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SUMMARY (F RECOMMENDATIONS

1. The timely and adejuate availability of credit is
crucial for creating and supporting e érouing export seccor,
It is important that this aspect of export credit is given due
importance and all nacessary steps must bs taken to ensure
smaoth flow of funds to the export sector. All avoidable
delays in sanctioning the export credit limits and in the
disbursemsnt of the credit n=2ed to Le removed by streamlining
the exiating proceduree for *h~ sancticning and disburssment

of credit., (Paragrzph ¢ 1)

2, Exports ara beset nith a numher of major problems,
All of these cannot hg sclued by providing
caoncessional expurt credit alone, In ordaer to ensure afficient
allocetion of the scarce capital, finance must in gensral
hear its true cost to the economy. The rigidities and
hendicaps arising from inefficiant production, lack of access
to rauw materizls at international prices, etc, should
receive greater priority in our export effcrts in the long
run., Besides, a systematic cost-benafit assessment of ths
support measuraes, in the madium and long-run, including
concessional export credit, is necessary to give a suound

footing to our export efforts. (Paragraph 4.,12)
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3. An appropriate concepgjal framework for determin-
ing the interest rate on export credit should consist of

1) interest cost of funds excluding the loading factors on
account of various concessional financing), ii) establishment
2nd other related expenditure for mobiliaing QGposits and
administering advances; iii) a margin of minimum 1% over
the total cost of funds to provide a cushion for loan
losses and a modest profit to banksj;and iv) the cost
involved in the prudentizl and operating cash reserves
totalling 5% (3% statutory minimum reserves and 2% cash

in hand). On the above reckoning, & minimum interast rate
of 124 per annum on export cradit is warranted at pressnt.

(Paragraphs 5.9 & 5.10).

4. Since the interest rate on export credit has
already been reduced to 9.5% psr annum with sffect

from 1 August 1986, the Committes feels that thsre is no

scaope for any furthsr reduction in the general sxport credit

interest rate at present (Paragraph 5.11}.

5. The promotional expcrt finance scheme would be

more fruitful and would achieve its objectives if the

liberal finance is directed towards systematically identified
eand monitored thrusé areas of exports and bulk contracts,

Such financing facilities should form an integral part of

an appropriats financing packagse. (Peragraph 5,13)
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B In the case of bulk contracts, involving a
contract value of, say, Rs.S crores and above

in respect oF‘a single order, it was felt that the

prescribed rate of interest may need to be finetuned, if

it can play a decisive role in securing the contract,

Fer this purpose, a detailed scheme may be worked out by

the Reserve Bank of India in consultation with the Government

of India, The chief merit in this case is that the special

concessional credit facilities, if utilised, would definitely

lead to an increase in exports and also will not becoms a

permanent feature of our export credit facilities. (Paragraph 5.13)

7. In the context of general interest rate structure
in India and other competing developing countries

and the apecific conditions and limitztions applicanble

on export cradit in these countries, the expart credit

facilities in India are comparable with those in the

compating countries. Housver, the Committee feels that

there is scope for softsniny interest rate in specific cases.

(Paragraph 5.24)

8. The Committee feels that all cases of cash exports
where the proceeds are permitted by RBI, at the

initial stage when the contract is entered into by the

lndian exporter with the overseas buy2r, to be realised beyond

130 days, should be deemed as extanded cash axports and not
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as daferred payment aexports. Exporters availing of
post-shipment credit against such exports should be eligible
for concessional interest rate, as applicable in the case

of cash exports (uhich;’at present, 9.54 p.a.), for the
entire extended period. In case the proceeds are not
realised within the extsnded period, the prescribed ceiling
rate on export credit (which is not excesding 16.5% p.a.,
as at present) would be chargad on such advances during

the overdue period. The financing banks, in turn,

should be eligible for all nourmal beneflts, as in the case

of advances against cash exports. (Paragraph 6.8)

9. tstimates zaesed on current interest rate and
average maturity period, based on 5 year historical
average data for various categories of exports, reveal that
taken together the recent reduction in export credit
interest rate and also the sextension of the maturity period
of concessional pre-shipment credit may result in a decline
of 0.73% in the rate of return (even after taking into
account the subsidy of 3%) on export credit to the bank as
compared to their earnings prior to August 1986. More
significant is the fact that this additianal burden is
called for at a time when the prufits and praofitability

of a large number of Indian banks are already undar severe
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pressure., 0On the basis of computation based on published
figures, the Committes has obsarved that at the current
profit performance, the entire profits of atleast one
nationalised bank would not only be wiped out but the bank
would incur actual losses. An additional 4 banks would
register a decline of profits in the range of 51X - 90%;
6 banks in the range of 21% - 50% ; and 17 banks in the
range of 9,20%. In the above context, the Committee is of
the view that there is a strong case for mitigating the
additional financial burden, on account of the recent
reduction of export credit interest rate, by wsy of a
further increase in intersst subsidy by at least one
percentage point to 4%. While it can bSe implemented without
additional administrative costs as alrsady a mechanism
exists for disbursing and monitoring the export credit
interest subsidy, the increased budget expenditure through
interest subsidy is unlikely te impose a net burden on the
budget. Moreover, it will confer banefits in proportion
to the export financing efforts of banks., (Paragraphs 7.15,
7.16 & B8.2)
10. While the current refinancing eligibility, i.e.,
incremental export credits over the stipulated
base period, may be continued, to facilitate the financing
of bulk contracts exceeding say As.5 crores for single ordsr,

additional refinancing facilities to banks may be considered,

(Paragraph 8.4)
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Introduction

1.1 At the meating with the members of the Standing
Committee on e£xport Finance (e high powerad Comﬁittae in the
Reserve Bank of India to formulate policy guidelines on
export credit) on 8 February 1985, Shri A,Ghosh, the Chairman
of the Committee and Depuiy Sovernor, Reserve Bank of India
(RBI) suggested that, as thers had been repeated requests
fram the exporting community for reduction in the rate of
interest charged by banks on export credit, it would be idssl
if a study could be made of the interest rate structurs

on export credit prevailing in our country.

1.2 In pursuance of the above suggestion, the HAsservs
Bank of India appointed on 11 January 1966,
a Comnittes to study the structure of intsrest rates for

expart credit prevailing in India and to recommend apprapriate

changes, if considered necessary.

Terms of reference of the Committes

1.3 Tha terms of reference of the Committee were

as under:-

@) To study the interest rates on credit extended
for exports in India, taking into account the cost of funds
and lending rate of commercial banks and other lending

institutions.
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b) To make a comparative study of the cost of
sxport credit in India and a feu selscted countriss, which
are our competitors in foreign markets and where significant
developments have taken place in the sphere of saxport credit,

c) To examine the hack-up support in the form of
subsidies/incentives provided by India and other countries,
who are India's compatitors in respesct of major export
products.

d) To study the impact of interest rates for export
credit on ths cost of production of certain major export
items,

e) To consider whether any ravision in the rates
of interest for export credit is called for in 3eperal or in
relation to some specified commodities and its financial
implications for Governmant and banks,

f) Any other issue having a bearing on the interest

rates on export Credit.

1.4 As adeguate finencial infrastructure is already
available for financing sxports on deferr=sd payment

terms and these facilities are resviewued from time to time

in the light of changes in the international competitive

situation, the Committze falt that it was not necessary to

90 in depth in thase aspects in our study. Besides, for

deferred cradits, the QOECD consensus rates are kept in view,



Compasition of the Committea

1.5

@a

The composition of the Committea was as followus:

1.

Dr.{Miss) S.K.Verghsese,

Sr.Professor,

National Institute of
Bank Management,

Pune,

Ms. T.M.vakil,

General Manager,
Expart-Import Bank of India,
Bombay.

Shri T.R.Venkatachalam,
Adviser,

Credit Pplanning Cell,
Recsarve Bank of India,
Bombay .

shri 0.P.Setia,
General Manager,
Domestic Operations,
International Division,
State Bank of India,
BDmbay.

Shri R.K.Jalan,

Joint Controller,

Exchange Cantrol Department,
Reserve Bank of [ndia,
Bombay.,.

Shri M,Sampangi,

Dy .Economic Adviser,
Ministry of Commerce,
Government of India,
New Dalhi.

Shri P.P.Thakurta,

Deputy Chief O0Officser,

Industrial & Export Credit
Department,

Reserve Bank of India,

Bombay,

Chairperson

Member

Member

Member

Member

Member

Member-Secratery

* Shri Ahmad Raza, Rdviser, appointed as a member in
place of Shri T.R.Venkatachalsm vide Memorandum

dated 28 June 1986,
@ Presently,General Manager, S31 Capital Marketsltd.,
Bombay, .
@@ Since promoted as Additional Economic kdviser,
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1.6 The Committee was originally expescted to submit its
report by July 1986. As our work progressed, it
became evident that the issues before us wyere rather complex
and demtailed examination could not bs completed within the
time limit, The delay was also partly dus to the tims taken
in collecting the relsvant material and obtaining rusponss
from knouledgeable individuals in the Ffisld. We, therefore,
requested the Reserve Bank of India to allow us extansion

of time, which was granted, for uwhich we are grateful to

the Bank,
Me thodology
1.7 The first mesting of the Committee was held at
Bombay on 20 february 1686, when its daliberations

wera initiatad by Shri A.Ghosh, Depuily Sovernor, Reserve
Bank of India,

1.8 At this meating, the Comnittee perceived the tasks
before it and drew up a broad outline of its work plan,

1.9 As a first step, the Committee circulsated
questionnaires to the Export Promotion Councils/Commodity
Boards, export organisations, major commercial banks
including foreign banks and Export-Import Bank of India
(Exim Bank) &nd requasted them to give their comments and
suggestions ( Annexure )., The questionnaires were
despatched during March-April 1936. After receipt of replies
to tha gquestionnaires, the Cgnmnittee had discussions with
representatives of various export arganisations/banks in

Bombay, Calcutta, Dslhi and Madras,
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Exports and eéxport promotion Msasures
in India

A Psrspective

2.1 The need for increasing exports to finance the
growing requirements for import of capitel goods, componenis,
rau materials,etc,,for sustaining the process of economic
development of India,has alrsady besn well recognised, Thus,
reversing the "export pessimism™ of the 1950s and the early
1960s, India ambarked on & comprehsnsive export promotion
effort: since the second half of the 1960s. Export promotion
until recently uwas intended to be a supplement to the import
substitution-oriented economic development strategy. The
grouing diversification of the economic structure, together
with the active export promotion measures, had helped, to a
large extent, to diversify the camposition and directicn of
our trade and also bolster the value and volume of exports,
However, tha convergance of several developments in recent
years has made the issue of export promotion a matter af .high
national priority. The foreign exchange requirements cf Indie
have burgeoned recently on accouni of a) the repayments due
on the borrouwings of SDR 3.9 billion from the IMF; b) the
reduced prospects for bilataral and multilateral aid;

c) the bunching of servicing obligations on caommsercial

borrouings;end d) the spurt in the imports due to the recent



liberalisation of imports., The large imports of bulk
consumer items,such es,edible cils and sugar {necessitated

by domestic scarcity conditions), have also increased the
pressure on the balsnce of payments of India, On the other
hand, increasing difficulties aralbeing encountered on the
export front dua to unfavoureble international and domestic
developments, The recassion in major developed countries,
the sharp fluctuations and misalignments of currencies,

the resurgencs of protectionist tzndencies in dominant
sconomies and the acute caompetition from newly industrialised
develaping countriss have made exports an uphill task.

The emergence of a growing and highly lucrative domestic
market and the accentuation of supply constreints cf severzal
inputs have reduced the incentives to export. The poor
performance of exports in recent yesars is causing considerabls
concern to policy mekers, The success of the new economic
policy, obviously, hinges crucially on the parfcrmance of
exports., It 1s in this context that special maasures are
being initiated in India in recent months to give a boost

to axports.

Trend of trade balance

2,2 The value of exporte of India increasecd from
Rs.6710.70 crores in 1980-81 to Rs.106420 crores

in 1985-86 (preliminary figures) and imports increassd



from Rs.12549.15 crores to Rs.18371 crores during thse

same period. The trade dseficit widened to the all time
high lsvel of Rs.7951 crores in 1985-86. The earlier
highest deficit was Rs.5891 crores registered in 1933-84.
The annual rate of grouth of exports had shown large uneven
trend and ranged from 20% to minus 12,1%, while import
growth rate had been relatively more stable within a

range of 9.,8% to 5% during 1980-81 to 1984-85,

2,3 A part of the high grouth rate of exports in
cartain years is attributable to ad-hoc factors,
such as,export of petroleum from Bombay High for processing
purposes and the export of gold jewellery, precious and
semiprecious stones,etc. where the import contents ars
substantial. Uith the setting up of refining capacity in
India for the Bombay High oil, the export of petroleum has
tapered off from the substantial level of Rs.1563 crores
in 1984-85. If we make adjustment for these factors, the
underlying exports in 1985-86 indicated a decline of 0.1%,
uhereas exports including petroleum registerad a sharp
decline of 12.,1% in 1985-86 over the preceding year,
However, the fact remains that the recent parformanca cf
exports, particularly the performance of enjineering

goods, has becn unsatisfactory, {7able 1 ).
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2.4 According to preliminary information, imports in
the first half of 1385-86 increas3d2?garly 254
ovar the corresponding period of 19384-35., Abcut two-fifth
of this increase is attributable to bulk items, such as,
fertilizer, fertilizor raw-materials, edibla oils, iron and
staal and sugar and tuo-fifths to imports hy Government
agencies and ONGC. A fifth of the total increase in imports
is attributable to capital goods, components etc,,under
IGL. Besides, the import ocrdecs clz2arsed upto January-July
1386 1is reportad to sxcecd the entire imparts of the

corresponding preceding period,

2.5 The high percentage grouth rate in the rupeeo
value of exports,during 1983-84 to 1984-85,is partly attri-
butahle tc the depreciation of the rupeae zgainst all majcor
currancies, Correspondingly, ths decline in the axport
grouwth rate in 1385-86 ia also partly dus to the relative
stability of rupee-dollar rate during tha period as

compared to 13B4-335,

2,6 An interesting feature of impoarts is that,uhils
in 1380-81 and 1382-83, the rise in imports was mainly due
to the sharp rise in the price of petroleum, the increase
in 1385-86 occured despite the sharp declins in pil pricses,
Non-o0il imports havegroun at the rate of about 12% during

1681-82 to 13B84-B5 as ajainst about 1.3% grouth rate in
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Table; 1 - Trend of India's Foreign Trade
{Rs. crores)

Year Exports Exports Imports Trades halance
adjusted for Col.2 - Col.d
petrolsum

rt
(1) (2) B (4) (5)

1980-81 6711 6711 12549 ~5838

1981-82 7806 7610 13606 -5802
(15.3) (13.4) (8.4)

1982-83 8803 7740 14293 -5490
(12.8) (1.7) (5.9)

1983-84 9872 8641 15763 -5891
(12.1) (11.8) (10.2)

1984-85 11355 10292 17173 -5313
(20.1) (19.1) (8.9)

1G85-86%* 10420 10285 18371 -7951

{(-12.1) (=0.1) (7.0)
April 86% -

June 86 (grouth

rate ccmputed

over April-June

1385) 2790 4414 -1624
(2.5) (-7.2)

* Economic and pPolitizal UWeekly

Naote: Figures in bracket indicate ratae of arouwth
ovar preceding ysar

Sourcestconomic Survey, 1985-86

petrolsum imports. It 1s evident that the spurt in the value
of imports in recent years emanated fraom large scale naon-oil
imports, particularly capital goods, suyar, edible ails, etc.
Besidues, according to praeliminary data, the entire increase
in imports in 1985-86 took place in the first half of the

yaar, and there has bsen actually a decline of about 1.7%4
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in the imports in the second half of the year,

Export promotion schemes

2.7 The current export promotion schemes includo:

1) duty drauback system; 2) cash compensatory
support (CCS); 3) fiscal incsniives for exports; 4) import
policy for exports; 5) frae trade zonas and 100% export
oriented units and 6) concessional export cradit Pacilities,

etc.

Duty drauback syatem

2.5 The zim of this scheme is to reimburse exporters of

the excise duties on damsstically producecd inputs

and customs dutiss paid on imported inputs. The ratiovnale
is that these duties on inputs are administrative impcsts
which reise the cost of production and thereby make
exports uncompetitiva in ovarseas marksts., 0On tha majority
of producis and product groups, "all-industry ratss" hava
tean fixed for reimbursement. While in othars,specific
brand rates are fixed,
2.5 The duty drauwback disbursements incrazsed steadily

from Rs.42 crores in 1573-74 tc Rs.204.0 crores
in 1981-82. Since then, it daclinad to As.154 crores in
1984-85 dus to the introduction of Advance Licsnsing
System which facilitates imports of inputs for axpcrt

production on a duty free basis,
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Cash campensatory suppart (CCS)

2.10 Under this scheme, which is in oparation sincs
June 1966, exporters of selscted products are
granted cash subsidies specifiad as a percentage of the
f.0.b. value of expaorts. The objective uof cesh subsidy is
partly to enabla exporters to mest competition in foreign
marckats, to dovelop marksting competences and mainly to
neutralise the disadvantzages arising from multiple taxes,
lavics, stc. The schems bas undargoune severzl revisions
both in tLerms of rates and covarage, 7The ratzs of subsidy
currently range from S5 to 20% of tha f.o,b. value of
exports. The major product groups covered by the CCS
include sngineering goods, chenicals anc allied products,
plastic jo0cds, proczssed foods, marine products, instant
tea and tea bags, instant coffss axtracts and essence,
wocllen carpets, rtugs and druggets, jute products, leather
and leathar manufecturas, handiceafts, silks, synthatic
fabrics, mades-up jarments, cotton textiles, woocllen and
blended knitusar,etc. 1In certain cases,CLS uptb 75% of

physical exports is also given to "ddemed" exports.

2,11 The proportion of total sxports eligible For

CCS has increasad from 20% in the early 70s
to more than 43% in the 80s, With effect from 1.7,.1386
a new scheme of CCS has come into operation which yill jive
stability af cash support for & pariod of 3 years upto
31.3.1965, excapt for cotion textiles yhich will be

valid £i11 31.12.1366,
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2,12 The highest proportion of cash compensatory
support is enjoyed by engineering goods (about
45,6% to 42,8%) follousd by finished leather and leather
manufactures {about 11.9 to 11.7%) woollen carpets, rugs,
druggets stc., (8.4% to B8.8%) and chemicals and allied
products (8.7% --B%) of the total CCS in {982-83 to 1983-84,

Fiscal incentives for sxports

2,13 In addition to 50% of profit attributabla to exports,

.which may be allousd to be ratzined for purpose of
of f )
business, a set /of 4% of the net foreign exchange sarnings

has been allowed for purpose of income tax.

Import policy for registerad sxporters

2,14 For providing easy access of imported.inptts for

export purposes, spscial import facilities for
registered éxportera have bsen provided. Import replenishmant
licsnces relatsd to f.o.b. value of exports in the past
provided not only access to inputs but also financial
support, as the items covered by the scheme :\joyed a premium
in the domestic market, With the libseralisation of imports
in recent years, the special benefits arising from theses

facilities have practically disappeared,
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Free trade zones and 100%
export orisnted units

2415 Fres Trade Zonss (6 in number,viz.,Kandla Fres Trade
Zone, Santacruz Electronics Export Processing Zons,

Cochin Export Processing Zone, Madras Export Processing:Zone, Falta

Export Processing Zone and NOIUA Export Processing Zonse) and

100% Export Oriented Units have been sst up to provide duty

fres access to imported raw materials, intermsdiates, capital

goods, technology,etc. without any licensing requirements to

exporting units established in these zones. On the whols,

exports from these zones are on par with international

compstitors in terms of price and availability of inputs.

2,15 The scheme of 1J0% export oriented units, introduced
in 1980, was meant to bpe a further improvement ovsr other
existing schemes for boosting exports, These units have besasn
exampted from the normal licensing provisions in the domestic
tariff arsa and a2ll other normal restrictions which impsde
exports., The 100% sxport oriented units are permitted duty
free imports of machinery, components, spares, raw materials,
etc., They are also ox%mpted from payment of central excise,
These units wesre under obligation to manufacture in 5Sond

and export their entire production.

2.17 Since 1983, these units have been permitted to sell

25% of their production in the local marlke ts, in
addition to the permissible rejects., Rs the scheme has not
made any headyay, there are reports that their export

obligations are being reduced substantially -



Concessional export finance

2.18 As a part of the export promotion scheme, concessional
export credit facilities om a liberal basis are made

available to exporters both at the pre-shipment and post-shipment

stages. From time to time, the concessional ceiling rates

applicable to export credit are rsvised and the maturity period

of the credit has also besen sxtended,

2,19 In addition to all these schemes, there are other
facilities to promote exports, such as, market
development assistance, institutional support through export
promction councils, commodity boards, Export Credit Guarantee
Corporation of [ndia Ltd. (ECGC),and Export-Import Bank of India

(Exim 3ank).

Total expenditure on export promotion

2,20 Even prior to the recent intensification of the
export promotion efforts, cash incentives, duty
drawback and othser facilities provided substantial financial
support to exports. For instance, cash incentives and duty
drawback alone, as a ratio of exports of 159 of the 269 sample
companies, averaged to 13.2% during 1981-82 and 1982-83. |t
was as high as 21.9% for electrical esquipment, 20.1% for
automobiles and ancillaries, 15% for chemicals and petro-
chemicals and 14.8% for ferrous metal products., (Financial

Performance of Companies - ICICI Portfolio: 1982-83).
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2,21 The total budget axpenditure (bulk of which consastitute
subsidy) on foreign trade and export promotion
measures increassd from Rs,.363.47 crores in 1977-78 to
Rs.644,.13 crores in 1986-87. As percentage of total exports
(adjusted for imported inpute of preciocus and sesmi preciocus
stones and petroleum éxports for precessing), the subsidy elsment
averaged to ahbout 6.28% in 1585-36. (Table 2) If we take the
export value covered by the axport assistance scheme 2lons, the

duty drauback and the subsidy mlement would be even higher.

Table 2: Foreign Trade and Export Promoticn txpenditurs

(Rs. crores)

Year Amount
1377-78 363.47
1378-79 434,87
1979-80 382.49
1580-81 425,26
1981-82 509.42
1382-373 542,09
1983-84 570.28
1384-85 580.26
1985-86 645.37
1385-874 644,13

* Cstimate

Source: GNI, Explanatory Memorandum of the
Sudget of the Central Govarnment
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2,22 The terms of referesnca of the Committee requirs it

tn mxamine the back-up support in the form of subaidiss/
incenctivess provided by India and its compating countries,
Houmyer, due to tima constraints and difficulties in getting
preciss information on subsidias/incentives available in sther

countries, this aspmct coulid not be examinsed in greater details,

2,23 The foregoing review broadly indicates the magnitude

of tha probiems encounterod in achisving a significant
increase in our exports and alsu a pointer of the policy
trade-off, ue need to consider in the future to manege our balance
of payments. The export effcrt of India aspo far has been mainly
directad touwards achisving a certain target rataea of grouwth
through various ad hoc incentives; it is not,to ths extent
desicables, dirercted towards achieving the devsigpment and

nurturing of a viable export capacity.
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The Rola of Export Finaence in the Export
Promotion Efforts of India

=2 0506 %0080 e ¥

A Peripective

3.1 The importance of export finance in the export
promotion efforts of [ndia was duly recognised as
early as in 1962. The eniry of non-traditicnal itsms in our
export trade and the growing competition in overseas marckets,
when the need for earning more foreign exchange for supporting
the import requirsmsnis of our planned economic dev=lopment
became urgent, made it obvious that suitable export financing
systems shoutd be evolved as paibl of the sxport promotion
efforts of the country. In ths initial years, the faocus uwas
an enasuring increased availability of credit so that any
exporter with capecity to producae and ability tn secure
export orders would not suffer from Lack of finance, Soon
the amphasis included also the cost of axport credit to
improve the price competitiveneas of Indian esxports through
cheaper sxport credit. Thus, in the course of time, far
rsaching measures were introduced in India to enlarge the
availability of credit and to reduce the effesctive cost of
export tinance., India was among the first group of countries
to provide, through deliberately designed schemes, adeguate
export finance at concessicnal inter=st rets,both at the
pre-shipment and post-shipment stages,to facilitate the

production and export of goods,
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Evolution of expart financing
syatem in India

3.2 An exportar requires finance to carry out an sxport
order at tuo stages. In the first stage, termed in
India as packing credit, frinance is needad for producing or
buying tha goods, packing, transporting etc., until they ares
put on board a ship/air craft. The second stage, termsd as
post-shipment credit, the financing commences from the shipment
until the receipt of the sale procsads in rupees, Packing
credits are given generally in the form of lgans, the goods
or matarials against which the advance is made constituting.the
prime security for ‘the hank, They are sither pledged or
hypoth=cated to the benk. In soma cases, clezn credits ars
glso providad, O0On the other hand, pest-shipment finance is
nrovided by banks by the discount of the relative usance
bills/purchase of sight bills/advancs against bills acceptad
focr collection., The procsads of the post-shipmsnt documants
alorie are permitted to be used for extinguishing the
liabilities under the packing credits,
3.3 With a view tc providing additional incentives tc
the export sector,and enguring that ths lending
procedure are flexible to suit the specific reguirements of
indivicdual export items, the Reserve Bank heas relaxed the
conditiona relating to lodgement of letters of credit or sale
centrect in the case of as many as 17 categorias of sxpurt
items 2s also for 100% Export Crisnted Units and units

situated in Free Trade Zones,
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3.4 Pre-shipment credit normally does nat sexcesd ths

FOB value of the goods ts he exported or the domestic
value of such gonds,whichever is less, Houwaver, ralaxetions
ars made in case of goods covered under cash incentives cf
Sovernment of India and in the casa of export of 4PS groundnuts/
deoiled and defatted cakea, OQOthor additional facilities
include availability of runqing ag;nunt fecilities for specified
commpdities, sharing of pre-shipment credit facilities by
manufacturer-axporters and treder-exporters, substitution of
contrects,

Refinancing Schemes

3.5 To encourage the banks to saxtend adeguats cradit
facilities for nxﬁort purposss and to inaulate,
partially or entirely, export credit from general credit
restrictiona, refinancing schemes ares ussad by the RSI to put
funds at the disposal of the banks for export purposes.
The schame was first introduced in Septembar 1962 under which
the RBI purchased or discounted sxport biils naturing within
180 days. In March 1963,the cost of refinancing was slightiy
reduced by exempting from stamp duty (0.2%) prnmissory
rnotes against sxpurt usance bills on which rstinance uas
extended to the banks, To encourage rupee bills, a refinancing
scheme at the Bank Rate in feapact of rupee bills vas
introduced in 1963 and simultaneocusly, for the first time,

a ceiling rate of interest applicable to rupes bills at
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1.5% p.a. above ths refinancing rate (Bank Rate} was alse
introduced. The schems was extended in 1967 to bills drawn
in forsign countries and*a ceiling rate on export credits
at 8% p.a. was stipulated. Tha essential elemants of the
scheme were modified from time to time in the light of
emerging developmsnts. The revisions include the extent of
the refinancing and the interest rate applicable.

Medium-term export credit

3.6 Similarly, a brief mention may be made of the facility
for refinancing of medium-term Bxport credit, which
was in existancs as early as during January 1963 to August 1964,
under the aegis of the Refinance Corporation of Industry Ltd.
Under the scheme, operated by the Corpaearation for refinancing
of madium-term export credit, granted to exporters in the
private sector by bsanks authorised to deal in foreign &xchange,
refinance was aveilable for period exceeding 6 months but not
exceeding 5 years, in the case of export of certain specified
capital and sngineering goods. Refinancing of pre-shipment
cradit, where it was combined uith post-shipment credit, was
also provided., The rate of interest on refinance which initially
vas 5% p.2. (which was louer than the Corporation's prevailing
raefinance for industrial loans) was reduced to 4.5% p.a. in
December 1563 in cases where the financing bank did net charge
more than 6% p.z2. to the exporter. Consequent upon the
Industrial Development Eank of India taking over the Corporstion
on September 1, 1964, the Scheme came tc be cperated by the

former.
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3.7 At present, the Export-Import Benk of India (Exim

Bank) provides 100% rsfinance of medium to iong-term
post-shipmant credits axtsnded by commercial hanks to Indian
exporters of capital goods,on a case by case basis,

Concessicnal ceiling interest
rats on export finance

——

3.8 An important change in the official export finance
schema occured in iMarch 19638 when a concessional ceiling rate

of interest wae applied on wxpsrt credit tc impravs the
conpatitiveness of Indian expcrts. Under this schema, banka

wern nct permitted to charge more than 5% p.a. on sxport credit.,
Initially, a differantial intsrest rate scheme uas adopted
undar which lower intersst rate was applizd to engineering
gnuds with s view to providing greater incentive for their
exports and a slightly higher rate was applied for other
exportas. Subsequentiy, the schems was modirieo and a unifecrw
concessjionel rate for all sxports for specified periods,at the
pre—-shipmsnt and post;shipmsnt stagns,was applied. In addition,
an interest subsidy scheme was introduced to re=move the
disincen:ive effects of concessionel ceilinng rate of expart
credit and also as a positive measure of encouragemant to
commercial banks to =xtend adequate credit for export purposezs,
Under this scheme, an interest subsidy of 1.5% p.a. was given
to the bankas on their outstanding =xport credit, both at the
pre-shipment and post-shipment stzges, uhich amounted to

as much as one~fourth of the interest earnad by the banks

from credit mxtendsd for export purposes.



Credit fnsurance and
Quarantee facilities

3.9 Export credit insurance 1is designed to protect
exporters from the conseguences cf the payment
risks, both political and commercial, and to s=snabla them
to =xpand their overssas business, without t=ar of loss.
Export credit insurance also sseks to create a fauvouracle
climate in uwhich exporters can hope to get timely and
liberal credit facilities from banks at homm, For this
purpose, axport cradit insurance (Export Credit Yuaraniee
Ccrporation of India Ltd. - ECGC) provides juarantsess to
banks to protect them from the risk of loss inherent in
yrenting various types of finance facilities to sxporters,

Tum covers issued 5y ECGC could o= divided
broadly intn four groups,

1) Standard policies issued to exporters to
orotect tham against payment risks involved in sxports
on short-term credit;

2) Specific policies designed to protect Indian
firms against payment risk involved in {a) exports on
deferced terms of payment, (b) services rendered to foreign
parties and (c) construction works and turnkey projects
undertaken abroad;

3) Fanancial juarantees issurd to banks in Inuia
to protect them from risks of loss involved in their
sxtending financial support to exporters at'thn pos t-

shipmant as wmll as pre-shipment stages,.
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4) Special schames,wiz. transfer guarantees meant
to protect banks which add confirmation to lestters of credit
opened by foreign banks, insurance cover for buyers credit,
lines of credit, overseas investment insurance and axchange
fluctuation risk insurance are other facilities introduced

to take care of the changing neods ot the sxporter-custommsrs,

Current interest rate and
other facilities relating
to export credit

3.10 Until August 1986, exporters in India were chargsd
interest rate on export credit at 12% p.a. which has been
reduced to 9.5% p.a. w.¢.f, 1 August 1985. The commercial
lending rate of banks, houwevar, continue to remain betwesn
16.5 to 17.5% p.a. In other words, the gifferential in
favocur of Indian exporters,uhich was 5.5% p.a., till 1 August
1986, has bren widened to the extent of 8% p.a. (17.5% -
9,5%). A chart showing the intermssit rates on export credit
which are ~ffective from Auvgusti 1986 is Furnishzd in Annexure ],
To compensste the banks for the losas of earnings, the
Sovernment of Indis has simultansously raised the subhsicy
fram 1}5% to 3% p.2. 70 =nsure that the margins available
tc banks on export finance supported by R31 refinance
cremains unaffected, R8I has also reduced the rate of
interest on export rafinance from 10% p.a. to 9% p.a. with
effect from 1 ARugust 1980. Accordingly, banks would continue
to be provided export fsfinance eguivalent to 1J0% ot the

increase in export credit over the monthly avsrage level



- 26 -

of credit in 1984, The concession of not bringimg forward
the base to average level of credit for 1985 would mean that
banks' access to the export refinance facility would be
about Rs.200 crores higher than what it would be if the base
bad been brought fcruward,
3.1 Interest free credit for S0 days, under tha Duty
Drawback Credit Scheme 1976, is another significant
feature of the export promotion measures. Under this scheme,
banks are enabled to grant advances to exporters against their
entitlements of duty drauback on export of goods, free of
interest chargsas.
3.12 Besidas the facilities for financing normal export
operations, commerciel tanks authorised to deal in
foreign exchange extend deferred credit to an Indien exporter,
against supplier's credit offTered oy the exporter to overseas
Luyer. This,in turn,is refinanced by £xim gz2nk upto a
contract value of Rs.2 crores. (Contractes valued abave
Re.2 crores attract participation finance frem Exim Bank,
Besides, Exim Bank provides export bills rediscounting
facilities ta commarci;l banks for a period not excesding
90 days against short-term usance export bilils that have
unexpired usance of a maximum of 90 days, at the rate of
interest of 7.50% p.e, Refinance is provided at & concessional
rate which is currently 7.65% p.as (the rate charged to
exporter is 8.,65% p.a.) In addition, there is Exim

Bank‘s scheme for direct financial assistance to the
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exporter,under uhich the exporter gets matching rupee

credit from the Exim Bank and the participating banks,
against shipments of capital and producer goods,., Under this
schems, Exim Bank's interest rate, applicable to exporters,
is at present B.5% p.a. for rupee credit., Rate charged by
commercial banks is at pressnt 8.65% p.s. Banks can avail
interest subsidy to the extent of 1,5% p.a. for the portion
of credit directly-extended to the exporters, provided
refinance has not been availed of from Exim Bank,

Similarly, export credit can be made available to overseas
buyer, both by commercial banks and Exim Bank, by way of
'Buyer's Credit', -to enable purchases from India on

deferred payment tsrms,

3.13 When a borrower has an aggregate cash credit limit
exceeding the cut-off point for working capital finance,
under the Credit Authorisation Schame (CAS), which is currently
Rs.6 crores, sanction of any fresh packing credit,on a
regular basis, by his bank will require the prior authorisation
of RBl., However, banks have been given gensral permission
to sanction,under exceptional circumstances,packing credit
to CAS borrouers upta 25% of the existing packing credit
limit (subjsect to a ceiling of Rs.2 crores), for a period

not exceeding three months without coming to RBI., This
enables the borrouers to obtain bank finance quickly ta

meet unexpected export orders which have to be executed

within a stipulated times schedule,



3.14 The Reserve Bank have elso permitted banks not to insist
upon the exporter in bringing in the required additional
contribution {of 25% of current assets) from long-term sources,
in respect of additional credit limits sanctioned for executing
specific export transactions, if he is not in a position to do so.
This margin contribution is insisted upon in domestic business
56 as to ensure that the borrower has 8 sufficisnt stake in ths
business,
3.15 In the cass of credit relating to export of sensitive
commodities, which are covered by the Reserve Bank's
Selective Credit Control Directives, complete exemption from
the operation of the relevant directives, inciuding exemption
from the minimum margin stipulations, has been provided to
the banks,
3.16 Yet another facility extended to export credit by
RBI is the exemption from application of penal rates
of interest (except uhere packing credit has been availed of
by the exporter and the export has nct materialised). Likeuise,
ad hoc additicnal packing credit limits,sanctioned by banks
for exports, do not attract additicnal interest of one per cent
per annum over the appliceble rate, which is required to be
charged on ed hoc limits given for other purposes,
3.17 Fugther, service charges relating to borrowal accounts,
representing the costs incurred by banks in the
appraisel and management of advences, do not apply to export

credit accounts,
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3.18 More importantly, the Credit Authorisation Schems
is not applicable to sanction of post-shipment
credit limits to borrouers. Such limits have, however, to b®
added up to the other credit limits enjoyed by the borrouwer
in order toc determine whether the borrowuer comes within the
purview of the scheme, In other words, past-shipment credit
limits hé;;”to be reckoned only for the purpose of the CAS
cut-off point, and do not require the Reserve Bank's prior
authorisation, The reason for not exempting pre-shipment
credit in this manner is baecause this 1s production credit
and it is necessary to ensure that the total credit Limit
enjoyed by the borrouwer for working capital is related to
the total estimated prcductinn for bocth domestic business
and exports,
3.169 For both manufacturer exporters and trader exporters
(defined as those whose annual average export
turnover during the preceding three calsndear years is more
than 25% of their total turnover in the goods manufactured/
traded by them and the export turnover in the following
years is not likely to fall below 25% of their total turnover),
a higher cut-off paint of Rs.? crores has been laid doun
under the CAS as compared to the cut-off point of Rs.6 crorss
for other borrowers, Further, for CAS parties who are
predominantly exporters and comply with certain Financial
criteria, banka bhave been permitted to rslease upto 75%
of their additional credit requirements and thereafter come
to RBI for authorisation for the entire incresase sought

in the limits,
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3.20 In a develaping economy, there are many claimants
for the availabls quantum of credit. As loanable
funds have,of necessity,to be rationed,it becumas necessary
to apply certain norms to detarmine the priority'of the
claims 6f certain sectars of the economy. Within the prioriti-
sation of credit allocation, exparts havp all a:ong Heen
getting their due share of credit from the banking sector,
3.21 From the set of statistics presented in Annexure [I],
it may be seen that ths export sector has bean
getting a fair share of bank edvances at concessional rates
of intersst, Export Credit outstanding moved up from
Rs.706 crores at the end of March 1975 to Rs.2609.00 crores
as at the end of March 1386, registeriny more than threa fold
increase over a period of elasven ya2ars. Export credit, as
percentage of total bank advancss, however, has declined
from 8.6 as at the end of 1974-75 to 4.7 as at the end of
1985-86 presumably because of the availability of lucrative
domestic market, Bank advances in general grew at a faster
rate during the period, from Rs.B8,752 crorss in 1374-75
to Rs,55,916 croras as at the snd of 1985-86., In absolute
sense, the export credit,taking a share of 4.70% of the
total bank advancas,may be considered substantial; in fact,

the grouth in export credit generally outpaced! the grouth
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in axports during the last 3 years as will be evidant from

the data indicated belowu:

Table=3: Total exports and average export
credit outstandings
Year Exports Variation Averagse Variation
over pre- export gver pre-
vious year credit vious year
_ cutstand-
(Rs. in (per cent) ings (per cent)
crures) (Rs, in
croras)
1983-84 9,872.10 + 11.79 1906.00 + 11,15
1384-35 11,656.93 + 13.08 2347.00 + 23.14
1985-86 11,005.91 - 5,59 2408.00 + 2,59
3.22 In the context of promotion of exports at a faster

rate, exporters demand that a further reduction in

interest rate on export credit to the level of international

money markets will havs significant impact on axport

competitiveness,

This has been examined in Chapter 4,



C H A P T E R - 4

significance of intersst cost on export
compeatitivenass

4.1 There are tws important aspects to export finance,
viz., {(a) the timely and adequate availability of credit and
(b) the cost of credit. The timely and adequate availability
of credit is crucial fer creating and supporting a growing
export sector, It is important that this aspect of export
craedit is given due importance and all necessary steps must
be taken to ensure smouoth flow of funds to the export sector.,
All avoidabls delays in sanctioning the export credit limits
and in the disbursement of the credit need to be removed
by streamlining the existing procsdures for the sanctioning
and disbursement of credit,
4,2 The cost of credit is also important in making
exports competitive but its significance variss
from product to product dependinj) on the proportion of
interest costs in the total f,o0.b. cast. The interest factor
in the f,o.b. cost depends,to a great extent,on the interest
rate and the period for which the credit is availed of for
exacuting an axport order. Interest rate is also impertant
at the post-shipment stage. In the casa of exports involving
sight and short usance period, normally interest rate is
loaded on the price but in the case of usance psriod exceeding
one year, interest rate is separately quoted from f.o.b. or

c.i.f. price,as the case may be,and it is payable by the
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importer. QObviously,matching credit terms, both in terms
of credit period and interest rate,are important for securing
export ordars,
4.3 An important point brought to the notice of the
Comnittes,by exporters and export organisations,is
that though technically the credit period is deemed as short,
in practice exporters are compelled,by reasons beyond their
control, éo avail of the credit for much longer periods and
when such delays occur, interest at normal comrercial rates
are payable by them. Dslays occur at various stages, for
instance, {in securing raw materials, transporting goods dus to
non-availability of wagons, at the custaoms, at the shipment
stage, etc. Thus, the actual interest cost incurred by
exporters is much mors than the general ly accepted pre-shipment
and post-shipment period. The problems arising from such
delays are partly alleviated nou with the extension of
concessional export credit uniformly for a period of 180 days
(maximum for all export items at the pre-shipment stagQ,
4.4 From the informetion obtained by the Committee,
through questionnaira and discussions with exporters
and banks,it is observed that for the large majority of export
items, interest cost constitutes around 34 of the f.o.b. cost,
In the case of a few items; it may go up to 54 and in a feu

others, interest cost exceeds 5% of the f,o.,b. cost,
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4.5 It is to be rscognised that nc direct relationship
can be established betwean interast rate reduction

and export perfarmance., Cheaper export credit is aene of the

sevaral facilitating msasures.

4.6 However, for formulating the policies relating to
export credit in a realistic context,it is important

to have an idea of the impact of a reduction in interest

rate on the f,o.b. cost of exports.

4.7 There is no consensus among exporters, export
associations and banks abaout the significance of

interast rate reduction on axport competitiveness, WUhile some

exporters maintain that fnterest rate is important,

others ars of the view that, interast cost may nat he

significant in improving price competitiveness, There is,
however, a consensus that exporte from India are handicapped
by @ number of other sdrious problems,such as,high prices of
rau materials and components, lack of quality consciousness,
louv productivity, innumerable procedurel problems et vericus
stages of transport, customs clsarance, port formalities, etc,
Unless they are tackled,concessicnal export credit by itself
can hardly have a significant impact on export performance.
It has also been indicated by some exporters that the
relatively high domestic profitability is also an additicnal
factor stending in the way of export perfourmance. Since there

is a lucrative domestic market for most menufactured goods
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and domestic consumers are undiscerning as far as quality
is concernsd, sales in Indie is easisr than exporting,
4.8 The bﬁnke, in their re ly to the questionnaire,
as well as in the course of discussions, reitersted
féheir visw that concessional export finance would have only
marginal significance on export price competitiveness and
hence,on export performance, On the basis of the information
on production costs available with thse banks on a wide range
of export items, they were of the view that there is no
ground for a further genersl reduction in interest rate on
export credit, According to the benks, in cases uhere the
interest cost is significant and price disadvantage is
marginal, interest rate may be reduced on 2 case by case
basis and an ‘'across-the-board' reduction is not necessary
nor desirable, Most banks are of the view that uwhat is
moré impaortant is the adequacy and promptness of credit
and not the cost of credit,
4,5 Obviously, the items that stand to gain in terms
of price competitiveness are those uwhere interest
cost is significant and the price disadvantage is merginal.
In the absence of reliable information on the extent of
price disadvantage of various items, it is difficult to
asasess the scope for improving price competitiveness through
concessional export credit. In cases where the price

disadvantage i{s significant, as in the following items,
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concessional imnterest rats hardly serves any usaful purposse,
unless it is accompanied by commensurate support schemes ,
such as,cash compensatory support, reduction of octrei and
other taxes, provision of rauw materials at international
prices,eatc. If the disincentive to exports arises from high
profits from domestic sales, none af these measures may provs
affective.

Table - 4 Price disadvantage of certain items

(Rx in per cent)

Commodity Extent of Proporticn of
price dis- interest cost
advantage in total cost

Garments 30% 1% - 104
Dasmati Rice 20% - 40% 12% - 15%
Aluminium Foils 10 -100% 4%
Cottan cloth 10% ' . .

. 5.01% (including
Polyester cloth 25% ; interest on funds

from other sources
{ wvhich account for
X around 2,C01%)

Tyres 15 =~ 20% 3.50 - 4,14%
Paints 12.5% 4,33%
4.10 For instancde, if interest ccst constitutes arcund

3% of the f,o.b. cost of an item, a reduction of
interest rate from 12% to 9.5% will improve the f.a.b. cost
only by 0.6%. This means a reduction of over 20% in the
interest rate will ‘lead only to a negligible improvement

of 0.6% in the f.o;b. cost. Even if we take interest rate
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as constituting 5% ot the f.o.b. cost, a reduction of
204 in interest rate will help to improve the f.a.b,
cost by only 1%, On the other hand, price compstitiveness
of Indian exports can be improved substantially if further
relief is provided in respect of these items, particularly
rau materials and other inputs that constitute a Larger
proportion of the f.o.b. cost. Besides, a direct and
immediate impact can be made on profitability frcm export
business, if further fiscal reliefs are provided faor export
performance in excess of a selected base pericd. In such
cases, the relief being contingent on export perfcrmance
there would be greater incentive to achieve greatsr 8xports.,
4.11 From the foregoing assessments, it is svicent
that concessicnal aexport credit by itself will
have only a marginal impact on export performance, Because
of the complexity of production problems end production
conditions of different products and the changing overseas
market environment, it is not possible to estaovlish any
close relationship betueen concessional exgort credit and
export performance. In fact,the role of sxpart interest
cost is to be visuvalised in conjunction with other
supportive export assistance mezsures, Not all export

items require special subsidy to improve their competitiveness,
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4512 Exports are besst with a number of major problems,

All of tﬁese cannot be solved by providing caoncessional
sxport credit alone. We are of the view that in order to ensure
efficient allocation of scarce capital, finance must,in
general,bear its true cost to the economy. The rigidities and
handicaps arisimg from inefficient production, lack of access
to raw materials and other inputs a2t international prices, etc,
should receive greater priority in aour export efforts, in the
long run., Basides, a systematic cost-benefit assessment of the

support measures, in the mediun and long run,including concessional

)
export credit, is necessary to give & sound fcotinyg to our
export efforts. Without such a cost-benefit anelysis, export

pronotion measures through financiel incentives may not

serve the purpose in the long run,
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Renewed demand far further reduction in
export credit intarest ratse

5.1 In recent ysars, thers has been @ renswed demand,
from exporters and axport associations, for a further reduction
in interest rate applicabls to export credit. This daemand has
bean promptsd by the configuration of several devalopmants, such
as, the recent decline in the interest rates in major developed
countries, the unsatisfactory performance of Indian exports in
tha face of sharply rising ilmports, the intensifying competition
among exporting countries to retain market shares in stagnant
international markets, the resurgence of protectionist
tendencias in major developsd countries, delays at various
stages resulting in lonyer production cycls, etc,
5.2 In this contsxt, the issus of what should he the
propar framewark and criteria for determining export
credit interest rate assumss importance. Policy measures will
have greater stability and realism if they are guided by an
appropriate export financing framework.,
5.3 A cluse examination of the policy evolution and
policy implamentation of the export financing system
of India reveals that the follouwing had bsen the hroad
guiding principles: a) a recognition that export fihancing
system must be counsistent with the broad monetary and interast

rate objectives of India; b) the export financing system,
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peing an integral part of the overall export promotion
measures, musat be evolved and implamented with flexibility
to meet the changing requirements of the export sectior;
c) the recognition of the impartance of adequate finance to
facilitate export production and export sales and d) the
recognition that unlass concessional export financing
facilities are complemented by special wesasures to provide
a reasonable raturn to banks on funds employed in the export
sector, the objective of ensuring increased availability
of credit to the export ssctor cannot be achieved.
5.4 It has been suggested in the context of export
promotion measurss that all major inputs, including
export finance, should be provided to [ndian axporters at
rates that are available to ov:crseas compatitors. The logic
seems to be that Indian exporters should he on par with their
competitors in the matter of prices of raw materials and
interest rate on finance, 1In this context, it is important
to note that the prices of various ipputs used in the
production of exports, including finance, should reflect
their relative domestic supply-demand conditions or their
scarcity element., However, there is a rationsle for supplying
major inputs at concessional prices to exporters under the
following circumstances :(1) until the exporting units have
sufficiant time to davelop their production and marketing
capabilities, the supply of inputs at international prices

is justifiable as a temporary measure; (2) administrativs
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imposts such as imonort controls, import duties and
unrealistic exchange rates unduly increase the prices of
imported inputs or make them inaccessible to axporters
and (3) there are also a large numbar of cumulative taxss
and local levies at central, state and local government
levels uhich, being administcative imposts, can make Indian
goods uncompetitive in international markets, Hence, these
taxes and levies should bs reimbursed through zppropriate
compensatory measures, Such measures may includa cash
compensatory support, provision of major inputs at concessional
rates, etz, Similarly, if any administratively imposed
loading factor is incorporated on interest rsate,;it should
be eliminatad from axport credit so that the interest rate
reflacts only the true cost of funds to the economy,
5.5 If the problems of export competitiveness arise

from the sscond group of factors, liboeralisation
of imports and reduction of customs duties to give free access
to rau materials at international prices, which is already
being done, is mora efficisnt in the long run than subsidies
or provision of concessional export financs,

Framework for determining
interest rate for export credit

S.6 Interest rate on export credit should reflect the
cost of funds, including & reasonable profit margin
to banks,., India has an administersed interest rate structure

both for daposits and advances. The policy on interest rate
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structure is formulated and implemented with the twin
objectives of promoting savings and channelling the savings
to various sectors of the economy according to national
priorities, It is necessary to note in this context that
the bulk of the savings in India takes the form of daposits
in the banks and thereforse, the razte of interast on deposits
have an important role in promoting savings and investment
in the country. The commonly held view among analysts is
that ths rate of interest should be bositiva in real tarms
(inflation adjusted) to provide sufficisnt incentive to
savars. Since the latter half of the 70s, interest rates
on deposits in India have heen adjusted upward to give a
hoost to savings. This policy has helped to increass

the domestic savings rate to about 23% of the GNP. However,
the current interest rate structure on deposits still fails
to give svan a modeat rsal rate of return (inflation
adjusted interest rate) to the savars, except those sections
of the savaers who can tazke advantage of the income tax
incentives., This means that for the large majority of the
savers, the nominal rate of interest on their daposits is
less than the inflation rate. Under these circumstances, the
scape for any reduction in the intearest rates on depusits
is extremely limited and the current ccet of funds to the

banks can be expected to continue,
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5.7 The administered structure of interest rates on
banks' asset portfolio is much morse complex. Varying
rates are prescribsd by the monsetary authorities for different
sectors or borrowers. & substantial part of banks' available
funde is pre-empted by Cash reserve requirements, investment
in GCovernment securities and lendimy to priocrity and othar
essential sectors. Earnings on resources so deployed are
louer or barely above the cost of funds to banks. Only around
20 - 23% of banks' working funds are lent at commercial ceiling
rats, currently betueen (1€6.5% and 17.5%). Thus, commercial
advances, by and large, bsar a part of the financial burden
arising from concessionary credit to other sectors,
5.8 Cn the same principle as the reimbursement of

taxes and levies on other inputs used for expaort
production, the cross concessionality inherent in the pattern
of deployment of rescurces of banks should not be icaded an
the export interest rate,
5.9 An apprcpriate conceptual frameuork faor determining

the cost of funds (excluding the loading factor on
account of various concessional financing) should ccnsist of
only the following main elements:

1) the interest cost of funds, taking into account
the preveiling interest rates on deposits (taking also into
account the refinance available for export credit), currently
costs 7.5% per annum based on the deposit mix of 18X current
account and at nil interest rate, 25% savings accounts at 5%

and 57% fixed dsposits et rates ranging from 8-11%;
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2) establishment and other related expenditure
for mobilising deposits and administering advances (here
the concept of establishment expenses to an average bank
is relevant, As a proxy, the average establishment cost
of the group of nationalised banks given in RBI's Statistical
Tables Relating to Banks in Incia can be used).. Currently
establishment and othar rslated cost is about 3% of the
working funds;

3) a margin of minimum 1% per annum ovar the total
cost of funds, to provide a cushion for loan losses and a
modest profit tu wanks; ana

4) the cost involved in the prudential and operating
cash reserve raquirements totalling 3% (3% statutory minimum
reserves and 2% cash in hand). The rationale is that a bank
cannot lend all the deposits it mobilises. It has to kesp a
minimum reserve for undartaking normal banking business which
is 5% undar Indian conditions. The main sou.ce of funds of
commercial banks constitutes deposits and markset borrouings
ars vary limited,
5.10 On the above reckoning (interest cost at 7.5%,

establishmant expanses at 3% of the working funds,
cost involved for maintaining cash reserves of 5% of working
funds, a minimum margin of 1% over total cost), the intarast
rats applicable to export credit works out tc about 12,1% p.a. at
present, The abova computation does not take into account

the loading factor on account of concessional pre-emptions.
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S.11 Since the intersst rate on axport credit has already

been reducsd to 9.5% p.a. with sffact from 1 August
1986, the Committee .feels that there is nc scope for any further
reduction in the general export credit interest rate at present,
The minimum interest rate applicable tc export credit should vary,
frem time to time, depending on the veriations in the interest
rate structure on ceposits.,
5.12 As already expiained earlier, it is alzo impo:tant

that export credit interest rate should not contain
any loading factor other than those indicated above. It appears
that, at present, the intereszt rate for commercial lending has
a lovading factor to enable the banks to recoup atleast a
part of the laoss in return arising from concessional lending
to various priority sectors and SLR investment at ratzs near
or below the actual cost of funds.

Special liberal export credit for
identified thrust sxport items and areas

5.13 The promotional export finance scheme would be more
fruitful and would achieve its abjectivss if the
liberal finance is directed touards systematicelly identified

and monitored thrust areas of exports and also bulk contracts,

— e Cm——— ——

abaTsagng

keaping 1in view the dynamic comparative cost adVZﬁEéga
for our export products in international markets, opportunities
for penstrating new markets end sxport transactions for

the purpose of market retention, Such financing facilities
should form an integral part of an apprapriate financing

package. In the cass of bulk contracts, involving a
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contract value of say,Rs.5 crores and above in respact of

a single order, it was felt that the prescribed rates af
interest may need to be finetuned, if it can play a decisive
role in securing the contract. Ffor this purpose, a detailed
scheme may o8 worksd out by the RBI in consultation with the
Government of Jndia, The chiaf merit in this case is that the
spocial concessional credit facilitiss, if utilised, would
definitely lead to an increase in exports and also will

not becoms a parmanent feature of our export credit facilities,
Praompt decision and appropriate flexibility to mesat the
specific requirements of individual bulk contracts are

important for the success of this schems,

Shadouw price of foreign exchangs
as basis for determining export
interest rate

5,14 It has besn suggested that shadow price of foreign
exchange is an appropriate determinant of interest

rate applicable to exporters. The argument is that sincs

exchangse rate of the rupee does not reflect the real warth of

foreign exchange to the economy, some appropriate quantification

af this worth is required. It is suggested that once the

'shadou price!' of foreijn exchange is determined through an

acceptable measure, the intsrest rate on export credit can

be adjusted to the extent of the differoential betwesn the

actual exchange rate and the shadouw price, Apart from the

practical difficulties of determining the shadouw price
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and also ite variability from time to tims, there are far

more significant allocatiaon problems involved in this approach,
Efficiency in allocation of resources is best realised through
a mechanism in which baoth the prices of inputs as well as
outputs reflect their undarlying cost to the economy. Foreign
exchange being a scarce resource, the exchangs rate should
reflect its value to the economy. Therefore, suitable adjust-
ment of exchange rate is the best course of action to ensure
efficiency in its utilisation., The inputs of exports also
should reflect their cost to the economy. In the case of
India, the objective of realising the real value of foreign
exchange is partly sought to be achisved by a system of
rationing of foreign exchangs according to national priorities,
in addition to the adjustment of nominal exchange reate,

If the rationing of foreign exchange is broadly determined by
well conceived national priorities, the realisation af true
value cf foreign exchange can bs achieved, perhaps to a much
greater degree than an allocation of foreign exchange achiaved
through price mechanism,because markat prices themselves ars
distorted by the serious distortions in incame distribution
and hoence, the demand pattern. By pricing the funds on the
basis of their actual cost as suggested earlisr, the real

valua of savings to the economy is also taken care of,
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Interest rate prevailing in
other countries not relavant

5.15 Soma exporters and export arganisgqtions have
suggested that export credit interest rate in
India should be related to interest rates. in foreign market,
The recent denand four reduction of interest rate applicable
to exports is partly prompted by this perception, The Committee,
after considering all the relevant aspects, haa coms to the
conclusion that there is no theoretical raztionale or practical
advantage in linking interast rates applicables tc Indian
exportere to interest rates prevailing in major developed
countries,
5.1€ The nexus betueen interest rates, forward exchange
rates, inflation rates, estc,,of major ccuntries,
where there are no barricrs tc fund movements or exchange
restrictions, is not aluays adeguately reoccgnised by Indian
exporters, Interest rate in these countiries 1s used &s an
impaortant tool not only for maintaining price stebility and
income growth but also for achieving exchange rate objeciives,
Anothar aspect is that interest rates in foreign countries
are influenced to a great extent by inflationary expectations,
although the mechanism of the transmission of inflationary
expectations on interest rates is often mocdulsted through
monetary policy in accordance with other important policy
objectives, The interest rates of all major couniries are
closely linked together through the spot and forwvard

axchenge markets,
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5.17 Besides, interest rates of these countries are

also highly voletile and the stability in the
cost of production,which [ndian exporters most require,cannot
Ba achieved by linking export interest rates in India ta
overseas intarest rates. Even if the interest rate in
a country is relatively lou, the adventzges arising from that
low rate are cancelled gut by the premium on the forward
exchange market. In other words, the currency with the low
interest rates is at a premium in the foruward market tc the
same extent as the interest differential. Thersfore, under
normal circumstances,for short period exports or imoorts,
no special advantages are derived from interest differential,
unless the traders are prepared to take foreign exchange
risks from thelir currency exposure.
5,18 Houever, special export credit facilities

incorporating concessional interest rates provided
by competing developing countries, particulerly the neuly
industrialised developing countries, such as, Scuth Korea,
Taiwan and Singapore are relevent for Indian exporters, as
such facilities would place Indian exporters at a ccmparative
disadvantage, Therefore, the Committee has examined the export
financing facilities in these countries in order to asssss
vhether any special measures are necessary to placs Indian

exporters on par with their counterparts in thess countries.



Comparison of export credit facilities
in Indie and other developing countries

5.19 Interest cost is a componant of the totali f.o.b.
cost of exports; therefare, a price advantzge can
be conferred an exports tﬁrough lower interest rates, prowvided
the financial market of the country concerned is not integrated
with international marke ts. The sxtent of price advantage,
achieved through lower interest rates, depsnds on the magnitude
of the concessional element in interest rate on the one hand,
and tha prcportion of interest ccst in thes total Ff.o.b. cost,
on the other. Apart from price compatitiveness, post-shipment
credit extended at louer interest rate can help in improving
export sales,
5.20 The two relevant aspects in this respect zre:
1)WUhat is ths magnitude of concessional element in
the export interest rate as compared to normal lending rate
in cther developing countries who a2re our major competitors?
2) 1Is the cost of expor! credit in India ccmparable
to major ccmpeting developing countries?
5.21 The comparison of concessional eslement in export
credit as compared to interest rate on normal
commercial credits in different countries is not conceptually
realistic if the caommercial rates themsslves are determinad
on extraneous basis rather than their underlying cost., In the
case of most developing countries, including India, extraneous
reasons have a significant role in dstermining interest

rates, Houever, from tha comparative picture presented in
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Tabin-5, it is svident that in countries like Pakistan
and Bangladesh, the differential in favour of e xport credit
is’by and lLarge,as much as in |India; the eligibility of
concessional export credit is limited to a feuw selected
items in these countries. On the other hand, in India the
entire export credit,at the pre-shipment and post-shipment
stagss,are covered by concessional interest rate schame. Only
non-traditional export items and certain types of borrouars
are oligible for subsidised export credit in hoth these
countries. B8esides, in Bangladesh concessional credit is
linked to increasae in exports over the sector targets. }t has
also been brought to the notice of the Committes that in
Srilanka, the ccncessional cumponent/&ncentives on the exgort
credit is given at ths stage of realisaticn of export
proceads. Datailsd information on facilities avzilable to
exporters 1n different countries is given in Annexure [V.
5.22 Foreign currency loans raised by exporters in all
these countries carry interest rate uwith 2 spread
added to LISNR or SIBOR and hence, no concession is availablse
for such funding. In the case of foreign currency borrowing,
though the interest rate may be louw relative to domestic
interest rate, exchangé risks sre enormous. We may recall
that during the last 18 months,deutschemark and yen, which

cerried louw interest rates, had gppreciated more than 40%.
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Table-5: Cancessional slement in export credits
in selected devsloping countries
(in per cent)
Sr. Country Interest-rates Export credit interest Interest
No . of genaral rate Differen-
advances or tial
commercial Col.3 - 4
lending rate
(1) (21 (32 3! (5)
1. India 17.5 95 8.0
2, Pakistan 14 - 16 a) 6(non-traditional 8 - 10
items)
b) 10-20 (but gene- 1.0 = 3
rally 13-15 for
25 specified
commodities)
3. BRangladesh 16-18 a) 12 (Traditional 4 - 6.0
(with stipu- {maximum items)
latian of landing . e
shipment rate) b) ?tégu?-trad;tlanal 7.0 - 9.0
within 120 rLems)
days of the c) 7 (over sector 3.0 - 11,
draual) target)
4, South Korea Local currancy Pre-shipment ratas
rates Lacal currency
10 - 11.5 10.0 0 - 1.5
(for short
term) Fereinn currcency +

1.5% spread LIBCR/
SIBOR

10-12(over 1 year
period)

Mainly for export of
capital goods undar
co-financing schem
of Export Import
Bank of Korea.

Pust-shipment

(short term LIBOR/
SIS0R + spread at
the discretiaon of
bank.)

Med ium/Long term
(only Korea Exim
Bank provides
credit)




(1 @) (3)

)

(s)

5. Indonssia

6. Taiwan

20-24 based
on 1-4% sprsad

Local currancy

Short term
5 05-9

Foreigyn currency

LIS0R/5I30R +
spread dacided
by lending bank

7. Malaysia

of funds

1.5-2% spread
over the cost

Under Government programme
855% of pre-shipment financs
at normal interest rate for
a pariod not exceeding

5 months. Interest in
excess of 9% is reimbursed
to the exporter ay
Governmant,

5.75% (only at pre-shipment
stage for 180 days

Programms of Export
inport Bank of China

Medium & Lony term

The rates vary dspending
on the pravailing inter-
national markset ratss.,
Currently the rates for
U.S. dollar borrowings
are around ‘

2 ysars 7.00
2-5 years 7.75
5-7 years 8.00
over ? years 8.25

fFixed Foreign lending
facility to foreign
importer through
foreign correspondent
bank.

2 years 7.00
Z-5 ysars 7.75

Short-term financing
Expart Promotion Loans

5'75

Cheapest form of credit
under the Export-Credit
Refinancing Scheme (ECR)
and restricted to short
term credit at 6.5%

Madium or long term
post-shipment credit
is not available.

Maximum
of 3.25



(1) (2) (3) (4) (5)

B. Singapore Noke Funding against policy issued
by the Export Credit Insurance
Corporation of Singapore
(ECICS) for 180 days. Cost of
credit is subj=ct to negotiation.
Prime rate is stated to be
8-B.5%. But pre-shipment

e cover has been discontinusd by

ECIC. 1Instead funding for raw
material purchases nouw avail-
able for 90 days back to
back L/Cs of exporters.

Hence, heavy financial "losses have been incurred by those who

borroued}thesa,currencies. Due to the laryge movemsnts in exchange

rates of msjor currencies, borrowing in low interest rete

currencies, unless accompanied by efficient managemant of

exchange risks through timely currency suwaps, may turn out to

be more expsnsive,

5.23 In all the counirises we have analysed, it was observed
that the lending rates wera based on depusit rates,

For instance, in Indonesia, the interest rates on deposits are

as hijh as 15,5% - 16.5%, depending on the maturity period,

The interest rates on jensral advances in Indonesia rangs

betuean 204 - 24%. In the case of Pakistan, the interest rate

on advances is around 16%¥ as compared to profit rate on deposits

of one year maturity at 12.,24%.
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5.24 In the context of general interest structure in

India and other compseting developing countries and
the specific conditions and limitations applicabla on export
credit in these countries, the export credit facilities in
India are compareble with those in the competing countries,
However, the Committee feels that theru is scope for softening
interest rates in specific cases. In this context, a special
note submitted by one of the Members of the Committee is furnished
in Annexure V,
5.25 One of the banks pointed out that the basic intersst

rate in most of the countries is louer than India,
Perhaps, the most appropriate comparison would be with interest
rates in Korea. Besides, in Korea much greater incentives
are provided to banks tno extend mere credit to the export
sector., The main features of Korean axgort financing system
ares:

(i) Differsnces between interest rates for axport

finance and for other loans is only 1.5%;
(ii) Refinance upto 70% of total loans;

(iii)Refinance rate provides for a spread of 5%
compared to 2% in India (since rseduced tao
0.549 in vieu of the racent downuard revision
in export credit interest rate and sxport
credit refinance rate, from 1 August 1986)

which is also on the portion refinanced,.
5.26 It is to be notad that in some of these countries,
the neaed for maintaining the profitability of banks
in export credit, for the purpose of ensurinj adequate finance

to the export sector, is recognised.
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Other palated jssues

Provieion of cradit for both daomestic
purposes as well as Ffor exports, at
the concessional rates of interest,
where ths manufecturer exports s set/
designated portion of production

8.1 A request has been made to tha Committes by some
exporters that if an exporter undertakes to 8xport a definite
parcentage of hias total production, not only ths finance

tequired for his sxports but also that required for his producticn
for internal marketing must be provided ta him at the seme
concassiondl rates. Tha Committee did not find any rationals

for this suggestion. If the suggestion is accapted, the burden

of intsrest loss would have to be borae either by the banks

(uhich are not in a position to bear it due to ressocns sxpleined
in Chapter 7) or by the Government through subsidy. The
differential at the present rates viz. 16.5% - 17.5% p.a. on
domestic credit and 9.5% p.2. on export,is asmuych as 7 to 8% p.3a.
The subsidy from Government will have to be 2t the sazme rate

viz, 7% or B% p.a. so as to ensure that banks' sarnings do not
suffer further. On export finance alune, subsidy paid at

1.5% p.2. amounted to Rs.24.70 crores during the period 1 April
1985 to 31 March 1986. It is expected that with the higher

rate of subsidy (at 3% p.a.) with effect from 1 August 1986,

the subsidy amount payabls by the fGovernment during the current
year will be about Rs.41 crores, The guantum of domestic credit

availed of by those who export a part of their preduction,
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not being knoun, it is not possible to even makse an 9stimate
of the amount of interest subsidy that would be required,
6.2 Even if the demnand for concaessional rates of interest
on domsatic advances is also acceded to, there is no
guarantee that exports would increass beyond the prescribed level.
Inasmuch as, the manufacturers would stop exporting once the
level is reachad and the concessional interest provided for ths
purpose of increasing exports would continue to be used for
domestic activity, which would bring in an element of discrimi-
nation among two categories of borrowers viz., exporter
manufacturers and non-gxpcrter manufacturers.
6.3 The Committee feels that the benefit of a louer rate
of interest also on the domestic segment, to those who
undertake an export abligaticn, would amount tc an individious
discrimination zgainst those who do not export at all, as they
may be producing goods vital to the econamy and are thus performing
an equally important .economic function. Alsa, the diffsrential
between the interest rates on exports (9.5% p.a.)and on domestic
sales (16.5% - 17.5% p.a.) being as it is, it would create a
substential incentive for miasuse of concessions,
6.4 Another suggestion has heen mads to the Committee by
some of the exporters that export credit should be
made available for the total capital employed by them and not
merely for their working capital requirements, The Committee
is convinced that the existing financial arranjements are

adequate to meet the genuine credit requirements of exporters,
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both short term and long term. The rates of interest in India
for long term credit requirements is lcwsr than the normal
cash credit rates,

Packing credit should be kapt outside

the framework of CAS and should be

qranted as additional financing
facilities

6.5 fﬁé Coﬁmitté; has noted that comimercial banks assess
the total warking capital requirements of their
borrowers on the basis of their projected production and sales
including export-sales, taking into consideration the berrouer's
production cepacity, pattern of current assets build-up,
available net working capital,etc. In the cese of exporters,
the overall limits so allowed would include packing credit
limits as well, Moreover, a bank cen aluays accommodate an
exporter for his additional regquirement, on an adhoc basis,
under discretionary pouwers vested in the banks by RBI. The
Committee,therefoge,?eels that export credit limits cannot be
kept outside the purview of overall credit assessment because
in that case banks will not be able to enforce proper credit

disciplins,



- 50 -

Rates of interest for post-shipment
credit against export of consumer
durables and othar goods (which are
usually exported on tcash' terms),
the proceesds of which are permitted
to be realised beyond the statutory
time-limit of 180 days

6.5 The Committee has bean requested to determine
an appropriate rate of interest for post-shipment
credit
a) against exports, the proceeds of uwhich are
permitted to be realised within 365 days as against 180 days,
allbued in cese of 'cash exports' as per the sxisting exchangs
control regulations; and
| b) against export of consumer durables and miscellaneous
engineering goods uwhen exported on deferred payment terms, say,
upto 2-3 years, and nct on 'cash' terms,
6.7 According to the existing instructions, concessional
rate of interest is applicable in bouth the cases to
the extent it is admissible in the cagse of short-term exports,
i.2. upto the initial maximum p=sriod of 180 days st the rate
of 9.5% pe.a. and for the period beyond 180 days, an overdue
rate of interest not sxcesding 15.5% p.a. is to be charged,
6.8 The Committee has sxamined the issues and it is of
the view that all cases of cash exports where the proceeds
are parmitted by RBI, at tha initial stage when the contract
is entered into by ths Indian exporters with the overseas

buyer, to be realised beyond 180 days, should be desmed as



- 60 -

extended cash exports and not as deferred payment exports,
Exporters availing of post-shipment credit against such
exports shauld be eligible for concessional -interest rate,

as applicuble in the case of cash exports (which is at
present 9.5% p.a.), for thae entire extended periad. In case
the proceads are not realised within the extended periad,

the prescribed ceiling rate on export credit (uwhich is not
exceeding 15.5% p.a.,as at present), would be charged on such
advances during the gverdus period. The financing banks,

in turn,should be eligible for all normal banefits,as in

the case of advances against cash exports,
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Effects of peduction in interest rates
and other changaes in export credit
on Indian bhanks

7.1 The recsent reduction in the interest rate and the
extension of the maturity period of export credits are likely
to have significant adverse impact on the profits and
profitability of Indian banks, The main issues that nsed to
be axamined in this respect include the folluwing:

(i) what are the trends and outloock for the prafits
and profitability of the banks?

(i1) what is the magnitude of the financial burden
imposed on the banks by the recent changes in &xport credit
interest rate and other terms?

(iii) what is the magnitude of the subsidy extsnded
py the banks to the export ssctor and whather tha banks have
tha capacity to 'absorb the burden? and

(iv) what impact the low yield on export credit has
on the motivation of the banks to provide increased volunms
of credit to the export sector?

Trend of profits and
profitability of the banks

7.2 It is widely acknowledqged that published P & L
statemsnts do not refloct the actual picture of the financial
position of Indian banks. Under the Banking Regulation

Rct, 1949, banks in India are permitted to present their
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financial position in broad terms. Therefors, it is not adequate
to rely entirely on published P & L statements to ascertain
the effects of recent expaort credit interest rate changes on
the profits and profitability of the banks. Fufthar, direct
and authentic assessments, by discussions with exscutives of
individual and- grsups of banks,are.-necessary.
7.3 From information pieced togather from the discussions,

the Committee had with banks and also the information
obtained through guestionnaires, the Committee baliaves that.
with the exception of two or three banks, the profits and
profitability of public sector banks, as well as private
Indian banks are genserally declining and unsatisfactory.
The financial position af a few banks is even precarious,
The declining profits and profitability arising from domestic
reasons ara nNow being compounded by problems in overseas
oparations to some of the Indian banks. In the past, profits
from overseas operations helped some banks to boost thair
overall profits.
7.4 While one or two public sector banks may be able

to absorb the financial burden of lou yield export
credits, the large majority of Indian public sector banks
and private [Indian banks are unable to absorb the additional
bucden erising from the reduction in interest rates zand the
elongatian of the maturity period of export credits, without

impairing their already unsatisfactory financial position.
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In the case of atleast ona public sector bank, this additional

bhurden may even resull in the bank not only wiping out its

profits but actually making losses.

7.5 A related fecti reveslad by a feu banks in this respect
is that those banks that had goneo in an aggressive

way in the past to increese their sxport business now stend

to he adversely zaffected beczuse the proportiticn of their export

credits to total advaences is larger than that of their peers.

7.6 The foregoing unsatisfactory profit and profitability
picture is corroborated by the results of the data

eveilable from published sources, The profits and profitaebility

of all Indian banke have dsclined in recent years. For instance,

the profitability, as measured by ratio of profits to working

funds, of the State Bank of India decliined sharply from 0.11%

in 1983 to 0.09% in 1984. The increase& in its absolute

profits was elso negligible, As many as 6 of the nationalised

banks, S SBI associestes and 4 private [ndian banks reported

lesa profits in 1984 than in 1983. Their profitability also

declined sharply. Only the foreign banke in [ndis registered

significant gains in their profits and profitability in

recent years,

Qutlook for profits

7.7 Intermst income (including sarnings from invsstment)
accounts for about 92% of the total income to Indian
banks, while non-interest income from commission, fees,etc,

accounts for less than 9% of total income. Expenditure an
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interest (60 - 65%), and salariss and allowances (20 - 24%),
accounts for nearly 86-85% of the banks' total sxpenditure,
Profits and profitability of Indian banks can incrsase only
if there is an improvement in interest income aor increase in
non-fund related sarnings or by @ reduction in interest
expenditure or improvement in manpower productivity or a
combination of all these eluments. However, the scope for
gains in the immediete future on any of these fronts appears
rather dim.
7.8 Interest expenditure on deposits (the general
purpose financial resourcss for the banks) depends
on the interest rate structure on deposits and the composition
of deposits (current, savings and fixed). The interest rate
structure is determined by the monetary authorities. Among
other policy considerations, the promation of aaviﬁgs in the
community 1s one of the major considerations influencing
interest rate structure., [t is generally recognissd that
interest rate on fixed deposit should be positive in real
tarms (inflation adjusted return) to encourage savings.
With inflation as well as inflation expectations continuing
to be high, the scope for a reduction in interest rates on
deposits is rather limited in the immediate future,
Individual banks do not have much control over fhe composition
of their deposits, as it is influenced,to a large extent,
by the interest differential as between different types of

deposits and the liquidity preferences of the customers.
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It is only the larger banks with greater funding abilities
that can attract a large proportion of interest free current
account deposits, which helps them to reduce the cost of
deposits.
7.9 Refinancing facilities from RBI faor’various &
gspecified purposes are available but for computing
the cost of louanable general purpose funds, the funds obtained
from refinancing facilities should be excluded. The scope
for reducing interest expenditure is, on the whole, limited.
7.10 Interest earnings remain depressed dus to the large
pre-emptions on accougt of CRR, SLR, concessional
credit to small-scale and priority sectors, etc. Only about
20-23% of the total working funds of the banks are, at pressent,
lent at commercial interest at or around the ceiling rate of
17.5% p.2. As 20-23% of the total funding oaperations already
incorporate the financial burden of low yield pre-emptions
and priority sector financing, the scope for any further
increass in the interest rate on the non-priority sector
advances is extremely limited. Any such increase may also
meet with resistance from the borrowers. An increase in the
interest rate applicable for priority sector also locks
rather di%ficult. In view of the hike in the interest rate
on government borrouwing in 1985, the scope for further
increass in the interest rate an government borrowing
is limited,at least in the immediate run., Such an increase

in interest rate would also increase the debt service burden
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of the Government. Such an increase is unlikely to benefit
the banks significantly due to the already large accumulated
holdings of government securities and the potential capital
loss arising from thse intgrest rate hike,
7.11 Efforts for reduction in establishment expenditure
through mechanisation and rationalisation may yield
results only in the medium-term. On the other hand, the
recent hike in salaries and allowance has already imposed a
heavy additional burden on the banks,. If,at all, improvement
in productivity is realisable, it may at best help to off-set
the effects of the recent hike in the salaries and allowances.
7.12 Efforts for improving earnings fram non-funding
activities are already under way. Ths recent hikse
in service charges is a step in this direction. Consumer
resistance is already gathering momentum, Whether a significant
hike in the service charges on retail banking services is
desirable,at a time when banking habits are still to be
cultivated in the country, is a moot point. Any way, to some
extent, the response of customers to rationalise and resort
to eash payments can be expected. What would be the net
effect of these developments on the banks' earnings is
difficult to saey,at this stage, Non-funding activities liks,
merchant banking, leasing etc., may help biggar banks with
larger fund-base to improve their non-interasst earnings, Zut
these opportunitias are not open to small and medium-size

panks,without exposinj them to greater risks.
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Te13 Thus, it is reasonable to conclude that in the
immadiate run, there is no discarnible development

in the Indian banking scene that indicates an impraovementg in

the profits and profitability of the banks. Some of the

opportunities arising from merchant banking, non-rasident

capital flews, foreign equity investments, increased foreign

borrowings, etc. may accrus mainly to foreigir oanks in India

or to the bijger banks.

The magnitude of the financial burden

imposed on the banks by receni changas

in axport credit interest rate and
other terms

7.14 As already indicated in the precsding sectiun,

thers have been important revisions in 1986 in the maturity
period as well as intsrest rate applicable to short-term

expoert credits. Until March 1986, the concession in export
credit wvas available to exporters for varying periods, depending
on the category of Joods involved., Cartain heavy engineeriny
items were eligibla for export credits at 12% p.a. for 180 days,
and a further period of 90 days at 14% p.a. Similarly, some

of the specified items enjoyed interest rates at 12% p.a. for
180 days and for subsequent extended period, interest rate

at 16.5% p.a. was applied. The large majority of the items
exparted from India were eligible for credit at 12% p.a.

for the initial period of 90 days and 14% p.a. for a further
period of 45 days and 16.5% p.m. for further spillover

periods. The multiplicity of varying maturity periods for

determining the eligibility for concessional export credit



- 88 -

vas eliminated since March 1386, when it was decided that
all export credits should be eligible for interest at the
ceiling rate of 12% p.a. {since reduced to 9.5% pe@s We@.f,
1 August 1986) for a uniform maturity peried of 180 days
at the pre-shipment stage,
7.15 Estimates based on current interest rate and
average maturity period, based on_S year ﬁistofical
average date for various categoriss of exports, reveal that
taken together the recent changes may result in a decline
of 0.73% in the rate of return (even after taking intoc account
the subsidy of 3 %) on export credit to the bank as compared
to their earnings prior to August 1986 { Table-6). This
means that the hike in interest subsidy by 1.5% from 1.5% p.e.
to 3% p.e.,only partizlly compensated the banks. Besides,
the elongation of the maturity pericd to a uniform 180 days
in the case of all pre-shipment financing necessarily means
larger fund requirement for financing the same export volums,
7.16 The affects of the decline in the yield From
export financing activity vary from bank to bank,
But what is important for policy consideration is the likely
effects on average and marginal banks. More significant is
the fact that this additional burden is called for at a time
vhen the profits and profitability of a large number of
Indian banks are already under severs pressure, Some of the banks
have 1ndicated to the Committee in the course of our

discussions that they yeme nNot able to absorb the additional



burden af the net effects of the recent changes in the

export credit scene without impairing their financial position.
Qur computation based on publishea figures also shau

(summary given in Table-7) that at the current profit perfaermance,
the entire profits of atl=ast one nationalised bank would not
only be uiped out but the bank would incur actual lossss,

An additional 4 bpanks would register a decline of profits

in the range of 51% - 90X, 6 banks in the range of 21%-50%
and 17 banks in the range of 9-20%. The pervasive advsrse
effects of the recent reduction in interest rates on export
credits on the profits and profitability of Indian banks have
to be recognised,

Subsidy extended by the banks on

export credit - the relationship

be tueen cost of funds and the
return on sexport credit

7.17 Another related aspect is the relationship betwsen

the cost of funds to the banks and ths yielc frum
export credit to an average or marginal bank in India, in crder
to assess the subsidy sxtended by the banks to the export
sector. The cost of ceposit vary from bank to bank, depending
on the composition of sach bank's depasits and also the
magni#ude of administrative and other cousts. Information
furnishad by the banka'to the Committee through the questionnaire
and follow up through personal discussions with the banks
revealed that average interest cost of deposits amounts te

about 7.5% p.a. If we add another 3.20% on account of
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Table - 7 Net effects on banks of changes since
March 1986 in the terms and rates of
export credit financing.

4 effect on published profits No. of banks
o - 8
9 -~ 20% 17
21 - 30% 5
31 - 40% -
41 - 505 1
51 - 60% 1
61 - T70% 1
71 - 80% 1
81 -  90% 1
91 - 100% -
100 & above 1
37

Note : Net eifects are worked out on the average export credit
outstanding wherever available or outstanding export
credits at the end of 1985, published profits in 1985
and assuming a redmciion in earnings on export finance
of atleast 0.73% as compared to Aupust 1986 carnings.
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establishmant and other operating expenses, the total current
cost of funds may rise to around 10.75%. The recent wage
revisions in the banking industry are likely to raise the
average establishment costs still further,

7.18 What is more relevant from the point of view of
assessing the sﬁbsidy element extended by the
banks in the cost of loanable funds, A bank esngaged in deposit
and lending eperations in India at present necessarily hzs
to maintain the statutory CRR (9%), additional Cash Reserve
an incremental net DTL over a base date i.e. 11 November
1983% (10%),cash in hand (2%), and SLR (37%). Taking into
account the average total cost of deposit funds, the earnings
on CRR in excess of ths statutory minimum (3%) and additional
cash reserve cn incremental net DTL (10%) and the average
yield on SLR (total Rs.3.85 for Rs.50 of such pre-emptions)
the cost of the loanable funds approximating about Rs .50 /_
out of the total deposit of Rs.100/- works out to Rs.6.90
or 13.8%. This pool of Rs.50/- carries a loanable cost of
13.8% (Table 8)~
7.19 Export credit has to be extended by the banks from
this loanable pool. But unlike other commercial
lendings at the ceiling rate of about 17.5% p.a.,export
credits in normal situation bring a total yield of 12.5% p.a.

consisting of interest rate of 9,5% p.2. and interest

* and also the impounded portion of additional cash
resarves on incremental net DTL introduced in 1977
‘which was withdrawn in 1980,
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Tabla B ¢ Cost of loanable funds
(per Rs5.100/- of deposit funds)

Cost
(per cent)

Total cost of Funds 10.75
Earnings on pre-emptions

a) ninimum statutory CRR (3%) Rs.3 Nil -
b) Cash in hand (2%) Rs.2 Nil -

c) CRR in excess of Rs.13 at Rs.1.05
statutory minimum
(9%-3%) and mdditjonal
cash reserve on
incrementzl DTL ovser
the base dete 11.11.83
which together with
the impounded amount
from out of additiounal
c2sh reservss
introduced in 1977,
roughly constitute
4% of total DTL -
at 10.5% p.a.

d) SLR (374) (i.e. Rs .35 at Rs.2.80
Rs.37 lass Rs.2.
cash in hand) at avarags
yield 8% p.a.

Total earnings from Rs.3.85 3.85
pre-smption of Rs.50 -
loanable funds Rs.6.90

or

= 13.8%
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suosidy at the rate of 3% p.s. The difference betueen the
cost of loanable funds at 13.8% and yield on export credit
at 12.5% constitutes, the subsidy extended by an average
or marginal bank to the export sector., If we take the
commercial yield aveilable to the banks from non-prierity
commercial sector at 17.5%, the subsidy extendaed by the
banks to the export sector works out to 5%.

Motivation te finance exports

7.20 It is important to recognisa that more than the
rate of interest applicable to credit, availability
of adequate credit is crucial to promote sxports. At the
branch and regional levels, bank personnel are very much
concerned with the profits they can show in their books,
because finally it is the profit level that constitutes the
main yardstick of their efficiency. It is unrealistic teo
expect bank branches to have greater motivation to enlearge
their export financing opsrations, when yield on such
business is decreasing or less than non-priority sector
yield. If the yield on export credits is narrowed and
those banks with large export credit outstandings are
penalised by louer profitability, than all the effarts for
extending concessional export credit may become counter-
productive. The choice bhetween concessional export credit
and largur availability of export credit is real enough
unless the concessional export interest rate is fully

caompengated either by commensurate interest rate subsidy or
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rafinancing facilities at lower interest rates or a
combination of both. There is alraady considerable resistance
at the branch and regional levels of the banks to incrsase
export credit any further., The credit requirements of small
and medium exporters may be particularly affectad by the
reluctance of banks to extend increased crsdit,
7.21 The extra profits that the banks could earn frum
their complementary foreign exchange business
was an attraction to extend larger export credit in tha
past. With the sharp fluctuatiuns in exchange rates and
the stipulated reduction in tha margin of profits on 'base'
exchange rates, only the bigyger banks with foreign exchanga
trading capabilities can now benefit from exchange business,
For the smallar banks, the profit margins from forezign
exchange business hardly provide an adequate cushion to

absorb the potential losses from exchange trading.
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Policy options to mitigate the
additional burden on the banks

8.1 It is evident from the foregoing analysis that a
number of Indian banks would find it difficult
to absorh the additional financial burden impesed by the recent
reduction in export credit intarest rate and also the
extension of the maturity period of concessional pre-shipment
crodit. The Committee is of the viaw that there is a strong
case for mitigating this additional financial burden. &mong
others, the follauwing policy options have bsen examined.
(1) a further increase in axport interest subsidyj

(2) increased refinancing facilities at lower
interest rate;

{3) inclusion of export credit for purpose of
computing SLR compliance;:

(4) inclusion of export credit within the
stipulated credit allocation to tns
priority sector; and

(3) increase in the interest rate applicable
for non-priority sector advances.

A further increase in
export interest subsidy

8.2 As already indicated, the recent increass in
export interest subsidy, by 1.5 percentage points

to 3%, did not compensate fully the banks for the additional

burden they have to bear on aEcount of the reductisn in

interest rate on export credit, couplud with the extension
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af the maturity period of the concessional pre-shipment
credit. A further incrcease in interest subsidy Oy atleast
one percentage point, to raise the interest subsidy te 4%,

is necessgsary to offset the additional financial burden on

the banks., The main advantages of a further hike in interest
subsidy ares (1) it can be implementsd without any ‘additional
edministrative casts as already a mechanism exists for
disbursing and monitoring the export credit interest subsidy;
{2) the rationale for removing the disincentive effects

of lower yield from export credit has been officially recognised;
(3) the budget implications of an increase by one percentage
point in the interest subsidy is only Rs.25 - Rs.30 crores
per annum, while the beneficial effects of it on medium and
small Indian banks' profits and profitability is significant.
The improvemsnt in the profits of Indian banks will snable
them to make adequate provisions for bad and doubtful assets
and also balster their capital in zourse aof time. If such
improvement is not achieved, in any case, the public exchequer
will have to bzar the brunt through either decreased profits,
or even making good the losses and making further allocation
for increasing the capital of the banks. Hence, the
increased budget expenditure through interest subsidy is

unlikely to impose a net burden on the budget.
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Increased refinancing facilities for
exports at interest rates that
provide larger margins

8.3 At pressnt, refinance of 100X increase in the
export credit over the outstanding credit during
the stipulated base period (1984) is provided at 9%. The
total margin available to the banks (including the subsidy
element of 3%X) would be about 3% taking into account the
cost of gensral pool funds, It has bsen suggested by soms
banks that, in view of the recent decline in the profitability
of export cradits to the banks, the sntire outstanding
export credits should be eligible for refinancing, instsad
of the incremental credit. The impact of this incrsase on
credit creation and fulfilment of monetary policy objactives
need to be carefully weighed, Since the vast majority of
the banks do not face any liquidity problsm and in fact
ona of tha biggest banks is normally a net supplicr of
funds to the interbank market, the demanag for 100% refinance
facilities for export credit arises not from any crunch in
liquidity faced by the banks but from their anxiety to
improve their profitability. Besides,6this would mean that
the additional reserve money injscted into the banking
system would be around Rs.2,000 crores. Therefore, the
Committee feels that the current refinsncing eligibility,
i.,e, incremental export credits over the stipulated bass
perivd, may be continued, There are other more direct

and effective options available to policy makers to snable
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the banks to improve the profitability'o? their export
business without impinging on monatary policy meaaufes and
policy objectives.
8.4 However, tou facilitate the financing of bulk
contracts exceeding Rs.5 crores, additional
refingncing facilities to banks may be considerad. Such
additienal refinancing will have no significant adverse
effect on monetary policy objectives.

Inclusicn of outstanding
export credit in the SLR

8.5 Some banks have suggested that, in order to
soften the rigours of concessicnal sxport credit,

it could be included for computing the SLR which is

currently 37% of the net DTL of the banks, The underlying

idea is that the average yield on SLR beiny less than

that of commercial lending rates, the inclusion of export

credit in the SLR would relesase at lesast 3-4% of the

total DTL of tha banks, now lant for export purposes,

(total yield 12.54), for lending at commercial rates

of interest of 16.5 - 17.5% p.a., This would improve the

overall profitability of banks. The Committee does not

favour the suggestion for & number of reasons: (1) First,

inclusion of export credit in SLR will necessarily

blunt the efficacy of SLR as an instrument of monetary

policy; (2) secondly, if ‘agcepted, it will become

increasingly Jifficult to resist demand for inclusion of

lending for other squally important sectors in computation



-~ BO -

of SLR. Ultimately we may end up with not having any

SLR at all; (3) Thirdly, the suggestion has very serious
implications for Government programme; and (4) Lastly,

SLR being a major instrument of monetary policy, the
Committes would not like ta impinge on matters relating

to formulatisn of monetary policy which is the legitimate
prerogative of the Reserve Bank. However, if the objective
of the above suggestion is only to improve the profitability
of banks, the same can as well be served, as already
indicated, by increasing the export credit interest subsidy
by 1 percentage point to 4%.

Inclusion of export credit
in priority sector financing

8.6 As an alternative measure to improve the
profitability of banks'! export credit business,
some of the banks suggested that export credits could be
included in the stipulated 40% credit allocation of total
advances to the priofity sector. Similar to the inclusion
of outstanding export credits in SLR, this measure would
release 5-6% of the total loanable funds of the banks for
lending to customers at the commercial rates of 16.5-17% p.a.
and thereby enable the banks to improve their overall
profitability and profits. It has the added merit that
those banks uhose profitability is under strain due to
their social financing obligations would be the chief

beneficiaries of this measure.
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8.7 However, the inclusion of export credit in the
stipulated priority sectar financing, without a
simultansuus increase in the volume of the total priority
sectar allacation, would reduce correspondingly the flow of
funds to other purposes within the category., In view of the
national priority attached_£;.the weaker section financing
and also due to the fact that if export credit is included
in the priority sector, once the 40% ceiling is reached
the banks will not have an obligation to extend furtber
credit to the export sector, hence the fleu of credit to
the axport sector may get adversely affected. Therefore,
the Committee considers that it is not desirable to include
export credits within the stipulated priorify sector credit
allocation. On the ather hand, if there is & simulteneous
increase in the credit allocation to the prierity sectar,
the objective of improving the overall profitability of the
banks would not be realised,
Increase in the ceiling rate of

intersst applicable to commercial
lending

8.8 Already the interest rate for non-priority
commercial lendings is high. Any further hike

in the ceiling rate may not only distort the interest rats

structure for industrial activity and thereby the allocation

of funds for industrial activity but also will be strongly

resisted by the affected customers. In fact, after reviewing
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the interest rate structure for advances,RBI hds actually

reduced the cejling rate of interest for non-peiority

purposes from 18% p.a. to 17.5% p.a. in April 1985. The

Committee feels that there is no justification for increasing

the ceiling rate for this segment as an gption to compsnsate

the banks of interest loss as a result of recent interest

rate changes on export credit,

B.9 Taking into account all these factors, the
Committee favours an increase 1in the interest subsidy

by 1 percentage point due to {1) its administrative and

procedural flexibility and ease in administering (2) it has

no effect on monetary policies,procedures and objectives

(3) its direct effect on the prufits and profitability of the

banks (%) its ability to confer benefits in direct proportion

to the export financing efforts of the banks (5) the financial

burden on the Government can be estimated with greater

certainty and limited to a maximum amount of Rs.25 - Rs.30 crores

per annum,
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Information will be kept secret.

Committee to study the structure
of interest rates for export credit
(Reserve Bank of India)

Questionnarex*

Part A : Banks

Name of the bank

Address

Q. 1 Statistics of export credit granted by your bank
during the last three years.

(ss. in lakhs)

1983 1984 1985

a) Average outstanding
bank credit

b) Average outstanding
export credit

c) Proportion of (b) to (a)

Q. 2 Commodity-wise break-up of putstanding export credit
(,s, in lakhs)

Comnodity 1983 1984 1985

* The questionnaire should not be taken to reflect in any
manner the opinion of the Committee in respect of matters
contained tharein.



Ba.
If interest on export credit is reduced by 2%/3%

what impact it will have on the bank's profitablility?
Please indicate in terms of percentage.

Please indicate the proportion of interest cost in the
cost of production of major items of exports -

The date.for last 2 years may please be given. Where
no such data 1is readily available with the bank, you

are requested to call for the same from some of your

major exporters.

(%o in lakhS)
Commodity 1984 1935

—

i) Inter=st cost of
export finance:s

1i) Cost of production:
a) Raw materials
b) Other spares
c) Power and fuel
d) Direct labour
e) Repalrs & maintenance

f) Other manufacturing
expenses,

g) Depreciation
h) Others

Total cost of
production
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From the date furnished in 4(ii) which item/s do

you think offers greater scope for cost reduction
of export items? Please give detalls, commodity-
wise, on the basis of data available with you on

different units engaged in exports.

From the actual results and projections furnished

by the exporter borrowers at the time of sanction

of limits last, please indicate whether the borrowers
have achieved their pre-set targets in exports.

If the. performance was not satisfactory, plsase
indicate the factors which affected the operations

of the exporters. ( The replies to this may be given
on the basis of scrutiny of data of 4 to 5 exporters).

Do you consider that the cost of export credit is
a major constraint on expcerts irn terms of its
price competitiveness. If so, for which items?
how?

Please furnish details on:

(Percent)

a) Average cost of
deposits(including
servicing cost of
Rs.100 of deposits)

b)Cost of Rs.100 of
loanable funds from
deposits 1.e., €ost
of deposits after
taking into account
income from deposits
invested in statutory
reserve assets:
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0.9 Please indicate your earnings (other than interest)
out of foreign exchange business(in terms of
percentage)

Q.10. Taking into account the replies to Q.8(a), (b) and
9 above to what extent, your bank can lower interest
on export credit.

Q.11. If the rate of interest on export credit is reduced
bv, say 2% or 3% do you think that th2re will be
significant increase in export?

Do you consider that the availability of credit €for
export purposes is satisfactory(a) at rs-shipment
stage, (b) at post-shipment stage. At what stage
you face problems in timely provision of adequate
credit o export sector particularly with reference
to reported delay 1n sanction of credit limits?

Q.12. Do you consider the interest on export credit in
India is higher than that obtaining in competing
countries like 5. Korea, Singapore, Taiwan,
Hongkong, Bangladesh, Pakistan, Japan. Could you
indicate the rates offered on export credit by banks
in these countries?

Q.13. Please indicate the net benefits accruing to your
bank out ‘of the subsidy received under the Export
Credit (Interest Subsidy) Scheme 1968 after taking
into account the cost involved in operation of the
Scheme, Please give detailed working.



Q.14.

Q.15.

Q.16.

R7.

In view of what has been sta-ed against 2.No.l1l3,
please give your general observation on the
utility of the above scheme. Do you have any

alternate suggestion in this regard.

The seventh Plan aims at 7% increase in exports
annually. This will reguire provision of
additional bank finance. Will you bri=zfly mantion
your bank's planning to meet the additional bank
finance to your exporters during the sdventh Plan.

Any other is:ues which you expect the Comnittee
to consider may please be indicated.
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Part B: EXporters

1. Name and address

2. Items exported by your organisation during the last
2 years.

Major exports

Item Year 1983-84 Year 1984-85
Quantity ‘Value Nuantity Value

3. Please indicate your major export markets.

Q.4Please indicate the names of major competitbrs

Item Country

Q.5 In which of the following areas your competitors
enjoy advantagess

Cost(extent of nrice advantage may be indicated)
Quality ¢ (Nature of advantage)
Marketings (Nature of advantage)

Supoly (Please specify)

Q.6 What official supnort is received by your major
competitors in the matter of -

a) Concessional export credit
b) Other monetary benefits

c) Fiscal incentives

d) Marketing advantages

e) Any other (please specify)
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Q.7 Is the quantum of credit provided by your bank considered
adequate? If not, why and for which items?

Q.8 Is .there any item/commodity for which you have already
paid ceiling rate of interest (i.e. , presently 16.5 %
p.a.) on gxport credit because export could not take
place within the stipulated period? If so, please give
the reasons for which the export could not take place
within the stipulated period.

Q.9 Is there any item/(s) in your export basket for which
you need extended pre-shipment credit period? For
fow long and why?

Q.10 What is the proportion of interest cost jin the total
cost (FOB) of your export items? Please furnish figures
for the last two years.

Export item Interest Cost of = Proportion of
cost production interest cost to
total cost

Q.21Suppose the interest rate is reduced to (a) 10% or (b)9%
what impact in percentgge terms it will have on the FCB
cost of export items (plegse furnish separately for (a)
and (b)

* Please give break-up of major components of cost of production
like raw materials, power, fuel, direct labour, repairsand
maintenance etc.
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Q.12, Suprose the interest rate is reduced as above, do
you think it will be possible to increase your
export? If so, how and to what extent, particularly
keeping in view the proportion of interest costs in
the total cost of exports as indicated at 10 and 11
above,

Q.13. What are the other major constraints faced by you in
export per formance?

a) High cost of raw materials

b) High labouf charges

c) Non-avallability of regular electricity supply
d) Other infrastructural botilenecks

e) Others, please specify

Q.14. In which of the above areas you are in a position
to reduce cost and to what extent?

Q.15. Extension of post-shipment credit.

Is there any need for extending credit period at
post-shipment stage? Please specify the instances,
markets, commodity and nature of credit that you
consider necessary for improving competitiveness

in the international -market. Please furnish
details about the terms and conditions offered by
your competitors.

Q.16. To what extent trade credit serves as a source of
short-term finance for your exports? Please give
in terms of percentage of the total cost as also
period for which such credit is available.
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Q.19.

91

In respect of a few major commodities exported by
you, please give the following informations

a) Domestic cost of production
b) International cost of production(Domestic in the
importing country - converted in rupees)

c) Domestic sale price

d) International sale price(converted in Rupees)

e) 3ale price quoted to the importer (with teems of
payment such as FOB, CIF, etc.)

f) Please indicate the proportion of various
‘overheads in the (i) cost of exports) (ii)Export
Sales

Could you suggest some new methods of financing
exports keeping in view the resources and lending
priorities of the banking system in the Indian
context?

Please give your considered suggestions for

improving compeititiveness of Indian products in
international market which deserve to be considered
by the Committee. Please substantlate your answer
with facts and figures on the basis of the orders
which could not materialise on account of colpetitive
terms offered by other countries.
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Part C : EPCa/Commodity Boards/

Trade and Ind. Assns. etc

Name and address

Role of the institution
relative to exports
promotion.

Main items coming within
your purview (in the case
of EPCs/Commodity Boards
etc.) Glve a list of the
export performance in

terms of quantity and
value of these items during
the last 10 years in a
Separate annexure .,

Items in which exports Items Short-fall
increased but below

expectations

Items in which exports Items Short-£all
declined

Items in which Indian Items Extent of
exporters have curren- price advan-
tly competitive price tage
advantage

Items in which Items Extent of
Indian exporters have price dis-

price disadvantages advantage

Reasons

Reasons

Competi-
tors

Competi-~
tors
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11.

12,

13.

Items in which Indian
exporteeks have compe-
titive quality ad-
vantage

Items in which Indian
exporters have guality
disadvantage

Suggestion for impro-
ving price advantage

Suggestion for removing
Guality disadvantage

Items in which Indian
exporters £face compe-
tition on credit
terms at the post
shipment stage or any
financial package.

In which items do you
consider the current
veriod of credit is too
short.

Items

Items

Items

Items

Items

Items

Nature of Competi-
advantage tors
Nature of Competi-
quality dis- tors
advantage

Suggesticns

Suggestions

Extent of Compet- Mark-
credit itors ets
competi-

tion

Current period Recomm-
ended
period

a) Pre-shipment stage
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14. %¥hat is the element of Items Interest cost
interest cost in % as % £.0.b.
terms in the total cost
f.o.b. cost of major 1.

export items under
your purview.

15. @“hat rate of interest a b
do you recommend
a) at pre-shipment
stage and what period,
b) at post-shipment
stage and what period.

16. Accérding to the
information available
ar® there any lnstances
when Indian exporters
10st export orddrs due
to inability to compete
on credit terms.

Give specific instances
if any.



ANNEXUJRE IT

Chart on Interest Rates on Export Credit
( #ith elifect from 1 August 1986)

3. PRE-SHIPMENT CREDIT (%4 per annum)
i} Upto 180 days 9.5
il) Beyond 180 days & upto 270 days 11.5

{in cases where the extension
of period has b:en apnroved by RBI)

1ii) Beyond 270 days Not exceeding 16.5

iv) Against cash incantives, etc,
covered by ECGC guarantee

i) Upto 90 days 9.5
ii) Beyond 80 days Not =xceeding 16.5

B. POST-SHIPMENT CREDIT

I. i) Demand bills: Upto the transit
period as specified by FEDAI 9.5

ii) Usance bilis: Upto 180 days
iii) For the overdue period Not exceeding 16.5
II. i) Deferred credit(for p=riod 8.65
beyond one year)

ii) For the overdue period Not exceeding 16.5

III. Other post-snipment advances

i) Cash incentives, etc. cover=d 9.5
by ECGC guarantee ~ (Upto 90 days)

ii) Undrawn balances (Upto 90 days) 9.5

iii) Against retention money (for 9.5

supplies only) payable within
one year from date of shipment
(upto 90 days)

iv) Beyond 90 days in all the cases Not exceeding 16.5
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IV. Against Duty Drawback entitlement as
provisionally certified by Customs
authorities, under Duty Drawback
Cr2dit Scheme
i) Upto 90 days Free of interest

ii) Beyond 90 days Not exceeding 16.5

C. EXPORT CREDIT NOT OTHZRWISE SPECIFIED Not exceeding 16,5

Note: Export -bills-not realised within 180 days from the
due date thereof will not be eligible tor interest
at 9.5% p.a. and shall attract interst at a rate
not exceeding 16.5% p.a. from the date of post-
shipment advance,



ANNEXURE TII

Export Credit vis-a-vis total bank
advances for the period from 1974-
75 to 1985-86

( s« in crores)

As at the end of March

Year Total Bank Export Credit Export Credit
advances outstanding* as percentage
outstanding@ of total Bank

advances

1975 8,762.0 706,.,0 B.6

1981 25,371.0 1,741.0 6.9

1982 29,681.0 1,847.0 6.2

1983 35,.493.0 1,827.0 5.1

1984 41,294.0 2,186.0 5.3

1985 48,953.0 2,438.0 5.0

1986 55,916.0 2,609.0 4.7

Source@ Currency & Finance 1984-85 and
RBI Bulletin May 1986

* Data peported by banks to IECD



ANNEXURE IV

Rates of interest on export finance
obtaining in certain other countries
including our competitors like,

Pakistan, Bangladesh, South Korea,
Indonesia, Singapore, Taiwan, Japan, etc.

The information call=d for by the Committee from rcliable
sources on credit and other facilities available in competing
countries is summarised below:

1. Pakistan

(i) Interest rate structure

Lending rates have generally been 4% to 5% above the 3tate

Bank of rtakistan's discount rate which has kt ==n

(9]

0¥ since the
last 8 years.

(ii) Interast on pre/post-shipment finance

Export refinance is granted for export of non-traditional
products, list of which i3 amended from time to time. State
Bank of Pakistan lends to commercial banks at 3% and banks in
turn recover 6% from the customer. There are as many as 25
commodities as per list enclosed which are not eligible for
concessionary export £finance. Commzrcial bank%s can charge
any rate, in respect of these specified comnodities between
10 to 20% per annum. The rates generally hover around 13
to 15% and would as a rule depend upon the nature of security
and credit wérthiness of the exnorter rather than the nature

of comitodity itself.
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Refinance is available at abowve rates for upto:

a) 360 days for export of machinery under pre-
shipment finance

b) 180 days pre-shipment/post-shipment ra2finance
for other non-tradftional items.

c) 12Y2 years post-shipment for export cf local
machinery.

i11) Deposits

Under the Islamic Banking System, which has b=en in force
since last y=ar, the interest (profit) rates on deposits vary
half year to half year, depending on the bank's profitability.
The averaﬂe_ profit rates paid by the bank for the half yeoar

July- September 1985 were as under:

7 days call 5.85%
30 days call 6.75%
Savings account 9%

3 months 10.35%
6 months 11.70%
12months 12.24%

While the rates of profit are slip .ing under Interest {ree
Banking (IFB), the cost of credit is going up. The rate of
interest previously charged was 14% on general advances. Now
called mark-up, the rate has gone up and ranges from 14% to
15.7%. 1In case of repayment defaults, the mark-up can shoot
upto 20% a year. All advances have to be fully settled at the
end of each six months and defaults brought to the special

banking tribunal 90 days after the expiry of the clegqring date.



2. Bangladesh

(1) Interest rate on export credit
Pre-shipment stage

a) Interest on export of
traditional items (jute,
jute goods, loose tea)

b) (i) Non-traditional items
(Other than jute, jute goods,
tea)

(ii)On the excess amount over
sector target(Rates do not
differ with change in period)

12% p.ae.

9% De.ae.

Shipment must be compla=ted within 120 days from the

date of th=ir draw.

Refinance available from Ce2ntral Bank

a) Pre-shipment advance

T¥or Jute -upto 30% of 0/3.
for Tea(Other than packat tea)
~100% of pre-shipment finance
NYon.tkradition items - 100%

b) Post-shipment advance

(1) Usance export bills for
traditional items 50% of 0O/S.

(2) Non-traditional item 100% of 0/S

ii)Deposit rates

Short deposits
5avings (with chequing)
Without chequing
Savings (Rural Area-with chequing)
Without chequing

Fixed 3 months and over but
less than 6 months

6 months and over but
less than one year

8.5% p.a.

8.5% p.a.

4 .5%
8.5%.
10 %
11 %
10.5%

12 %

132

p-ao

Pe.ae.

p.a.

Peae.

Pe.ae.

Peas

poa.



1 year and over but 14% p.a.
less than 2 years
Fixed 2 years and over but 14.5% p.a.
less than 3 years
3 years and over 15 % pe.ae.
Maximum lending rate 18 ¥ p.a.

3. South Korea

(i) Interest Rate structure

Local currency

General loan

Less than 1 year
10—1105% p.a-

Over 1 year 10-12%

EPL(ExXport Promotion
Loan)

10% p.a.

Foreign currency loan/LIBO/SIBO+Maximum 1.5%

(ii) Interest rate on Export Credit

Pre-shipment stage

EPL 1s financed at 10% p.a. upto approximately 80% of
L/C, D/A, D/P for 90 days in principal. Extension is allowable
subject to the Central Bank's approval. Lending bank can have
access to the Central gank's rediscount facilities upto 70% of
EPL amount at 5% p.a. until the EPL is liguidated.

Post-shipment stage

1. Short-term finance

Discount of usance/D/A bills by
commercial banks.
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Until the maturity of the biils,
D/A, LIBO/SIBO is used with spread
at bgnk's own discretion depending
on exporters credit.

2. M1d/LT Finance only Korea Exim Bank
can handle this financejcurrently
prevailing rates are

Ship building 8% Pede

Plant expért (less than S years) 8.8% =
10.95%p.a.

Over 5 years 8.8% -

11.2 %p.a.

iii) Interest on Deposit

Pass book account 1% p.a.
Savings account 6% p.a.
Term deposits 1-3 months 4%
3months - 1 year 6%
1 - 2Y2 years 10%
Current deposits Nil

4, Indonesia

(1) Interest rate structure

Interest rates range between 20-24% based on a 1-4% spread
over the bank's base rate. There is no exception with reference
to export related financing.

(ii) Interest rate on export credit

Besides lenient treatments in formalising permits, etc.
the Government provides for an export credit financing programme

under the following arrangements.
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a) A Forex Bank will provide the =xporting customer
with a Central Bank apurov=d line based on expected turnover.
The bank will provide 85% pre-shipment financing at the bank's
normal market lending rate for a limited tenor not =xceeding
5 months,

b) Z?ZUpon shipment and subseguent n=gotiation of
documents {(discount in the case of usance), the loan is
repaid and the bank refunds all interest praviously paid in
excess 0f 9% back to the exporter. Based on the negotiations
and with appropriate documents the bank will acquire 6 months
funding at 3% p.a. from the Central Bank to compensate its
interest loss and some profits depending on the length of
tenor during pre-shipment financing

(iii) Interest on deposits

1 month 15.5%

3 months 16%

6 months 16.5%
12 months 15.5%

S. Taiwan

(1) Interest rate structure

Lending rates(local currency)

a) Long and medium term

Highest 9.75% p.a.

Lowest 6.00% p.a.
b) Short -term

Highest 9.00% p.a.

Lowest 5.50% p.a.

Foreign currency

Prime rate (LIBO/SI30)plus spread decided by

lending bank.
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(ii) Interest rate on export credit

a) Inter=sst rate at pre-shioment stage

Export Promotion loan, maximum 180 days (in local
currency by local banks) @ 5.75% p.ae.

Export Promotion loan maxirmm 180 days in foreign
currency (mostly US $) to be repaid from Export proceseds
of foreign banks.

Fliating rate : Base rate plus spread - adjustable weekly.

b) Interest rate at post-shipment stage - N.A,

Export Import Bank of China -
Programmes provided by

1. Medium and long term
instalment payment within

2 years 7.00% p.ae.
2-5 years 7.75% p.a.
5-7 years 8.00% p.a.
Over 7 years 8.25% p.a.
AT
2. Fixed relending facilities . provided to foreign importers

through a foreign correspondent bank.

Within 2 years 7.00% p.a-.
2-5 years 7.75% pe.ae.
3. Short term financing 5.75% p.a.

Export Promotion Loan
(181-360 days)

(iii) Interest on deposits

Local currency

1. Checking account Nil
2. Demand deposit account 2%p.a.

3. 3avings accounts 3.75% pe.ae.
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4. Time deposits 6.25% p.a.
(within one year)

5. Time deposits 6.75% pea.
account

(over one year)

Foreign currency

1. Demand deposit -

2. Savings deposit 2.00% p.ae.
account
3. Time deposits 4.56 - 5.56% p.a.
account
6. Japan

(1) Since Japan has substantial trade surplus, there is no

Government incentive for export promotion any more. Banks do
not provide exporters with special finance at less =xpensive
rates. Normally interest rates ‘on finance for usance bills
are provided with spread plus the funding cost which is the

Euro-dollar rate.

(ii) Interest rates on Export Credit

Short term @ 4.5%~-5.5% p.a.

Long/medium term 6.5% p.a. as per OECD
Consensus guidelines,

(11i) Deposit rates

Yen Us $§
Savings 0.5% 3.0%
3 months 2.5% 4.75-4.875
6 months 3.75% 4.875-5%

12 months 4.50 4,.,937-5.068%
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7. Singapore

The organisation responsible for export credit
guarantees is Export Credit Insurance Corporation of
Singapore (ECICS). The two main programmes of ECICS
are: Suppliers credit and“buyers credit.

i) Suppliers credit

Short term cover upto 180 days for exporters in
respect of Singapore manufactured goods, against payment
of an agre=d premium, the exporter is issued with a policy
covering commercial and political risk, for a period upto
180 days. The policy then can be assiyned to the exporters
banker who will provide funding against the policy as
security. Funding cost is subject to negotiation between
the exporter and his banker. aAs an indication, prime rate
in Singapore is currently 8 to 8.5% p.a.

Pre-shipment cover has been disco ntinued ECICS
instead will now fund exporters for material purchases for
90 days backed by L/Cs opened by exporters.

ii) Apart from ECICS, the other Government supported programmes
in aid of exporters are :

Interest Subsidy Schene :

This scheme is administered by the Economic Development
Board of Singapore(EAB). Under the gcheme, 3ingapore
manufacturers are able to obtain 50% subsidy for inter=st
payments under loans approved by EAB. The scheme 1is
basically aimed at promotion[éapital investment in

'vroductive' machinery.
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ane
Various tax incentives/offered to Singapore manufacturers
such as 100% first year allowance for capltal investment and
additio al investment tax credits.
8. Malaysia

i) Interest rate structure

Banks are permitted to charges 1.5%-2% spread over cost of
fundas for overdraft. The interest rates on export bills
depends on the currency of the bill.

ii) 1Interest rate on export credits

The cheapest form of financing for the exporter is
available under the Export Credit R-finance Scheme (=CR).
Under ECR, the Government aims to boost exnorts through export
refinanci. g at preferential interest rates( currently 5% with
maximum spread of 1.5% to commercial banks).

Pre-shipment and post-shipment export refinance under
ECR are both available for a period of 90 days.

Medium or long-term post-shipment credit is not availabla

Export Credit Refinancing Schemes

The Government provides concessionary financing for a
wide range of manufactured exports through its bills
rediscounting faclility.

(11i) Interest on deposits

1 monthto 6 months 7.25% p.ae.

12 months Te5% pe.ae
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Financing arrangements in some of the
major exporting countries are briefly
mentioned below(The position pertains
to September 1985)

1. United Kingdom

Short term export credit is advanced by the London and
Scottish clearing banks under a 100% ECGD bank guarantee at
a rate based on the bank's base lending rate.

Medium and long term export credit is sterling for two
vears and more is t+he subject of a long standing agreement
between the clearing banks and the Qovernment . Under this,
the banks charge the consensus fix=d rates of interest.

ECGD makes up to the banks the difference betwe=n these
rates and the average cost of the banks®' funds. A ‘R=ference
rate® to calculate this cost is agreed by a penel of banks,
based on sterling LIBOR for three months.

Once ; month an average rate is agreed amd published
in a number of newspapers, in order that the participants can
Calculate the exact amount of interest equalisation due to them.
This grant is based on the reference rate plus a margin of
0.875% and is pald on all fixed rate bank lendiﬁg for exports
outstanding at the monthly make-up day. For credits of 12years
or more the maximum margin is 0.875% for the first 12 years
and 1% thereafter. The banks for their part have been
dissatisfied with both the margin and the frequency of
settlement days.

Interest rate for short term (less than two years); the
commercial banks base lending rate plus a margin of 0.625% plus
0.125% for collecting bills or a maximum fee of £ 5.00 for

handling each promissory note.
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2. West Germany

The discount rate of the Bundesbank ‘54.0% and the Lombard
rate is 5.5%. The rate for three months inter bank money is 4.6%.
Short-term bank credit(upto 1 year) for prime customers carries
a rate of around 7.5%. The rate of interest for medium-term
credit( 5 years) 1s around 8%, but rates vary depending on
maturities and borrowers,

3. Belgdium

The rate for short-term (upto 2 years) export credit is
9.75%. For medium and long term (2-12 years) export credits,
current export rate is 11.05% plus banks' 0.45% commission +11.50%
Outside the EEC, and for matching purposes only, subsidy is
provided to bridge the gap between credit - export raté8 and the
relevant consensus rate,

The National Bank's discount rate is 9.50%. The rate for
discounting prime bills of exchange at the rediscount and
guarantee institutions is 9.4%. The commercial banks' prime
overdraft rate is 12%.

4. France

Commercial banks' base lending rate is 10.85%. Effective
short term rates are 1.5 -2% above this 'lavel.
5. Italy

The discount rate of the Bank of Italy is 15.5%. Short
term credit (upto 18 months) rates vary but range upto 3% points

over the discount rate,
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6. Canada
Mcst of the medium and short-term export finance by
the banks is done in US d&lar with ma:ginsrpf D.5% over
LIBOR when =ZIDC guarantee is available.

CONSENSUS RATES

The consensus rates under the International arrangements,

as 1ndreased from July 1986 are as follows: (:ﬁgﬁCQﬂt)
2 - 5 years Above
2 _years
Relatively rich countries 9.55 9.80
Intermediate countries 825 8.75
Relatively poor countries 7.4 7.4

Prime Lending rates etc.

Prime lending rates and 3 months' Deposit rates of
commercial banks in some of the developed countries were
as under during the first half of July 1986.

Interest rates % p.a.

Prime lending Deposits

3 menths

Australia 17.00 14.60
Canada 16.25 8.45
France 9.60 7.25
West Germany 7.00 4,28
Italy 13.50 11.50
Japan 4.13 2.13
Switzerland 6.75 4,25
U.K. 11.00 9.84

U.S.A. 8.50 6.15
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Enclosure +0 Annexure IV

List of commodities not eligible for
concessionary export finance in Pakistan

Sr.No. : Commodity

1. Raw Cotton.
2. Cotton Yarn.
3. Fish other than frozen and preserved.
4. Mutton and Beef,
‘Se Petrolum Products,
6. Crude Vegetable Minerals.
7. Wool & Animal Hair.
8. Crude Animal Material.
9. Feed stuff for Animals.
10. All Grains including Grain flour.
11, Stone, sand and Gravel.
12, Waste and Scrapof all kinds.
13. Fertilizer crude.
14, Olil-seeds, Nuts and Kernels.
15. Pearls and Precious Stones,
l6. Jewellery exported under the Entrustment scheme,
17. Live Animals.
18. Hides and Skins.
19, Leather wWet Blue.
20. Inorganic Elements, Oxides etc.
21. Crude Minerals,
22, Works of Arts and Antiques
23. All Metals.
24, Fur Skins.

25, Wood in rough or 3quared.



ANNEXURE - V

A special note suamittzd by Shri ~.Sampangi,

a Mamber of the Comnittes and Additional Economic
Adviser, Ministry of Commarce, Government

of Indie, New Delhi,

The Government of India through varicus gpolicy
measures are making constant efforts to make axports compatitive
in the world marke ts. Sevsral daecisions have been announced
reacently to enable the axporters to obtzin capital goods,
rau materizle and intermediates at international prices with
a view to make export production cost efficient.

Gne of the crucial Factors thai has hcen effecting the
competitiveness af our products in the world marke ts is the
intersst rate at uwhich exporters have to borrouw funds from the
commercial banks at the pre-shipment and post-shipment levels,
The data on interest rate siructure prevailing in the other
devzloping countries which caompete with India in international
markets such as Pakistan, Taiwan and Malaysia shou that the
interest rates for export items are much louer as campared to
India. For instance, in the case of pakistan, it is 6% for
non-traditional items, Taiwan, it is 5.75% and Malaysia, it is
6.5%. Indian exporters should get export credit at this kind
of louw retes so that they will bs able to compete with these
countries in the international market.

It has been argued that the commercial hanks in view
of their financial commitme nts to other priority areas have
only about 20-23% of their total working funds to lend at
commercial interest rates at around 17.5%. I strongly feel
that oxport sector will have to be given national priority in

vieuw of the utmaost need not only to bridge our balance cf
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payments gap but also finance our ssssntial imports which are
required to catsr to the developmsntal needs of the sconomy,
Besides, one of the major objectives of the 7th Five Ysar:/Plan
is to increass the overall levsls of efficiency and productivity
in the industrial sector. Ons of the important ways by which
this could he achieved is by gearinqg up the domestic enierpreneurs
to meet the rigours of international competition which warrant
higher levsls of efficiency and maximum produciivity, In vieuw
of these national commitments, there is certainly a very strcng
case for the export sector to be treated 23 a very gspecial one
and all facilitjes will have to be aiven to meake this sgector
competitive.

It must also be noted that the existing export incentive
schemes such as CCS, duty drauback do not fully compensate
for the domestic econoumic rigidities and texation. In crder to
make the production of goods for exports compétitive efforts
have been made to supply certain capital Joods, intermediates
and rau materials at international prices. In keeping with
this objective, it is nscessary that credit and working capital
which is one of the major factors uwhich enters the production
process is provided at & competitive level, [ am, therefore,
of the visu that the commercial banks should provide credit at
lavels comparable to thouse prevailing in competing countries,
We may leave it to the Government whether the "losses", if any,
incurred by any banks should be borne by the banks, by the

Government, or recouped through adjustment of interesst ratses,
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