 
partner with a minimum equity stake of say 10 per cent. 

While state taxes are subject to the sovereign principles 
adopted by the state concerned, there is merit in the State 
Government recommending a policy framework that reduces the 
impact of cascading taxes on BOT projects or variations thereof. 

It is recommended, in particular. that state governments 
should eliminate, or reduce to nomin,al proportions, stamp 
duties levied on issuance and trading of. financial instruments 
related to financing of infrastructure. This is essential so that 
such instruments can be made fully tradable; private resources 
can then flow more easily to fund infrastructure projects. 



ANNEXA6.1 
Draft of Suggested Amendments 

Amendment to Section 35AC or 
Through a New Section 35 AD 

RATIONALE: India as a country needs to increase its infrastructure 
facilities at a rapid pace. To augment the available pool of resources 
with the Government. it would be necessary to seek involvernent of 
private capital. The initiative in this regard would necessarily need to 
come from the business community, especially corporate bodies 

~
hO have the requisite financial and managerial resources at their 

command. 
Being an untried and new area, it would be necessary to pro

vide incentives for capital to flow into this sector. It is recognised that 
the principal component for getting a project off the ground is risk 
capital subscribed to in the form of equity and/or preference shares. 
With the availability of equity support from project sponsors, it would 
be feasible to raise the necessary debt funding through a host of 
sources including household savings and institutions, both domestic 
and multilateral. 

The objective of this Section is to provide an incentive for 
funds to flow into the infrastructure sector on lines similar to those 
provided for other areas of national important like scientific research. 
PROPOSED AMENDMENT: The incentive is proposed to be provided 
by an amendment to Section 35AC or through the incorporation of a 
new Section 35AD in the Income Tax Act. The wording of this Section 
would be as under: 

(I) Where an assessee has acquired shares issued by any 
Company or I nstitution or Association or Authority or Trust approved 
by the National Committee for carrying out any eligible project or 
scheme, the assessee shall, subject to the provisions of the Section, 
be allowed a deduction in the previous year of an amount equal to the 
cost of the shares acquired. 

(ii) If any shares with reference to the cost of which a deduc
tion is allowed as aforesaid are sold or otherwise transferred by the 
assessee to any person at any time within a period of three years 
from the date of their acquisition, an amount equal to the cost of the 
assessee of the shares so sold or otherwise transferred shall be 
deemed to be the income of the assessee of the previous year in 
which the shares are so sold or transferred and shall be chargeable 
to tax accordingly. 

(iii) Where an assessee incurs any expenditure by way of pay
ment of any sum to 'a public s'ector company or a local authority or 
to an association or institution approved by the National Committee 
or incurs any expenditure on project development work for carrying 
out any eligible project or scheme for promoting social and econom
ic welfare or the uplift of the publie, the assessee shall, subject to the 
provision of this Section, be allowed a deduction of the amount of 
such expenditure incurred during the previous year. 

Provided that a company may, for claiming the deduction 
under this sub-section, incur expenditure either by way of payment 
of any sum as aforesaid or directly on the eligible project or scheme. 

(iv) The deduction under SUb-section (iii) shall not be allowed 
unless the assessee furnishes along with his return of income a cer
tificate: 

(a) Where the payment is to a public sector company or a 
local authority or an association or institution referred to in sub-sec
tion (iii), from such public sector company or local authority or, as 
the case may be, association or institution; 

(b) In any other case, trom an accountant, as defined in the 
Explanation below sub-section (2) of Section 288. 

In such form, manner and containing such particulars (includ
ing particulars relating to the progress in the work relating to the 
Eligible project or scheme during the previous year) as may be pre
scribed. 

(v) Where a deduction under this Section is claimed and al
lowed for any assessment year in respect of any expenditure referred 
to in sub-section (iii) , deduction shall not be allowed in respect of 
such expenditure under any other provision of this Act for the same 
or any other assessment year. 

EXPLANATION: FOR THE PURPOSE OF THIS SECTION: 
(a) "National Committee" means the Committee constituted 

by the Central Government, from amongst representatives of the 
Government and persons of eminence in public life, in accordance 
with the rules made under this Act. 

(b) "Eligible project or scheme" means such project or 
scheme which is deemed to be in public interest for promoting eco
nomic activity and the social and economic welfare of, or the uplift of 
the public as the Central Govemment may, by notification in the 
Official Gazette, specify in this behalf on the recommendations of the 
National Committee. 

Amendments to Section 36(1)(viii) 

RATIONALE: Section 36(1 )(viii) was amended by Finance Act, 1995 
with effect from April 1, 1996 with a view to promote infrastructure 
development in the country. This Section provides tax concessions to 
approved financial corporations which provide long-term finance for 
infrastructure development facilities. Deduction is allowed of 40 per 
cent of profit derived from such business of providing long-term 
finance subject to conditions laid down in this Section. The Section 
also provided that in order to avail benefit under this Section the 
financial corporation is required to approved by the Central 
Government. 

Considering the large amount of resources required for 
financing infrastructure projects, it is inevitable that resources from 
banking channels would be utilised for funding the projects. It is 
therefore proposed to provide for deductions under this Section to 
the banking companies engaged in providing long-term finance for 
industrial or agricultural development or development of infrastruc
ture facilities in India, without seeking any approval from the Central 
Government. 

PROPOSED AMENDMENT: The incentive is proposed to be 
provided to the banking companies by an amendment to Section 
36(1 )(viii). The wording of this Section would be as under: 

In respect of any special reserve created by a financial corpo
ration or a banking company to which the Banking Regulation Act, 
1949 (10 of 1949), applies, which is engaged in industrial or agricul
tural development or development of infrastructure facilities in India, 
or by a public company formed and registered in India with the main 
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object of carrying on business of providing long term finance for con
struction or purchases of houses in India for residential purposes an 
amount not exceeding forty per cent of the profits derived from such 
business of providing long term finance (computed under the head 
"Profits and gains of business or profession" before making any 
deduction under this Section) carried to such reserve account. 

Provided that the corporation or, as the case may be, the com
pany is for the time being approved by the Central Government for 
the purposes of this clause. 

Provided further that where the aggregate of the amounts car
ried to such reserve account from time to time exceeds twice the 
amount of the paid-up share capital (excluding the amounts capi
talised from reserves) of the corporation or, as the case may be, the 
company, no allowance under this clause shall be made in respect of 
such excess. 

EXPLANATION: In this clause, 
"financial corporation" shall include a public company and a 

Government company; 
"public company" shall have the meaning assigned to it in Section 

3 of the Companies Act, 1956 (1 of 1956); 
"Government company" shall have the meaning assigned to it in 

Section 617 of the Companies Act, 1956 (1 of 1956); 
"Infrastructure facility" shall have the meaning assigned to it in 

Section 80-IA 

Amendments to Section 80-1A 

Section 80-1 A of the Income Tax Act allows for deduction in respect 
of profits and gains for industrial undertakings, etc, in certain cases 
specified in the Section for the purposes of corporation tax. In most 
cases, the deduction allowed is 25 per cent or 30 per cent. In case of 
industrial enterprises set up in backward areas, a 1 00 per cent deduc
tion is allowed for a period of five years. An amendment may be made 
to sub-section 4 of this Section to include an 'infrastructure facility', 
provided by a company incorporated in India, whether owned by 
Indian persons or foreign, as an industrial undertaking for the pur
poses 0f the Section. A 100 per cent deduction may also be provid
ed to such a company for a period of five years, through an amend
ment to sUb-section 5 of the Section. For the purposes of this 
Section, 'infrastructure facility' would be defined to include roads, 
bridges, airports, ports, railways, area development, water supply, 
sanitation or other facility which the CSDT may specify through noti
fication in the Gazette. The changes would be as below: 
A sUb-section may be added after Section (4) as: 

(4A) This Section applies to any assessee carrying on the 
business of developing, maintaining and operating any infrastructure 
facility which fulfils all the following conditions, namely: 

(i) The infrastructure facility is provided by a company regis
tered in India or by a consortium of such companies; . 

(ii) The assessee has entered into an agreement with the 
Central Government or a State Government or a local authority or any 
other statutory body for developing , maintaining and operating such 
infrastructure facility subject to the condition that such infrastructure 
facility shall be transferred to the Central Government, State 
Government, local authority or such other statutory body, as the case 
may be, within the period stipulated in the agreement; and 

(iii) The assessee starts operating and maintaining the infra
structure facility on or after the 1st day of April , 1995. 

A clause may be added after clause (i) as below: 
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(ia) In the case of an assessee referred to in sub-section (4A), 
hundred per cent of the profits and gains derived from such 
business, directly or indirectly, for the initial five assessment 
years and thereafter, thirty per cent of such profits and gains 
In such clause (c) of sub-section 12, the definition of 'initial 

assessment year' may be modified to include: 
(2) In the case of an assessee, carrying on the business of 
developing and maintainingl any infrastructure facility, 
means an assessment year specified by the assessee at his 
option to be the initial year, not falling beyond the twelfth 
assessment year starting from the previous year in which 
the assessee begins operating and maintaining the infra
structure facility 

A sub-clause may be added after sub-clause of (c) sub-section 12 to 
read as: 

(ca) "Infrastructure facility" means road , highway, bridge, air
port, port, rail system, area development, water, sewerage 
system or any other public facility of a similar nature as may 
be notified by the Board in this behalf in the Official Gazette 
and will include expansion or remaking of existing facility. 

Amendment to Section 80L 

RATIONALE: Government of India has consistently provided fiscal 
incentives to enable the flow of retail savings to sectors of impor
tance. Under the provisions of Section 80L of the Income Tax Act, 
which is applicable to individuals, Hindu Undivided Family and AOPs, 
interest and/or dividend earned on instruments issued by specified 
institutions as detailed in Section SOL are eligible for deduction from 
income upto specified levels.' 

Given the need to increment the pool of infrastructure assets, 
the mobilisation of individual savings into such projects is very criti
cal and important. The backbone for the development of this sector 
shall be the availability of debt funds from the retail savings sector. 
The proposed amendment to Section 80L (as detailed subsequently) 
is prinCipally to enable investors to claim tax benefits on income 
accruing from debt instruments issued for financing infrastructure 
facilities . The proposed amendment would enable eligible projects in 
the infrastructure sector to be on par with other areas and sectors of 
national importance. 

PROPOSED AMENDMENT: It is proposed to insert a new sub
clause to Section 80 L as under: 
Insertion as Sub-clause (xi) to Clause 1 of Section SOL 

(xi) Interest on debentures or bonds issued by any Company 
or Institution or Association or Authority or Trust approved by 
the National Committee for carrying out any eligible project or 
scheme. 

Provided that for the purpose of this Section: 
(a) "National Committee" means the Committee constituted 
by the Central Government, from amongst representatives of 
the Government and persons of eminen~e in public life, in 
accordance with the rules made under this 'Act; 
(b) "Eligible project or scheme" means ' such project or 
scheme which is deemed to be in public interest for promot
ing economic activity and the social and economic welfare of, 
or the uplift of the public life as ttJe Central Government may, 
by notification in the Official Gazette specify in this behalf on 
the recommendation of the National Committee. 



Insertion as the "Last Proviso": 
Provided further that where any income by way of interest on 

debentures or bonds referred to in Clause (xi) remains unallowed 
after the deduction under the foregoing provisions of this Section, 
there shall be allowed in computing the total income of the assessee 
an additional deduction of an amount equal to so much of such 
income as has remained unallowed; so however that the amount of 
such additional deduction shall not exceed five thousand rupees. 

Amendment to Section 88 

RATIONALE: The availability of risk capital for part financing of infra
structure assets is of critical importance and necessary, given the 
need to mobilise large sums of funds to develop this key area of 
national importance. Risk capital would be available principally from 
project sponsors, and the retail investors. From a retail investor's per
spective, the infrastructure sector is still perceived as an untried and 
untested area and the flow of resources would be possible only with 
the provision of specific fiscal incentives. The fiscal savings would act 
as an inducement to the investor to provide funds to this key sector 
in priority to other avenues of risk capital investment, namely the 
corporate sector. 

Under Section 88 (which is applicable to individuals, HUFs, 
and AOPs) , incentives are provided for investments made in spec
ified savings schemes which include subscriptions for schemes 
launched by mutual funds. The proposed amendments to Section 
88 are principally to enable the sector to be positioned on an even 
keel with other sectors which are of equal national importance. 

PROPOSED AMENDMENT: It is proposed to insert a new 
sub-clause to Section 88 as under: 
Insertion as Sub-Clause (xvi) to Clause 1 

(xvi) Any subscription to shares issued by any Company or 
Institution or Association or Authority or Trust approved by 
the National Committee for carrying out any eligible project 
or scheme. 
EXPLANATION: FOR THE PURPOSE OF THIS SECTION: 
(a) "National Committee" means the Committee constituted 
by the Central Government, from amongst representatives 
of the Government and persons of eminence in public life, 
in accordance with the rules made under this Act: 
(b) "Eligible project or scheme" means such project or 
scheme which is deemed to be in public interest for pro
moting economic activity and the social and economic wel
fare of, or the uplift of the public as the Central Government 
may, by notification in the official Gazette, specify in this 
behalf on the recommendations of the National Committee. 

CIJ Amendment to Clause 11(5)(ix) 

RATIONALE: For mobilising the required resources for infrastructure 
projects, it would be necessary to tap a)l possible avenues of fund
ing, Ol1e major source is the property held for charitable or religious 
purposes. The Government allows full exemption from income tax 
for any income derived from any property held under trust wholly for 
charitable or religious purposes. The forms and modes of investing 
or depositing the money have also been specified in Section 11 (5) of 
the Act. The modes of investment specified are principally areas from 
where the resources can be used in a\lenues 01 national importance. 
PROPOSED AMENDMENT: It is proposed to amend Section 11 

(5)(ix) as under: 
" .. ... of house in India for residential purposes, or by any 
Company or Institution or Association or Authority or Trust 
approved by the National Committee for carrying out any eli-
gible project or scheme and which is appro\led .. ...... " 

Explanation: For the purpose of this Section: 
(I) "National Committee" means the Committee constituted by 
the Central Government, from amongst representatives of the 
Government and persons of eminence in public life, in accor
dance with the rules made under this Act: 
(ii) "Eligible project or scheme" means such project or 
scheme which is deemed to be in public interest for promot
ing economic activity and the social and economic welfare of, 
or the uplift of the public as the Central Government may, by 
notification in the official Gazette, specify in this behalf on the 
recommendations of the National Committee. 

CIi Stamp Duty: The Case for Reform 

The levy of Stamp Duty is a concurrent subject in India's overall fis
cal framework. The Constitution provides for the levy of Stamp Duty 
on instruments mentioned in Entry 91 by the Central Government, 
the proceeds of which are to be collected and retained by the states. 
Under Entry 63 of the Constitution, the states are allowed to deter
mine the rates of duty in respect of instruments other than those 
mentioned in Entry 91 , and also decide on the type of instruments. 
Entry 44 of the Concurrent List covers the machinery provisions for 
Stamp Act, on which the Central Law will prevail over provisions of 
the State Act. 

It is necessary to look at the provisions and actual operation 
of the Central and State Stamp Acts, together with the Indian 
Registration Act, in view of the fact that the levy of stamp duty is inte
grally connected with the registration process for all state instru
ments, and because the same hierarchy of administration in the state 
implements both the Acts. As noted by the Chelliah Committee, a 
comprehensive view needs to be taken of all the recurring and non
recurring levies on property under the Income Tax Act, Wf'alth Tax 
Act, Gift Tax Act, Stamp Act, municipal provisions for property tax 
and transfer of property, recovery of unearned increment, etc. The 
Committee believes that reform in the Stamp Act has to be pursued 
along with related changes needed in other statutes such as the 
Income Tax Act, Companies Act etc, within the perspective of long
term economic reform and fiscal policy. Further, it is not feasible to 
consider the abolition of Stamp Duty, especially on major instru
ments in the State List, because of their revenue contribution, their 
Significance in the overall scheme of state taxes as a buoyant revenue 
source, and the absence of alternative sources of revenue or central 
transfers to compensate the loss. Instead it would be more useful to 
concentrate on steps to rationalise the present legal provisions, pro
cedures and schedule of rates. 
FISCAL RATIONALE FOR STAMP DUTY: Stamp Duty and Registration 
Fees are an important source of revenue for the state governments. 
The revenues are estimated to exceed Rs 50 billion in 1995-96 from 
all states as projected by the Tenth Finance Commission. The growth 
in revenue has been remarkable since 1985-86 mainly because of the 
increased realisation of revenues from conveyances (which account 
for a major proportion of the non-judicial Stamp Duties), arising from 
le.\Jal powers with a number 01 state gO\lemments under the Stamp 
Act to enquire into undervaluation. The buoyancy has ranged from 
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0.85 to 1.53 and the growth rate from 12 to 23 per cent across states. 
Part of the revenue from Stamp Duty was passed on to local bodies, 
and forms a significant source of intergovemmental transfer to munic
ipalities in a number of states. The levy of Stamp Duty has not been 
uniformly exploited by al\ the states, as revealed by the tax effort 
analysis, with some states showing greater ingenuity than others in 
revising rates or redefining the instruments such as the conveyance 
or capital market transactions. The rates of Stamp Duty for various 
instruments vary across the states. 

The revenue from Stamp Duties is broken up into Judicial 
Stamp Duties (under Court Fees Act) and Non-Judicial Stamp 
Duties (under the Central and State Stamp Acts). The predominant 
share of revenue from Stamp Duty comes from Non-judicial 
Stamp Duties (NSD). The instrument-wise revenue realisation of 
NSD could not be obtained from the states except for Uttar 
Pradesh , Maharashtra and Gujarat. However, it was found that, 
generally, about 75 to 90 per cent of the NSD revenue is derived 
from Stamp Duty on conveyances. The high rates of Stamp Duty 
(and the procedures connected therewith) on conveyances and 
transfer of property, combined with the provisions of the Capital 
Gains Tax, Gift Tax, recovery of unearned increment etc, lead to a 
high monetary burden on the registering parties, and the conse
quent tendency to undervalue properties or evade registration. 

The Indian Stamp Act lays down that the rates of Stamp Duty 
in respect of the following instruments are to be prescribed by the 
Central Government, but the proceeds from them are to be collected 
and retained by the states: (1) bills of exchange, (2) promissory 
notes, (3) bills of lading, (4) letters of credit, (5) policies of insurance, 
(6) receipts, (7) cheques, (8) transfer of shares, (9) debentures and 
\ IU) P,Or' idS. These are instruments of importance in the financial 
sector and capital market. No duty has been levied since 1927 on 
r' ~ 'lC despite requests by state governments to withdraw this 
eXP'7' !J:; ; I,'. The RBI represented before the Eighth Finance 
C-';'TlrYl isc _ ' lIlat any decision to raise Stamp Duty on the above 
instruments should be taken only after considering its likely impact 
on the economy, the revenues likely to be derived in relation to the 
extra cost of administration and the operating costs of the affected 
3:;ti1ie5. It is because of the importance of these instruments to the 
national economy that they were placed in the Central List in order to 
prevent their competitive exploitation by the states, to avoid the 
adverse effects of high rates on these instruments on the efficient 
allocation of resources and for the smooth conduct of inter-state and 
international trading. However, the state governments have been fre
quently representing for an upward revision of the rates on Central 
instruments, which have not been revised for a long time. In this con
text, it is also important to note that an additional complexity is cre
ated by the practice of state governments of imposing dissimilar 
rates of Stamp Duty on certain instruments, the subject matter of 
which is common with the Central instruments. 

STRUCTURE OF DUTIES: Fixed duties are levied in respect of 
bills of lading (Rs 2 per document), letters of credit (Rs 2 per docu
ment), proxies (30 paise per document), and receipts (Rs 1 for every 
receipt of Rs 500 or more). Because of the specific nature of duties 
on these instruments, it is likely that the yield from Stamp Duties on 
them are far less buoyant and elastic. On the other hand, either ad 
valorem rates and/or a combination of ad valorem and specific rates 
are levied in respect of bills of exchange (with periods exceeding 
three months). issue of debentures, promissory notes, transfer of 
shares and insurance policies. Hence, the revenue potential of these 
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instruments is likely to be high. 
However, in the case of debentures, there is an exemption 

clause under Article 27 to permit t~le establishment of a trust by the 
issuing companies, and the mortgage of the companies' property to 
the trust, after which the debentures can be issued without the levy 
of Stamp Duty. In effect, the Cent'ral rate is replaced by the states' rate 
of duty on the mortgage of property by a company to the Trust. It car
ries a rate of duty of 2 per cent ad valorem in Maharashtra with an 
upper limit of Rs 200,000. The states are representing against this 
exemption clause as it encourages flight of companies to states with 
lower rates of Stamp Duty on mortgage. The answer in our view is 
not to delete this clause, but to provide in the Schedule for uniform 
and low ad valorem rates on mortgage with a ceiling on total duty 
payable, as in GUjarat. Itemised revenue from Stamp Duty in respect 
of the various Central instruments is not available, except for remit
tances of Stamp Duty by the LlC and the GIC. 

SHARES AND DEBENTURES: In addition to the duty under 
the Indian Stamp Act levied by the Central Government on capital 
market instruments, Stamp Duties are levied under the respective 
State Acts on a number of transactions related to instruments like 
the issue of shares, agreement relating to the purchase of shares 
and debentures, merger and consolidation of companies, mortgage 
of property by Debenture Trusts, note or memorandum of share bro
kers, share warrant, assignment of debt, instrument of partition of 
shares, etc. Finance secretaries of different states believe that there 
is a Significant potential for adding to this list. However, no instru
ment-wise details of Stamp Duty collections are maintained in this 
regard , except for the combined figures of sale of stamps for instru
ments relating to capital market in Maharashtra and Gujarat. 

While some estimates of the revenue from Stamp Duties in 
respect of debenture issues can be made on the basis of Central rates 
and the reported figures on primary capital issues by the RBI in the 
Report on Currency and Finance, the same is not possible with 
regard to the issue of shares because of the varying state rates and 
the differing definitions of the tax base in different states. For 
instance, Maharashtra levies ad valorem duty on share issue on the 
basis of the market value of the shares including the premium, while 
Delhi levies a flat charge on the Single share certificate as provided in 
the Indian Stamp Act. This naturally encourages companies to under
take the issue of shares in states with low rate of duty. The transfer 
of debentures carries a rate of 50 paise for every Rs 100 or part 
thereof of the consideration amount of debenture in Maharashtra 
with a maximum payable duty of Rs 10,000. 

On the basis of the figures on issues of equity shares and 
debentures, as reported in the Reserve Bank's Report on Currency 
and Finance, the estimated revenue has grown from Rs 34.5 million 
in 1980-81 to Rs 800 million in 1991-92 and formed in 1991-92,4 
per cent of the Non-Judicial Stamp Duties of the major States and 
Assam. Assuming that, on an average, the. collection of Stamp Duties 
on Central instruments is not more than 1 d.per cent of total NSD rev
enue (although the percentage could be high in states with a devel
oped financial sector), the perceived revenue loss from the abolition 
of duty on these instruments would be higher for the economically 
better-off, or commercially more vibrant states than the others. 

SEBI, the stock exchanges, as well as market partiCipants 
have often stressed on the important role of state laws and a simple 
structure of duties to ensure speedy, flexible and transparent stock 
market transactions. In a recent policy document on the future of the 
capital market in India, SEBI has said that fiscal support needs to be 



extended, among other things, by an appropriate system of Stamp 
Duty for the emergence of an asset-backed securities and debt mar
ket in India. It has argued that this will also give a boost to the expan
Sion of housing finance. It is felt that the states should not look upon 
the capital market instruments just as revenue sources, but as 
indices of economic growth. In the long run , any restraint on stock 
exchange operations, through transfer or origination tax procedures, 
would adversely affect the growth of the state economies and rev
enues. A short-term loss of revenue from Stamp Duty could be more 
than offset by the benefits of economic growth and expanded rev
enue base of not only Stamp Duty but also of other taxes. It may be 
pointed out that a number of newly evolving financial instruments like 
participation certificates or securitised debt and varieties of commer
cial paper, and bank instruments have not fully developed due to the 
high burden of Stamp Duty, or confusion about the method of charg
ing at the time of origination or further trading. The initiative shown 
by Maharashtra in reducing the rate of Stamp Duty on assigned debt 
and its trading to nominal rates deserves to be followed by other 
states. At the same time, the transfer of beneficial interest from one 
investor to another in the proposed securitisation scheme will involve 
a transfer instrument liable for Stamp Duty at varying rates in differ
ent states (it is quite high in many states). It would be advantageous 
for the Central Government to give the transfer of beneficial interest 
in the securitisation scheme the character of transfer of shares 
through an explanation, and provide for a uniform low and ad val
orem rate on the transfer instrument. It may also be pointed out that 
international financial centres with multinational investment of the 
type contemplated in Bombay and Hyderabad could develop only if 
financial transactions can be carried out at least cost and delay, and 
become scripless over a period of time. 

MODE OF REFORM: The Committee advocates the need for a 
uniform structure of ad valorem rates in all the states for share 
issues, incorporation of companies and all capital market instru
ments. With regard to share transfers, the hardship and delay asso
ciated with purchase and affixing of stamps on individual documents 
could be avoided by permitting the payment of composite or consol
idated duty and the use of franking machines as in Bombay, and by 
providing for the collection of Stamp Duty on share transfers through 
the proposed depository institution. If the depository institution pro
vides custodial services similar to the Special Vehicle Trust in securi
tisation, then the transfer of shares would be on par with the securi
tisation process, and the duty can be levied in the same manner. It 
would be necessary for SEBI and Finance Ministry to work out 
immediately, with the help of state authorities, the payment of Stamp 
Duty to different states on different instruments so that the transition 
from Stamp Duty to quarterly service charges or composite fee is 
facilitated on a pro rata basis. It should be mentioned in this regard 
that the demand from the financial sector for the abolition of duty on 
snare transfer and the assignment of debt in the long run is unten-

. able and is bound to be resisted by states like Maharashtra which see 
these instruments as highly buoyant sources of revenue (Share 
transfer is in the Central List while the assignment of debt is in State 
List) . Even in the UK, where the Government levies duty on share 
transfers, a Stamp Duty Reserve Tax on agreements in stockmarket 
instruments, tax on depository receipts and Unit Trust, the country 
hopes to abolish the duty only after the introduction of scripless trad
ing. In the view of experts, the financialliberalisation process is seen 
as calling, in the transitional phase, for ad valorem and low rates of 
Stamp Duty on capital market instruments on a uniform basis across 

the states, together with simplified and institution-based system of 
payment of duty in the place of the present cumbersome and anti
quated system. The requirement of stamping, and its cancellation by 
the share transferee, for the legal validity of share transfer under 
Company Law etc has to be reviewed. The apparent loss of revenue 
from lowered rates can be made up through increased volume of 
transactions, service charges (to be shared with states), and 
increased revenues from taxation of incomes and capital gains. This 
has been the approach in developed countries, most of whom have 
been progressively abolishing all Stamp Duty on capital market 
instruments. 

The point to be noted is that the reform of Stamp Duty 
involves amending both the Indian Stamp Act and states' Stamp 
Acts, and connected Central legislations like the Companies Act 
and Income Tax Act, and improving procedures of stamping and 
registration . It is also necessary for the Central Government to 
review the levy of service charges on brokers and operators in the 
capital market in order to keep the overall cost of financial opera
tions within tolerable limits, and further review problems related to 
other Central Laws. As recommended by the Law Commission, 
uniform machinery provisions need to be enacted in the Indian 
Stamp Act to supersede the differing provisions in various States. 
The exemptions from duty could be greatly minimised and incor
porated in the Act itself, with future provision for selective remis
sion of duty in public interest. Ultimately, the objective should be 
to have a single Indian Stamp Act, with the states making changes 
only in their Schedule as part of the Finance Act. 

COMPANIES AND THE STAMP ACT: Public and private com
panies face problems of high rates of Stamp Duty on their incorpf'
ration , issue of shares, merger and amalgamation, deeos or pan.
nership, etc. For a company issuing Memorandum and Articles of 
Association, Stamp Duty in Maharashtra could be 10 tirnr ' F · ... 

Gujarat or Delhi, and this induces distortionary relocat..", d; ~J,n
panies. The share certificate tarries a nominal rate or dutj i ii [;dl,i 
while duty is charged on face value plus premium in Maharashtra. 
The deed of partnership is a popular form of incorporating industry 
or business. It attracts a fixed rate of Stamp Duty in srrre states . 
but carries a duty in Maharashtra of Rs 500 on capital employeu 
upto Rs 50,000 and thereafter the rate is 1 per cent for every addi
tional Rs 10,000 of capital employed upto Rs 100,000; if the capi
tal employed exceeds Rs 100,000, the rate of duty is Rs 500 for 
every additional Rs 100,000 of capital employed. The rates in many 
other states are even higher than in Maharashtra. This not only 
deters the employment of capital , but the capital base is understat
ed on paper by employing funds as advance rather than as equity. 

The Goswami Committee on Sick Companies (1993) and 
FICCI have referred to the high rates of Stamp Duty in some states 
on properties transferred by sick companies as a part of mergers and 
amalgamations, even when the amalgamation is consequent to a 
High Court order or BIFR award. For instance, in Maharashtra, the 
rate of duty is as high as 3 per cent of the value of movable property 
and 10 per cent of the market value of immovable property. In this 
process, the rehabilitation of sick companies through the BIFR or by 
voluntary agreement is made less attractive. In this case, the appar
ent reduction of revenues from Stamp Duty with regard to the sick 
companies should be compared with the prospect of increased rev
enues for the amalgamated companies and the social benefit of 
absorption of redundant labour. 

FINANCIAL INSTITUTIONS: For the financial institutions, 
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apart from the rate of Stamp Duty on securitised instruments and 
conveyances, the rate payable on equitable mortgage is critical. 
This is only 0.05 per cent in Maharashtra and Madhya Pradesh on 
the amount of consideration subject to a maximum of Rs 50,000. 
The temporary solution of registering the Debenture Trust and cre
ating the mortgage in a nearby state does not help, since, at the 
time of enforcement of mortgage of properties situated in the 
state, the differential Stamp Duty rate has to be paid by an institu
tion or individual who seeks to enforce default in payment. In this 
regard , it is necessary to reduce the rate of duty on the mortgages 
to low levels on an all-India basis. 

SUGGESTED CHANGES: It thus appears that there is a case 
for reducing the rates of Stamp Duty on the above basis on trans
fer of shares, debentures and assigned debt in the interest of 
expanding capital market operations and for the healthy develop
ment of a secondary market in debt instruments. This will call for 
necessary amendments to the Companies Act based on the 
requirement of proper stamping for share and debenture transfers. 
The abolition of duty on bills of exchange and promissory notes 
needs to be reviewed, as the present limit of three months only 
encourages informal arrangements for extension of the period of 
the bills to escape duty. However, these amendments in respect of 
the Schedule in the Indian Stamp Act have to be accompanied by 
agreement of the State Governments to levy uniform, nominal and 
ad valorem rates on financial and capital instruments, and to adopt 
simplified systems of collection of duty. This will take care also of 
Ii"; r ) ~llblem of partially convertible debentures and 'double' pay-

ment of Stamp Duty at the stage of debenture issue and later at the 
stage of share conversion. The revenue loss can be made up by 
increased volume of transactions and resulting revenue growth 
from other related taxes. The Government may also review the 
desirability of continuing the policy of selective exemption from 
Stamp Duty only for the issue 01 bonds and debentures by PSUs 
- which goes against the concept of level playing field in the cap
ital market. It is also proposed thus that the activities of registra
tion and stamping be delinked as in the developed countries, and 
that the registration of documents be done only within the frame
work of the Indian Registration Act without being charged with 
the task of ensuring compliance with other laws of the land. 

The suggestion in the immediate future as regards the 
instruments in the Indian Stamp Act is not so much for total 
remission as for levy of ad valorem and low rates of duty, uni
formly across the states, and based on common definitions of the 
instruments and the value base. The disparities in the rates of 
duty across the states cause many distortions and problems. The 
more important requirements for speedy and trouble-free trans
actions in these instruments are: firstly, the levy of low rates on 
all related financial and capital instruments, resting on the same 
value base and definition; secondly, the replacement of the exist
ing antiquated and cumbersome payment procedures by systems 
of franking , composite payment, institutionalised payments, com
puterised transfers; and , thirdly, nominal rate of State Duties for 
the next 10 years on emerging capital instruments and trading in 
debt instruments so as to enhance the liquidity in the market. 

. "TIMATES OF STAMP DUTY FROM SHARES AND DEBENTURES 
(RS MILLION) . .................................................................................................... 

Etlll1ty and Debentures Total Stamp Duty Estimated Non Judicial Estimated 
Preferences Stamp Duty Stamp Duties 

Shares (NSD) as Percentage 
of NSD 

Shares Debentures Total 

1980-81 1,960 3,289 5,249 9.8 24.7 34.5 3,403 1.01 
1981-82 2,054 4,169 6,223 10.3 31.3 41.6 4,372 0.95 
19('2-83 2,548 5,313 7,861 12.7 39.8 52.5 5,006 1.05 
1983-84 3,195 6,093 9,288 16.0 45.7 61.7 5,354 1.15 
1984-85 7,795 9,196 16,991 39.0 69.0 108.0 5,861 1.84 
1985-86 10,825 18,488 29,313 54.1 138.7 192.8 7,244 2.66 
1886-87 15,990 26,140 42,130 80.0 19~.1 276.1 8,522 3.24 
1987-88 14,400 7,230 21,630 72..0 54.2 126.2 10,527 1.20 
1988-89 14,470 34,450 48,920 74.4 258.4 332.8 11,446 2-.91 
1989-90 16,880 58,790 75,670 84.4 440.9 525.3 15,234 .3.45 
1990-91 25,522 35,703 61,225 127.6 267.8 395.4 16,25~ 2.43 
1991-92. 39,390 80,499 119,889 197.0 603.7 800.7 26;086 3.99 

Growth Rates 32.0 32.5 . 32.7 

Source: RBI , Report on Currency and Finance (various issues) . 

Note: Stamp duty on Equity and Preference Shares as well as on Debentures was estimated by applying the stamp duty rates of Rs. 0.50 per Rs. 100 and Rs. 0.75 per Rs. 

100 respectively. Data on shares and debentures related to consenVacknowledgement of proposals granted by the Controller of Capital Issues to non-government 

public and private limited companies 
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