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“Foreign Capital and Infrastructure” by S L Rao

Like disinvestment in state-owned enterprises, we are somewhat ambivalent about inflows of foreign capital. We are proud of our burgeoning foreign exchange reserves. They are very reassuring for government, economists, businessmen and others who remember the traumatic year 1991 when reserves could barely cover two weeks’ imports and the Finance Minister was being lambasted by discredited politicians and communists for mortgaging seized gold to the U.K. But our remaining ‘swadeshi’ protagonists are afraid that foreign capital inflows will lead to our dominance by foreign capital. Others fear their inflationary potential. There is also the fear that our rising foreign exchange reserves are made up largely of NRI inflows and stock market purchases by foreign institutional investors. These are felt to be volatile. NRI money could flow out as they mature and FII’s could withdraw even faster.

The Governor of the RBI expressed some of this concern when he said mildly a few days ago: “A view needs to be taken on capping FII flows into the markets. Price-based measures such as taxes could be examined though their effectiveness is arguable”. The Finance Minister denied that such a tax was under consideration. He also said that options would be kept open. 

Any observer of the stock market knows that it has been the sudden lemming-like flows and outflows of foreign money that have been the main cause for the large ups and downs of share values in the last few months. However the data shows that net FII outflows took place only in 1998-9 in the last twelve years) when the Pokhran nuclear explosions took place with resultant threats by almost all developed countries and uncertainty as to what effect they would have on the economy. Otherwise they were net foreign institutional fund inflows every year. The Governor rightly said, agreeing with the research on the subject that the effectiveness of a tax is arguable.

The response by brokers, merchant bankers and some columnists was vituperative. There was also criticism by editorial writers. Never in recent years has a speech by the Governor of the RBI been subjected to more than respectful analyses and discussion. The response was panic-stricken perhaps because these people knew that FII’s and the stock markets overreact frequently and respond instantly and negatively to small events and to government policy. They probably anticipated a FII reaction. It did not take place. The carefully chosen words of the Governor were not recommending policy. He in fact also questioned the value of the “price-based measures”. There could have been arguments for or against his words without the vituperation. The reaction displayed an unreasonable unwillingness to consider views that might shake the comfortable boom that the analysts and brokers would like to continue. 

A similar lack of understanding without the vituperation appears to have been the reaction to the suggestion of the Deputy Chairman of the Planning Commission of putting idle foreign exchange reserves to work. Some have said that it is not government’s money, it consists largely of borrowed funds and that the suggestion if implemented had high inflationary potential. No one has said that the enabling conditions for infrastructure investment have to be created. 

why there has been poor private infrastructure investment? Lack of funds has not been the problem. When the environment is right the funds have been found as we have seen with telecom. When the environment is unfavourable the money does not come. Private funds will not enter infrastructure investment when it does not make commercial sense. Roads and possibly even rail fall into this category. If policies are restrictive there will be little private interest. Thus though investment in electricity transmission was opened to private investors in 1998, except for one joint venture by TATA Power, there has been no private investment. Similarly with oil exploration until ONGC stopped cherry picking the most potential exploration areas. When the cherry picking stopped there was a rush of private investors.  

In Power, distribution is still with state electricity boards run by bureaucrats and without either a commercial or an entrepreneurial culture. The Electricity Act might help create a separate circle of suppliers and consumers through the more flexible definition of “captive” generation to enable associations, cooperatives, etc, to form captive generation groups. The new Electricity Policy of government does not tinker to damage the Act as the communists would wish. So it is possible to plan captive network, with open access to transmission lines and no surcharge on transmission tariffs that is otherwise applicable to those who use the open access to transmission lines. Even the surcharge is to be limited. Subsidies are to be capped. After no progress on privatization of distribution after Delhi in 2002, Uttar Pradesh seems to be ready. Other states will follow. The Policy makes progress on rural electrification more likely. These developments make the promise of large investments in Power very feasible.          

Coal is a monopoly of the central government and there is no sign of allowing private investment. There is no regulator for licensing or for tariffs. Without these there will be no private investments, since even captive mines are not allowed to sell coal. 

Railways are not yet open to private investment but even if they were, there is unlikely to be an inflow of private funds until there is a regulator to set tariffs and decide on other critical issues independently. The Minister seems set against this. No opening to private investment is likely except in urban transit systems. 

Roads will attract little private investment until a model is developed to enable investors to earn an adequate return in the absence of assured tolls being paid. An alternative model was to allow the developers to also develop real estate in the vicinity of the roads and thus not have to charge tolls. This idea has not taken off. The one initiative, the Bangalore-Mysore highway project has been in abeyance for a decade and Karnataka’s land hungry politicians will prevent it taking off.  

Pipelines for oil and gas are still a monopoly of the government enterprises. When private parties are allowed to invest as seems likely, we will need independent regulation of tariffs, licensing, access, etc. Tariff regulation is not at present in the functions of the Gas Regulator in the draft Regulatory bill before Parliament. Private investment will enter but with some caution.

It is in this context that we must look at attracting private funds into infrastructure. If we do not we will repeat the disastrous mistakes of the early 1990’s with Power when “fast-track projects”, sovereign government guarantees, approval to highly padded capital coasts, etc. were to transform the Power sector but failed mmiserably. 

As far as using foreign exchange reserves are concerned, there are many ways to do so.  Rajawade has suggested that external commercial borrowings of Indian companies could be made at competitive international rates from the reserves, repayment to be in Rupees and perhaps expenditures confined to duty free imports for infrastructure projects. Another possibility is to allow investors in infrastructure to use funds from this source for duty free imports of all required items, even steel and cement.  The local expenditures out of these funds are unlikely to be so much as to trigger inflation.

There is yet another source that is readily available that can be used for all infrastructure investment by public and private sectors. That is from the Provident Fund. With guaranteed returns on equity (in power it is 14%), and if government stood surety, provident funds could earn a lot more than today and even meet the cost of giving a  return to Members of 9.5%.

We are very good at piecemeal solutions, not holistic ones. So long as we do ignore the major reforms required in the sectors, we cannot get large fresh private (and even public) investments into infrastructure. (1305)

