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PROJECT AUTHORIZATION

Country: INDIA

project: Financial Institutions
Reform and Expansion

Number: 386-0531

1. Pursuant to Sections 103 through 106 of the Foreign
Assistance Act of 1961, as amended, I hereby authorize the
Financial Institutions Reform and Expansion (FIRE) Project
for India (the "Cooperating Country") involving planned
obligations of not to exceed Twenty Million United States
Dollars ($20,000,000) subject to the availability of funds
in accordance with the annual OYB allotment process, to help
in financing the foreign exchange and local currency costs
of the Project. The planned life of the Project is five
years from the date of initial obligation.

2. The Project is designed to assist the Government of
India (GOI) to improve the legal and regulatory framework,
and the operational environment of India's capital market
and to assist in developing the debt component of that
market by demonstrating the commercial viability of selected
urban infrastructure projects. It will assist India's
capital markets by improving: 1) trading practice
transparency; 2) time reyuired for the settlement and
clearance of transactions; 3) @isclosure norms for market
participants; 4) investor services; and 5) capacity to
mobilize resources for urban infrastructure that will be
designed to assist, in large part, households below the
median income level. )

3. Goods and services financed by A.I.D. under the Project
shall have their source, origin and nationality in the
United States except as indicated below. Local source
procurement is authorized pursuant to Handbook 1, Supplement
B, Section 5D10a(1) (e) For approximately Six Million U.S.
Dollars ($6,000,000) for local training and consultancy
costs, and audit/payment verification costs because success
in the achievement of project objectives requires that we
substitute expatriate for local expertise as little as

possible. In addition, local source procurement is
authorized for those categories of goods and services listed
in Handbook 1, Supplement B, Section 18Alc.
Signature/ﬂWﬁ“g —~1
Maime Walter G. Bollinge
Title: Director

USATD/ India
Date: 9-17-93
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GUARANTY AUTHORITY
Program No.386-HG-IV
(Avthorization No.386-HG-015)

Provided From: Housing Guaranty Authority
For : The Government of India

Pursuant to the authority vested in the Mission Director by

the Foreign Assistance Act of 1961, as amended (FAA} and the
Delegations of Authority issued thereunder, I hereby authorize the
issuance to eligible U.S. investors (Investors) accepktable to A.I.D.
of guaranties pursuant to Section 222 of the FAA of not to exceed
United States Dollars Twenty Million Only (U.S. Dols 20,000,000) in
face amount. The Guaranties shall assure against losses as provided
in the Housing Guaranty Standard Terms and Conditions (22 C.F.R. Part
204) with respect to loans including any refinancing thereof.  These
Guarantied loans shall be made to the Government of India or a
financial institution satisfactory to A.I.D. (Borrower) to support the
improvement of the operating environment of the capital market and to
assist in the development of the debt component of that market with
special emphasis on infrastructure finance as a means for stimulating
debt market development and that benefits shelter-related
infrastructure for the urban poor.

These Guaranties shall be subject to the following Terms and
Conditions:

1. Terms of Guaranty

The Loans and any refinancing thereof shall extend for a period of
up to thirty (30) vears from the date of each disbursement of the
loans and may include a grace period of up to ten (10} years on
.repayment of principal, during which the interest shall accrue and
be payable, and contain such other terms and conditions as are
agreed to by the Borrower and the Investor, subject to the
approval of A.I.D. The Guaranties of the loans shall extend for a
period beginning with the first disbursement of the loans and
shall continue until such time as the Investor has been paid in
full pursuant to the tzrms of the loans.

2. Interest Rate

Interest rate or rates of interest payable to the Investor
pursuant to the Loans shall not exceed the allowable rate of
interest prescribed pursuant to Section 223 (f) of the Foreign
Assistance Act of 1961, as amended (Fah}, and shall be consistent
with the rates of interest generally available for similar types
of loans made in the long-term U.S. capital markets.




vi

3. QGovernment of India Guaranty

Prior to disbursement of any loan amounts pursuant to this
Guaranty Authorization, a written guaranty to indemnify A.I.D.
against all losses arising by virtue of A.I1.D.'s guaranties to the
Investor or from non-payment of the A.I.D. fee shall be provided
in a form satisfactory to A.I.D. by the Government of India {(or a
financial institution authorized by the Government of India to
provide such a guaranty and approved by A.I.D.).

4., Fee

The Fee of the United States shall be payable in U.S. Dollars and
shall be equal to one-half of one per cent (1/2 percent) per annum
of the outstanding guarantied amount of the loans plus a fixed
amount equal to one percent (1 per cent) of the amount of the
loans authorized or any part thereof, to be paid as A.I.D. may
determine upon disbursement of the loans.

5. Other Terms and Conditions

The Guaranty shall be subject to such other terms and conditions
as A.T.D. may deem necessary.

In accordance with the provisions of the Federal Credit Reform Act of
1990, I hereby authorize the obligation of United States Dollaxrs Two
Million Five llundred and Seventy-Two Thousand) (Dols 2,572,000) to
cover the subsidy of Authorization No.386-HG-IV and for use of United
States Dollars Twenty Million (Dols 20,000,000) in Guaranty Authority,
action must be taken to obligate these funds by no later than
September 30, 1993 by receiving from the Government of India the
countersigned Letter of Advice. The Guaranteed Loans must be
disbursed by no later than September 30, 1998 aftexr which time the
obligated funds expire.

ittt b wlb e

Walter G. Bollinger
Director
USAID/India

- 9-17-93
Date




I. BACKGRQUND
A. Introduction

India's economic recovery following the crisis of mid—-1991 has
been swift. This is due to good economic management and
adherence to a sound stabilization program along with the
implementation of broad ranging structural reforms and market
liberalization. Real GDP, which dipped below two percent in
1991/92, is projected to grow at four percent in 1992/93.

To increase the rate of growth to 5-6 percent in the medium term,
the Government of India (GOI) plans to raise investment from the
present level of 24 percent of GDP to 27 percent and to improve
the overall efficiency of investment. Attaining this goal will
require increased domestic savings, though it is expected that an
immediate gain in investment will be realized through the more '
efficient use of existing savings. The Government has been
liberalizing the country's financial markets and modifying
regulatory controls in order to create an environment conducive
to the efficient allocaticn and use of investment resources.

Jettisoning antiquated controls is the easier half of market
liberalization. Liberalization places great reliance on markets
to allocate financial resources efficiently so that their
performance of this function is sustainable in the long term.
Markets can do this only if they are set up to operate properly.
Without transparency and full disclosure, for example, the
capacity of capital markets to serve as sustainable vehicles for
mobilizing savings will remain constrained.

The Financial Institutions Reform and Expansion (FIRE) Project
will support the GOI in its efforts to revamp India's capital
markets to-enable them to serve as efficient and reliable sources
of development finance. The Project will have three components:
1) the Regulatory Environment Improvement Component; 2) the
Operating Environment Improvement Component; and 3) the Debt
Market Development Component. Funding to be provided under the
Project will include $US 20 million in Development Assistance
(DA) and US $125 million in Housing Guaranty ‘(HG) assistance over
a five-year pericd.

The Project will help reduce India's poverty by accelerating
market-led growth through the increased mobilization and more
productive use of capital resources. The Debt Market Development
Component will contribute directly to improving environmental
conditions and the standard of living in selected low-~income
urban areas, and will provide a broader capital base for the
country to expand its infrastructure facilities over the medium
to long-term.




B. BACKGROUND

Until the early 1980's, financial intermediation in India was
predominately performed by India's 28 public sector commercial
banks, 52 private sector commercial banks, and eight Development
Finance Institutions (DFIs). Whereas the commercial banks and
DFIs have historically been the principal sources of capital for
India's corporate sector, during the 1980s the securities markets
dramatically expanded and became an important source of capital
for the corporate sector. For example, whereas US $200 million
was mobilized for India's corporate sector through the primary
markets during 1981-82, US $2 billion was mobilized in 1991-92: a
ten-f£fold increase over a period of ten years.

Even though both the equity and debt components of the market
have grown in absolute terms, equities have clearly dominated the
scene. A review of the Reserve Bank of India's "Report on
Currency and Finance" suggests that debt accounted for no more
than 20 percent of the total resources mobilized through the
securities markets in any of the five years starting 1986 to -
1991. At the end of March 1992, the market capitalization for
equity was Rs 2,000 billion (US $66 billion) and the market
capitalization for debt was Rs 300 billion (US $10 billion). The
low share of debt in the total resources mobilized through the
securities market is an indicator of the fact that, historically,
long-term finance was available through the DFIs at below market
rates administered by the Government. This coupled with low
interest yields on debentures, the absence of an exit mechanism
for commercial enterprises and no tax concessions (unlike tax
concessions on Public Sector Unit (PSU) bonds, bank deposits and
dividend income) rendered private sector debt instruments
unattractive to investors at the retail level.

Stock markets are not new to India. Records show that
transactions in government securities and in East India Company
debt securities took place in Dalhousie Sguare in Calcutta toward
the end of the 18th century. The Bombay Stock Exchange (BSE) was
founded in 1875, and since then Bombay has been known as the
financial capital of India. The BSE currently handles about two-
thirds of the country's equity trading.

There are 22 other exchanges in India, including the Over the
Counter Exchange of India (OTCEI) which is India's first
electronic exchange. The other main exchanges are located in
Calcutta, Ahmedabad, Delhi and Madras. The development of
India's stock markets has evolved independently of foreign
participation and despite a persistent anti-market bias of post-
colonial governments.

India's equity market is surprisingly large, has considerable
depth, and is not, in many respects, an "emerging'" market. The
market's capitalization stood at US $5 billion ten years ago, and
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it had an annual turnover at that time of approximately US $5
billion. The markets in Taiwan, South Korea and Brazil were
roughly the same size, while Turkey, Indonesia, and Thailand had
markets with capitalizations of US $1 billion or less.

The decade of the 1980's witnessed accelerated growth in India's
equity market. Although the rate of growth was not as dramatic
as in other countries, it was consistent with global trends.
Between 1980 and 1992, the number of companies listed on the
stock exchanges increased tenfold; the number of share-~holders
soared from around two million to over 15 million; market
capitalization increased from US $5 billion to US $50 billion;
and by the close of 1992, the annual volume of trading had
reached US $37 billion.

India's debt market has developed more slowly and has not yet
become a major source of finance for India's private corporate
sector. Historically, the market has been driven primarily by
public sector requirements for capital resources. The Reserve
Bank of India's (RBI) Statutory Liguidity Requirement (SLR), a
system that requires Indian banks to invest a specified
percentage of their liabilities in government-designated
instruments, has wvirtually transformed India's debt market into a
captive market for government debt. Under liberalization,
however, the SLR requirement is being phased down, and a
progressively larger share of government debt is being subjected
to auction. '

Overall, the securitized debt market in India is not small. The
market for government securities is large, and the value of
outstanding government securities 1is estimated to be over US $30
billion. The government introduced the sale of government
securities through auction in 1992 and the auction is undertaken
. with a ceiling on auction coupon rates. Financial institutions,
commercial banks, insurance companies and provident funds and
other non-bank financial institutions subscribe to these
securities. Financial institutions and commercial banks,
however, subscribe to the government securities primarily to meet
the Statutory Liquidity Requirement. Therefore, even ‘though the
primary market is large, it is also captive, and there is a very
non—liquid secondary market.

Public sector corporate entities began issuing bonds in 1985-86,
and the current amount outstanding is estimated to be Rs 205 -
billion. The bonds carry a maturity of seven-years and a coupon
rate not exceeding ten percent for tax free bonds and 14 percent
for taxable bonds. The bonds are normally placed with banks,
mutual funds, large companies and Public Sector Units.

Private corporate entities issue debentures to meet roughly 1/3
of their debt capital needs. As noted above, the interest rates
on these debentures are now market driven and range between 16-19
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percent. The debentures are placed privately with financial
institutions, and, even though they are mandatorily rated and
listed on the stock exchanges, they are not actively traded.
Large private companies {(i.e., all companies with a net worth of
Rs 50 million or more) are also permitted by the RBI to issue
Commercial Paper {short-term loans) with maturities of between
3-6 months for which the interest rate is market determined.

Private corporations have been able to secure a substantial share
(approximately 2/3) of their capital requirements through
subsidized, long-term financing from India's Development Finance
Institutions. BAccess to these funds, coupled with low interest
rates and the lack of liguidity for Non-Convertible Debentures,
the primary private corporate debt instrument, has kept the
private corporate debt market at a relatively undeveloped stage.

One of the key factors influencing the demand for debt financing
in India has been the prevailing rate of interest. Until
recently, the interest rate structure was basically a system of
government administered rates. In 1991, companies were given the
freedom to set their own rates of interest on debentures. On
average, the rates have varied between 14-17 percent, but still
are not as yet considered by investors to be competitive with
returns on equity investments.

The 1980's witnessed several innovations in the debt market in
terms of the types of instruments available. Convertible
Debentures [Debentures that are convertible to eguity after a
specified period of time (CDs)] were introduced in the mid-1980s,
and Partially Convertible Debentures (PCDs) in 1989. The guasi-
debt nature of both of these instruments offered investors the
lure of access to equity upon conversion, often at a price below
the prevailing market price. BAdditional instruments are being
tested in the market, e.g., Convertible Preference Shares which
provide a fixed return for the first three to five years followed
by conversion to equity.

In its efforts to promote the privatization of municipal services
(especially water supply, sewerage and solid waste management
systems), the GOI is seeking to obtain finance for urban
infrastructure projects from the country's long-term debt
markets. As indicated earlier, the market has not yet developed
the capacity to mobilize capital in the amounts needed to meet
these requirements. Debt instruments that are attractive to
investors will need to be developed and bond market operations
improved dramatically in order for funds from this source to
become available.

c. The Regulatory Environment

India's regulatory environment is characterized by a plethora of
regulations and a variety of regulating authorities. In an
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attempt to rationalize the prevailing regulatory environment, the
GOI, in 1992, repealed the Control of Capital Issues Act of 1956,
thereby abolishing the Office of the Controller of Capital Issues
(ccI) .

With the abolition of the CCI, the regime wherein the government
determined the price of public offers came to an end and a new
era of freer pricing was ushered in. The Securities Exchange
Board of India (SEBI) was set up under the SEBI act of 19%2 as a
statutory body for the development and regulation of the
securities markets. Under the present arrangement, SEBI has
statutory control over only the secondary market, whereas the
Department of Company Affairs is the concerned agency for
approving company prospectuses and has direct jurisdiction over
issuers.

In the past, certain government regulations, including GOI
control over pricing of primary equity issues, led to gross
underpricing of new issues and consequently to serious price
distortions. However, with the abolition of the Office of the
Controller of Capital Issues, the Government has attempted to
usher in an era of free pricing. The system, in principle, now
relies on market pricing of equity and debt issues, but the
existing system has limitations. These include significant
overpricing of issues by the issuers, long time lags between the
date of price determination and the opening date of the issue,
and the limited role of underwriters and merchant banKers in
determining/negotiating prices.

A further conseguence has been the emergence of an investor
community that is accustomed to assured profits and government
protection against risk of loss. One often hears that India has
developed an "equity cult.” The term is misleading, because it
implies that a sizable group of investors has learned to
participate in a true market-driven securities market. This has
not as yet been the case in India.

The practice of closely controlling market operations, generally
labelled as the "merit review" approach, was adopted some years

ago by a number of Asian countries to accord with their efforts

to "protect" the public and redistribute wealth. Most of these

countries are now finding that conversion to a '"full disclosure"
basis of market operation is preferable.

Under a full disclosure system, investors have egqual opportunity
to obtain sufficient information about particular securities and
about the persons engaged in the securities business to enable
them to make their own informed investment decisions. The
government does not attempt to protect the investors, either
individually or as a group, from the results of their decisions.
There are, however, penalties for fraudulent practices such as
deceit, misrepresentation and market manipulation.
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India is among the countries that have begun the process of
converting to a full disclosure system. It will take time to
bring the system to fruition because the establishment of
effective deterrents to unlawful practices is essential to the
proper functioning of such a system. The development of
efficient methods for investors to recover losses due to illegal
behavior (as distinguished from losses due to market and business
risk) is also a prereguisite.

In addition, the completely different market environment that a
full disclosure system provides will require that a major
educational process be undertaken to inform the investor
community of the risks and opportunities inherent in such a
system. Particular efforts are needed to redirect small
investors to investment funds (e.g., mutual funds and pension
funds) that provide professional portfolio management.

Several significant problems exist in India’s current regulatory
framework that will make the transition to a full disclosure
system difficult. These include the considerable fragmentation
of authority among the government agencies’involved in regulating
market operations (e.g., the current fragmentation between the
primary and secondary markets); the weak enforcement of
regulations by agencies that do have regulatory authority; and a -
general lack of efficiency and transparency in market operations.

1. Fragmentation of Authority

Although the Securities.and Exchange Board of India (SRBI)- was
created to oversee the country's capital markets, significant
overlaps in authority remain between the Ministry of Finance
(MOF), the Department of Company Affairs (DCA}, the Reserve Bank
of India, and SEBI. This fragmentation of authority has resulted
in a regulatory system which is less effective than it could be.

Whereas the MOF regulates exchanges, the RBI regulates money
market funds and oversees merchant banks that are operated by
banks. SEBI regulates mutual. K funds and merchant banks, as well
as other market intermediaries. The DCA is involved in
disclosure and other corporate matters that affect the securities
markets and has authority for the prosecution of any actions
affecting the market operations of corporations, including those
that would normally be brought by.a securities requlatory body
like SEBI.

2. Absence of Effective Enforcement

The fragmentation of authority has led to a virtual absence of
enforcement efforts. The lack of enforcement is compounded by
the fact that enforcement powers generally associated with a
capital markets supervisory authority have not yet been delegated
to SEBI. For example, SEBI has no authority over prospectuses
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and corporate disclosure, or the distribution of securities by
issuers, a key focus of most securities regulatory bodies. :
Further, it does not have the authority to impose c¢ivil penalties
or to participate actively in the process of instituting criminal
actions. ‘

3. Lack of Consistent Legal'Framework.

In addition to the problems of fragmented authority and the
absence of effective enforcement is a more fundamental prcblem:
the laws governing India's capital markets {[principally, the
Companies Act, the Securities (Contracts) Regulation Act, and the
Securities and Exchange Board of India Act] do not provide a
framework for market regulation that accords with international

standards. A complete overhaul of the laws is needed to simplify‘

and streamline them and to permit the proper allocation of
regulatory jurisdiction.

~

D. The Operating Environment

1. Deficiencies in Market Operations

The principal complaints about capital markets in India at
present relate to certain rigidities in the way in which the
markets are structured and to deficiencies in the way in which
they operate. These problems expose the investing public to
manipulation by the securities industry and could, accordingly,
hamper efforts to improve market operations. The particular
deficiencies which give rise to and perpetuate these complaints
are discussed below.

*

a. Lack of Transparency .
The lack of .transparency in investor trades is, perhaps, the main
deficiency in the way capital markets operate in India. ZLack of
transparency means that a person who deals in a market does not
have access to sufficient information about the market, the
issuers of a security, or the security itself, to determine
whether he is making a proper investment decision.

The lack of transparency is evident at three levels. There is
little transparency in terms of the prices at which securities
trades are negotiated; company disclosures are not adequate; and,
being manual, trade reporting at most of the exchanges is less
efficient and, consequently, less transparent. Furthermore,
brokers operate both on their own account as well as on the
account of their clients for which no separate books of accounts
are maintained. This leaves tremendous scope for manipulation of
books of record and less than the best price for the investor.
Also, because of the absence of -a national market system,
investors do not have access to information regarding the prices
for stocks on different exchanges thereby preventing them from
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executing trades at the best price. Whereas this lack of
connectivity among the exchandges and the consequent lack of price
transparency is disadvantageous for the investor, it allows
brokers to take advantage of the situation through arbitrage
arrangements.

The way corporate disclosure is handled in India (which includes
prospectuses that provide information relative to a public
offering, as well as annual and periodic reporting and reporting
of material events) also constitutes a major deficiency. There
is no adequate filing system for corporate disclosure by public
companies, and no centralized public reference facility. Due
largely to the lack of enforcement, information is exchanged
informally, and hence, unevenly across investors.

k. Lack of Interconnected Trading Systems

A major structural problem affecting market operations is the
lack of a single market or interconnected trading systems. This
problem is exacerbated by the inability of the country's various
stock exchanges to function cohesively, not only in terms of
legal and regulatory policies, but also in terms of trading
practices and settlement procedures. The establishment of a
National Stock Exchange (NSE}, which is expected to help
circumvent and avoid the many deficiencies present in the
existing exchanges, has been put on a fast track by the Ministry
of Finance. Establishment of the NSE is proceeding rapidly
despite strong resistance from vested broker groups and from the
existing exchanges.

c. Lack of Automation

The absence of automation, first at the level of the individual
stock exchange and second at the level of the interconnection of
all exchanges, prevents an individual order from receiving
exposure to the greatest number of buyers and sellers qualified
to compete for the business. The lack of automation at an
individual exchange also inhibits the rapid dissemination of
price information. In addition, it makes it difficult to
establish an audit trail that can help assure investors a fair
price.

An efficient market requlatory system can, without automation,
assure dissemination of the rules of the game in an orderly and
fair manner and can assure that corporate data is reasonably
accurate. It can also, without automation, provide for an audit
trail that can be used to trace violations of "best price" and
assure that other rules designed to protect investors in the
trading process are effectively implemented. This has been done
in many other countries. However, automation enhances
significantly the ability of regulators to accomplish these
goals. In India, because of high trading volumes and a pervasive
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lack of trust in brokers, automation is essential to enable them
to do so.

d. Lack of Investor Access to Brokers

In India, an estimated 80 percent of individual investors must go
through one or more sub~brokers in order to process their
securities transactions. Sub-brokers are estimated to be in
excess of 100,000 while member-brokers of recognized exchanges
number only about 5,000 - or one for every 170,000 people. The
sub-broker seems to be India's current substitute for a retail
brokerage industry. They also keep brokers from having to deal
directly with the investing public.

Each sub-broker adds to the cost of a transaction in the form of
either an increased purchase price or a reduced sales price.
These additional costs are not transparent and add to the general
problem of price transparency. The situation is exacerbated in
some markets by systems which allow and encourage brokers tc
speculate in transactions.

e. Inefficient Clearance and Settlement Systems

India's existing clearance and settlement procedures require
tremendous paperwork related to the physical handling and
movement of certificates. The system is grossly outdated and
simply inadequate to the task of handling a rapidly growing
volume of business.

The industry's standard fortnightly settlement period is too long
by any measure, and too loosely applied. This has led to delays
in settlement, pay-outs and delivery; "bad deliveriesY" (i.e.,
trades of bonds and stocks which fail); and a general loss in
market licquidity.

(1) Lengthy Settlement Periods

The Bombay Stock Exchange, which handles the bulk of India's
trading and settlement volume, divides the year into twenty-five
fixed settlement periods of two weeks duration. Each settlement
period begins on a Friday and ends a fortnight later on a
Thursday. All transactions entered into during a particular
settlement period are to be settled by the end of that period.
This requirement falls far short of the international standard
for settlement of T+3 (the trading date plus three days).

Settlement procedures in the Bombay and three other leading
exchanges divide listed shares into two groups, viz., specified
(or forward listed shares) and non-specified (or cash listed). A
special privilege given to shares included in the specified list
is that transactions in those shares may be carried forward in
the form of "badla." In practice, the bulk of outstanding
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positions in specified shares at the end of a settlement period
(about 75 per cent) get carried forward to the next fortnightly
settlement period, thereby delaying settlement and heightening

the speculative nature of the transactions.

Actual settlement, i.e., pay-out, usually takes 15-20 days from
the end of a settlement period. It usually takes 3-6 weeks
between a transaction date and the delivery of the securities to
the buyer, and it usually takes 3-8 weeks between the transaction
date and the payment date. Once the securities are received, the
buyers have to register the securities with the company
concerned, or with the company's registrars or transfer agents,
to finalize the transfer of the ownership of the securities.

This requirement inveolves considerable additional time, often
months. Furthermore, the company reserves the right to refuse
transfer of shares.

Undue delays in settlement may also be caused by "bad delivery."
Currently, some 8-10 per cent of total deliveries are "bad." The
most freguent reason for bad delivery is the lack of a match,
between a transferor's signature on a transfer form and the copy
of his signature on file in a company's records. A second is the
frequent number of times that the one year time limit imposed on
a transfer form's validity is exceeded.

(2) Excessive Paperwork

For non-specified shares, settlement periods are generally of one
week duration. 1In the case of the BSE, however, the settlement
period is two weeks, and no carry forward is allowed, i.e., all
outstanding positions at the end of a settlement periocd are
required to be settled by actual delivery. While member payments
are effected through the clearing house by checks, securities
traded between members must be delivered physically on the basis
of delivery orders issued by the computer center of the exchange.
The paperwork required under the existing system is enormous and
has grown to a choking point in the brokers' back offices.

2. Structural Problems in_the Market
a. Lack of Tradable Debt Instruments

The bond market in India is essentially dominated by government
securities,. for which the market is a captive one. Banks and
financial institutions constitute the primary warket for these
securities which are subscribed in compliance with the Statutory
Ligquidity Requirement described above. This coupled with the
fact that thus far the return on these bonds has not been market
determined and consequently vastly wisaligned, best explains the
absence of an active secondary market for government securities.
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The primary private and public corporate debt instrument, i.e.,
fixed coupon debentures, is effectively the only debt instrument
available in the Indian market. However, the lack of liquidity
and adequate trading mechanisms has rendered it unpopular at the
retail level. Furthermore, there are no specialized mutual funds
that invest their resources in debt securities of the public or
the private corporate sectors. This has clearly limited the
investment choices for investors who wish to invest in secure,
fixed-yield instruments.

b. Absence 0of Instruments to Hedge Investments

Options and other futures instruments which provide an investor a
means to hedge his investments are not permitted in India. BAs
India's capital markets grow in size and market participants
increase, the level of investment will also grow. The absence of
these vehicles could inhibit the desired growth of the markets.

3. Institutional Deficiencies

India has already established a multitude of the various
institutions commonly found in securities markets around the
world. These include brokerage firms, merchant banks, venture
capital firms, credit rating agencies, custodians, mutual funds,
stock exchanges, and accounting firms. Nevertheless, there is
still an absence of several important and useful institutions.

a, Absence of Strong Self-Regulatory Organizations

In many markets, market participants are charged with regulating
themselves, which they normally attempt to do through the
establishment of self regulatory organizations (SROs). Several
such organizations are presently operating in India‘'s markets
(primarily the stock exchanges), but they are weak and not well-
managed. Other types of SROs, such as the National Association
of Securities Dealers (NASD) in the U.S., have not yet been
established in India.

SROs can contribute significantly to regulating market
operations, primarily because the persons involved in such
organizations have generally had market experience and are likely
to be aware of recurring abuses and violations. The
establishment of SROs is also important because increasingly
limited budgetary resources have made it difficult for government
regulatory agenciles to provide adequate oversight.

SROs are most effective in situations in which (a) those
participating in market activities are interested in assuring
that violators are penalized so that business can be conducted
fairly; (b) the Government oversees the operations of SROs to
ensure that they are in fact fulfilling their regulatory
mandates, and (c¢) other deterrents to unlawful conduct, such as
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effective civil remedies, exist and are enforced. The
establishment of this kind of a regulatory environment has not as
yet been accomplished in India.

b. Outdated Transfer Agents and Registrars

The use of transfer agents and registrars to validate and effect
securities transactions is an ocutmoded practice and constitutes a
major obstacle to improving market operations in India. The
‘agents are inefficient and are often the cause of delays in the
transfer of securities. This problem will likely be resolved if
a national depository is established as has been proposed.

c. An Underdeveloped and Unredulated Brokerage Industry

A professional brokerage industry capable of servicing the needs
of individual investors has not yet been developed in India, in
part because corporate members have been excluded from the
eXchanges. Tax and bank lending policies have made it difficult
for corporate brokerage firms to obtain and retain capital, and
for individual brokers to transfer their memberships to
corporations. The present commission structure makes- it
disadvantageous for brokers to service retall investors in
secondary markets.

Brokers have been allowed to operate in an environment that has
been largely unregulated and one that has provided easy profits.
Competition has not evolved to help correct these problens
primarily because of the "closed club'" nature of the Bombay Stock
Exchange. Trading on the basis of privileged information has been
the standard.

4. The Absence of Private Institutional Investors

Government and government-owned institutions have to date been
the country's most significant market participants. These
institutions have taken substantial positions in the market and
in some cases control it exclusively. Clearly, such actions have
noct been conducive to the development of a fair, orderly and
efficient market.

As a result of the government oligopoly, little effort has been
made to date to encourage efficiency and competition or to create
an environment that would lead to the development of a fair and
well-regulated marketplace. In particular, there has been an
absence of private institutional investors, e.g., mutual funds,.
pension funds, insurance companies, and especially foreign
institutional investors, who collectively could have a
significant impact on the development of a sound market.

India is beginning to address the need for the participation of
private institutional investors, specifically mutual funds. Due

i2




to prudential investment rules, pension funds cannot participate
in capital markets other than to invest up to 15 per cent of
their assets in securities of public sector corporations or
financial institutions. Other assets must be invested in
Government of India SLR bonds. Foreign institutional investors
are permitted to participate in India's capital markets. An
effort is being made to reduce the tax requirements for foreign
institutional investors in order to further encourage their
participation in the market.

E. Urban Infrastructure and Its Finance

1. Backdground

India's urban population, broadly defined as the population of
mainly non-agricultural settlements of over 5,000 persons, has
been growing rapidly. Over the past five decades, while the total
population grew from about 360 million to over 840 million, the
urban population grew from about 60 million to nearly 220
million, or twice as fast as the national population. Urban
population growth is expected to continue unabated in the 1990s.
Bccording to the National Commission on Urbanization,. India's
soon to be population of over one billion is likely to contain
350 million city dwellers by the end of this century. The
Commission also envisioned that there would be forty cities with
a population exceeding one million, compared to twelve such
cities in 1981. The continued rapid growth of the urban
population will pose a major challenge to urban authorities over
the next decade and beyond.

India's burgeoning population has placed growing strains on the
nation's infrastructure, especially in the cities and towns. In
1985, it was estimated that more than a third of the urban
population did not have access to safe drinking water while more
than three fourths did not have access to hygienic methods of
excreta disposal. The serious and growing inadequacy of urban
infrastructure continues to be a key constraint to overall growth
of the economy. The costs of deteriorating infrastructure are
hampering India's economic growth. Waterlogged streets and poor
drainage add to the costs of transportation, while inadequate
public water supply, power, sewerage and drainage poses
significant health problems and adds to the costs of operating
businesses, running homes or managing offices. These factors
inhibit both foreign and domestic investment and, to that extent,
reduce the possibility of success in achieving a buoyant
financial market.

The organization, provision and maintenance of urban
infrastructure in Indian cities has been mainly the
responsibility of the public sector. A variety of institutions,
with the municipal governments being at the core, are involved in
the development of urban infrastructure. By and large, these
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local bodies depend on financial allocations made by the central
government or state governments. While these allocations have
remained at average levels, the state of local finances has
neither improved nor kept up with the needs for both population
and economic growth. Thus, one cf the major problems of urban
infrastructure has been the continued dependency on public
government funds.

Although the public allocation of infrastructure finance has
slightly improved with the loan financing approach implemented by
the Housing and Urban Development Corporation (HUDCO), this
dependency on government capital makes it impossible for local
governments to meet all but a fraction of their infrastructure
needs. It is clear that not only is this total dependency on the
public sector counterproductive, but it will ensure that the need
will continue to grow. There is an urgency, therefore, for local
governments to create a conducive urbhan environment for urban
infrastructure and to seek out alternatives to financing urban
infrastructure projects which can tap private capital through the
development of commercially viable projects that will ensure the
recovery of investment capital and the recycling of funds.
Although the challenge of urban infrastructure needs to be met in
a variety of ways, including new and improved technology,
organization and management, innovative finance is the major area
that will ensure that adequate urban infrastructure is provided.

2. Changes in the Operating Environment

In the last two years, India has witnessed a dramatic
liberalization in its financial and economic systems. From an
insular, inward looking and centrally planned system, it is being
restructured rapidly to meet global competitive challenges. This
liberalization is reflected in actions such as the reduction of
the allocated system of credit, the entry of foreign investment
institutions in the Indian capital markets and the progressive
decontrol of the financial system. Government reforms include
making a wider choice of financial instruments accessible to
investors and issuers through various means. For example, the
GOI envisages a complete ban on generalized loan waivers,
improved recovery and recycling of public savings, continuation
of the phased reduction in the Statutory Liguidity Ratio, phasing
out of ceilings and floors on bank deposit and lending rates, and
the strengthening of institutions and procedures for bank
supervision. .

The role of the different government bodies--central, state,
local--are being transformed not only because of the financial
changes as indicated above but also by the 1992 cnactment of
Amendment 74 to the Indian Constitution. This Amendment has now
secured the requisite approval from a majority of the states and
is an integral part of the Constitution. In general, the purpose
of this Amendment is to begin the process of devolution of powers
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to the people at the grass-roots level. It is expected to have a
profound impact on how the different governments carry out their -
responsibilities and functions as well as how they relate to each
other.

This Amendment recognizes that-the nature of rural India has
changed noticeably since Independence. Today, about one-guarter
of the population, approximately 220 million people, lives in
urban settlements. Insofar as these urban areas contribute
substantially to the economic development of the country, it is
necessary for the people and their representatives to be fully
involved in the planning and implementation of programs at the
local level. If democracy in Parliament and the state
Legislatures is to remain strong and stable, its roots much reach
down to the villages and cities where the people live.

Unfortunately, the Constitution did not make local self-
government in urban areas a clear-cut constitutional obligation.
As a consequence, democracy in municipal government has not been
stable. While the municipal legislative acts of states provide
for regular elections in municipalities, they are frequently
suspended and superseded for indefinite periods of time, thereby
contributing to the general weakness of municipal bhodies.
Morecver, the general position with regard to financial resources
of municipal bodies 1s unsatisfactory. Over the years, there has
been a steady encroachment on- the assigned functions and revenues
of local urban bodies by specialized agencies of the state
governments. As a result, many urban local bodies have become
debilitated and are not able to perform effectively.

3. Problems in Developing an Active Debt Market

The inability of exchanges to develop a secondary market for debt
due largely to private placements underscores the very serious
problem of the incapacity of the debt market to service the
country's expanding needs. This is particularly true and acute
now that central and state budgetary expenditures are shrinking
relative to the needs of India's population for basic urban
infrastructure services. There are several constraints to the
development of the debt market, other than the overall market
deficiencies that affect both the equity and debt markets.

a. Institutional Problems

Traditionally in India debt has been traded in a distorted
environment due to government restrictions and private, non-
transparent transactions. For example, under the Statutory
Liquidity Requirement of the RBI, Indian banks are required to
maintain a certain percentage of their liabilities invested in
securities specified by the Government. These are usually either
treasury bonds or public sector enterprise bonds. This practice

has created a captive market for the sale of government
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securities and public sector enterprise bonds, and has suppressed
the development of a competitive debt market.

The GOI's move to reduce the percentage of liabilities required
to be held under the rules of the SLR and to increase the rates
of interest on treasury securities will stimulate the development
of the debt market. Without a variety of marketable new
instruments to meet the demand, however, the market may be unable
to adequately respond.

b, HNeed for New Debt Instruments

The meteoric pace and volatility of the Indian equity market andg
recent government policy changes are creating a demand for less
volatile investment instruments. India has a relatively high
household savings rate, much of which is invested in pension
funds, mutual funds, and life insurance. These institutional
investors require the more stable yields provided through debt
markets. The creation of competitive debt instruments will
channel this demand by matching the terms and yields of the debt
instruments with the investment needs of these institutions.

F. Inadequate Capital Markets Research and Training

The parameters of India's capital markets are rapidly changing
and are likely to continue to do so over the course of the
implementation period of the FIRE Project. For example, since
liberalization of the economy began in 19921 the following
important changes have occurred:

1) the rupee has become fully convertible;

2) all but 18 industries have been removed from
the stringent licensing requirements
previously required by the GOI;

3) privatization plans have been designed for
many public enterprises;

4) the private sector has been allowed to enter
the mutual fund industry;

5) controls on interest rates on debentures have
been removed, and banking interest rates have
been liberalized;

6) a National Stock Exchange has been created;
and
7) SEBI has been given broad regulatory

authority over the capital market.
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The need to remain informed of critical new developments in
India's capital market and to gather information on problems that
are in need of carefully constructed solutions (such as the
establishment of a private sector mutual fund industry) is
essential to the success of India's emerging system. Not only is
research essential, but so is the training of India's capital
market personnel in the sophisticated systems necessary to ensure
that the new market systems operate efficiently.

IXI. PROJECT RATIONALE
A, Need for Assistance

India is still recovering from its recent economic crisis, while
taking steps to accelerate growth over the next 2-3 years. The
growth strategy will require a significant increase in the
current level of investment as well as measures to ensure the
more efficient use of investment resources. The Government has
been liberalizing the country's financial markets in order to
create an environment conducive to achieving these objectives.

A key element in the GOI's efforits to create a more favorable
investment environment is the need to ensure that the country's
capital markets are properly regulated; that the markets are
capable of operating efficiently on their own; and that they are
generally allowed to do so. This, in turn, will regquire
significant improvements in the legal and regulatory framework
governing capital market operations, greater transparency in
market operations, increased automation, better trained staff, a
higher level of self regulation, and eventually a full disclosure
mode of market operation.

India has begun the process of converting to a full disclosure
system and is modifying the way in which its markets operate to
facilitate this transformation. Several significant obstacles
remain, however, to establishing such a system. The Government
realizes this, and is seeking outside assistance to help overcome
these constraints.

One of the objectives of the Project is to broaden and strengthen
the debt market, and a corollary aim is to attack the problem of
inadegquate urban environment infrastructure in municipalities.
The two alms are complementary. Funding for the improvement of
infrastructure can only be supplied if the bond market begins to
flourish. However, there will only be a demand for the monies
generated by the sale of bonds if there are a series of viable
infrastructure projects which are identified and executed.

To introduce the concept of financing infrastructure projects
through loans and bonds which need to be repaid will not be an
easy task. Traditionally, funds for such purposes have come from
central or state sources, and they are often not repaid or even
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accounted for as project expenditures. There is a widespread
expectation on the part of local government authorities that
these funds will continue to come from central and state sources.
However, given the on-going changes in government policies, this
flow of funds is not expected to continue at the same level as in
previous years. Through the Project, HG loan funds will be made
available directly to local agencies on commercial lending terms
and conditions, including the requirement that a strict ac-
counting system be established, that the costs for which the
funds are used be recovered and that the monies be repaid to the
lender, with interest.

For the Project to be successful, it will need to demonstrate to
both state and local officials that funds taken under these
conditions can ease the existing shortage of funds for
infrastructure. But, it will need to do more than that. It will
need tc find a way to bridge a gap between fundamental attitudes
and instill among local leaders an acceptance of the need to
recognize and accept values which may be foreign to them. That
task cannot be lightly undertaken. It will require imaginative
and committed work, over the life of the Project, not only by the
Indian people and institutions undertaking the FIRE Project, but
also from the Indian technical assistance and training component
of this Project, supplemented by the special skills of foreign
technical assistance and advisors.

Fortunately, there are a few local authorities and institutions
in which the proper climate for using commercially viable loans
for infrastructure already exists, and they can be used to demon-
strate the technical and financial feasibility of the approach
being proposed in this Project. But it will take agile minds and
effective techniques to interpret these demonstrations in such a
way as to make them persuasive to officials of other local bodies
where the proper climate does not yet exist.

B. The U.S. Comparative Advantage

The U.S. has one of the most sophisticated and highly developed
capital markets in the world. This is universally recognized and
has been cited by Indian officials as the basis for their
requests for USAID assistance. USAID/India has provided
assistance to India's capital market through the Technical
Assistance Support Project (TASP), and this assistance has
resulted in demand for continued US expertise in the development
of India's market. The underlying rationale of the FIRE Project
is to bring U.S. ecxpertise and experience to bear on the market
restructuring and development efforts currently being undertaken
in India.
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will include an operations research and local training capacity
strengthening subcomponent.

Approximately 98 percent of the Development Assistance (DA} funds
provided for the Project will be allocated to training and
consultant activities (including inflation/contingency). The
remaining two percent will be used for project audits and
evaluations. In addition, there will be a sizable Housing
Guaranty (HG) element which will be used to demonstrate the
feasibility of raising private sector funds for urban
infrastructure projects.

D. Relationship to the Mission's Assistance Strategy

The USAID Mission's strategy in India is to assist in the
acceleration of market-led, broad-based economic growth. The
FIRE Project is a key element in the Mission's overall strategy,
in that it will help strengthen the country's capacity to
mobilize the capital resources needed to achieve accelerated,
sustainable market-led growth. The Project will contribute to
India's sustainable development by assisting in the development
of a capital market that efficiently allocates resources for the
equity and debt need to finance long-term development.

The Project directly supports one of the Mission's main program-
level objectives, which is to streamline the financial and
regulatory environment governing the country's capital markets.
The Project will contribute to the achievement of this objective
by (a) strengthening the markets' regulatory institutions and
systems, and (b) broadening and deepening private investment in
India's long-term debt market.

E. Relevant Experience with Other Projects

The FIRE Project will build on several previous and ongoing
USAID-funded capital markets assistance projects. USAID has
helped strengthen India's Over the Counter Exchange (OTCEI) by
providing technical assistance in key areas such as regqulation,
market administration, computerization, and communications
systems. OTCEI, which began operations in late 1992, is India's
first electronic stock exchange and the first exchange designed
to operate as a nation-wide network. OTCEI is also the first
exchange in India to promote transparency in its trading
operations and foster the expeditious settlement of trades.

USAID has been contributing to the development of a central
depository and national clearing system in India through its
support to the Stock Holding Corporation of India (SHCIL). USAID
technical assistance has been directed towards developing a
blueprint for a central securities depository and has included
support for an in-depth review of the technology and operational
architecture needed to establish a dematerialized depository.
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USAID, through the TASP Project, has been promoting research in
the securities industry, including the development of new
instruments and derivatives and the training of both private
sector and GOI officials in market functions and issues related
o market regulations.

The FIRE Project will build on the Mission's current efforts, in
collaboration with the Regional llousing and Urban Development
Office (RHUDO), to assist in the development of a long-term debt
market in India. RHUDO-sponsored Housing Guaranty (HG) programs
have already been used to promote currency swaps and
securitization, to assist in the development of a secondary
mortgage market, and to provide training in the formulation and
structuring of unique project financing and implementation
mechanisms.

The Project will also seek opportunities to discuss with
concerned parties the identification of mechanisms for private
participation in the financing and operating of infrastructure
activities in areas other than urban environmental
infrastructure. This will be accomplished by continuing the
dialogue related to current USAID/India efforts in the private
power sector and other sectors as they may arise during the
course of project implementation.

FIRE will continue the Mission's efforts to assist the GOI in
developing a consensus on the policy reforms needed to increase
private financing of urban infrastructure projects. The USAID
and RHUDO/Bangkok have sponsored several workshops over the past
eighteen months to discuss reform requirements with a group of
key Indian policy-makers. This dialogue has resulted in the
development of an action plan for state and local governments to '
implement essential policy reforms, and in a request by the GOI
for USAID loan and grant assistance to finance the implementation
cof trial programs at selected localities.

r. Other Donor Assistance

i. Agsian Development Bank

The Asian Development Bank (ADB) is in the process of finalizing
a financial sector program loan of US $250 million to India for
capital market development. Opportunities for coordination
activities to be financed under the ADB sector loan will be
explored as both the FIRE Project and the ADB sector loan begin
implementation. Thus far, USAID/India and the ADB have agreed in
principle to the signing of a Memorandum of Understanding (MOU)
that will outline levels of cooperation in the sector. The MOU
will at a minimum provide for the same level of cooperation the
ADB and USAID/India have agreed to under the Energy Management
Consultation and Training Project, which provides for: a)
exchange of information and consultation of the two parties
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during project implementation; and b) the opportunity for the two
parties to exchange views if and when agreements are materially
altered.

The ADB will focus on five major areas for improvement in the
capital market development area. These include thé development
of an integrated national market system; creation of a central
securities depository; an improved regulatory environment;
stimulating the increased demand and supply of equity through
regulatory and operational improvements; and activating the
market for debt instruments.

2. International Finance Corporation

The International Finance Corporation has just completed a major
study of India's capital market and plans to participate in
market development activities. It will most likely take an equity
position in the securities industry. IFC is focusing primarily
on basic infrastructure and on housing finance, leasing
arrangements, and the establishment of venture capital and
brokerage companies.

3. World Bank

The World Bank is developing a Financial Sector Program Loan for
India that will be focused on banking. Activities to be funded
under the loan are expected to begin implementation in FY 93/94.
Preparatory to granting the loan, the World Bank has been doing
background work. in areas of portfolio assessment; the
rehabilitation and recapitalization of banks and the fiscal
implications thereof; and the prospects for privatization and
entry of new.banks.

IIZ. PROJECT DESCRIPTION

The Project will have three components through which resources

will be directed to address problems impeding the further
development of India's capital markets. Because of the rapidly
changing nature of the Indian capital market and the need to
continuocusly gather information and train market participants in

new technologies, each component will include a subcomponent for
operations research and local training capacity strengthening.

The components and the general areas of assistance which they

will cover are: .

Regqulatory Environment Improvement - This component will
address changes needed in the regulatory framework governing
capital market operations;

operating Environment Improvement - The Operating
Environment Improvement Component will underwrite institutional
development and restructuring activities aimed at modernizing
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India's capital markets with the intent of increasing the
efficiency of market operations; and

Debt Market Development- This component will broaden and
deepen the debt market by expanding the capacity of that market
to serve as a major source of private sector finance for urban
infrastructure projects.

Funding to be provided under the Project will include US $20
million in Development Assistance (DA) and US $125 million in
Housing Guaranty (IliG) loans over a five-year period. The DA
funds will be used primarily to finance technical assistance and
training activities. The HG loans will help finance a number of
urban infrastructure projects being used by the GOI as
demonstiration projects to promote increased private sector
financing of infrastructure development projects.

n. The Regulatory Environment Improvement Component
India is in the process of converting its capital market
regulatory system from one of direct government control to one.
that attempts to create a fair, orderly and efficient market in
which investors will receive a reasonable degree of protection
from unfair practices but will be responsible for their own
investment decisions and will bear the risks of those decisions.
In making this klnd of change, transition measures are required
until appropriate systems and safeguards are in place so that
investors do not lose confidence in the market. However, several
problems exist in the Indian regulatory framework that will make
the transition difficult. The following areas are especially
critical during this transition period: 1) the consolidation of
regulatory authority will require a strong professional
organization, capable of exercising this authority; 2) the
creation of effective market regulation and enforcement efforts
will reguire the continued devolution of authority to the market
regulatory agency and the creation of Self-Regulatory
Crganizations (SROs) within the structure of the capital market
system; and 3) the need to formulate policies related to emerging
issues in capital markets will regquire the interaction of market
participants and market regulators.

1. Consolidation of Regulatory Authority

The Securities and Exchange Board Act of 1992 created the
Securities and Exchange Board of India (SEBI). Through the :
provmsions of this act and its interpretation by GOI authorities,
SEBI is intended to exercise virtually all regulatory authority
(except money market mutual funds and the extent of foreign
involvement in the markets which is likely to remain with the
Reserve Bank of India) of the Indian capital market.
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their creation and development is crucial if the market is i
expected to perform efficiently in its allocation of resources.

The only functioning capital market SROs in India at present are
the stock exchanges and the Institute of Chartered Accountants.
In addition, the country's merchant bankers are planning to form
an Association of Merchant Bankers.

The Project will provide assistance to groups attempting to
establish self-regulatory organizations that are associated with
capital market functions. The assistance would consist of one-
on—-one consultancies by experts from similar self-regulatory
organizations in the U.S., e.,g., the National Association of
Stock Dealers, and study tours by Indian organizers of SRO to
counterpart US organizations.

3. Promoting Interactioh Between Market Participants and
Market Requlators

Prior to the establishment of pOllCleS that govern the actlons of
capital market participants, it is extremely beneficial to
provide avenues for those making the policy and those being
affected by it to discuss potential policies. For example,
through one of USAID/India's projects, a conference on the
policies and operational implications of establishing a central
depository for capital market issues created an opportunity for
policy makers and market participants to share information that
will result in a more carefully designed and implecmented
depository.

As the Project progresses, many areas of policy consideration are
certain to arise in which the stimulation a dialogue between the
regulators and the regulated would provide information to both
sides that would result in more focused policies that promote
greater efficiencies in the capital market. Some illustrative
examples of pending policy issues and ones the Project will fund
during its initial implementation phase are provided below.

a. Futures and Options

India's present equivalent of a futures' market, the badla
system, is in need of restructuring and separation from ncrmal
trading. A study group has analyzed requirements for such a
market, but comparison of international experience in the design ]
and implementation of futures' markets is needed. Expertise is |
particularly required concerning the appropriate timing for the
introduction of such a market. Even though it may not be
appropriate to establish a market at the present time, in view of
the continued focus of market participants on this issue, it is
important thail market participants and GOI officials acquire an
understanding of the prerequisites for such a market.
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b. The Role of the Small Investor

An educational effort could be mounted to inform both policy
makers and the public of the risks of continuing with the present
system. Topics for a seminar on this issue could include methods
of protecting the small investor in other jurlsdictions as
compared to those available in India, the advantages and
disadvantages of traditional underwriting practices as compared
to the allotment system, and alternative methods used
internationally to involve small investors in the marketplace.

c. Takeovers '

The present legal environment governing takeovers restricts
development of the market, particularly the establishment of a
central depository. India could bkenefit from exposure to
alternative approaches to takeover regulation from international
models.

Other possible topics might include: a) appropriate methods of-
involving pension funds in a securities market, b) obstacles and
solutions to creation of a retail brokerage industry, and c)
alternative remedies for investors who are injured by unfair
securities market practices.

The Project will fund a series of workshops and seminars to share
information on ‘topics of interest to market regulators and
participants. - This will be done by inviting recognized experts
in the topic of discussion and by funding the costs of organizing
and presenting the workshop.

4, Operations Research and Local Training Capacity
Strengthening

a. Operations Research

The Indian market has evolved significantly during the last
decade in terms of its regulatory structure. In order to further
improve this structure, and to bring it in line with
international standards, continuous research and review of
parameters of the system is essential. FIRE will contribute to
this process by supportlng operations research in capital market
regulatory functions.

Many of the parameters that influence the regulatory environment ;
of India's capital market will change over the five-year course
of the FIRE Project. For example, the regulatory requirements
that the creation of the National Stock Exchange will have on the
market is one such parameter. This and other important issues
are in need of investigation in order to provide information upon
which informed decisions can be made that will not adversely
impact the growth of the market. O©Of immediate interest and
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concern 1s the impact of the entry of the private sector in the
mutual fund industry.

The first operational research activity under the Regulatory
Environment Improvement Component will be research into the
changing nature of the mutual fund industry. The principal
benefit anticipated from developing a mutual fund industry is
stimulation of the growth of the securities markets by
introducing vehicles that promote professional investment and
encourage investment from diverse sources. It is generally good .
policy to encourage mutual funds to develop because they are cod
natural holders of stocks, bonds and money market instruments and
their presence is likely to stimulate constructive growth in each

of the markets in which the underlying portfolio securities are

traded.’

For mutual funds to succeed in a competitive market, several
essential conditions must be satisfied:

. The types of portfolio securities held by the
funds nmust be attractive themselves, as
compared to alternative financlal assets.

. The attractiveness of the portfolio
securities must be enhanced rather than
diminished by gathering them together within

a funq.

. The fund's structure must be economically
sound.

. The funds must be subject to appropriate, but

not overbearing, regulation.

India's mutual fund industry has developed to a certain degree
through UTI and other public sector institutions even in the
absence of some of these factors due in part to the limited
alternatives available to investors. However, the concentration
of investment power in UTI, governmental investment policies and
the lack of competition have limited the potential of the
industry to benefit investors and provide a broader institutional
base for the market. It has been reported that returns from UTI
funds have not even kept pace with inflation, and that the
accounting policies used to report the performance of many funds
are, at least by international standards, little better than !
fraudulent. This refers to the reported practice of some of the
public sector offered funds of manipulating reported returns
through arranging inter-fund transfers of assets at less than
market value. The receiving fund, normally a new one still being
sold to investors, is thereby able to show higher returns.
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In a more competitive environment, it is likely that closed-end
funds, which necessarily operate under a handicap, will become
less attractive. Closed-end funds, which are not redeemable at
net asset value on demand, are unable to provide investors with
assurance that fund shares can be bought or sold at prices which
are linked closely to net asset value. Thus, an extra layer of
uncompensated risk is imposed on the unit holder. This results
from the fact that fund shares will be traded in a secondary
market at prices that often differ from net asset value by
considerable amounts due to the inability of an investor to
liguidate his investment. In addition, brokerage fees must be
paid on purchase and sale of fund units, thereby further
increasing the cost to the investor. As a result, the funds are
generally less popular with investors.

The benefit of an open-end mutual fund industry is the greater
popularity of this organizational form with investors, and the
larger pool of assets which such funds are likely to attract. Of
particular concern to development of open-end funds in an
emerging market, however, is the limited market llquldlty
inherent in most such markets. The lack of liquidity makes it
difficult for such funds to liquidate their investments at fair
value in order to respond to redemption requests. As a result
of the liquidity concern some developing countries have not
permitted open-—end funds to operate. 1India has decided to allow
both closed and, open-end funds, but open-end funds are subject to
high capital requirements. Private sector management companies
believe they will be able to market closed-end funds because of
the nature of the investing public in India and that open-end
funds are not likely to be introduced in the next few years.

It is also essential to creation of an effective mutual funds

industry that tax treatment of funds and their holders be

considered carefully. Due to the nature of mutual funds as a

conduit for holding investments, it is essential that there be no
double taxation of income from the investments (at the fund level '
and the investor level). Otherwise, purchasers of fund units .
could instead purchase the securitiés that would be held by the

fund directly and pay tax only once. The character of the income

at the fund level (e.g., as capital gain or tax-exempt income)

must be retained at the investor level in order to be

competitive.

Finally, the funds must be subject to appropriate regulation to
assure that the industry as a whole deserves and retains the 1
confidence of actual and potential investors. Scandals in the
mutual fund industry can produce negative legacies that can
undermine the entire fund industry's development. Regulation
must focus on the threats to structural soundness mentioned

above, accurate and transparent accounting policies, and also on
marketing practices to assure that investors are provided the
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information they need about the funds, their managements and the a1,
portfolios which they offer. . T

The most important and most difficult of these functions to
develop internally are custody of fund assets and shareholder
accounting and transfer agency services. Portfolio accounting is Lo
a function which often is contracted out to third parties. Legal
services and independent accounting services also are necessary

for the support of mutual fund operations.

All that remain to be handled internally by investment management .
companies are portfolio management, product development and R
marketing. One would expect management companies to be willing

and able to develop the staff and facilities needed for these

purposes, from both local and foreign sources, provided

sufficient profits may be anticipated.

In the future small investors are likely to find that they can
best participate in the market through mutual funds.

Accordingly, assistance to develop that industry is an lmportant
element of an overall capital market development plan. As India
transitions from public sector to private sector funds,. there is
a major need for training in India about operational methods and
marketing strategies. This training should be focused on private
sector investors, SEBI and public investors.

The Project will fund operational research in the above area and
in and additional areas to be determined. The additional areas
of operations research may be suggested by the Project Advisory
Committee and/or other sources and, upon approval by USAID, will
be funded and included in the responsibilities of the Project
contractor.

b. Local Training Capacity Strengthening

India- has made a great step forward in establishing the necessary
infrastructure required for many of the educational needs to
support effective capital markets. The basic infrastructure is
present to support the education of the capital markets
professional in understanding and employing the investment
opportunities that exist today in India. There is, however, a
great need to modernize and broaden the outlook and orientation
of this training resource. 1In addition, there is an opportunity’
for USAID through these educational institutions to support
important research for strengthening the analytic basis of i
investment choices and decisions and improving the overall
guality of the decision-making process required of the capital
market participants ranging from the top decision makers in
government and industry to the investing public.

The UTI Institute of Capital Markets (UTI/ICM), located in Vashi,
New Bombay, will be one of the institutions to be upgraded to
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perform the above identified training functions. Analyses

performed during data gathering for project design indicate that
this institution is the most likely, with the assistance

identified below, to be able to provide the training necessary

for the capital market regulatory environment to become the ‘
evolving foundation upon which an efficient capital market must ;
be based. The physical plant, the library, and the faculty are '
all highly developed. UTI/ICM management is dedicated to the .
institution's filling the necessary education and research role
required in India to support the growth and diversity of its

capital markets. However, upgrading of curricula is needed to

accomplish this task.

The Project will provide local and US technical assistance to
identify the educational and training needs in the capital
markets during the next 7-10 years and to design and implement

curricula necessary to meet these needs.

5. Conponent Inputs

The following inputs will be financed by the Project:

Activity

a. Institutional

Strengthening of SEBI

b. SEBI Systems

c. SRO Program

Input

Short-Term Consultancy &
Training

1. Regulatory functions

2. Automation design

3. Organizational
development

4. uman resources
development

5. Other to be
determined

Short-Term Consultancy &
Training

1. Records management

2. Investors!
associations

3. Brokers'! licensing &
certification

i
Short-Term Consultancy,
Training & Study Tours

1. Assistance to groups
attempting to create
SRO's

[y
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2. Assistance to SEBI
in promoting
establishment of

SRO's
d. Market Participant/ Short-Term Consultancy &
Market Regulator Interaction and Workshops
i. Futures & options’
2. Role of small
investor
3. Takeovers
e.: Operations Research and Short-Term Consultancy &
Local Training capacity Training
Strengthening To be determined
B. The Operating Environment Improvement Component

The operating environment of India's capital market is ,
constrained by the problems identified earlier in this paper.
The three most important problems, and the ones which the FIRE
Project will address, are: 1) the lack of interconnected
trading systems; 2) inefficient clearance and settlement
systems; and 3) the lack of automation.

1. Interconnected Trading Systems

a. The Development of a National Stock Exchange

The memorandum of understanding and the articles of association
of the National Stock Exchange (NSE) have been signed, its
regulations have been cleared by SEBI, and its board has been
constituted.- The documents establish the National Stock Exchange
of India, Limited (NSEIL) as the company in charge of
implementing the NSE. The NSEIL board has set up three sub-
committees with the following responsibilities: 1) to expedite
the implementation of the exchange and decide upon its operating
systems; 2) to determine its administrative systems; and 3) to
establish its membership norms. NSEIL is a company promoted by
the following leading financial institutions and banks in India:

. Industrial Development Bank of India
. Industrial Credit and Investment Corporation of India
. Industrial Finance Corporation of India
. Life Insurance Corporation
. State Bank of India
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. General Insurance Corporation -éﬁi}éi
e  Stock Holding Corporation of India Limited o ‘1?'};‘
. Infrastructure Leasing & Financial Services Limited :lj”}é;ﬂiﬁ‘
. SBIL Capital Markets Limited.

3
The NSE will be a truly national exchange which will allow ,,,%
anybody to trade in shares from anywhere in India. The system is .:Laﬂ
expected to provide India with: B &

e a nation-wide trading facility for the country's money .© .
market and capital market; ’

. the latest in electronic trading systems and book-entry i
settlement procedures;

. a market that will be easy to monitor, control and
regulate;

. an order-driven market that will not require market Ty
makers to give two-way quotes continuously; and LT

. information on guotations and deal prices that will be Cow
available over the NSEIL's terminals and broadcast by . _&
the Press Trust of India and Reuters, through info- el

terminals. '

In its first phase, expected to be operational on December 31,

1993, the NSE will begin trading in the inter-bank call money : L
market, government securities, and public sector undertaking '
bonds. Later, private sector debentures will be added with equlty LA
trading planned by mid-1994. S

NSE has the potential to make the National Stock Exchange and the .,
National Market System one and the same. From the purist point "
of view it holds the promise of a totally non-fragmented market TR
with the greatest likelihood of best execution price and price

transparency. In order to achieve these goals, it would have to.
eliminate the trading of dually traded securities on the other "
exchanges. This would have, at a minimum, the effect of reducing jl
the Bombay Stock Exchange to an exchange of regional stature. onT L
However, the competitive responses of the exchanges is yet to be’
seen. It is possible for them to respond by improving their i
transparency to the investor, or perhaps implementing market Y
maker or specialist services which could attract the investor. fae T
The increased competition would only benefit the investor. o

The NSE has a strong sense of direction for the next year's o
activities. As they open their system to trading vehiecles beyond. !'
those currently specified, additional knowledge of these new PRETY
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trading vehicles and their attendant requirements will have to be
absorbed into what will then be a very sophisticated environment.

The Project will support the NSE in its three imnmediate areas of
need during the first 18-24 months of operation. These are:
operating systems design and implementation; administrative
system design and implementation; and formulation of membership
norms. This will be accomplished by providing both consultancy
support to NSEIL and by exchange visits between NSEIL executives
and executives of organizations such as the Chicago Board of
Options Exchange and the Chicago Mercantile Exchange and
internships at U.S. exchanges for key staff members of the NSEIL.

Following this initial assistance phase, additional areas of
support will be designed and provided to the NSE as appropriate.
The majority of project funds for support to interconnected
trading systems will go to the NSE; however, because of the
unpredictable reaction of the regional exchanges and their
continuing need for support, the Project will make available a
portion of funds in this component for assistance to the regional
exchanges.

b. The Development of a National Market System

The need for a National Market System (NMS) in India is indicated
because of the market fragmentation which- currently exists
between the five major stock exchanges. This inequity borne by
the investor will continue until either gqualified securities are
placed under a NMS or a single stock exchange achieves a
monopoly. Because it is unpredictable when or if that will
happen, it is important to provide at least the most fundamental
assistance to the development of an NMS in anticipation of its
eventual integration into the NSE.

The creation of the NSE will force the regional exchanges to
upgrade their trading facilities and create greater transparency
in their transactions. This is likely to lead to some (perhaps
all regional exchanges) cooperating to produce consolidated
listings of instruments traded on the exchanges. To do this
requires the linking of exchanges through communication and data
processing facilities. This linking will foster efficiency,
enhance competition, increase the information available to
brokers, dealers, and investors, and contribute to best execution
of such orders.

Two major components are required to achieve the above. All
trades must be recorded and made available electronically, in
sequence for dissemination to all interested parties. And there
must be an automated screen-based trading system in place which
makes available electronically relevant trade information in
keeping with the trading scheme(s) designed into the system.
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The Project can play a useful role in assisting the development
of the proposed NMS, by modifying a U.S. model to suit India's
requirements and by exposing India's regional market participants
to the operations of the Securities Industry Automation
Corporation (SIAC), the facilities manager for the Intermarket
Trading System in the U.S. Technical assistance will be made
available to the regional exchanges to assist them, on a demand
basis, in the design of consclidated reporting systems to link
the participating exchanges.

2. Inefficient Clearance and Settlement Svstem

a. Background

One thing that has remained constant during the last few years is
the fact that India‘s clearance and settlement systems are the
major obstacle to further advances in the efficiency and
effectiveness of its capital markets. While price transparency
is of great importance to attracting investors, an efficient
delivery system and a low transaction cost of settlement is.
critical. striking the right deal is useless if settlement costs
and complications undo or alter the desirability of the deal.
Post-trade processing methods currently employed in India do not
meet international standards, specifically those of the Group of
30. The most important G-30 standard to be met requires the
creation of a central depository system (CDS8). This should be
followed by the establishment of a delivery facility as part of
the CDS and the conversion of all trade settlements to a rolling
settlement schedule. These functions essentially require the
establishment of three systems: 1) a national clearing system;
2} a national trade comparison and reporting system; and 3) a
national depository.

b. The National Cléaring and Depository System

one of the operatiocnal requirements of the National Stock
Exchange is that it fulfills its clearance, settlement and
depository need through cooperation with the Stock Holding
Corporation of India, Limited (SHCIL). FIRE will provide
technical assistance to design and implement the NCDS. This will
include expertise in the post-trade settlement area and in
evaluating hardware, software and telecommunications platforms.
Technical assistance will also be provided to assist SHCIL to
design a training plan to provide training to both its staff and
to industry users of the HNCDS.

Training of personnel who will staff both the SHCIL central
office, its additional vault locations, and its branch offices
will be provided. This will include, where appropriate, the
training of key branch managers and other executives of both
SHCIL and other capital market organizations through on-the-job-
training in other countries employing similar clearing,
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settlement, and depository systems. FIRE will also provide
training to educate SEBI's staff and market participants (brokers
and assoclated agents) and investors (over 4,000) who will use
the system.

3. Automation

Automation of India's capital markets is essential to creating an
efficient operating environment and the transparency of trades
that is essential to national market growth. The automation
process is developing, although unevenly, in the various
institutions affiliated with India's capital market and is likely
to continue to do so in the foreseeable future.

The FIRE Project will assist the automation process by beginning
to provide technical assistance to one exchange, Over the Counter
Exchange of India (OTCEI)}, in its current expansion efforts and
will evaluate this effort and any requests for assistance from
other capital market institutions after the first 12 months of
implementation.

OTCEI is just 14 months old. While it. is loosely modeled on the
U.S. NASDAQ, it is designed solely to meet the equity and debt
capital needs of small and medium companies. The early listings
on this exchange demonstrate that it serves as an exit for the
venture capital financiers who take the early risks of new start
up companies and desire to redeploy their invested capital
resources to new start up opportunities.

One of its new initiatives in recent months is to list debt
issues on its screen-based market. This raises the prospect of a
genuine secondary trading market in corporate debt issues, in the
context of a well regulated market. While the OTCEI is only a
small player in both the debt and equity markets, it shows much
promise as a stronger element of the overall capital markets, and
as' a factor in the mobilizing of capital for small and medium
companies. OTCEI is planning to expand from its current location
in Bombay to other cities in India. It needs assistance in
operaticonalizing this plan, especially in the area of automation.

The Project will assist OTCEI by providing technical assistance
to design an integrated automation system for its home office and
its planned branch locations. Following the design of the plan,
the Project will provide training to OTCEI staff members in the
operation parameters of the system and in the operation of the
automation equipment and programs.
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4, Operations Research and Iocal Training Capacity
Strengthening

a. Operations Research

The rate of change in the operating environment of India's
capital market has been growing rapidly in the last year. For
example, the creation of the National Stock Exchange and the
emergence of the Over the Counter Exchange of India have had and
will continue to have important effects on the operating
environment of the capital market. The need to continue to
gather information on these changes is a need the FIRE Project
will fulfill by providing funding for operations research.
Because on the extremely fluid nature of this topic, the Project
will establish annual research agendas that will be targeted on
the most pressing questions identified to be in need of further
research. These research agendas may be recommended by the
Project Advisory Committee and/or other sources and, upon
approval by USAID, will be funded and incorporated into the
annual workplan of the project contractor. ’

b. Local Training Capacity Strengthening

As identified above for the operating environment, India has
indeed created the infrastructure required for the educational
and training needs to support operational. improvements in its
capital markets. However, there is further need to modernize and
broaden this training. )

The Institute of Chartered Financial Analysts of India (ICFAIL) is
India's primary institution for training professionals in capital
market operations. ICFAI is a specilalized institution of
learning and fills a very necessary role in India. In addition
to its regular course offerings, it has a Correspondence School
through which practicing Indian professionals can obtain a CFA
while still holding a full time position in the markets. With
the entrance requirements for students with degrees or actively
matriculating candidates, this affords the working student the
opportunity to further his studies in the capital markets without
giving up his current employment. The ICFAI in collaboration
with the Institute of Chartered Financial Analysts located in
Charlottesville, Virginia, USA, set up the Chartered Financial
Analyst Program at the ICFAI. As yet, a national certification
program has not been established.

ICFAI had once come close to establishing an exchange program
with the Wharton Schoel at the University of Pennsylvania in the
United States. It fell through because the government-owned
university which was sponsoring the program lost the necessary
government support. ICFAI indicated a strong desire to resurrect
the idea of an exchange program with a distinguished American
university and would be most pleased if such an arrangement could
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be fostered under FIRE. The Wharton School has already indicated
a willingness to participate, but other Universities mentioned
were the University of Virginia, Dartmouth MIT, and Harvard.

Local and US technical assistance will be provided to identify
the educational and training needs of professionals involved in -
capital market operations during the next 7-10 years and to
design and implement curricula necessary to meet these needs.

5. Ccomponent Inputs
The following inputs will be financed by the Project:
Activity Input

a. National Stock Exchange* Short-Term Consultancy,
: Training & Study Tours

1. Operating systems
desigrn and implementation
2. Administrative system
design and implementation
3. Formulation of
s membership norms
4. Other to be determined

b. National Market System¥ Short-Term Consultancy &
Training

1. Consolidated
reporting system

2. Oother to be

determined

c. NCDS Short-Term Consultancy &
Training

1. Design & implement
NCDS

2. Train SHCIL staff
and 4,000 plus system
users

* Note: Following this initial assistance phase, additional
areas of support will be designed and provided to the N3E as
appropriate. The majority of project funds for support to
interconnected trading systems will go to the NSE; however,
because of the unpredictable reaction of the rebional exchanges
and their continuing need for support, the Project will make
available a portion of funds in this component for assistance to
the regional exchanges.
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d. hutomation Short—-Term Consultancy &

Training
1. Design System
2. Train users
e. Operations Research and Short—Term Consultancy
Local Training Capacity & Training
Strengthening To be determined

cC. The Debt Market Development Component

The Debt Market Development Component will stimulate the
development of the debt market through the use of demonstration
projects for the design and implementation of urban
infrastructure projects to be developed in selected
municipalities in two or three states. fThese projects will
provide various debt instruments, to be sold to the private
sector through transparent channels and credible institutions, to
finance urban infrastructure projects. ‘

In order to accommodate this market, which will include a
majority of the projects targeted at below median income
households, liousing Guaranty funds will be used to facilitate
their access to funds through an institutional intermediary.
However, the ultimate goal of all infrastructure interventions in
FIRE will be to move infrastructure project financing into the
debt markets, cither directly or indirectly through an
intermediary institution, and the Project will have a bias toward
using the discipline of the market to promote increased project
viability.

In providing assistance to promote the growth and development of
competitive debt systems, the Debt Market Development Component
will provide HG funds to promote the issuance of project-based
revenue bonds for the development of urban environmental
infrastructure. Through the development of these debt
instruments, local public/private ventures will access the funds
to provide needed urban infrastructure and services (i.e., water,
sewer and solid waste management).

i. How it Will Work

The development of a market-oriented infrastructure finance
system is designed to support the development of the debt market
by using Housing Guaranty (HG) funds to complement the issuance
of debt instruments to finance urban infrastructure projects. A
financial intermediary (FI) will channel the HG funds, along with
a matching amount of locally raised funds or debt, to
municipalities or private sector entities ("Eligible Borrowers")
to finance selected infrastructure projects which meet the
eligibility criteria. The FI will borrow US $125 million in
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tranches of US $12.5 million to US $25 million under the HG
authority from a gqualified US investor, which will be used to
generate an equivalent value in rupees. The FI will raise a
matching amount of rupees or more, thereby creating a lending
pool of at least US $250 million to be used to make loans for
eligible infrastructure projects.

The FI will finance viable infrastructure projects that are
designed and developed by either the public sector (i.e., a
municipal corporation, authority, board, etc.) or a mixture of
private and public sector entities. Eligible borrowers are
further defined as borrowers which develop projects meeting the
criteria for an eligible project as stipulated by the financial
intermediary. Eligible projects will focus on water, sewer and
solid waste projects. All projects must be financially wviable to
qualify for a loan from the financial intermediary. Urban
infrastructure projects which are also commercially viable,
meaning they meet all the criteria to be financed in the debt
market at market rates, will be given préference under FIRE.

Such projects may be developed through a private sector entity
using limited financing, including some of the techniques such as
Build, Operate, Transfer (BOT) or Build, Own, Operate (BOO).

Municipal governments, or private sector companies acting in a
ccoperative arrangement with a municipal government, as mentioned
in the previous paragraph, or a special vehicle created for this
purpose, will develop, design and build eligible urban projects,
either directly or through contractual arrangements with third
parties. The construction of these projects, including
acguisition of goods and services, will be financed either by the
developing agency using its own or borrowed funds or by
underwriting a public debt issue, or by combining resources from
several sources.

Selected municipalities, state development agencies and private
seator .entities will be eligible to participate in this Project,
insofar as they meet the eligibility requirements set forth by
the financial intermediary. Illustrative projects have been
identified in the States of Maharastra, Karnataka, Gujarat, and
Tamil Nadu. During the initial phase of implementation, two to
four municipalities in one or two states will be selected to
participate in the demonstration program. In practice, it is
recognized that initially only a few of the larger municipalities
have the wherewithal to fulfill the expected eligibility
regquirements to develop a project or to act in collaboration with
a private sector entity to develop commercially viable projects.

The development of the debt market program reguires that two
actions be initiated in parallel. On the one hand, commercially
viable projects must be prepared so that the debt market will
have a physical object or project to finance. On the other hand,
the debt market, along with its appropriate instruments,
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procedureg and institutions, must be developed and in-place so
that the projects can be financed. The following procedures
attempt to show how this will occur.

The financial intermediary or FI is responsible for pulling these
tvo disparate operations together and as such it is the
centerpiece institution of the Project. Once USAID authorizes
the HG Loan, the MOF, the FI and USAID will sign a HG
Implementation Agreement which stipulates the terms and
conditionsg under which the program will be implemented, including
conditions precedent to subseguent HG authorizations, borrowings
and disbursements. After this Agreement is signed and the
reguisite conditions stipulated in the Agreement are met, the
financial intermediary will enter into negotiations to borrow up
to US $25 million (the first annual tranche}) from a US investor,
under current market terms and conditions, with the full faith
and credit guaranty of the U.S. Government. The FI will sign a
loan agreement with the US investor to complete this transaction.
The GOI or its designated institution will counter-guaranty USAID
against any lossgesg resulting from the latter's guaranty. The FI
will arrange the matching counterpart funds, the source of which
may be derived from a bond placement, private or otherwise, or
from any other source that the FI might be able to tap.

At the same time, the FI will identify projects that satisfy its
eligibility criteria. Based on these criteria, the private or
public sector agency or group that is promoting the project will
prepare all the documentation necessary to bring the project to
the development stage where the FI can assess its feasibility.
Like any other commercially viable project, commercial engineer
designs, construction technology, long-term investor commitments,
myriad risk assessment and coverage contracts, and provision for
other contingencies must be in place before the project is
underway.

Depending on the financial engineering techniques applied,
project construction or acquisition can then begin. In cases
where the developer has used its own funds or borrowed funds to
finance construction, the project can be underwritten, i.e.,
bonds issued and sold, only after construction has been
completed. It may be necessary in some cases for the project to
demonstrate its feasibility by generating a flow of income that
demonstrates, inter alia, project viability before a public
offering can be made. It is expected that the project will be
commercially viable from income generated from user fees or
charges.

The proceeds from the public offering must be sufficient to
retire the project funding or the construction loan, where one
exists, and these recycled funds will then be available to fund
additional infrastructure projects, which in turn will be
underwritten when those projects are considered viable.
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Depending on the size of the project, more than one project may
be pacKkaged in a public offering to reduce underwriting costs.

‘When market conditions are appropriate, the financial
intermediary will originate and issue bonds which will be sold by
brokers and bankers to both individuals and institutions. The
financial intermediary and its financial advisor, plus brokers
and bankers, will structure the bond offering to raise the
maximum amount at the lowest cost, contingent on government
regulations. Ideally, the bonds will be sold on the open market
at market rates, terms and conditions. However, initially, they
may be privately placed, with the possibility of trading in the
secondary market. In the event that the financial intermediary
is able to obtain a government guaranty for the bond issue, then
the interest rate and other lending terms and conditions will
reflect the current rate for government PSUs.

A trustee arrangement will be made with a qualified institution
to collect the loan repayments and wmake payment to the US~
investor. The financial intermediary may also undertake the role
of trustee.

The various public offerings will test a number of different debt
instruments and mechanisms tailored to the needs of specific
kinds of projects, including but not limited to, zeros coupon
bonds to guaranty high risk issues, swaps to increase investment
choices, stand-bys to cover short-term shortages, forfeiting
convertibles to straddle export credits, etc. To ensure the
replicability of these debt instruments, they will be applied to
several different types of infrastructure projects. Therefore,
in all probability, the capital available for this Project will
be spread over a number of different project types and entities
to utilize the entire financial program proceeds. As with the
previous HG housing finance programs in India, it is expected
that the availablility of a relatively small amount of G
authority will be the catalyst for increasing investments over
time in infrastructure projects through the issuance of varied
debt instruments by the financial intermediary and, in the
future, other financial institutions which recognize the
potential and worth of this type of financial transaction. This
process is expected to develop an urban infrastructure finance
system in India.

2. The Identification and Development of Commercially
Viable Infrastructure Proijects

Two to four municipalities in one to two states will be selected
to participate. The selection will be based on their willingness
to promote four basic policies:
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a) the development of a commercially-viable
infrastructure finance system;

53] increased private sector participation in the
delivery of municipal services;

c) improved local government capacity to plan,
operate, maintain and recover the costs of urban
environmental infrastructure projects; and

d) decentralization of authority for urban
development and management from state to local
government.

HG funds will be used as an incentive for achieving benchmarks
related to the implementation of these basic policies.

HG funds, combined with technical assistance and training, will
be used to achieve policy change benchmarks related to
implementation of the four basic policies. An illustrative’
policy change matrix which describes policy objectives,
conditions precedent to HG investor selection, and required
technical assistance and training support needed to achleve the
conditions precedent, is described in Annex I.

3. Demonstration and Replication

The purpose of the demonstration projects will be to encourage
the supply of debt securities, to strengthen the channel of
distribution, and to test the level of demand. A more general
purpose will be to demonstrate the policy reforms required to
establish a replicable system.

The selected demonstration projects will be supported by a
flexible package of highly specialized, short-term technical
assistance that can be made quickly available to maximize targets
of opportunity as they are identified. An important and
substantial component of the Project will be formal and informal
training for senior GOI financial policy makers, senior state and
municipality officials, regulators, underwriters, brokers, and
those involved in restructuring selected institutions.

Significant technical assistance and training funds will also
focus on promoting innovative infrastructure financing methods
such as the BOOs and BOTs options referred to earlier.
Assistance will also be provided in the areas of public/private
partnerships, and financially viable methods for local
governments to operate, maintain and recover the costs of basic
urban services. The training program will include short-term
training, group study tours, workshops and conferences, both in
the US and in India.
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Once demonstration projects have been successfully designed and
sold on the debt market, case studies will be prepared and used
in training future market participants in the techniques that
were successfully used in the project. .

4, Invironmental Factors

It is estimated that approximately 60 percent of India's Gross
Domestic Product is produced in urban areas with poor access to
infrastructure and municipal services. The lack of adequate road
access, intermittent power supply, the absence of solid waste
collection and inadeguate systems for removal and treatment of
sewage represent serious productivity constraints.

Approximately 70 percent of India‘’s urban households currently
reside in costly, unplanned and under-serviced municipalities.
India's urban population is expected to double over the next
twenty years. Without an adequate supply of additional land with
infrastructure and basic municipal services, new household and
employment formation will be forced to seek land in new informal
settlements primarily on the periphery of India's urban centers.
This unplanned growth will consume premium locations. with
strategic importance for future economic development and expose
ever larger segments of the population to onerous health and
environmental risks. Ultimately, the increased cost of servicing
these informal settlements will place an enormous additional
burden on already scarce central, state and local public sector
resources. :

Unless the rate of employment formation can keep pace with
population growth, India's economic recovery is in question. The
lack of land with infrastructure and basic municipal services is
a maior constraint to expanded productivity. Even with new
national policies which promote economic growth, sufficient
quantities of business capital and trained staff, good research
and development, and improved access to foreign and domestic
capital and markets, an inadequate supply of land with access to
infrastructure and municipal services will severely constrain
increased productivity.

The informal settlement pattern is one of mixed land uses:
households reside side-by-side, within and above commercial and
industrial establishments. While this represents certain
efficiencies in land use, commutation, and access to the labor
force, there are onerous health and environmental costs.
Households exceed both commerce and industry as the leading urban
environmental polluter: 60 to 80 percent of surface water
pollution; 60 to 80 percent of solid waste generation; 20 to 50
percent of hazardous waste generation; and 70 to 90 percent of
groundwater contamination are contributed by households. The
impact of concentrated household, commercial and industrial
pollution on the informal sector population results in increased
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morbidity and mortality rates, loss of productive work force,
; increased productivity cost, and decreased economic
competitiveness.

The FIRE Project will address these major environmental issues by
providing a sustainable private sector source of financing for
urban environmental infrastructure projects. The provision of
urban infrastructure will remove the pressures mentioned above
and provide the stimulus necessary to promote increased
productivity in the urban workforce.

5. The Financial Institutions

The eventual aim of the Project is to create an environment in
which financial institutions will compete in the development of
commercially viable projects. In order to do this, the Project
will concentrate its resources on those institutions that are the
most capable of implementing successful projects in urban
infrastructure.

Two institutions have been identified as capable of performing
this task, although one is more immediately capable than the
other: the Housing and Urban Development Corporation, and
Infrastructure Leasing and Financial Services Limited. During
the preparation of this Project, both institutions were analyzed
to ascertaln their capability to rfunction as the FI. Their
operations were analyzed from several perspectives, including an
assessment of their strengths and weaknesses, and the technical
assistance and training needs they would require to carry out the
role as FI. '

The Project proposes to work with both institutions. The initial
focus will be on the Infrastructure Leasing and Finance Services
(ILFS) and-thereafter it will shift to the Housing and Urban
Development Company (HUDCO). Since ILFS has the potential to
gquickly develop some infrastructure projects, it will act as the
initial. borrower. HUDCO will need institution building before it
has the abkility to put together financeble projects. Technical
assistance and training will be provided to build this capacity
in HUDCO.

The following two sections provide a general assessment of the
two institutions.

a. The Housing and Urban Development Corporation (HUDCO)

HUDCO is a public corporation in the portfolio of the Ministry of
Urban Development, whose main objective is to finance oxr
undertake housing and urban development and related programs. In
operation since 1970, it has a strong track record of loaning
money to public agencies for housing and urban projects, with an
increasing emphasis in more recent years on urban environmental
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infrastructure projects. Financial and operational reports
indicate that it has had some degree of success in recouping its
locans and it continues to report profits each year.

HUDCO was established under the Companies Act of 1956 and is
wholly-owned by the Government of India (GOI). Acting through the
Ministry of Urban Development (MOUD), the GOI appeoints the
Chairman/Managing Director and the five other directors who make
up the governing board of the corporation. The corporation
charter does provide for annual and extraordinary general
mectings of all those holding corporate shares, but for all
practical purposes, the effective control of the organization is
in the hands of its board of directors, all of whom are
government civil servants. There is no legal barrier that would
prevent HUDCO from undertaking the role and activities of
financial intermediary, as contemplated by the proposed Project.

The organizational structure of HUDCO has evolved and developed
in response to the demand for projects it is responsible for
funding. In 1989, the GOI directed HUDCO to increase its lending
for urban projects and as a result, a separate wing was
established to focus on urban environmental infrastructure
programs. This wing, under the charge of an executive director,
has developed extensive guidelines and criteria for appraising
infrastructure projects, and assists potential borrowers in
designing projects that satisfy those regquirements. The
infrastructure wing officials take the position that projects
which they finance must be self-supporting and that the cost-
recovery aspects of loan administration constitute an important
element in their lending practices. Through its housing and
infrastructure loan programs, it has established strong
relationships with municipal and State bodies throughout the
nation, resulting in a thorough understanding of the needs and
functions of municipal entities.

Much of HUDCO's loan resources have been derived from borrowing
from public institutions, such as banks, the Life Insurance
Corporation of India and other large institutional investors, and
equity contributions from the GOI. In the past, these financial
institutions have been regquired by law to invest their Statutory
Liguidity Reserve in agencies, such as HUDCO, which are engaged
in activities that are deemed to be socially desirable. This
requirement has ensured HUDCO a ready supply of below market rate
funds. But the GOI, in the process of liberalizing its controls
on the.economy, has pledged to decrease the Statutory Liguidity
Reserve from a high of 38 percent to 25 percent by 1996-37 (it is
36.5 percent today). The consequence to HUDCO will be the
possibility that it will f£ind it harder to raise money and the
funds it does raise may be more expensive due to competition for
loan funds.
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In the future, state governments will be increasingly short of
funds, as they, too, feel the effects of economic liberalization.
They may be unable to continue the same level of grants to local
authorities for municipal infrastructure projects. Moveover, as
States tighten their belts, they may be less willing to provide
guaranties to Municipal borrowing. Without a state guaranty,
lending to HUDCO will be a riskier proposition, and therefore,
lenders may raise interest rates, adding to HUDCO's cost of
borrowing. Of course, HUDCO can continue to counter this
potential problem, in part, by a rigorous insistence upon the
design of self-sufficient projects and a direct connection
between project costs, cost recovery and loan repayment.

A proposal was made some years ago to separate the infrastructure
wing from HUDCO and constitute it as an independent national
infrastructure finance company or bank. In the event that HUDCO
faces a financial crisis in future vears, this would help to
isolate the infrastructure operations from any separation
associated fallout. If this separation were to occur, it is
likely that all performing infrastructure loans in the existing
portfolio would also be transferred to this wing; however, since
the facility has been operating as a semi-autonomous body for
such a short time it is probable that the number of non-
performing loans, if any, would be limited or remain with the
main HUDCO operation. Furthermore, the lending practices of the
infrastructure wing have been relatively rigorous in demanding
real cost recovery and loan repayment. It is likely that an
independent infrastructure bank would be able to ride out any
financial crisis that could affect its parent company for the
reasons mentioned above.

There would, however, be costs involved in creating an
independent infrastructure institution as described above. Some
of the organizational costs of the infrastructure unit might be
defrayed, for instance,. by arrangements with HUDCO to contract
for the services J¢f its regional offices or for covering its
administrative support. Nevertheless, some costs would be
incurred if the infrastructure wing were spun off, which would
have to budgeted and allocated, presumably by the central
government. Approval for such an action would have tc go through,
a government sanctioning process which could be expected to
require considerable time. A thorough and detailed assessment of
this possibility would be needed prior to making any decision.

To participate in this HG program, HUDCO needs assistance in two
specific areas. First of all, it would require some technical
assistance and training to upgrade its internal operations and
management, inciuding the possibility of reorganization and spin-
off of an infrastructure operation to carry out the Project.
Concurrent with its organizational changes, it must develop
financial engineering skills the capacity to provide assistance
to municipalities to design commercially viable projects—-—not
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just financially feasible projects--thereby ensuring that the

 municipal bodies which will participate in the Project can design

projects that will be accepted for financing in the open marKet.
Given the reguisite assistance in selected areas, and from the
point of view of designing and implementing effective
infrastructure projects, HUDCO is gqualified to carry out the role

of financial intermediary.

Secondly, it would need considerable technical assistance to
develop an internal capability to structure and negotiate the
underwriting of project-specific bonds. At the present time, it
does not have a financial operation or department with the
ability to design and market coimmercially viable infrastructure
projects through the sale of bonds to the investing public to be
traded in the open market. Nor does it have staff members with
Knowledge of this type of financing, and of how to develop the
financial instruments and procedures necessary to carry out this
type of financial operation. A World Bank financed study of
HUDCO by the National Institute of Public Finance: and Policy will
provide much more information about HUDCO's financial condition
and needs, when it is completed next spring.

In summary, HUDCO strengths lie in its ability to develop and
finance financially viable municipal infrastructure projects, its
good relations with municipalities and States which trust HUDCO,
and its understanding and in depth knowledge of the
infrastructure sector. Its weaknesses consist of its lack of
knowledge and capacity in the development of commercially viable
projects anéd its lack of understanding and capability of the
capital and debt markets. Given the dedication of its staff and
sufficient time, HUDCO could gain the necessary expertise to
develop commercially viable projects for sale in the debt market.
It is expected, however, that a minimum of one year, and more
likely two-years, of specific technical assistance and training

,as mentioned above, coupled with some reorganization and

restructuring of the institution, for HUDCO to reach the level
where it could operate effectively to develop commercially viable
urban envircnmental infrastructure projects.

b. Infrastructure Leasing and Financial Services, Ltd (ILFS)

ILFS is a publicly held corporation, with 51.7 percent of its
shares held by public institutions and corporations and the
remainder held by private companies in India and foreign
investors. It was created initially as a joint venture by the
Central Bank of India, the Unit Trust of India and the Housing
Development Finance Corporation Ltd (HDFC). A recent inflow of
new equity has led to a redistribution of ownership as shown
below:
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SHAREHCLDER PERCENT OF SHARES .

. Central Bank of India, & Affiliates 32.2
. Unit Trust of India 18.5
. HDFC Ltd 11.9
. IFC, Washington DC . 11.4
. CRIX Corporation, Japan 20.0
L Employees, others 5.0
TOTAL 100.0

Of the fifteen current board members, seven represent the public
sector, . while another seven represent the private sector and
forelgn investors, with the 15th member being the firm's Managing
Director. All the institutions listed above have representatives
on the board, while other directors have been named from the
Industrial Development Bank of India, the Birla Group, Maruti
Udyog Ltd, the Ministry of Transport and the Ministry of :
Information and Broadcasting.

ILFS is a non-banking financial institution whose business
purpose is to provide a comprehensive range of financial services
in a number of areas including: corporate finance, consisting of
leasing, asset financing, financial adviscory services, project
financing and capital markets; market operations, including
securities trading and brokering; management of mutual funds;
venture capital; and finally, the commercialization of
infrastructure projects. Since its beginning ILFS has attempted
to develop a string of international relationships to obtain -
additional financial resources and technical knowledge which it
uses to improve its finance products and expand and development
new services.

buring its five years of operation, ILFS has focused its
attention on developing, financial products that bring a more
immediate return, ensuring that the company is profitable while -
permitting it to diversify. This too has given the company the
time required to organize itself to undertake the financing of
commercially viable infrastructure projects, including the
development of the appropriate legal, financial and operational"

L

structures needed to support these kinds of projects,.arrange for :“

putting such structures in place and finally implementing the
projects. This developmental work has meant that ILFS has been .
the pioneer in this critical segment of the financial market.

But, it has only been in the last two years that the economic and

financial environment has been suitable to the introduction of
debt backed by commercially viable projects of the type ILFS is .
putting together. '

In the infrastructure commercialization area, ILFS is directing !
its efforts to four sub-areas: power, telecommunications, surface
transport and serviced land, including urban environmental

49

- rr——— At " - .
T S - 17 .. . S




LR ¥ I

E\i:-;l L.-.;.-...I [T Tta ) [

el B Bad xS

infrastructure. Only the last sub-area is considered appropriate
for financing under the HG Program. At the present time, ILFS is
implementing its first infrastructure project in the area of
surface transportation. The Rau-Pithampur Link Road in Madhya
Pradesh State is a 11 km toll road which will provide an
alternative to a 34 km non-toll road linking the two towns. Not
only will this be ILFS's first infrastructure project of any
nature, it will also be the first toll road in the country. Its
cost is Rs 80 million, of which ILFS is providing egquity for Rs

20 million, with bonds being issued for Rs 60 million to five

institutional investors. ILFS has fully guarantied the bonds.

This project will be completed and in operation in August of this
yYear, at which time ILFS will learn whether its financial and
economic assumptions and structure were accurate and the
operation will truly work. ILFS has set up a trust to own the
project and issue the bonds, the first time that such a financial
instrument has been used for an infrastructure project in India.
In addition to this project, ILFS has a number of other
transportation proijects in its pipeline, such as city by-passes,
a city light rail system, bridges and highways. The self-
financing features of toll systems, coupled with the- lower
probable risk element, are clearly the reasons why ILFS has
focused its first efforts in the transportation area.

ILFS is also working on a nunber of serviced land projects, which
it defines as projects in the areas of water and sewer, solid
waste and land development. Although ILFS has identified a
number of projects of. this nature, it is going ahead with the
planning of only a few, apparently hesitating until the
feasibility of commercially viable transportation projects is
more evident. The most advanced of the land development projects
is the Tirrupur Development Program in Tamil Nadu State, which
consists of the development of a comprehensive water and sewer
cum roads project for a city with a large number of export
oriented textile manufacturing plants.

As a Bombay hased company with a highly educated and
sophisticated staff, ILFS realizes that it needs to improve its
capacity to relate to municipal governments and officials. The
ability to communicate requires a basic level of shared
experience and, between the average municipal official and the
highly educated employee of ILFS, there is a considerable gap
that needs to be narrowed. ILFS needs to devise a strategy and
devote considerable effort in its implementation in order to
become an effective vehicle to "spread the gospel" of debt
financing of infrastructure among the municipal bodies of India.
It has received a large number of requests for financing from
municipalities and other organizations. Currently, it can
respond only selectively to those which are large enough, or well
enough presented, to suggest that the proposal is commercially
viable.
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As the pioneer in this field and the consequent need to minimize
risk in order to demonstrate feasibility, ILFS is currently
financing and will continue to finance only the most viable of
commercial projects. Although it is the only player in town,
ILFS has not been able to respond to the majority of the loan
reguests it receives because of its limited resources.

Finally, ILFS is a new institution and in spite of its impressive
array of backers from the public and private sectors as well as

from abroad, it still is in the process of making its reputation

in the financial and business sectors. Moreover, it will have to
work hard to gain the confidence of the vast majority of
municipal bodies, those same bodies that it will have to work
with if it is going to generate the commercially viable projects
it needs to make the bond market work, which in turn will make a
measurable impact on the infrastructure finance system. In
addressing these perceived needs, technical assistance to ILFS
will need to be focused on assisting the institution to develop a
wide array of financial instruments, on how to reach and -
communicate with municipalities, and on ensuring that ILFS .
develops and implements the kind of projects that result in
widespread benefits. .

ILFS is the only institution in India in a position now to
develop commercially viable infrastructure projects. From the
standpoint of making sure that demonstration projects in the area
of urban environmental infrastructure aré also commercially
viable, using marketable financial investments, ILFS appears to
be more gualified, at this time, than any other institution in
the country to be the financial intermediary for this Project.
Not only does the institution have the capability, but it is
desirous of undertaking a selected number of such demonstration
projects. It has developed a pipeline of project proposals, some
of which appear to be appropriate for financing projects under
the HG program.

The Project will begin implementation with ILFS as the Financial *
Institution and will provide assistance to HUDCO to enhance its
capabilities to perform this function later in the Project.
Following assessment and decision that HUDCO is capable of
performing as a project Financial Institution, consideration
will be given to providing locan funds to HUDCO to package
identified urban infrastructure projects.

6. The Tmplementing Agency

The National Institute of Urban Affairs (NIUA) will work with
USAID in the development and implementation of the technical
assistance and training program of the Debt Market Development
Component of the Project. It has no institutional interest in
the Project itself and, furthermore, is the institution
designated by MOUD for developing into an apex institution to

51

Tt - T T T T T T T Y T T R T AR T T -
k ., A TARNA B Ve o ot
.




=s s

r"-—' ;:} i. ":-ﬁ" i . ‘.

——

L

==

e ==

R L SN

conduct research and provide training on urban policy issues such
as privatization of municipal services and implementation of
infrastructure projects with private/public partnerships.
Moreover as a disinterested party, it will be able to carry out
its role in an unbiased manner. A through assessment of the
institution indicates that it is fully gualified to carry out its
role under the Prolject.

The role of the NIUA in this Project will be to act as the
institutional advocate for the policy changes to be demonstrated
through the Project. This will include the following:

. act on behalf of the MOUD as the agency for development
of urban policy, including the preparation of studies
and analyses leading to reform and changes in urban
envircnmental infrastructure policy and progranms;

. promote the Project's policy change agenda with the
state and local governments, and the private sector;

. through the preparation of case studies, evaluate the
impact of the policy reforms vis—a-vis the  urban
environmental infrastructure projects at the
demonstration locations through the application of case
studies;

. disseminate the Project's policy and programmatic
findings and conclusions through publications such as a
project news letter, periodicals, and books;
workshops, seminars, and documentaries; and

. as required, provide input into the annual
‘implementation plan for the management support services
contractor.

NIUA, a non-profit public institution, is the policy research arm
of the Ministry of Urban Development. It alsoc has a close
relationship with the states, the municipalities and financial
institutions working in the urban sector. Since its creation in
1976, it has developed a wealth of relevant practical, scholastic
and research experience principally in the areas of urban
planning and development, municipal finance and development,
urban studies and environmental planning. NIUA has had many
years of experience in working with USAID and other international
agencies and consulting firms.

NIUA is experienced in carrying out training programs, seminars,
conferences and networking with an array of Indian and
international institutions. NIUA will continue this role and
strengthen its training and networking capacity through the
Project. Through contracts with clients, it carries out studies
and other consulting assignments, utilizing its own staff as well
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as outside consultants. Its professional staff is of a high
caliber, and it will be able to hire or contract other
professionals to fill any part or full-time staffing gaps .
necessary to carry out this Project. NIUA has already identified
additional resources required to carry out its role in this
Project. )

NIUA will move early next year to a new institutional complex
being built solely for institutions and companies working in the
housing and urban sector. In its new facility, NIUA will be able
to coordinate more closely with other institutions in related
fields, including the financial intermediary for this Project,
which will also have space in this institutional complex. The
new facilities will provide NIUA with about double its existing
space, and because of this it will be able to accommodate the

needs of its expanding operations and staff, part of which will

be required to meet the needs of this Project. It will also
provide more adeguate teaching, research and library facilities,
as well as better and more appropriate eguipment.

7. The Role of Technical Assistance and Training in_ the
Debt Market Development Component

Technical assistance and training are important components of
this Project. A portion of the technical assistance and training
will be channeled directly through the National Institute for
Urban -Affairs, through a cooperative agreement with USAID. The
role of NIUA will be to provide policy promotion, evaluation and
dissemination through related research and studies, publications
and workshops. A competitively bid contract will also be awarded
by USAID to a US consulting firm to provide project management
support services as well as the delivery of TA and training in
all functional areas. The US consulting firm will also be able
to contract Indian consultant services, both individual and
institutional, in specialized areas of expertise. As required,
NIUA will work with USAID in the preparation of annual
implementation plans for the management support services
contractor.

Technical assistance and training under the Debt Market
Development Component is divided into the following three
categories:

. to the financial intermediaries to ensure that these
key institutions are able to fulfill the mandates as
the HG borrowers, and to develop the appropriated
financial techniques and instruments;

. to local governments to gain the expertise to design,
develop, implement and maintain commercially viable
infrastructure projects for financing by the FI; and
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. to NIUA to assist it in preparing local governments to
create the proper policy environment to develop the
Debt Market Development Component of this Project and
to replicate the success generated by the FI in other
public and private institutions.

Technical assistance and training will be provided under this
component only to those financial intermediaries and local
governments who meet criteria developed under the Housing
Guaranty program and establish a reasonable presumption that the
recipients will be capable of identifying, packaging and
implementing urban lnfrastructure projects through FIRE financing
techniques.

8. Operations Reseaxrch and Local Training Capacity
Strengthening

a. Operations Research

The development of India's debt market is beginning to accelerate
and is likely to increase it rate of development through the
stimulation of that market that the FIRE Project will provide.
The parameters that influence the shape and operations of that
market must be understocd if the Project is to successfully
stimulate its development. Again, because of the extremely fluid
nature of this market, the Project will establish annual research
agendas that will be targeted on the most pressing cuestions
identified to be in need of further research. These research
agendas may be recommended by the Project Advisory Committee
and/or other sources and, upon approval by USAID, will be funded
and incorporated into the annual workplan of the project
contractor.

b. Local Training Capacity Strengthening

The National Institute of Urban Affairs is a public entity,
supported in part by an annual grant from the Ministry of Urban
Development (MOUD). NIUA performs research related to
infrastructure construction and financing in the’ Indian market.
There are, at the present time, 15 professional full-time staff
members, encompassing the disciplines of urban and regional
planning, economics, municipal finance, social planning and
environmental planning. Although NIUA is involved in practical
and scholastic research and analysis in relevant areas of urban
affairs, given the growing need of India's local municipalities
to raise urban infrastructure financing in the private sector and
NIUA's relative lack of expertise in this area, it is in need of
strengthening its training capabilities in issues related to the
private financing of urban infrastructure.

Training provided to demonstration states and municipalities will
be delivered through a central training institute, with regional

54

T2 e ';:— r-v-pﬂ'(ﬂ'fw"r-P'!a A ad ("01“‘@9“ TATA ".r oo ﬂ-“'".g'{k’.‘." ..“‘ —;'— -

I T RT T . N
' Il.‘-'- T ] _h"‘"" o TenrtIe '*' 1 ' -’ r:[{m" - . a s
- e PR . e . -




hWohn om

~—

training facilities, such as the Human Settlement Management
Institute (HSMI). The Project will support the development of
training materials, training for trainers, and development of
Indian and U.S. tralning networks in areas such as: plan,
operate, maintain and recover costs for basic urban services;
environmenital, physical and economic impact analysis and
mitigation strategies; and private/public partnerships. During
the initial phase of project implementation, a short—-term US
consultancy will undertake an institutional analysis, a training
needs assessment, and the preparation of a training plan.

Training to financial professionals other than ILFS and HUDCO,
will also be examined during the initial phase of .project
implementation. The US consultant will identify the
educational and training needs of professionals involved in
infrastructure financing/debt market operations and include
recommendation in the training plan. The Operating Fnvironment
Improvement Component will also provide broad based training to
financial professionals. The US consultant will examine the
issue of coordination between training provided undexr these two
components, and recommend a strategy to ensure that duplication
and gaps are avoided.

9. Component Inputs

The following inputs will be financed by the Project:

Activity Input
a. Institutional Strengthening Short-Term Consultancy &
Training
1. ILFS 1. Financial,
negotiating

partnerships with
local governments,
identify US joint-
venture partners

2. HUDCO 2. Institutional, legal
regulatory, and
. financial
3. NIUA 3. Policy reform and
training
b. Local Governments Short~Term Consultancy &
Training
1. Project feasibility
and financial
packaging
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2. Physical, economic &
environmental
impacts; identify
US joint-venture
partners

3. Solicit, negotiate,
contract and manage
private sector
providers

4. Maintain, operate
and recover costs
including capacity
building and

technical
innovations
c. Operations Research & Local Short-Term Consultancy &
Training Capacity & Training
Strengthening
1. Central/regional 1. Course materials,
training organization training for
such as lISMI trainers and

networking for
state and local
governments

IV. MANAGEMENT OF THE PROJECT
A. The Implementation Strategy

The FIRE Project will involve the participation of a significant
number of Indian institutions that are involved in all aspects of
the operation of India's capital markets. 2A number of market-
related institutions will also be involved in project-funded
activities to provide forums for policy discussions, to serve as
channels for directing technical and training assistance to
proposed beneficiaries, and to ensure that project rescurces are
properly used. Both public and private sector institutions will

be heavily involved in the implementation of project activities.

Tn addition to varied and wide-ranging institutional
participation, a key factor in the design of the FIRE Project was
the underlying market operations improvement orientation of
project-supported activities. Even those elements of the Project
aimed at reforming regulatory structures, automating securities
documentation and handling systems, designing new marketable
instruments, and expanding indigenous research and training
capacities have as their end purpose, the development and
expansion of more active and efficient securities trading
systems.
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B. Coordination of Project Implementation

The Project will receive policy guidance, advice and direction
from a senior-level board to be known as the FIRE Advisory Board
(FAB). The membership of this advisory board will include
representatives from the Ministry of Finance, the Ministry of
Urban Development, the Securities and Exchange Board of India,
the National Institute of Urban Affairs, USAID and selected
private sector representatives who are nationally and

«internationally recognized as capital markets experts. A

Ministry of Finance or private sector representative will chair
the board, and the Ministry of Finance will convene the board as
soon as possible after the Project Agreement is signed.

Ad _hoc subcommittees of the board may be established to deal with
specific project issues as they arise in the course of project
implementation. The board will meet not less than annually and
in the initial years of the Project, as often as semi-annually.

The purpose of the advisory board will be to provide a high-level
forum for the discussion of overall project policy and direction
and to review and recommend to USAID project officials specific
implementation plans and actions necessary to meet project
objectives. The Management Services Support Contractors
(described below) which will be responsible for the overall
implementation of the Project, will act as the secretariat for
the board, preparing various issues and background papers for
each meeting and making all administrative arrangements for those
meetings.

The Debt Market Development Component of the Project will receive
implementation assistance from a Project Implementation Unit to
be located in the National Institute of Urban Affairs (NIUA).
Under thé terms and conditions of a Cooperative Agreement with
USAID, the NIUA, acting through the PIU, will promote, analyze,
and disseminate basic policy changes needed for project success
at the state and local government level. Based on the lessons
learned, and in collaboration with a central/state training
institute, NIUA will develop relevant curriculum and training
materials, and provide training for trainers in the above areas.

C. Project Implementation
1. Management Services Support Contracts

Technical assistance and training will be delivered through two
management support services (MSS) contractors: one for the
Regulatory Environment Improvement and Operating Environment
Improvement Components, and one for the Debt Markel Development
Component. Each MSS contractor will provide an on-site
management support coordinator, with home office back-stopping
and coordination of state-side activities. The contractors will
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be responsible for the delivery of all technical assistance and
training including studies, study tours and workshops.

Working with USAID and the Indian counterpart institutions as

+ required, the contractors will develop annual implementation

plans to be approved by USAID, for the delivery of technical
assistance and training. The implementation plans will be
amended annually during the life of the contract to ensure that
technical assistance and training activities remain current and

rappropriate for the goals and objectives of the Project. The

implementation plan amendments will result from annual
evaluations, which will assesses the impact of the previous
year's planned activities and incorporated recommended activities
in the following year's plan.

The specific activities to be undertaken in the approved
implementation plans will be generated through Requests for
Services (RFSs). The implementation plans will include a brief
description of technical assistance and training activities and a
schedule for implementation. For each activity, the contractors
will prepare a scope-of-work and budget to be approved in advance
by USAID. USAID will issue an RFS to each contractor for each
activity which will serve as the order to proceed. The
contractors shall ensure that scopes-of-work are generated in
sufficient time to meet the implementation schedule.

At the conclusion of each year's activities evaluations, by an
institution or individual other than the MS8S contractors, will be
performed for each MSS contract. ,The evaluations shall assess
the impact of the technical assistance and training activities
towards achievement of the goals and objectives of the Project;
assess the impact of the overall program on the Project's
proposed policy change agenda; and make recommendations on
activities to be undertaken during the following year which, as
required, will bring the Project back on target.

2. Start-Up Activities

Prior to the competitive award of the MSS contracts, (likely to
take nine months) several activities have been identified that
will be funded in order to accelerate the momentum of project
implementation and provide start-up project actions until the MSS
contractors are in place. These activities will be implemented
directly by USAID by accessing consulting services through
Indefinite Quantity Contracts, Buy-ins, Purchase Orders,
Invitational Travel Orders, Project Implementation Letters and
other appropriate mechanisms. The activities will be planned so
as to be completed by the time the MSS contractors arrive at
site.

The following represents an illustrative list of start-up
activities that may be funded (through funding mechanisms
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appropriate to the legal status of the institution being
assisted) prior to the arrival of the MSS contractors.

a. Short-term technical assistance and training to HUDCO
in the following areas: organization development; methods of
tapping capital markets for infrastructure finance; innovative
infrastructure finance methods; and workshop on debt
instruments/commercial viability/pricing of infrastructure
projects.

b. Short-term technical assistance and training to ILFS
in the following areas: design of debt instruments for
infrastructure finance; tendering, contracting and evaluation of
infrastructure projects; innovative infrastructure finance
methods; and a workshop for municipal/local officials on resource
mobilization for infrastructure finance and designing
commercially viable infrastructure projects.

c. The OTCEI will require technical assistance in the
analysis of 1lts hardware, software, telecommunicaticns, business
and regulatory strategies for its planned expansion.

d. The Industrial Credit and Investment Company of India
will use the services of the Chicago Mercantile Exchange to
perform a feasibility study for the establishment of stock
options and futures exchange in India.

e. SEBI will begin the development of its organizational
and human rescurces development plan.

£. The Unit Trust of India/Institute of Capital Markets
will be provided funding to begin researching the operating
requirements, and regulatory and institutional framework for the
functioning of a derivatives market for foreign exchange in
India.

D. Mission Management of the Project

The FIRE Project will be managed by the Program Office (PRO)
within USAID/India, with representation from the South Asia
Regional lousing and Urban Develcopment Office on the project
committee. There will be no additional U.S. Direct Hire or FSN
staff required to manage the-Project. One USDH officer in the
Program Office will be the FIRE Project Cfficer. The Regulatory
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Environment Improvement and the Operating Environment Improvement
will be managed by one FSN in PRO; the Debt Market Development
Component will be managed by one USDH in the RHUDO/South Asia
Office.

. V. IMPLEMENTATICON SCHEDULE

Activity Date
. Approval of PP and HG authorization September 15, 1993
. Grant Agreement signed ) September 30, 1993
. Draft HG Implementation Agreement September 30, 1993
prepared by USAID and sent to FI
. PIO/T for MSS contract issued October 31, 1993
. Financing arrangements for October 31, 1993

start-up activities completed

. RFP for MSS contract issued November 30, 1993

‘. HG Implementation Agreement signed November 30, 1993

. Contract with US consulting March 31, 1994
firm signed

. FI certifies first projects March 31, 1994
for financing

. Contract team arrives June 1, 1994

¢ FI seeks US Investor April 30, 1994

. Draft Master Implementation June 30, 1994
& 1st Year Plans prepared

. FI negotiates and signs HG June 30, 1994
loan

. Guaranty Agreements negotiat- June 30, 1994
ed and signed )

. Implementation Plans approved July 31, 1994

. FI draws down authorized August 31, 1994
disbursement of HG loan

. First yearly evaluation completed July 31, 1995

G0
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. Second year implementation plans August 31, 1995

approved

L] Second yearly evaluation completed July 31, 1996

. Third year implementation plans August 31, 1996
approved

. Third yearly evaluation completed July 31, 1997

. Fourth year implementation plans August 31, 1997
approved

. Fourth and final yearly evaluation July 31, 1998
completed .

VI. COST ESTIMATE AND FINANCIAL PLAN

A. Estimated Cost of the Project and Proposed Fund
Allocations

The total cost of the Project, is estimated to be US $277.0
million, of which A.I.D. will contribute funding of US $145.0
million and the Host Country the equivalent of US $132.0 million.
A.I.D. funding will consist of US $20.0 million in Development
Assistance (DA) and US $125.0 million in HG-backed loans. The
budget estimate of US $20.0 million in Development Assistance
includes a provision for price and-physical contingencies.

1. Financial Analvsis

The PP accounts for a combined physical and price contingency on
10 percent of the total project costs. Price contingencies have
been provided for dollar-financed local currency costs because
since the rupee became freely convertible against the dollar, it
has not depreciated and has remained fairly stable against the
dollar. GCiven the past trend and current projections of economic
indicators, it appears that the rupee is not likely to depreciate
as consistently as it had in earlier years. Since no depreciation
in the value of the rupee is envisaged, inflation on local
currency costs is unlikely to be offset by depreciation;
therefore, price contingency has been provided on local costs as
well.
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Fund outlays under the HG-loan financing component of the Project
will also be made incrementally, in terms of US $12.5 to US $25.0
million loans to financial intermediaries (FIs), and will be
spread evenly over the five-year term of the Project. The FIs,
and downstream borrowers, will bear the risk of inflation for the
purposes of this component of the Project. Financial viability
will be one of the key criteria applied in the selection of urban
infrastructure projects for the HG-loan financing component.

Each project to be considered for a loan will have been subjected
to stringent financial feasibility analysis by its state or
municipal proponent and by the financial intermediary involved.
Since a major share of the financing for each infrastructure
project is to be obtained through the sale of long-term bonds (or
other appropriate instruments) to private investors, the
financial soundness of each project will be subjected to close
scrutiny by potential investors.

USAID considers that the financial criteria to be applied during
the project selection process, together with the feasibility
analysis and market testing that will be applied before a HG loan
is granted, will virtually assure the financial soundness and
sustainability of the urban infrastructure projects that
eventually do receive HG loans.
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2. Methods of Implementation and Financing

The MS8S contracts and other contracts with U.S8. firms, such as
for short-term technical assistance, training consultancies, and
project evaluations, will be implemented through direct payments
to the U.S firms engaged in those activities. In those cases
where A.L.D. funds are used to pay some portion of the local
costs of a project activity, such as for in-country staff
training, workshops, or internships or industry training tours in

the U.S., or RHUDO regional training courses or tours, these will

be effected through funding mechanism appropriate to the legal
status of the involved institutions.

3. Recurrent Cost Analvsis

The hosts country's contribution of US $7 million will be
provided by local institutions and agencies and will be made in
cash and/or in kind. This accounts for 25 percent of the project
cost. Thus, the stipulation of Section 110 of the FAA, that the

host country must provide.... "at least 25 percent of the costs
of the entire program, project or activity...," has been complied
with. )

Recurrent costs are defined as the operating expenditures needed
to carry out project activities. The recurrent costs envisaged
undex this Project include salary payments of staff
directly/indirectly associated with the implementation of the
Project, the cost of office space to be provided by local
institutions and agencies to carry out identified activities,
cost of domestic travel of participants attending seminars,
workshops and training courses to be conducted within India.

B. . Input Financing

Input financing will be directed at both long and short-term
technical assistance, as well as both overseas and in-country
training.

1. Long-Term Technical Assistance

PA funds allocated for the MSS contracts will, in effect, cover
the U.S. portion of the cost of managing implementation of the
Project. The funds will pay for the services of long-term U.S.
consultants who will oversee implementation of the overall
project, and specialists who will monitor the delivery of input
elements (short-term technical assistance and training)} and
assist in the implementation of specific components of project
activity.

G3
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2. Short—-Term Technical Assistance

i Short-term consultants funded under the Project will provide *

i services to each of the major institutions involved in project

- implementation and will cover activities being carried out under
each of the Project's components.

3. Training Assistance
;1 Like technical assistance, a large proportion of DA funding for
training assistance activities will be directed to the major
institutions that are involved in project implementation. In the-
} case of the Debt Market Development Component, DA funds will be

provided to NIUA that will help train local government officials

in the methodologies to be employed in formulating commercially-
1 viable urban infrastructure projects. DA funds will be provided
! to ILFS and HUDCO which will serve as financial intermediaries
and are charged with arranging adequate financing for those,
projects judged to be commercially viable. They will also serve
as trainers (especially HUDCO) for the staff of other
institutions or firms seeking to become financial intermediaries.

C )

4, HG Loans

HG funds will be used to complement and promote the sale of debt
instruments in India's securities markets (and abroad, if
possible) to finance urban infrastructure development projects.
They will be applied to a range of projects to demonstrate
alternative approaches that might be taken to mobilize private
sector funding for such projects. A key financial objective of
the FIRE Project is to identify or create debt instruments that
appear attractive to private investors, thereby stimulating
greater investor interest in debt instruments and expanding the
pool of private funds available for urban infrastructure
projects. Increased private sector funding is essential given
the steady reduction that is occurring in the availability of
government funding for such projects.
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C. Audits and Evaluations

g

1. Audits

In the case of any grantee or subgrantee who receive US $25,000
or more per Yyear under the Project, the grantee will be reguired
{or in the case of subgrantees the grantee will require the
subgrantee) to have audits performed in accordance with the
standard Provisions in the Project Grant Agreement. These audits
will be performed by local CPA firms who are on the IG's approved
list of firms. The IG's "Guidelines for Financial Audits
Contracted by Foreign Recipients" and the Statement of Work for

B a8 EXA
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l such audits, also provided by the IG, will be followed in
cenducting the audits.

A specified sum has been provided for audits under the Project.
However, the specified amount may have to be revised as the
Project progresses depending upon the number of grantees/sub-
grantees. The foregoing estimates take account of current price
inflation in both the U.S and India. U.S. inflation is
continuing to hold at a modest 3-4 percent annual rate. In
India, the annual rate has shown a steady decline in recent
years, from 17 percent in 1991 to 14 percent in 1992, and to an
estimated 7 percent in 1993.
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2. Evaluations

I a it aad ‘ . 2

All Project-funded activities will be subject to annual reviews
by the institutions or agencies responsible for their
implementation. These reviews will provide the basis for the
preparation of proposed annual implementation plans. The
financial aspects of project implementation related to the :
activities under review will be given appropriate attention
during the annual review sessions. ’

Lipien w,o s}
[ HEe Uladtrind

The overall financial aspects of project implementation will be
assessed in detall as part of the mid~term project evaluation
that is scheduled to be conducted toward the end of the third
year of project implementation.

Licaion "—:_'..._‘-,

A specified sum has been provided for evaluations under the
Project. As with audit funding above, this amount may have to be
revised as the project progresses depending upon the number of
grantees/ sub-grantees. Again as above, the estimates take
account of current price inflation in both the U.S and India.
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3. Monitoring

The USAID Mission will ke primarily responsible for monitoring
the allocation and use of DA grant and HG loan funds during the
course of project implementation, using standard Agency financial
and project monitoring practices. The MSS Contractors and all
FIRE participating institutions will be required to submit
guarterly financial reports detailing the status, scope and
purposes of fund allocations and disbursements during the
gquarter. These reports will be reviewed by USAID project
management staff on a regular basis.

vy

Local institutions receiving direct funding under the Project
will be responsible for establishing similar financial monitoring
procedures to cover sub-grant activities. The guarterly reports
provided by these institutions to the USAID Mission will include
summaries of significant and noteworthy developments or events
occurring during the implementation of sub-grant activities.
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IXY. MONITORING AND EVALUATION

Project monitoring will be the responsibility of the Managewent
Support Services Contractor. The Management Support Services
Contractor, in conjunction with all project counterpart
organizations, will prepare a set of basic project indicators to
be used to track project progress. These indicators will be
included in the overall implementation plan and will be amended,
if necessary, during the annual implementation plan negotiations.

Annual program evaluations will be conducted to determine project
progress and future direction. Each evaluation will determine if
there are any material changes required in the implementation of
the Project. Expatriate consultants will conduct the evaluation
jointly with USAID. Any consultants or consulting firms inveolved
in the implementation of this Project will be excluded from
participating in any of these cvaluations.

VIII. SUMMARY OF ANALYSES
A. OVERVIEW

Capital market development and infrastructure finance are both
areas of dramatic change in India at present. 1In the capital
market area, the changes being made involve a basic shift in the
way the market is beling regulated, and the modernization of
market operations. In infrastructure finance, the changes relate
mainly to expanding the capacity of the debt component of the
market to finance municipal urban infrastructure projects.

The FIRE Project is a technical assistance and training project,
the purpose of which is to provide the technical skills needed to
enable the government to change the way in which India‘s.capital
markets are structured and the way in which they operate. The
starting point of the Project is to identify the gaps and
shortages in the technical skills needed to implement these
changes.

The Project 1is well-timed. India now needs to compete for
investment capital and export earnings in a global environment
that has become highly competitive. Within India itself, there
1s heightened competition for capital resources between the
country's private sector enterprises, which are being urged to
expand production and export earnings to accommodate the material
needs of the growing economy, and the country's public sector
agencies, which face an urgent need to expand infrastructure to
accommodate the country's rapidly expanding population.

The Project will play the central role among India's assistance

donors in providing the technical assistance needed to enable the
country to modernize and improve the cperations of its capital
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markets, and to engage the private sector more fully in financing
urban infrastructure projects.

B. Economic Analysis

The Indian economy is still recovering from the severe disruption
suffered in mid-1990 as a consequence of the Gulf War. The
prospects for continued good performance are promising. The GOI
is working to raise the sustalnable level of annual economic
growth to cover 5 per cent by the mid-1990s, and appears
determined to maintain the gains already achieved. As noted in a
recent World Bank report, however, certain additional reforms
will need to be implemented before the higher level of growth can
be achieved.

Since independence and until the early 1990s, India had pursued
an economic growth strategy that can best be characterized as
inward-oriented, self-reliant, and heavily-regulated. The
strategy was focused primarily on achieving economic growth
through public investment in publicly-cwned enterprises. The
country has now changed course, as the Government has begun to
pursue economic and financial policies that are dramatically
different from those initiated 40 years ago. Almost every area
of the economy is undergoing modernization and reform to pave the
way for India's entry into global markets.

The Government's liberalization and reform policies have been a
boon to India‘'s capital markets. The speed at which change is
taking place has been very rapid. The equity markets in
particular have been growing at impressive rates. Moreover, the
links that have now been established between government policy
reform efforts and the future operations of the country's capital
markets will be further strengthened as the Government continues
to look increasingly to market sources to satisfy its own future
fiqancing needs.

The assistance to be provided under the FIRE Project will be
provided on a highly cost-effective basis. U.S experts and
institutions are being tapped to provide managerial and
technological know-how that has been acgquired directly through
their participation in market activities in the U.S. Their
expertise will be transferred directly to the individuals and
institutions that are responsible for guiding and directing the
further development of India's markets.

The actual demonstration projects (under the HG) have not yet
been selected. This will be done during the initial stages of the
implementation phase. Standard economic benefit/cost analysis
and the computation of internal rate of return (IRR} for the
projects being considered, will be a requirement of the project
review and selection process.
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c. Supplemental Economie¢ Analysis for Housing Guaranty

The economic environment over the life of the Project is one in
which the GOI will be undertaking a broad reform agenda. A
discussion paper prepared by the Ministry of Finance entitled
"Economic Reforms: Two Years After and the Task Ahead," sets
forth a fiscal and financial reform agenda which will have a
i substantial impact on the ability of the Project to be carried
though to completion. A series of reforms are aimed at
' generating a sustainable economic growth rate of 6 to 7 percent
[ per vear. Reductions in subsidies combined with decreases in
budget support for municipal services will drive the demand for
resources in the domestic capital markets. Policy changes in
i administered prices and user fees will promote commercialization.
Reductions in controlled credit, a ban on loan waivers, and
improved recycling and recovery of public savings will add to the
j resources available from domestic capital markets.

e

The major strength of the HG Component is the opportunity to
implement the GOI's basic policy reform agenda (see Annex I);

the major weakness is a lack of understanding at the operating
level on how to implement these policy changes. The Project will
. use HG funding combined with technical assistance and training

1 support to operationalize commercially viable infrastructure

ArFamta

i projects at demonstration municipalities. This process will lead
to substantive institutional improvements: at the state and local
§ government level, and in the financial intermediaries.

Increasing capital market investment in basic urban services will
have a significant impact on the overall economy. The
correlation of economic growth with increased infrastructure
investment is a fundamental principle. Entrepreneurial access to
a consistent supply of power, water and sewage disposal, solid
waste collection, and roads is essential to 1lncrease business
productivity. Improving the health of the workforce through
better access to potable water and improved sanitation also
increases productivity.

L
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The financial intermediaries will assume overall responsibility
for eligible projects for the HG loan, for selecting HG
investors, and for repayment of the HG loan. USAID will neither
approve nor disapprove individual projects, borrowers or on-
lending transactions. USAID's role will be to monitor and
evaluate the program to ensure conformity with conditions and

; covenants established between USAID and the financial
intermediary, and the framework of agreements between the
financial intermediary and the borrowers/developers of eligible
projects.

&3

The GOI or a designee acceptable to USAID will provide a full-
faith-and-credit guaranty for the HG loan. Since the financial
intermediary has no need for free foreign exchange, the U.S.
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dollar proceeds of the HG locan will be placed with a swap-partner
acceptable to USAID. The swap-partner will on-lend Rupee funds
to the financial intermediary, with an interest-rate margin to
create a foreign—-exchange risk hedge. The swap-partner and the
GOI or its designee will assume full responsibility for repayment
of the U.8. dollar denominated HG loan, regardless of
fluctuations in foreign exchange.

D. Bocial Soundness Analysis

India's population profile reflects a pattern of vast diversity.
The country'’s inhabitants range from sophisticated urbanites
living in Bombay to uneducated, share cropping peasants who farm
rice paddies in West Bengal. Not surprisingly for a developing
country, there are many more peasants than there are
sophisticated urbanites. About three quarters of the population,
or roughly 680 million, live in rural areas; leaving an urban
population of arocund 200 million.

Social researchers have identified two main sets of attitudes or
values that characterize the basic political orientation of
Indian society. One is based on Western, liberal democratic, and
secular ideals, and is strongest at the level of the Central
Government and its institutions, e.g., the Parliament, the courts
and the civil service. USAID staff deal mainly with individuals
imbued with this set of values. The other, which was built
around loyalties to caste, family and clan, is the norm in rural
panchayats and among local authorities. The battleground between
these two contrasting sets of values is located at approximately
the level of the State Governments.

Participants and agents involved in changing the way India's
markets operate will need to be aware of how the cultural
characteristics of the Indian people influence their investment
choices. Among these characteristics (which obviously vary by
individual) are preferences for keeping cash rather than
investing in securities; a dislike of debt as an institution; a
preference for debt instruments that are both ligquid and that
have guarantied principal repayment at any time (as contrasted
with instruments that are liguid but in which the principal
amount varies prior to maturity); a preference for the perceived
capital gain opportunities of the equities market; lack of
knowledge of the debt markets (even when the markets are
theoretically open to them, such as government debt auctions);
and, perhaps, most importantly, a profound distrust of brokers.

The GOI's current plans to establish an integrated nation-wide
trading system based on automated facilities and modern
telecommunications links will truly test the culture's ability to
adapt. The proposed system will extend well beyond the
boundaries of Bombay and New Delhi, and penetrate into the far
reaches of the country’'s hinterland bringing together for the
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purpeose of mounting a concerted effort to achieve economic
1 pProgress, the many diverse elements of the population.

et ‘With the likely ratification of Amendment No. 74 of the Indian

l’ Constitution, the role of municipal governments in managing the
financial resources of their urban communities will be changed

.~ dramatically. Under the Amendment, funds for the construction of
L; urban infrastructure facilities, which have traditionally been a
! responsibility of the State Governments, will now be the
responsibility of the municipal governments. The nced for urban
localities to recover the cost of construction and operation
through user fees will also, in principle, be passed down.

ey
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For the newly-established relationships between municipal
authorities and central government agencies to flourish, there
will be a need for real and effective communication. This need
is dramatically underscored by the requirements of the FIRE
Project. Only if it is able to establish such communication can
the Project expect to have a lasting impact upon the way in which
urban infrastructure is financed in India. In order to succeed,
it will need to evolve an ability to bridge the communications
gaps which now separate small groups of bright, mostly youthful,
money managers in Bombay from the elected and appointed officials
who manage the vast majority of the nation's municipalities.
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The need for municipalities to begin covering the cost of

\ constructing and operating infrastructure by imposing user fees

i and other income generating methods (except for those who cannot
! afford to pay), is a new idea that has yet to enter the
consciousness of most local leaders. The finer points of fiscal
engineering, relating to the choice of instruments, the methods
of repayment, interest strategies, the use of secondary markets
and the like, are also well beyvond their knowledge base, at least
- at the present time.

e The impact of their carrying out this new responsibility on the

prospects for successful implementation of the infrastructure

o finance component of the FIRE Project, is serious and profound.

T To "sell" the idea at the level of the individual municipalities
will involve long hours of dialogue, flexibility, imaginative

2 packaging and a sympathetic understanding of local dynamics.

To the extent that urban infrastructure can be improved, urban
— life will be improved, urban health enhanced, urban employment
B generated and the urban environment rendered more livable. Women

L stand to gain substantially from these improvements. While the

. FIRE Project does not address directly the lowly social position
!q low-income women suffer, it does aim to improve living conditions
i in India‘'s municipalities and will, accordingly, bring

considerable benefit to women who constitute a substantial
portion of the country's urban population.
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E. Technical Analysis

Many of the technical skills needed to facilitate the
Government's proposed changes in the way its markets operate are
already available in-country, though not in adequate supply. In
some cases, a higher order of skills is needed. A key part of
the challenge of the FIRE Project will be to identify the
specific areas where outside technical assistance and training
resources need to be applied. In some cases, project resources
will need to be directed to bringing the local level of
performance up to international standards.

Another area of particular importance will be to strengthen the
technical training capacities of the country's educational and
training institutions. This will help assure that these
institutions are better able to fulfill the country's future
regquirements for technical skills, which it will need to continue
making improvements in its market operations at home and tg
support its growing efforts to compete effectively for capital
resources globally.

A sizeable share of the technical assistance and training that
needs to be provided under the FIRE Project is related to the
technological changes that are to be made in the way the capital
markets conduct their business. The Government is depending
heavily, for example, on the automation of market operations to
effect needed improvement in the transparency of market
operations, while adding significantly to the efficiency of those
operations.

An area in which more detailed assessments are needed, relates to
the country's need to establish a better and broader
institutional base for developing its own specialized technical
expertise. Several well-gualificd technical training
institutions are currently operating, and show excellent
prospects for continued success. These include the UTI Institute
of Capital Markets (UTI/ICM) and the Institute of Certified
Financial Analysts of India (ICFAI). The National Institute of
Urban Affairs (NIUA) is a third training institute that is well
equipped to play a key role in raising the level of India's
technical expertise.

Perhaps the most critical need for technical assistance and
technical training in the infrastructure finance area, in the
broadest sense of the term "technical," will be the need for
financial institutions and firms to serve as intermediaries
between municipal infrastructure planners and private sources of
capital. Fulfilling this role will truly be a growth area for
financial firms in India for at least the next decade.
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F. Financial Analyses to be Performed During
Project Implementation

The Project will provide training and technical assistance to a
large number of institutions. The majority of this assistance
will be provided through direct AID contracts with the two .
Management Support Services contractors. In those cases,
financial controls will be exercised by AID and the contractor
through the various instruments that will be used to supply the
assistance. If substantial levels of funding will be passing
through the institutions involved, the Mission will perform
financial analyses of the involved institutions prior to the
award of the assistance instrument that provides the funds.

In those cases in which direct financial assistance is to be
provided to institutions (such as NIUA), the Miscsion will perform
a financial analysis of the institution to determine its
capability to adequately control the funds to be provided prior
to the award of the assistance instrument.

Financial analyses for projects to be funded under the Housing
Guaranty (HG) portion of the FIRE Project will be performed .
during project implementation as potential projects are analyzed
for possible HG funding.

IX. Conditions and Covenants

. The Project will have the following condition
precedent to first and subsequent
disbursements:

Prior to the first and all subsequent disbursements under the
Grant, or to the issuance by A.I.D. of documentation pursuant to
which disbursement will be made, the Grantee will, except as the
Parties may otherwise agree in writing, furnish to A.I.D. in form
and substance satisfactory to A.I.D. a statement of the name(s)
of the person(s} holding or acting in the office(s) of the
Grantee specificed in Section 8.2, and of any additional
representatives, together with a specimen signature of each
person specified in such statement.

B. The Project will have the following
covenants:

1. The Grantee agrees to create a Project Advisory Board to
provide policy guidance and advice to the Project.

2. The Grantee agrees to establish a Projeclt Implementation
Unit for the Debt Market Development Component. The Unit, to be
located in the National Institute of Urban Affairs, will include
officers responsible for overall management and such other
personnel considered necessary to implement Project.
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3. Reporting of Grantee's Project Contribution: The Grantee
agrees to furnish to A.I.D. in writing, annually during the life
of the Project, a report of the Grantee's contribution (in cash

"and in kind).

4. Evaluations. Except as the Parties may otherwise agree in
writing, an annual review of the Project will be conducted during
the life of the Project, in addition to in-depth, mid-term
evaluation and final evaluatlons. The evaluation program will
include:

(a} An evaluation of progress towards attainment of the
objectives of the Project;

{(b) Identification and evaluation of problem areas or
constraints which may inhibit such attainment;

(c) Assessment of how such information may be used to
help overcome such problems or constraints; and

(d) Evaluation, to the degree feasible, of the overall
development impact of the Project in controlling or
abating industrial pollution, and the sustainability
of the effort.

5. Training. The Grantee shall make all training under the
Project available without discrimination on the basis of gender .

6. Use of Training. The Grantee shall exercise cvery reasonable
effort to require that personnel trained under the Project shall
work in activities related to the Project or in activities
approved for financing under this Project Grant Agreement, in
India, for not less than three times the length of his or her
training program.
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AIDAC FROM AA/ASTIA TO MISSTON DIRECTOR, WALTER BOLLINGER

£.0. 12356: " N/A
TAGS:

SUBJECT: INDIA NEW PROJECT DESCRIFTIONS (NPDS) ’ .

1. ASIA/DR/PD CONVENED A MEETING ON JULY 8-TO REVIEW THE
T¥O NPDS FOR INDIA: TFINANCIAL INSTITUTIONS REFORM AND
EXPANSION PROJECT (FIRE) AND RESTRUCTURING OF ENTERPRISE
AND TRADE PROJECT (RESKT), THE MMETING WAS ATTRNDED BY
REPRESENTATIVES OF ASIA/SA, ASIA/DR/PD, ASIA/DR/TR,
ASTA/FPM, AND PR&/WM. ASIA/TR COMMENTS SUBMITTED FOR
WOMEN IN DEVWLOPMENT (WID) CONCLRNS ARR INCORPORATED IN
THIS MESSAGK.

2. BASED..ON THE NPD REVIEWS, THE AA/ASIA APPROVES THE
TIRE NPD AT THE REQUESTED LEVEL OF 28 MILLION DOLS. TO
COMMENCE IN ¥FY94, AND RESET AT THE REQUESTED LEVEL OF 25
MILLION DOLS. TO COMMKNCE IN ¥YS3. THUS, WE HWREBY
DELEGATE AUTHORIZATICN AUTHORITY TO TRE INDIA MISSION
DIRECTCR, PURSUANT TO DELKGATION OF AUTHQRITY (DOA) NO.
480 (AUG. 16, 1991), AND INTERIM REORGANIZATION DOA NO. 9,
PARA. A (OCT. 1, 1991)., THEIS ALSO AUTHORIZES THE MISSICN
DIRECTCR TO APPROVE THE PIDS IN THE FIELD, THOUGH WE WILL
STILL REVISY THEM INFORMALLY.

3. WE ARE CONCERNED THAT THERE tMAY BE INADEQUATE FRIVATE
SRCTOR, ENVIRONMENT AND WNLRGY (PSE#) FUNDS TO FUND EITHER
PROJECT, LET ALONK BOTIU. THk COMMITTES ALSO FELT THAT THE
FIRE PROJECT IS MUCH MORE CLEARLY CONCEIVED THAN RESET AT
THIS POINT. ©PERHAPS THE MISSION SHOULD CONSIDER REVERSING
THE START DATES, ALLOWING USAID ADDITIONAL TIME TO

IDENTIFY IN WHICH DIRYCTION RESET SHOULD PROCEED. i

4. A NUMBER OF CONCERNS WFRE RAISED ABOUT THE LACK OF
FOCUS AND POTENTIAL MANAGEMMKNT INTENSITY OF THE RESET
PROJECT. IT WAS SUGGESTED THAT THE MISSION PAY CAREFUL
ATTENTION TO THE CRITWRIA THAT WOULD BE USED TO BOTH
SELECT FIRMS AND TARGET INTWRVENTIONS (SKECTORALLY,
GKOGRAPHICALLY, OR BY SCOPF OF SERVICES PROVIDED) TO EAVE
AN IMPACT WITH OUR LIMITED RESOURCES. ATTHENTION WAS
CALLED TO POLICY DETERMINATION NO.14 COMCERNING A.I.D.
ASSISTANCE TO PUBLIC ENT&RPRISES. FINALLY, REVIEWERS FBLT
THAT THE MISSION MAY HAVE UNDERESTIMATED MANAGEMENT
REQUIRFMENTS FOR THE FROJUCT. PAST BXPRRIKNCE IN OTHER
COUNTRIES HAS SHOWN THAT THE POLITICAL SENSITIVITIES OF
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DECISIONS CONCERNING ENTERFRISH SWLECTION AND
RESTRUCTURING HAVE MADS PROJECTS SUCH AS RESET MANAGEMENT
INTENSIVE AND HAVE OFTUN RKQUIRED CONSIDERABL® TIME AND
ATTENTION OF SHNICR MISSION MANAGEMENT.

!
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5. PRE FAS SUGGESTED THAT THE MISSION CONSIDER BUY-INS TO
THE FINANCIAL SECTOR DeVELOPMENT FROJSCT AND THE FINANCIAL
SERVICES VOLUNTEER CORPS, THOUGH THE FORMER MAY ONLY RE
AVAILABLY IF¥ PRKE CAN RAISE THW BUY-IN GEILING. ANOTHLR
POSSIBLE SOURCE OF PRE SUPPORT MAY BS THE PRIVATLE
ENTRRPRISHK: DEVETOPMENT SUPPORT PROJECT (PEDS), FOR WHICH
PRE IS NOW DLVELQOPING A FOLLOW-ON. ONCE THE PIDS ARE

¢ PREPARED AND PROJECT DIRECTION FOR BOTH IS CLEARER, WE

.5 WOULT LIKE TO ASK.OTHKR BUREAUS, INCLUDING PRE, TO OFFER
ADDITIONAL COMMENTS. WE COULD ALSO SHARE THE RpSET

— OPTIONS PAPER/SCOP% OF WORK WITH PRE AT THIS TIMg, IF TOU,
i& THINK THEIR INPUT WOULD BE USEFUL.

S

" al
T
Fossall

- €. WE ALSO HOPE SOME OF THE RWSKARCH MATERIALS WE SENT ON
y  BANKRUPTCY LAW, DIVESTITURE OF UNDERPERFORMING COMPANIES

! AND ASSET RESTRUCTURING EAVR BERN HELPFUL IN FURTHER EC
CONCEPTUALIZATION OF RWSET. WE HAVE ESTABLISHED CONTACTS
YITH OTHER BURKAUS AND AGENCIES COMCERNING THX PRGJIKCT,

AND WOULD BE HAPPY TO FURTHER OUR RESKARCE IN WASHINGTON -
AT MISSION’S REQUEST. !

LEREE

-

7. IN ¥URTHER DkSIGN, ASIA/TR SUGGLSTS THAT BOTH PROJECTS
BE SENSITIVE TO GENDER ISSUES. 1IN FIRE THIS MIGHT BE
ACCOMPLISHED BY BENCONURAGING TRAINING ¥FOR WOMEN STOCK

Tt

BROX YRS AND INVESTORS; IN RESKT BY ENCOURAGING INCLUSION
OF SENIOR-LEVEL WOMEN MANAGERS AND FACILITATING A CLIMATE
FOR WOMBN~OWNED FIRMS.

8. IF THE FPLANNED LOP LEVEL OF FUNDING EXCEEDS THAT
% STATED IN TH¥ NPDS, PLEAST NOTIFY ASIA/FPM AND ASTIA/PD BY
;% CABLE. MISSION 1S REMINDED TEAT IEE"S MUST BE SUBMITTED
TO ASIA/DR/TR, MOLLY KUX, FOR APPROVAIL PRIOR TO PROJECT
v AUTHORIZATICON. WKk SUGGKST YOU SUBMIT IER‘S WITH A COPY OF
ﬂ THE MISSION APPROVED PIDS.

- 9. PLEASE TENKL FREE TO CALL ON ASTA/DR/PD FOR FURTHER
ﬁ ASSISTANCE, EAGLEBURGER

BT . . @
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SECTOR GOAL

T HEASUREE.OF GOAL M HIEVEMENT:

To broaden and deepen ingiy' s competithve deblund
aguily markals

1. lersesed domestc and ferelgn imvmesior
pargcipation in the debt and equiy markels

2 Incrrased avaibbioy and bating of
secunlies msruments .

3, Incemged pinate seclor nvestment n
groan nfmsiruciiie

4. BEE] shatisties and rpoords;
a. Anincrtased volume of sequniies
waded {2 measurs of Jepih)
b, Ao neeased aumbec ol sxbey
oilred {2 mexsyre of rondif)
2 Minbay of Uthan Dev salonces
3. Profect raosting

1. Fohdead and econciole stybdity
2. Continuation ol ibamalizakon
3 Hygor poiizy ebenges to b effected
by the GOl and other donors warddag
m capital markets

F-

PROJEGT PUBFLSE

END OF PROJECT B{ATOS:  (FOFS; .-

To improve the oparaling epvinsanent of the sapital
srarket and 10 23sist in the developrent of the debt
componant of that masiet with spaci] smphasis
on nlastrustiure france s a meaas B searatmg
dabt market developmen

1. impioved anspasency i eding prachices
2 Beareated e reauwted for the settlement
*and slearing of araactions
3. improved disoinsure poms 1ot all
market patichants
4. Improved invesior seprices
5, A developad deblmatkel mablging a
siorificant porfon of domestic saangs
for wbmslirus e Brancing
€. increasad huusehokls bafow the medan
income fovel hensting from infmstuicture
projects fiernsad by tie debland equily
markals

1 Siock exclange shlisdcs
% GEB glatfstos

&, Projest Reportiog

4, Munideel rreords

5, Corsus shibstics

1. ind and the narkets wil cosunuse
curtent trends toward ransparency

T An organited debt rading strasiua
vl be estabighed

2 Vizbie infmstrycture projects that
subsntally meel the onters for HG
ehigitiiy can be genamied

PROJELT OUTPUTS

AR NITULE OF DUPUL

& matiomal clmsiﬁg anif retliement sysiam
2. Geaaler nutomation o the debtand aqeity wémg
Fpslem

3. Inoreased bading volume and the insoduchon of naw
francial insrumernts

4, Bevelopment of the retard brokera ga ond sstuald fungd
ingusuy

5 lncrensed indivnous technial cepacny w secudties
trading, pricingand tegtiaben throush both owerseas
training and the development of Ingoenoyus iralning
capaciies inthese areas

8, locreased privaia seelor parieipaen in the delivery
of muicial sendces

7. lmproved capatity of tocal govemmarss o plan,
finance and recover tha gosis of bedde wrien
| infmsiniclute profects

1. Tha sxstablishment of & ravonal Gapes (97 System andr

1, Beductan by {8 %3 mihe average ting
segured for setlement
2, 8 numbsery dept mtroments whined
3, (X Svalue} deblinstunents aded
4, |ncrenyed nurmber of retad brakemge fiting
ahd privale mutual funds
= [ notwhed) persens salned in secuntes
vyudng, pricing anddor reguliton; and
{4 numbnr) of cotieses in those afeas
desigoad and oflered in indn Ahrough
peofest terventons
8, (4 5 value) investment in debland eyully
hunded infrstructure projects
7. (X number below median Income fanilies
benefiing frem debland equily foneed
b sirggiure projects

1 Nock exetungs stibsiiss
2 SES stalisuss

3. Pigyeet Repartng

4, Monlapal records

8. Connus staustics

1. {ncn and the madets wit sontinue
curtent Uends lovard Uanspyency |
2. A organized debt rading simenwe §
wil be establshaed
3 Viable infrasirusiure projacts that
subsantizly meet the onlera lor BG
aligibdity can be gensrated
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PHOJEGT IPUTS .- ¢
TOAR FUNDS: S % 000}

[T UEAID £P FURDS

HE GUARANTEED FUNDS 125 o
HON-~HG GUARANTEED a 325
TOTAL T 125

DA FURDS: (U8 S 000)
L TOTAL ) 7.8

-

* LD & counterpant Trancia
19 POTS .

* Hagulr outpid manhoning records

* Tonalky fundhng and procurement
by USAID 2nd pounlemarts
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ANNEX C
D.0. No. 2(38)-iTD/92

WA UCRIT Government ol Indin «

R.R. JHA T aem Ministry of Finapee
UNDER SECRETARY ABFE T B Department of Eeonomie Aftnirs
IEL. 3015581

...............................

TERS / New Dethi, 1750 Sept'zm!993

Dear Mr. Tarter,

Preject and the Subsequent discussiens hoeld in the
Toon ef Directer(AC) twe days age.

As regards the prepesal pertaining te the
Heusing Guarantee Lean ef US § 125 millien te be

e Lo axtend %uarantees fer the lea
agreement ceuld be signed by the cencerned Organisatiens
and thke lender subject te thae grior clearance of this
Departaent ef %he terms and conditions ef the lean.

In case it is felt necsessary, ene of the cemmercilal

banks ceuld be appreached by the berrewers te extend the
guarantees fer this loan.

. Hewever, the lean

With regards,

Yeurs Sincerely,

G
(R.A. JHA)

Mr. Jerry Tarter
Office Directer,

Project Dev, ITmplementation & Training,
USAID, Amarican Embassy,
New Delhi,
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5C(2) — ABBIBTANCE CHECKLISHT

Listed below are statutory criteria
applicable to the assistance resources
themselves, rather than to the eligibility of a
country to receive assistance. This section is
divided into three parts. Part A includes
criteria applicable to both Development
Assistance and Economic Support Fund resources.
Part B includes criteria applicable only to
Development Assistance resources. Part C
includes criteria applicable only to Economic
Support Funds.

\
CROSS REFERENCE: IS COUNTRY CHECKLIST UP TO
DATE?
Al CRITERIA APPLICABLE TO BOTH DEVELOPMENT

ASSISTANCE AND ECONOMIC SUPPORT FUNDS

1. . Host Country Development Efforts
(FAR Sec. 601(a)): Information and
conclusions on whether assistance will
encourage efforts of the country to:
(a) increase the flow of international
trade; (b) foster private initiative and
competition; (¢} encourage development and
use of cooperatives, credit unions, and
savings and lcan associations;
(d) discourage monopolistic practices; (e)
improve technical efficiency of industry,
agriculture, and commerce; and (f)
strengthen free labor unions.

2. U.B. Private Trade and Investment
(FAA Sec. 601(b)): Information and
conclusions on how assistance will
encourage U.S. private trade and
investment abroad and encourage private
U.S. participation in foreign assistance
programs (including use of private trade
channels and the services of U.S. private
enterprise).

Yes

a.The Project will not directly
encourage international trade.

b. Project -activities will 1increa
invesiments. This will encoura:
more campanies to scek funding
from the capital market and
thereby increase their compe-
titiveness.

c. An efficient capital market wi
encourage savings and loan ass:
tions to invest their resource
profitably.

d. The project will foster greate-
competition among Indian compai
and thereby reducé monopolies

e. There will be additional resou:
available for industry, agricu
ture and commerce and this wil
improve its technical efficien

f. No assistance is being provide
for this purpose.

2. Assistance under the project w
foster Tinkages between U.S.
and Indian institutions and bu
nesses especially in private
sector training and technical
assislance.
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3. Congressional Notification

a. General requirement (FY 1993
Appropriations Act Sec. 522; FAM Sec,
634A): If money 1is to be obllgated for an
activity not previously justified to
Congress, or for an amount in excess of
amount previously justified to Congress,
has Congress been properly notified
(unless the Appropriations Act

" notification reguirement has been waived:

because of substantial risk to human
health or welfare)?

b. Notice of néaw account
ebligation (FY 1993 Appropriations Act
Sec. 514): If funds are being obligated
under an appropriation account to which
they were not appropriated, has the
President consulted with and provided a
written justification to the Ilouse and
Senate Appropriations Committees and has
such obligation been subject to regular
notification procedures?

c. Cash transfers and
nonproject sector assistance (FY 1993
Appropriations Act Sec. 571(b)(3)): If
funds are to be made available in the form
of cash transfer or nonproject sector
assistance, has the Congressional notice
included a detailed description of how the
funds will be used, with a discussion of
U.S. interests to be served and a
description of any economic policy reforms
to be promoted?

4. Engineering and Financial Flans
{FAN Sec. 611l(a)): Prior to an ocbligation
in excess of $500,000, will there be: (a)
engineering, financial or other plans
necessary to carry out the assistance; and
(b) a reasonably firm estimate of the cost
to the U.S. of the assistance?

5. YLegislative Action (FAAR Sec.
61li{a) (2}): If legislative action is
regquired within recipient country with
respect to an obligation in excess of
$500,000, what is the basis for a

- reasonable expectation that such action

- dam T - =

Yes

N/A

‘N/A

Yes

Legislative action
is not required

T e TR T R
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will be completed in time to permit
orderly accomplishment of the purpose of
the asslstance?

6. Water Resources (FAA Sec. 611(b);
FY 1993 Appropriations Act Sec. 501): If
project is for water or water-related land
resource construction, have benefits and
costs been computed to the extent.
practicable in accordance with the
principles, standards, and procedures
established pursuant to the Water
Resources Planning Act (42 U.S.C. 1962, et
seq.)? (See A.I.D. Handbook 3 for
guidelines.) \

7. cCash Transfer and Fector
Assistance (FY 1993 Appropriations Act
Sec. 571(b)): Will cash transfer or
nonproject sector assistance be maintained
in a separate account and not commingled
with other funds (unless such regquirements
are waived by Congressional notice for
nonproject sector assistance)}?

8. Capital Assistance (FAA Sec.
611(e)): If project is capital assistance
(e.g., construction), and total U.S.
assistance for it will exceed $1 million,
has Mission Director certified and
Regional Assistant Administrator taken
into consideration the country's
capability to maintain and utilize the
project effectively?

9. Multiple Country Objectives (FAA
Sec. 601(a)): Information and conclusions
on whether projects will encourage efforts
of the country to: (a) increase the flow
of international trade; (b) foster private
initiative and competition; (c) encourage
development and use of cooperatives,
credlt unions, and savings and loan
associations; (d) discourage monopolistic
practices; (e) improve technical
efficiency of industry, agriculture and
commerce; and (f) strengthen free labor
unions.

N/A

N/A

N/A

See Para One above
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10. U.8. Private Trade (FAA Sec.
601(b)}: Information and conclusions on
how project will encourage U.S. private
trade and investment abroad and encourage
private U.S. participation in foreign
assistance programs (including use of
private trade channels and the sexrvices of
U.5. private enterprise).

11l. Tocal currencles

a. TReciplent Contributions a.
(FAA Secs. 612(b), 636(h))}: Describe
steps taken to assure that, to the maximum
extent pussible, the countyy is
contributing local currencies to meet the
cost of contractual and other services,
and foreign currencies owned by the U.S.
are utilized in lieu of dollars.

. .
[T e

LR,

b. U.8.-0wned Currency (FAA
Scc. 612(d)): Does the U.S5. own cxcess
foreign currency of the country and, if
so, what arrangements have been made for
its release?

L el

b.

e
ety d

c. Beparate Account (FY 1993
MAppropriations Act Sec. 571). If
assistance is furnished to a foreign
government under arrangements which result
in the generation of local currencies:

(1) Has.A.I.D. (a)
reguired that local currencies be
deposited in a separate account
established by the recipient government,
() entered into an agreemant with that
government providing the amount of loecal
currencies to be generated and the terms
and conditions under which the currencies

c.

so deposited may be utilized, and (c¢)
established by agreement the
responsibilities of A.I.D. and that

government to monitor and account for
deposits into and disbursements from the
separate account?
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Sce Para Two above

A major portion of the DA funds w
be utilized to finance doilar cos
of training -in the US and the hir
US based TA. Even though AID gran
funds will finance some of the lo
currency components, a major por?
of local currency expenditures wi
incurred by the Host Country for

country expenses. In addition HG

Loan funds from.the US will be su
mented by matching contribution b

the Host Cguntry.

NO

[
.

N/A

N/A
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(2} Will such local
currencies, or an equivalent amount of
local currencies, be used only to carry
out the purposes of the DA or ESF chapters
of the FAA (depending on which chapter is
the source of the assistance) or for the
administrative requirements of the United
States Government?

(3) Has A.I.D. taken all
approprilate steps to ensure that the
equivalent of local currencies disbursed
from the separalte acccunt are used for the
agreed purposes?

(4) If assistance is
terminated to a country, will any
unencumbered balances of funds remaining
in a separate account be disposed of for
purposes agreed to by the recipient
government and the United States
Government?

12, Trade Restrictions

a. Burplus Commodities (FY 19983
Appropriations Act Sec. 520(a)): If
assistance is for the production of any
commodity for export, 1s the commodity
likely to .be in surplus on world markets
at the time the resulting productive
capacity becomes operative, and is such
assistance likely to cause substantial
injury to U.S. producers of the sane,
similar or competing commodity?

. Textiles (Lautoenberg
Amendment) (FY 1993 Appropriations Act
Sec. 520(c)): Will the assistance (except
for programs in Caribbean Basin Initiative
countries under U.S. Tariff Schedule
gection 807," which allows reduced
tariffs on articles assembled abroad from
U.5.-made components) be used directly to
procure feasibility studies,
prefeasibility studies, or project
profiles of potential investment in, or to
assist the establishment of facilities
specifically designed for, the manufacture
for export to the United States or to
third country markets in direct
competition with U.S. exports, of

oGt P
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’ '_ L 'll Il
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N/A

N/A

N/A

N/A

N/A
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textiles, apparel, footwear, handbags,
flat goods (such as wallets or coin purses
worn on the person), work gloves or
ldeather wearing apparel?

13. Tropiloal Forests (FY 1991
hppropriationa Act Sce. 533 (c) (3) (as
referenced in section 532(d) of the FY
1923 Appropriations Apt): Will funds be
used for any program, project or activity
which would (a) result in any significant
loss of tropical forests, or (b) involve
industrial timber extraction in primary
tropical forest areas=s?

14. PVO Asgssistance

a. Auditing and registration

{FY 1993 Appropriations Act Sec. 536): If
ssistance is being made available to a
PVO, has that organization provided upon
timely request any document, file, or
record necessary to the auditing
requiréments of A.I.D., and is the PVO
registered with A.I.D.?

b. TFunding sourcas {(FY 1993
Appropriations Act, Title II, under
heading "Private and Voluntary
Organizations"): If assistance is to be
made to a United States PVO (other than a
cooperative development organization),
does it obtain at least 20 percent of its
total annual funding for international
activities from sources other than the
United States Government?

15, Project Agreement Documentation
(State Authorization Sec. 133 (as
interpreted by conference report)): Has
confirmation of the date of signing of the
project agreement, including the amount
involved, been cabled to sState L/T and
A.I.D. LEG within 60 days of the
agreement!s entry into forece with respect
+o the United States, and has the full
text of the agreement been pouched to
those same offices? . (See Handbook 3,
Appendix 6G for agreements covered by this
provision).
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N/A

N/A

N/A

The aggregate amount of DA fund:

.being provided is, less than

$25 million; therefore, this
requirement is inapplicable.
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Hotric System (Omnibus Trade and
5164, as

16.
Competitiveness Act of 1988 Sec.
interpreted by conference report, amending
Metric Conversion Act of 1975 Sec. 2, and
as implemented through A.TI.D. policy):
Does the assistance activity use the
metric system of measurement in its
procurements, grants, and other
business-related activities, except to the
extent that such use is Iimpractical or is
likely to cause significant 1nefficiencies
or loss of markets to United States firms?
Are bulk purchases usually to be made in
iJ metric, and are components, subassemblies,
4 and semi~fabricated materiéls to be

specified in metric units when
¥ economically available and technically
) adequate? Will A.I.D. specifications use
metric units of measure from the earliest
programmatic stages, and from the earliest
S documentation of the assistance processes
(for example, project papers) involving
guantifiable measurements (length, area,
1 volume, capacity, mass and weight),
H through the implementation stage?

Yool
.

o {2

-

Women Iin Development (FY 1993
undex
willi

. 17.
! Appropriations act, Title IT,
- heading "Women in Development"):
assistance be designed so that the
i percentage of women participants will be
: demonstrably increased?

- 1B. Regional and Multilateral

“ Assistance (FAA Sec. 209): Is assistance

E more efficlently and effectively provided
through regional or multilateral

p organizations? If so, why is assistance

¥ not so provided? Information and

conclusions on whether assistance will

encourage developing countries to

3 cooperate in regleonal development

! programs.

1 19. Abortions (FY 1993
4 Appropriations Act, Title II, under
heading "Population, DA," and Sec.

- -

524):

e d

Y|

s reym———

R . S
Il . p R T R B e

To Lhe extent practicable,
metric measurements will be use
in procurements, grants and oth
activities under the project.

Yes

Other muitilateral donors are
providing assistance for capita
market development program, fin
cial sector programs and basic
infrastructure development. liow
AID's objective of capital mark
and debt market reforms cannot
achieved through regional or mu
lateral organizations. Experien
in this project may encourage o
developing countries to follow
dovelop simllar reform programs
through regional cooperation.

N/A
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At a

a. Will assistance be made
available to any organization or program
% which, as delermined by the President,
4 supporte or participates in the management
. of a program of coercive abortion or .
inveoluntary sterilization?

= . ) b. Will any funds be used to
lobby for abortion?

20. Cooperatives (FAA Sec. 111):
Will assistance help develop cooperatives,
especially by technical assistance, to
asgist rural and urban poor to help
themselves toward a better\life?

Tienad

5 21. U.B.~DOwned Foreign Ccurrencies

e

a. Usa of currencies (FAA Secs.
612(b), 636(h); FY 1993 Appropriations Act
Secs. 507, 509): Are steps being taken to
assure that, to the maximum extent
possihlie, foreign currencies owned by the
U.5. are 1tilized in lieu of dollars to
meet the cost of contractual and other
services.

[P

Ll 4

5 b. TRolease of currencies (FAA
4 Sec. 612(d)): Does the U.S5. own excess
foreign currency of the country and, if
so, what arrangements have been made for
A its release?

v 22. Procurement
a. Bmall business (FAA Sec.
602(a)): Are there arrangements to permit
U.S. small business to participate
equitably in the furnishing of commodities
and services financed?

reedd

lrnd

3 b. U.8. procurement (FAA Sec.
604 (a}) as amended by section 597 of the FY
1993 Approprilations Act): Will all
procurement be from the U.S., the
recipient country, or developing countries
except as otherwise determined in
accordance with the.criteria of this
section?

Litaend I

|

Bor: 2

N/A

N/A

NO

See respoﬁse to para lla

No

Procurement opportunities will |
adverlLised publicly, including
in AID publications aimed at
small businesses.

Yes
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c. Marine insurance (FAA Sec.
604(d)): If the cooperating country
discriminates against marine insurance N/A
companies authorized to do business in the
U¥.5., will commodities be insured in the
United sStates against marine risk with
such a company?

d. Non~-U.H. agricultural
procurement (FAA Sec. 604(e)): If N/A
non-U.S. procurement of agricultural
commodity or product thereof 1s to be
financed, is there provislon against such
procurement when the domestic price of
such commodity is less than parity?
(Exception where commodity financed could
not reasecnably be procured in U.S.)

e. Construction or engineering
services (FAA Sec. 604(g)): Will
construction or engineering services be No
procured from firms of advanced developing
countries which are otherwise eligible
under ‘Code 941 and which have attained a
competitive capability in international
markets in one of these areas? (Exception
for those countries which receilve direct '
economic assistance under the FAA and :
permit United States firms to compete for
construction or engineering services
financed from a551stance Programs of these
countries.)

, f. Cargo preference shipping .
{FAA Sec. 603)): Is the shipping excluded N/A
from compliance with the requirement in
scction 901(b) of the Merchant Marine Act
of 1936, as amended, that at least
50 percent of the gross tonnage of
commodities (computed separately for dry
bulk carriers, dry cargo liners, and
tankers) financed shall be transported on
privately owned U.S. flag commercial
vessels to the extent such vessels are
available at fair and recasonable rates?

g. Technioal assaistance
(FAA Sec. 621i(a)): _If technical
assistance is financed, will such Yes
assistance be furnished by private
enterprise on a contract basis to the
fullest extent practicable? Will the

»
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facllities and resources of other Federal
agenciles be utitlized, when they are
particularly suitable, not competitive
with private enterprise, and made
avajilable without undue interference with
domestic programs?

h. v.8. alr carriers
(International Air Transportation Fair
Competitive Practlices Act, 1974): If air
transportation of persons or property is
financed on grant basis, will U.s.
carriers be used to the extent such
service is available? \

i. Termination for convenilence
of U.B. Government (FY 1993 Appropriations
Act Sec. 504): If the U.S8. Government is
a party to a contract for procurement,
does the contract contain a provision
anthorizing termination of such contract
for the convenience of the United States?

T j. Consulting services

(FY 1993 Appropriations Act Sec. 523): If
assistance is for consulting service
through procurement contract pursuant to 5
TU.5.C. 3109, are contract expenditures a
matter of public record and avalilable for
public inspection (unless otherwise
provided by law or Executive order)?

k. Metric conversion
(Omnibus Trade and Competitiveness Act of
1988, as interpreted by conference report,
amending Metric Conversion Act of 1975
Sec. 2, and as implemented through A.I.D.
policy): Does the assistance Program use
the metric system of measurement in its
procurements, grants, and other
business~related activities, except to the
extent that such use is impractical or is
iikely to cause significant inefficlencies
or loss of markets to United States firms?
Are bulk purchases usually to be made in
metric, and are components, subassemblies,
and semi-~fabricated materials to be
specified in metric-units when
economically available and technically
adeguate? Will A.I.D. specifications use
metrie units of measure from the earliest
programmatic stages, and from the earliest

.o

' o
veid O I Y

Yes

Yes

Yes

Metric measurements are used to
the maximum practicable extent.

No bulk purchases are contempla

Where measurements are included
project documentation, wmetric
measurements are used to the
extent practicable.
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documentation of the assistance processes
(for example, project papers) involving
quantifiable measurements (length, area,
o velume, capacity, mass and weight),

L through the implementation stage?

1. cCompetitive 8Belection Yes
|l Procodures (FAA Sec. 601i({e)): Will the
- : assistance utilize competitive selection
procedures for the awarding of contracts,
o except where applicable procurement rules
| allow otherwise?

- 23, Construction

'J a. Capital projgct (FAA Serc.

601(d)): If capital (e.a., construction) N/A
£ project, will U.S. engineering and
! professional services be used?

b. Construction contract (FAA
Sec, 61l1l(c}): If contracts for
¥ construction are to be financed, will they
be let on a competitive basis to maximum
extent practicable?

N/A

+ D

c. Large projects, .
. Congreasional approval (TFAA Sec. 620(k)}: N/A
“ If for construction of productive .
W enterprise, will aggregate value of
assistance to be furnished by the U.8. not
3 exceed $100 million (except for productive
t] enterpriszes in Egypt that were described
" in the Congressional Presentation}), or
does assistance have the express approval
of Congress?

24, U.8. nudit Rights (FAR Sec. N/A
301(d)): If fund is established solély by
U.S. contributions and administered by an
internaticnal organizatlion, does
Comptroller General have audit rights?

Ty

“l-‘:.-j

1

25, Communist Assistance {FAA Sec.
620(h). Do arrangements exist to insure
that United States forelign aid 1s not used
in a manner which, contrary to the best Yes
interests of the United States, promotes
or assists the forelgn ald projects or
activities of the Communist-bloc
countries?

sty
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26. Narcotices

a, . cash reimbursements (FAA
Sec. 483): Will arrangements preclude use
of financing to make reimbursements, in
t+the form of cash payments, to persons
whose illicit drug crops are eradicated?

b. Assistance to narcotics
traffickers (FAA Sec. 487): Will
arrangements take Yall reasonable steps"
to preclude use of financing to or through
individuals or entities which we know or
have reason to believe have either: (1)
been convicted of a violatlon of any law
or regulation of the United States or a
foreign country relating to narcoties (or
other controlled substances); or (2) been
an illicit trafficker in, or otherwise
involved in the illiecit trafficking of,
any such controlled substance?

27. Expropriation and Land Reform
(FAR Sec. 620(g)): Will assistance
preclude use of financing to compensate
owners for expropriated or nationalized
property, except to compensate foreign
nationals in accordance with a land reform
program certified by the President?

28, Police and Prisons (FAA Sec.
660): Will assistance preclude use of
financing to provide training, advice, or
any -financial support for police, prisons,
or other law enforcemenit forces, except
for narcotics programs?

29. CIA Activities (FAR Sec. 662):
Will assistance preclude use of financing
for CIA activities?

30. Motor Vehicles (FAA Sec.
636(1i)):+ Will assistance preclude use of
financing for purchase, sale, long-term
lease, exchange or guaranty of the sale of
motor vehicles manufactured outside U.S.,
unless a waiver ioc obtained?

DTt 1 A T R AT (A I
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Yes

Yes

Yes

Yos

Yes

Yes
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31. Military Personnel (FY 1993
Appropriations Act Sec. 503): wilil
assistance preclude use of financing to
pay pensions, annuities, retirement pay,
or adjusted service compensation for prior
or current military personnel?

32. Payment of U.N. Assessments (FY
1993 Appropriations Act See. 505): Will
assistance preclude use of financing to
pay U.N. assessments, arrearages oI dues?

33, Hultilateral oOrganization
Tending (FY 1993 Appropriations Act Sec.
506): Will assistance predlude use of
financing to carry out provisions of FAA
section 209 (d) (transfer of FAA funds to
multilateral organizations for lending)?

14. ©Export of Nuclear Resources (FY
1993 Appropriations Act Sec. 510): Will
assistance preclude use of financing to
finance the export of nuclear equipment,
fuel, or technology?

35, Repression of Population (FY
1993 Appropriations Act Sec. 511): Will
assistance preclude use of financing for
the purpose of aiding the efforts of the
government of such country to repress the
legitimate rights of the population of
such country contrary to the Universal
Declaration of Iluman Rights?

36. Publicity or Propaganda (FY¥ 1993
Appropriations Act Sec. 516): Will
assistance be used for publicity or
propaganda purposes designed to support or
defeat legislation pending before
congress, to influence in any way the
outcome of a political election in the
United States, or for any publicity or
propaganda purposes not authorized by
Congress?

M T ol — - e
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Yes

Yes

- Yes

Yes

Yes

No
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; 37. Harine Insurance (FY 1993
Appropriations Act Sec. 560): Will any
A,I.D. contract and solicitation, and
subcontract entered into under such
contract, include a clause requiring that
U.5. marine insurance companies have a
fair opportunity to bid for marine
insurance when such insurance 1s necessary
or appropriate?

Yes

38. Exchange for Prohibited Act (FY
1993 Appropriations Act Sec. 565): Will
any assistance be provided to any foreign
government (including any instrumentality No
or adency thereof}, foreigp person, or ’
United States person in exchange for that
foreign government or person undertaking
any action which is, if carxied out by the
United States Government, a United states
official or employee, expressly prohibited
by a provision of United States law?

39. Commitment of Funds (FAA Sec.
€35(h)): Does a contract or agreement .~ No

entaill a commitment for the expenditure of

funds during a period in excess of 5 years
from the date of the contract or .
agreement? .

: 40, Impact on U.8. Jebs (FY 1993
Appropriations Act, Sec. 599): No
(a} Will any financial
incentive be provided to a business
located in the U.S. for the purpose of
inducing that business to relocate outside
the U.S. in a manner that would likely
reduce the number of U.S. employees of
that business?

() Will assistance be provided
for the purpose of establishing or Mo
developing an export processing zone or
designated area in which the country's
tax, tariff, labor, environment, and
safety laws do not apply? If so, has the
Presldent determined and certified that
such assistance is not 1likely to cause a
loss of jobs within the U.S5.7°
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(¢) Will assistance be provided
for a project or activity that contributes
to the viclation of internationally
recognized workers rights, as defined in
section 502(a) (4) of the Trade Act of
1974, of workers in the recipient country?

CRITERIA APPLICABLE 'I‘O DEVELOPMENT
ASSISTANCE ONLY

1. Agricultural Exports {(Dumpers
amendment) (FY 1993 Appropriations Act
Sec. 521(b), as interpreted by conference
report for original enactmgnt): If
assistance is for agricultural development
activities (specifically, any testing or
breeding feasibllity study, variety
improvement or Introduction, consultancy,
publication, conference, or training), are
such activities: (1) specifically and
principally designed to increase
agricultural exports by the host country
to a country other than the United States,
where the export would lead to direct
competition in that third country with
exporta of a similar commodity grown or
produced in the United States, and can the
activities reasonably be expected to cause
substantial injury to U.S. exporters of a
similar agricultural commodity; or (2) in
support of research that is intended

primarily to benefit U.S. producers?

2. Tied Aid Credits (FY 1993
Appropriations Act, Title II, under
hoading "Economio Support Fund"): Will DA
funds be used for tied aid credits?

3. Appropriate Technology (FAA Sec.
10733 Is speclal emphasis placed on use
of appropriate technology (defined as
relatively smaller, cost-saving,
labor-using technologies that are
generally most appropriate for the small
farms, small businesses, and small Iincomes
of 1the pcor)?
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No

N/A

No

Yas, where feasible
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4., Indigenous Needs and Resources
(FARA Sec. 281(b)}: Describe extent to
which the activity recognizes the
particular needs, desires, and capacities
of the people of the country; utilizes the
country's intellectual resources to
encourage institutional development; and
supports civic education and training in
skills required for effective _
participation in governmental and
political processes essential to
self-government. )

5. Economic Development (FAA Sec.
101(a)): Does the activity give -
reasonable promise of contributing to the
development of economic resources, or to
the increase of productive capacities and
self-sustaining economic growth?

6. Bpecial Development Emphases (FAA
Secs. 102(b), 113, 281(a)): Describe
extent to which activity will: (a)
effectively involve the poor in .
development by extending access to economy
at local level, increasing labor-intensive
production and the use of appropriate
technology, dispersing investment from
cities to small towns and rural areas, and
insuring wide participation of the poor in
the benefits of development on a sustained
basis, using appropriate U.S.
institutions; (b) encourage democratic
private and local governmental
institutions; (¢) support the self-help
efforts of developing countries; (d4)
promote the participation of women in the
national economies of developing countries
and the improvement of women's status; and
{(e) utilize and encourage regional
cooperation by developing countries.

7. TReciplent Country Contribution
(FAR Secs. 110, 124(d)): Will the
recipient country provide at least 25
percent of the costs of the program,
project, or activity with respect to which
the assistance 1is to be furnished (or is
the latter cost-sharing requirement being
waived for a "relatively least developed"
country)?

BEST
AVAILABLE

The Project will strengthen and
develop key financial institution:
and impart training to personnel
from these institutions for effeci
participation in market restructut
and reform processes.

An efficient capital market will
bring competition and develop amot
various private sector entities ai
ensure their sustainable economic
growth. This project will also
strengthen the demonstration model
of viable and self sustaining
infrastructure projects through
debt market financing.

a. The DA project, which will
complement the HG element, will
facilitate the selection of .
commercially viable infrastruct
projects.to be implemented by
local municipalities. The US -
technical assistance will be u:
to promote program sustainabil:

[=a

. Yes

c. The above infrastructure proje:
will be demonstrations for othe
municipalities to follow.

d. Efforts will be made to encouri
women's participation in the
training programs.

e. Regional cooperation by develoj
countries is not appropriate a-
this time.

.Yes
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B. Benefit to Poor Majority (FAaA
Sec. 128{b)}: If the activity attempts to
increase the institutional capabilities of
private organizatlions or the government of
the country, or if it attempts to .
stimulate scientific and technological
research, has it been designed and will it
be monitored to ensure that the ultimate
beneficiaries are the poor majority?

9. Aabortions {(FAAR Sec. 104 (f); FY
1991 Appropriations Act, Title II, under
heading "Population, DA,Y"Y and Sec. 535):

a. Are any of the funds to be
used for the performance of abortions as a
method of family planning or to motivate
or coerce any person to practice
abortions?

b. Are any of the funds to be
used to pay for the performance of
involuntary sterilization as a method of
family-planning or to cocerce or provide
any financial incentive to any person to
underge sterilizations?

c. Are any of the funds to be
made avallable to any organization or
program which, as determined by the
President, supports or participates in the
management of a program of coercive
abortion or involuntary sterilization?

d. Will funds be made available
only to veoluntary family planning projects
which offer, cithor directly or through
referral teo, or information about access
to, a broad range of family planning
methods and services?

e. In awarding grants for
natural family planning, will any
applicant be discriminated against because
of such applicantis religious or
conscientious commitment to offer only
natural family planning?

f. Are any of the funds to be
used to pay for any biomedical research
which relates, in whole or in part, to

The project will increase insti-
tutional capabilities of capital
market related private and public
sector institutions. The project
has been designed to improve the
infrastructure facilities in the
urban areas through the debt mark
This will ultimately benefit the
poor majority in those urban area

N/A




R AL ) o3 o PR Tav 8% 7 . (ST " .t . .
q.L[E'h.ut'r.‘Jaiui'-'\f.ut.'.'_.x.ﬂl..‘:lij.: B N A S O T BT B 1~ L e O L I T

methods of, or the performance of,
abortions or involuntary sterilization as
a means of family planning?

g. Are any aof the funds to be
made available to any organization 1f the
President certifies that the use of these
funds by such organization would violate
any of the above provisions related to
, abortions and involuntary sterilization?

' 10, Contract Awards (FAA Sec.
601{e)}: Will the project utilize
competitive selection procedures for the

"awarding of contracts, except where
applicable procurement rules allow
otherwise?

11. Disadvantaged Enterprises (FY
1993 Appropriations Act Sec. 563): What
portion of the funds will be available
only for activities of economically and
socially disadvantaged enterprises,
historically black colleges and
universities, colleges and universities
having a student body in which more than
40 percent of ihe students are lilspanic
Americans, and private and voluntary
organizations which are controlled by
individuals who are black Americans,
Hispanic Americans, or Native Americans,
or who are economically or socially
disadvantaged (including women)?

12. Biological Diversity (FAA Sec.
119(g): Will the assistance: (a) support
training and cducation efforts which
improve the capacity of recipient
countries to prevent loss of biological
diversity; (b) be provided under a
long-term agreement in which the recipient
country agrees to protect ecosystems or
other wildlife habitats; (¢) support
efforts to identify and survey ecosystems
in recipilent countries worthy of
protection; or (d) by any direct or
indirect means significantly degrade
national parks or similar protected areas
or introduce exotic plants or animals into
such areas? :

BEST
AVAILABLE

Yes

A specific portion of. project fund
have not been set aside for
disadvantaged enterprises. However
the Mission will ensure that any
contract in excess of $500,000 whi
is financed under the project --
includes a.requirement for 10% of
value of the contract to be sub-
contracted. to disadvantaged
enterprises unless AID regulations
provide otherwise. .

No
No
No

No
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13. Tropical Forests {FAR Sec. 118;
FY 1991 Appropriations Act Sec. 533 (c) as
referenced in section 532(d) of the FY
1993 Appropriations Act):

2. DA.I.D. Regqulation 16: Does
the assistance comply with the
environmental procedures set forth in
A.I.DP. Regulation 167, -

b. Conservation: Dces the
assistance place a high priority on
conservatlion and sustainable management of
tropical forests? Specifically, does the
assistance, to the fullest\extent )
feasible: (1) =stress the importance of
conserving and sustainably managing forest
resources; (2) support activities which
offer employment and income alternatives
to those who otherwise would cause
destruction and loss of ferests, and help
countries identify and implement
alternatives to colonizing forested areas;
(3) support training programs, educational
efforts, and the establishment or
strengthening of institutions to improve
forest management; (4) help end
destructive slash-and~burn agriculture by
supporting stabkle and productive farming
practices; (5) help conserve forests
which have- not yet been degraded by
helping to increase production on lands
already cleared or degraded; (6) conserve
forested watersheds and rehabilitate those
which have been deforested; (7) support
training, research, and other actions
which lead to sustainable and more
environmentally sound practices for timber
harvesting, removal, and processing; (8)
support research to expand knowledge of
tropical forests and identify alternatives
which will prevent forest destruction,
loss, or degradatilon; (9) conserve
biological diversity in forest areas by
supporting efforts to identify, establish,
and maintaln a representative network of
protected tropical forest ecosystems on a
worldwide basis, by making the
establighment of protected areas a
condition of support for activities
invelving forest clearance or degradation,

Yes

N/
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and by helping to identify tropical forest
ecosystems and species in need of
protection and establish and maintain
appropriate protected areas; (10) seek to
increase the awareness of U.S. Government
agencies and other donors of the immediate
and long-term value of tropical forests;
(11) utilize the resources and abilities
of all relevant U.S. government.agencies;
(12) be based upon careful analysis of the

 alternatives available to achieve the best

sustainable use of the land; and (13)
take full account of the environmental
impacts of the proposed activities on
biological diversity? \

¢. TForest degradation: Will
assistance be used for: (i) the N/A
procurement or use of logging equipment,
unless an environmental assessment
indicates that all timber harvesting
operations involived will be conducted in
an environmentally sound manner and that
the proposed activity will produce
positive economic benefits and sustainable
forest management systems; (2) actions
which will significantly degrade national <
parks or similar protected areas which .
contain tropical forests, or introduce
exotic plants or animals into such areas;
(3) activities which would result in the
conversion of forest lands to the rearing
of livestock; (4) the construetion,
upgrading, or maintenance of roads
(including temporary haul roads for
logging or other extractive industries)
which pases through relatively undergraded
forest lands; - (5) the colonization of
forest lands; or (6) the construction of
dams or other water control structures
which flood relatively undergraded forest
lands, unless with respect to each such
activity an environmental assessment
indicates that the activity will
contribute significantly and directly to
improving the livelihood of the rural poor
and will be conducted in an
environmentally sound manner which
supperts sustainable development?
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d. Bustainable forestry: If
assistance relates to tropical forests, M/A
will project assist countries in
developling a systematic analysis of the
appropriate use of theilr total tropical
forest resources, with the goal of
developing a national program for
sustailnable forestry?

e. Environmental impact
statements: Will funds be made available
in accordance with provisions of FaA
Section 117(c) and applicable A.I.D.
regulations reguiring an environmental
impact statement for activities
significantly affecting the environment?

Yes

14, Energy (FY 1991 Appropriations
Act Sec. 533(c) as referenced in section N/A
532(d) of the FY 1993 Appropriations Act): .
If assistance relates to energy, will such
assistance focus on: (a) end-use energy
efficlency, least-cost energy planning,
and renewable energy resources, and (b)
the key countries where assistance would
have the greatest impact on reducing
emisslons from greenhouse gases? -

15. Debt-for-Nature Exchange (FAA
Sec. 463): If project will finance a . N/A
debt~for-nature exchange, describe how the
exchange will support protection of: (a)
the world's oceans and atmosphere, (b)
animal and plant species, and (c) parks
and reserves; or describe how the exchange
will promote: (d} natural resource
managemant, (e) local conservation
programs, (f) conservation training
programs, (g) public commitment to
conservation, (h) land and ecosystem
management, and (i) regenerative
approaches in farming, forestry, fishing,
and watershed management.

16. Deobligation/Reobligation
(FY 1993 Appropriations Act Sec. 515): If
deob/reob authority is sought to be
exercised Iin the provision of DA
assistance, are the "funds being obligated
for the same general purpose, and for
countries within the same region as

Yes
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originally obiigated, and have the House
and Senate Appropriations Committees been
properly notified?

17. Loans

a. Repayment capacity (FAAR Sec.
122{b)}: Information and conclusion on N/A
capacity of the country to repay the loan
at a reasonable rate of interest.

bh. Long-range plans (FAA Sec.
122(b)): Does the activity give
reasonable promise of assisting long-range N/A
plans and programs designed to develop
econonic resources and increase productive
capacities?

c. Interest rate (FAR Sec.
122(bh)): If development loan is repayable © N/A
in dollars, 1s interest rate at least 2
percent per annum during a grace period
which is not to exceed ten vears, and at
least 3 percent per annum thereafter?

d. Exports to Unlted states
{FAR Sec. 620(d)): If assistance is for Y. N/A
any productive enterprise which will :
compete with U.S. enterprises, is there an
agreement by the recipient country to
prevent export to the U.S5. of more than 20
percent of the enterprise's annual
production during the l1ife of the loan, or
has the requirement to enter into such an
agreement been waived by the President
because of a national security interest?

18. Development objectives (FAA
Secs. 102(a), 111, 113, 281(a)): Extent
to which activity will: (1) effectively
involve the poor in development, by
expanding access to economy at local
level, increasing labor-intensive
production and the use of appropriate
technology, spreading investment out from
cities to small towns and rural areas, and
insuring wide participation of the poor in
the beneflts of development on a sustained
basis, using the appropriate U.S.
institutions; (2) help develop
cooperatives, especially by technical

See response to para 6 of
this part B
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‘assistance, to assist rural and urban poor
to help themselves toward better life, and
otherwise encourage democratic private and
local governmental institutions; (3)
suppoxrt the self~help efforts of
developing countries; (4) promote the
participation of women in the national
economles of developing countries and the
improvement of women's status; and (5)
utilize and encourage: regional .cooperation
by developing countries?

19. Agriculture, Rural Development
and Nutrition, and Agricultural Reseoarch N/A
(FAA Secs. 103 and 103A):

\

a. Rural poor and small
farmers: If assistance is being made
available for agriculture, rural
development or nutrition, describe extent
to which activity is specifically designed
to increase productivity and income of
rural poor; or if assistance 1is being
made available for agricultural research,
has account been taken of the needs of .
small farmers, and extensive use of- field
testing to adapt basic rescarch to local
condltions uhall be mado.

b. HNutrition: Descrlbe extent
to which assistance is used in
coordination with efforts carried out
under FAA Section 104 . {Population and
Health) to help improve nutrition of the
people of developing countries through
encouragement of increased production of
crops with greater nutritional value;
improvaemant of planning, rescarch, and
education with respect to nutrition,
particularly with reference to improvement
and expanded use of indigenously produced
foodstuffs; and the undertaking of pilot
or demonstration programs explicitly
addressing the problem of malnutrition of
peoor and vulnerable people.

c. TFood security: Describe
extent to which activity increases
national food security by improving food
policies and management and by
strengthening national food reserves, with
particular concern for the needs of the
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poor, through measures encouraging
domestic production, building national
foeod reserves, expanding available storage
facilities, reducing post harvest food
losses, and improving food distribution.

F e
No=a

20. Yopulation and Health (FAR Secs.

- 104(b) and {(c)}): If assistance is being

' ' made available for population or health N/A
activities, describe extent to which
activity emphasizes low-cost, integrated
delivery systems for health, nutrition and
family planning for the poorest people,

- with particular attention to the needs of

3 mothers and young children, using

A paramedical and auxiliary hedical

personnel, clinics and health posts,

commercial distribution systems, and other

modes of community outreach.

(SRS )

21. Education and Human Resourcas
Development (FAA Sec. 105): If assistance
is being made available for education,
public.-administration, or human resource .
development, describe (a) extent to which H/A
activity strengthens nonformal education, e
makes formal education more relevant, ’
- especially for rural families and urban -
K poor, and strengthens management
5 capability of institutions enabling the
poor to participate in development; and
H (b) extent to which assistance provides
-1 advanced education and training of people
} of developing countries in such
disciplines as are required for planning
and implementation of public and private
development activities.

"o
LIPS T
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i ernd

= 22, Energy, Private Voluntary

3 Oorganizations, and Belected Development
hetivities (FAAR Sec. 106): If assistance
is being made availlable for energy,

; private voluntary organizations, and
N selected development problems, describe
extent to which activity is:

j a. concerned with data
collection and analysis, the training of .
skilled personnel, research on and N/A
development of suitable energy sources,
and pilot projects to test new methods of
energy production; and facilitative of

]
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research on and development and use of
small-scale, decentralized, rencwable
energy sources for rural areas,
emphagizing development of energy
resources which are environmentally
acceptable and require minimum capital
| investment;

Lo’

b. concerned with technical N
- cooperation and development, especially 0
3 with U.S. private and voluntary, or
A regional and international development,
organizations;

o c. research intq, and
evaluation of, economic development
processes and technigues;

3 d. reconstruction after natural N/A .
or manmade disaster and programs of
1 disaster preparedness;

o, for special development
problems, and to enable proper utilization
of infrastructure and related projects
o funded with earlier U.S. assistance;

N/A

£f. for urban dévelopment,
_ especially small, labor-intensive N/A
enterprises, marketing systems for small .
producers, "and financial or other
institutions to help urban poor
participate in ecconomic and social
development.

i

(AUt

Vit i

23. Capital Projects (Jobs Through
Export Act of 1992, Secs. 303 and 306(d)): N/ A
If assistance 1s being provided for a
capital project, is the project
developmentally sound and will the project
measurably alleviate the worst
manifestations of poverty or directly
promote environmental safety and
sustainability at the community level?

[ |
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-J C. CRITERIA APPLICABLE TOC ECONOMIC SUPPORT N/A
FUNDS ONLY .

ﬁ 1. ©Eccnomic and Political stability

— [FAR Sec. 531(a)): Will this assistance
promote economic and political stability?

5
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PHE HOUSING GUARANTY PROGRAM

STATUTORY CHECKLIST

NAME OF COUNTRY

PROJECT NO. 3B6-HG-004

A. General Criteria Under IIG Statutory
Authority.

Section_221(a)

Will the proposed project meet the
following crlteria.

1) Is intended to increase the
availability of domestic
financing by demonstrating to
local entrepreneurs and

-~ institutions that providing low-
cost housing is financially
viable;

2} Is intended to assist in
marshalling resources for low-
cost housing;

3) Supports a pilot project for
low-cost shelter, or is intended
! to have a maximum demonstration
impact on local institutions and
national peolicy; and,

4} Is intended to have a long run
goal to develop domestic
construction capabilities and
stimulate local credit
institutions to make available
domestic capital and other
management and technological
resources required for effective
low cost shelter programs and
policies.

Answer Yes/No put up
page references
and/or explanations
where appropriate.

Yes

Yes

Yes

Yes
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Section_222(a)

Will the issuance of this guaranty

cause the total face amounl of

guaranties issued and outstanding

at this time to be in excess of

$2,855,800,000 No

Will the guaranty be issued prior
to September 30, 19937 No

Section 222 (b)

Will the proposed guaranlty result
in activities which emphasize:

1) projects providing improved home
sites to poor families on which
to build shelter and related
services; or Yes

2) projects comprised of expandable
core shelter units on serviced
sites; or No

3) slum upgrading projects designed
to conserve and lwprove existing .
shelter; or : Yeas

4) shelter projects for low-income
people designed for
demonstration or institution
building; or Yes

5) community facilities and

% services in support of projects
il authorized under this section to
improve the shelter occupied by
3 the poor? Yes
S
a Section 222 (c)
s
vl If the project requires the use or
conservation of energy, was
; consideration given to the use of
i solar energy technologies, where
economically or technically
3 feasible? N/A
E
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Section 223 (a}

Will the A.I.D. guaranty fee be in

an amount authorized by A.I.D. in

accordance with its delegated

powers? Yes

Section 223 (£)

Is the maximum rate of interest

allowable to the eligible U.S.

Investor, as prescribed by the

Adminstrator, not more than one

percent (1%) above the current rate

of interest applicable to housing

mortgages insured by the Department

of llousing and Urkan Development? N/A

Section 223 (1) . .

1) Will the proposed Housing
Guaranty be coordinated with and
complementary to other
development assistance in the

Host Country? Yes

2) Will the proposed llousing
Guaranty demonstrate the
feasibility of particular kinds
of housing and other
institutional .arrangements? Yes

. 3) Is the project designed and

planned by A.I.D. so that at

least ninety percent (90%) of

the face value of the proposed

quaranty will be for housing

suitable for families below the

median urban income for housing

in urbkan areas, in the host

country? Yes

4) Will the issuance of this
guaranty cause the face value of
guaranties issued with respect
to the host country to excecd
$25 million in any fiscal year? No

————— - >~
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5) Will the issuance of this
guaranty cause the average face
value of all housing guaranties
igsued in this fiscal year to
exceed $15 million?

Section 238(c)

Will the guaranty agreement provide
that it will cover only lenders who
are "eligible investors" within the
meaning of this section of the
statute at the time the guaranty is
issued?

Criteria Under General Foreign
Assistance Act Authority.

Section 620/G620A

1) Does the host country meet the
general criteria for country
eligibility under the Foreign
Assistance Act as set forth in
the country eligibility
checklist prepared at the
beginning of each year?

2) Is there any reason to believe
that circumstances have changed
ir the host country so that it
would not be ineligible under
the country statutory checklist?
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No

Yaos

Yes

No
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ECONOMIC ANALYSIS E-1

A. The Current State of India's Economy: Recent Trends and
Future Prospects

The Indian economy is still recovering from the severe disruption
suffered in mid-19%0 as a consequence of the Gulf War,
Considerable progress has been made. Real GDP growth of four
percent is expected in 1993 compared to the 1.2 percent growth
registered in 1992. Inflation is running at ten percent on an
annual basis, down from 14 percent in 1992. Reduction of the
budgetary deficit of the central government is continuing despite
a shortfall iIn revenues caused by recent civil disturbances.
Ongoing Government efforts to increase the role of market forces in
determining resource allocations and to open the economy to foreign
trade and investment, remain on track.

The prospects for continued good performance are promising. The
GOI is working to raise the sustainable level of annual economic
growth to over five per cent by the mid-1990s, and appears
determined to maintain the gains already achieved. As noted in a
recent World Bank report, however, certain additional reforms will
need to be implemented before the higher level ol growth can be
achieved. In the financial sector, these reforms include
accelerating commercialization of publlc 'sector banks, allowing
greater private sector participation in banking activities,
mandating further reductions in bank reserve requirements, and
instituting more flexible interest rate policles.

B. Liberalization and Reform

Since independence and until the early 1990s, India had pursued an
economic growth strategy that can best be characterized as inward-
oriented, self-reliant, and heavily-regulated. The strategy was
focused primarily on achieving economic growth through public
investment in publicly-owned enterprises. An elaborate and complex
regulatory system was constructed, and private sector investment
was restricted to selectéd subsectors. Investment from abroad was
closely controlled.

The country has now changed course, as the Government has begun to
pursue economic and financial policies that are dramatically
different from those initiated 40 years ago. Almost every area of
the economy is undergoing modernization and reform to pave the way
for India's entry into global markets. The country's present goals

1 are to build a vigorous and competitive private sector that will

j increase output and employment, and to bujld a strong and
competitive financial sector that is able to attract capital Crom

9 international as well as domestic sources.
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Until the early 1990s, public sector enterprises (PSEs) occupied
a pre—eminent position in the economy and absorbed a sizeable share
of the government's budgetary resources. Under its current reform
strategy, the Government is aiming to significantly reduce the role
of state-run enterprises in the production of goods and services,
' Existing publicly-owned enterprises are heing privatized.
Industries that have previously been reserved for the public sector
are now being thrown open to private investors as well, and
budgetary support for public sector enterprises has been
appreciably trimmed. T

)

[EXen
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33
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Progress to date in the Government's privatization program has been
modest; however, reform cfforts are being intensified. Direct
M private sector participation in disinvestment procecdings is being
}ﬁ encouraged, and foreign investors are being invited to participate
e in these proceedings. In addition, the GOI has created a Board for
. Industrial and Financial Reconstruction (BIFR) to dispose of public
F enterprises whose commerclal prospects are uncertain. Over 150
enterprises have been referred to the board for determination as to
whether they might best be restructured or liquidated. .

C et
S 5 4

{Q 2. The Impact of the Reforms
. The constraints that were placed on the operations of the financial
lﬁ sector under India's former statist approach to.managing the

] . economy were (orwmidable. The most glaring examples included
placing artificial caps on the interest rates [4r government
: securities; forcing banks to buy securities to meet government
[ﬁ financing needs, whether or not it made good economic sense to do
so; permitting only the Reserve Bank of India (RBI) to invest in
- foreign bonds; limiting the types of debt securities that could be
P? traded on certaln markets; and permitting accounting rules that
- allowed banks to overstate the market value of their bond
portfoliocs. These caonstraints have now been largely removed, and
the market response to this has been encouraging.

The impact of privatization has been particularly evident in the

= banking sector. While still 1largely dominated by state-owned
%ﬂ banks, there is now greater scope for privately-owned financial
- institutions to operate. TForeign-owned private banks are competing
. vigorously for funds. The elimination of certain direct controls
Ej over capital market operations, particularly the freeing up of
5 pricing on new issues, has 1led to the establishment of new

financial and banking institutions, and to increased trading
.} activity in the markets.

* Market activity has been further stimulated by the Government's

: liberalization of interest rate policies. While not yet totally
@ free of controls, current rates are being determined more by market
i3 influences than by government fiat. The continuation of this policy
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is critical to the further development of the country's financial
and capital markets.

Largely as a result of government efforts to stabilize the economy
over the past several years, domestic demand for investment has
been dampened and has remained sluggish. Foreign investors have
bean very ackive, howevaer.®* A number of forecign campanics havae
increased thelr equity stakes in existing flrms, and a sizeable
number of new foreign Jjoint venture proposals have been approved.
The foreign equity participation proposed for new projects this
past year was several times the amount approved in recent years.
Although the large number of approvals has not as vyet been
translated into a significantly greater volume of investment
inflows, the prospect exists for a steady increase in such inflows
in the years to come. .

3. The Impact on the Capital Markets

The Government's liberalization and reform policles have been a
boon to India‘'s capital markets. The speed at which change is
taking place has been very rapid. The equity markets in particular
have been growing at impressive rates. New equity issues to
finance industrial investment have set records as liberalization
has taken hold in the private sector. The total® number of new
issues placed in the primary market during 1992.was over four times
the number placed in 1991. Liberalization and, in particular, the
relaxation of government controls on capital markeits has alseo led
to a marked increase in the volume of capital resources mobilized
through the issuance of corporate debentures.

There have been other significant developments in the capital
markets that can be attributed to changes in the Governmaent's
overall economic policies. 'wo new credit ralking agencies have
been established, seven public sector institutions are now
operating mutual funds in addition to the Unit Trust of India
(UTI), and a stock holding company has been established to
facilitate share transfers. OQTCEl (the Over-the-Counter Exchange
of India) commenced operations in September 1992, as an
electronically-equipped national exchange that aims to facilitate
access tao capital markets for India‘'s small and medium-sized
companies.

The establishment of a new capital markets regulatory authority,
the Securities and Exchange Board of India (SEBI), represents an
important additional change in direction resulting from the
Government's new approach to economic growth, and one that will
greatly ease the further development of India's capital markets.
How effectively SEBI manages its regulatory functions will have a

. direct bearing on India's prospects for integqrating its financial

markets into the global financial system.
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The links that have now been established between government policy
reform efforts and the future operations of the country's capital
markets will be further strengthened as the Government conitinues to
look increasingly to market sources to satisfy its own future
financing needs. In India, the sale of government bonds at market
rates will signal the depth of the Government's commitment to
reform, and along witlhh continued reductions In bank raserve

requirenents, will remove a huge cloment of dlatorition from Indla's ’
capital warkets. In all competitive financial systems, the
government segment of the market represents the reference against
which all borrowers are measured. Truly market-based government
bond issues are essential for the development of an active long-

term debt market.

Government actions during the current year to reduce bank reserve
reguirements have been widely applauded. Parallel action.by the
central bank to raise the returns on new issues of government bonds
has brought them to what some market observers are currently

defining as ‘Ynear wmwarket" conditions. These instruments are
nearing the point of being attractive to the private sector as
investment wvehicles. As further upward adjustments are made,

further dramatic progress toward establishing a more competitive
market environment will inevitably follow.

C. The Economic Implications of the FIRE Project

The FIRE Project is well-timed. &as is clear, Indla now needs to
compete for investment capital and export earnings in a global
environment that has become highly competitive. Within India
itself, there is heightened competition for capital resources
between the country's private sector enterprises, which are being
urged to expand production and export carnings to accommodate the
material needs of the growing economy, and the country's public
sector agencies, which face an urgent need to expand infrastructure
to accommodate the country's rapidly expanding population.

The technical assistance and training to be provided under the FIRE
Project will be directed towards improving the regulatory
environment of the capital markets, modernizing market operations,
and evolving longer-term approaches for further improvement. These
developments are expected to lead, in turn, to greater investor
involvement, greatly increased trading activity, and the
mobilization of increased capital resources,. These prospective
improvements will have a significant if not a critical impact on
India's growth prospects. Improving the operational efficiency and
scope of 1its own capital wmarkets provides India with the only
chance it really has to meet its burgeoning need for investment
resources. There is no practical alternative source.
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The assistance to be provided under the Project will be provided on
a highly cost-effective bhauis. U.S experts and institutions are
being tapped to provide managerial and technological know-how that
has been acquired directly through their participation in market
activities in the U.S. Their expertise will be transferred
directly to the individuals and institutions that are responsible
for guiding and directing the further development of India's

markets. Considerable attention was devoted during the design
phase of the Project to ensure that India's needs for assistance
were clearly defined. Additional steps will be taken during the

implementation phases to ensure that assistance is effectively
delivered,.

- =
D. The Growing Dudgetary Constraint on Funding for
Infrastructure Projects .

As noted in the analysis above, because of sizeable recurrent
budgetary deficits, the ability of the central government to
finance urban infrastructure projects has been seriously diminished
at a +time when the country's need for urban infrastructural

facilities has been rapidly expanding. State and municipal
governments are being forced to turn to private sources to obtain
the capital they need to construct needed facilities. The long-

term nature of infrastructure development and maintenance requires
that governments resort to the issuance of project-based bonds and
other long-term debt instruments to fulfill their capital needs.

The FIRE Project will employ several approaches to help state and
municipal governments acguire the capital resources that they
desperately need. As in the case of the capital markets
development component: of the Project, technical assistance and
training will be the main forms of assistance. Considerable effort
was taken during design of the Project to ensure that such
assistance would be well-targeted. Additional efforts will be made
through the use of dewmonstration projects to ensure that the
benefits of the expertise and expericnce gained under the Project
are replicated efficiently to other localities. The Project has
been designed to facilitate the institutionalization of market
access skills in the various GOI government agencies, private
financial intermediaries, and training institutions that are to be
involved in the demonstration process.

.The actual participants in 1IG-funded demonstration projects have

not yet been selected. This will be done during the initial stages
of the implementation phase. Standard economic benefit/cost
analysis and the computation of intewrnal rate of return (IRR) for

.the projects being considered will be a requirement of the project

review and selection process.
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E. Supplemental Economic Analysis for Housing E-6
Guaranty

1. Country Risk Assessment

In the past, a country risk assessment was undertaken as a part of
the economic analysis for each project. Since the passage of the
Credit Reform Act, the procedures for establishing country risk
have changed; the analysis is no longer carried out in the field.
Ag2 a part of the authorization process, A.I.D. Washington has
established an AID Ysubsidy" set-aside for each liousing Guaranty
authorization, which will be used, as required, to repay the U.S.
investor in the event of non-payment by the borrower. This process
has already been completed for the HG authorization proposed in
this project paper.

The awmount of the subsidy is based upon an analysis, by AID
Washington, of the country's ability to exercise its full-=faith-
and-credit guaranty in the case of default. It should be noted
that this subsidy is in addition to the full-faith-and~credit
guaranty of the Government of India, or its desighee acceptable to
USAID, and the guaranty against foreign exchange risk.

2. Is the Economy Sufficiently Strong to Ensure that the Project
Will Be Carried Through to Completion

The econowmic environment over the life of the project is one in

which the GOT will be undertaking a broad reform agenda. A
Discugsion Paper prepared by the Ministry of Finance entitled
UEconomic reforms: Two Years After and the Task Ahead," examines

the fiscal and financial over the past two years, and sets forth a
reform agenda which will have a substantial impact on the ability
of the Project to be carried though to completion.

The alm of the central government is to set the economy on a
sustainable path of a 6 to 7 percent annual growth through a series
of reforms which will lead to a substantial rise in employment and
Incames, especially in urban arcas. At the same time, the combined
fiscal deficit of the central and state governments will be reduced
from about 7 percent of GDP in 1993-94, and to about 5 percent in
1996-97. These reforms will provide a solid foundation for the

sustained growth of the economy.

one of the results of these reforms will be a reduction in
subsidies for all sectors of the economy, combined with significant
decreases in financial support Cfrom the central and state
government for the provision of municipal services. At present,
local govctnanL. lL]y almost enbively on the center and states for
funds for the financing of systems to provide polbtable water, sewage
disposal, solid waste collection and roads. Lack of budgetary
support has already hand an impact in that municipalities are
already experimenting with alternative funding sources. Most
important to the success of this Project is that the growing
resource constraint will drive the demand for new resources into
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the only other source of significant funding: the domestic capital
markets,

A number of significant and supporting policy changes have already
been undertaken. The issue of centrally administered prices has
been undergoing changes for the past two years. More recently, at
a conference of state ministers for urban development, a consensus
was reached that user fees for municipal services based on full
cost recovery was _essential to increase supply and control
consumption. These policy changes will contribute substantially to
the commercialization of infrastructure projects under this
program.

Reductions in controlled credilt will Ifree-up slyniflcant additional
financial resources; a ban on the waiver of loan repayments by
elected officials will improve repayment trends among individual
borrowers; and improved mechanisms for capturing houseliold savings
will add to the rescurces available from domestic capital markets.

3. What are the Major Strengths and Weaknesses of the Project,
and What Institutional Changes Need to be Implemented to
Eliminate the Major Problens.

The major strength of the Project is the opportunity to implement
the GOI's basic policy reform agenda (see Annex T). :These include:
assistance to a national level finance institution to provide
infrastructure guidelines and establish a commercially viable
infrastructure fiance system; promotion of . innovative
infrastructure finance mechanisms; improvement of the capaclty of
local governments to enter into agreements with private providers
of urban services; and improvement of the capacity of local
governments to plan, operate, maintain and recover the costs of
basic urban services.

The major weakness 1s the lack of understanding at the state and
local government level, where implementation and operation take
place, on how to iwmplement these policy changes. The Project will
use HG funding combined with technical. assistance and training
support to overcome these weaknesses. Two to four municipalities
in one to two states will be selected to participate in a
demonstration program. Key to the selection process is the
willingness to implement these policy reforms, and to participate
in the technical assistance and training programs. The development
of projects eligible for G funding will emphasize commercial
viability, and private public partnerships. This process will lead
to substantive institutional improvements at the stakte and local
government level.

4. What Impact Will This Project i{lave on the Overall Economy

Increasing capital market investument in basic urban services will
have a significant impact on the overall economy. The correlation
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‘0of economic growth with increased infrastructure investment 1s a

fundamental principle. 1In addition, there is increasing evidence
that sustainable long term growth reguires that initial investment
priorities focus on urban environmental issues: potable r water
supply, sewage disposal, solid waste collection, roads and power.
HG eligible projects will focus on water, sewerage and waste
management.

The lack of infrastructure and basic municipal services is a
fundamental constraint against expanded economic productivity.
Approximately 60 percent of India's GDP is produced in urban areas
with poor access to infrastructure and municipal services. Even
with national policies which promote economic growth and improved
access to global wmarkets, assess Lo a consistont supply of power,
potable water and sewage disposal, solid waste collection, and
roads are essential to increased business productivity.

The lack of potable water, proper sanitation facilities and solid
waste management is the root cause of urban environmental health
problems: chorea, typhoid, malaria, tuberculosis. According to a
public health official in Delhi, on any given day more than half of
India's work force is affected by illness. Improving the health of
the work force through better access to lmproved munlclpal services
will significantly inecrease productivity.

5. Who 1s Undertaking the Risks of Projeclt VFinance, and TIs Tt
Highly Probable That the Loan Will Be Repald oir Schedule

The financial intermediaries will assume overall responsibility for
eligible projects for the HG loan, for selecting lIG investors, and

for repayment of the HG loan. USAID will neither approve nor
disapprove individual projects, borrowers or on-lending
transactions. USAID's role will be to monitor and evaluate the

prodram to ensure conformity with conditions and covenants
established between USAID and the financial intermediary, and the
framework of agreemants betweon the fFinancial intermediary and the
borrowers/daoevelopers of elidible projects,

The GOI or a designee acceptable to USAID will provide a full-
faith-and-credit guaranty for the HG loan. Since the financial

. intermediary has no need for free foreign exchange, the U,S. dollar

proceeds of the HG loan will be placed with a swap-partner
acceptable to USAID. The swap-partner will on-lend rupee funds to
the financial intermediary, with an interest-rate margin to create
a foreign-exchange risk hedge. The swap-partner and GOI or its
designee will assume full responsibility for repayment of the U.S.
dollar denominated G leoan, regardless of Fluclbuations in forelgn
exchange.,

The proceeds of the HG loan will be on-lcaned at commercial
interest-rates and repayment periods to finance viable
infrastructure projects designed and developed by either public
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sector (municipal corporation, authorities and boards), and/or
partnerships between municipalities and private sector entities.
Therefore, the cash flow from project income will be sufficient to
service the underlying HG loan. :

Based on the foregoing, it is highly probably that the IiG loan will

be repaid on schedule.
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SOCIAL SOUNDNESS ANALYSIS F-1

A. India's Social Environment
1. Cultural Diversity

India's population profile reflects a pattern of vast diversity.
The country's inhabitants range from Sophlstlcated urbanites living
in Bombay to uneducated, share cropping peasants who farm rice
paddies in West Bengal. Not surprisingly for a developing country,
there are many more peasants than there are sophisticated
urbanites. About three quarters of the population, or roughly 680
million, live in rural areas; leaving an urban population of around
200 million. But rural/urban differences are not the only
differences one finds in India, nor even the most important. An
elaborate mixture of cultures, languages and religlous practices
further complicates the pattern and 1is itself complicated by
communalism, caste conflicts, and local chauvinism. .

2. Contrasting Bets of Deeply-Held Values

Social researchers have identified two main sets of attitudes or
values that characterize the basic political orientation of Indian
soclety. One is based on Western, liberal democratic, and secular
ideals, and is. strongest at the-level of the Central Government and
its 1nstitutlons, e.g., the Parliament, the courts and the civil
service. USAID‘'staff deal mainly with 1nd1v1duals imbued with this
set of values.. The other, which was built around loyalties to
caste, family and clan, is the norm in rural panchayats and among
local authorities. The battleground between these two contrasting
sets of values is located at approximately the level of the State
Governments., .

The depth of the divide between these two sets of beliefs cannot be
overemphasized. To the proponent of one set, the loglc of the
other is nothing less than illicit. Finding common ground is
neither simple nor easy. The depth of these feelings need to be
kept clearly in mind as efforts are made to mesh modern concepts of
organization and reform with traditional ways of doing business.

B. The Social Aspects of Regulating Market Activity

India is in the process of converting its approach to regulating
market activity from one that has attempted to provide investor
protection through direct government controls to one that is more
orderly and open, and based in large part on standardization and
self-requlation, wherein investors receive a reasonable degree of
protection but make their own investment decisions and personally
bear the risk of their decisions.
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This change in approach is a profound cone, and will require that
v1rtually everyone involved in market operations and market-related
activities understands what is happening and how it will affect his
involvement in future market operations. Policy makers will need
to be keenly aware of the legal and regulatory implications of the
new approach. Market makers and brokers will need to know the new
rules of the game, and specifically what is allowed and what is
not. Individual investors will wank teo asgess the impact offi the
new approach on their interests in order Lo gauge the extent to
which they will want to participate in markets in the future. From
the social perspective, however, -the bottom-line guestion is how
readily those being affected by the transition will adapt to it and
move to 'learn essentially a new way of doing business. .

1. Facilitating the Adjustment Process

India has made great strides in establishing an educational
infrastructure that has the potential to provide the educational
and training support needed to modernize and improve the country's
capital market operations. A number of institutions are prepared
to assist in this process and the FIRE Project will devote
considerable resources to strengthening their ability to assist.
In addition, there are numerous professional organizations in India
that are capable of performing research and of organizing workshops
and conferences that can be used help to educate the public on the
purposes and likely effects of capital market reforms.

2. Droadening Lhe 8cope of Praining

There is, however, still a need to broaden further the scope of
educational and training activities. Professional and staff
training related to the managerial and technical aspects of market
operations, and courses that inform policy makers and investors of
the implications of a major shift in the regulatory environment are
important and need to be supported. As noted below, however,
India's social fabric will be seriously tested as the Government
moves to develop an integrated trading system that covers the
counkry and ag the need for infrastructure preojects te access
capital markets for finance [ilters down to the municipal and
community levels.

c. Ccultural Characteristics and Investment Choices

]
Participants and agents involved in changing the way India's
markets operate will also need to be aware of how the cultural
characteristics of the Indian people influence their investment
choices. Among these characteristics (which obviously wvary by
individual) are prererences for keeping cash rather than investing
in securities; a dislike of debt as an institution; a preference
for debt instruments that are both liquid and that have guaranteed
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principal repayment at any time (as contrasted with instruments

that are liguid but in which the principal amount varies prior to
maturity); a preference for the perceived capital gain
opportunities of the equities markel; lack of knowledge of the debt
markets (even when the markets are theoretically open to them, such
as government debt auctions); and, perhaps, most importantly, a
profound distrust of brokers.
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D. Modernizing Capital Market Operations

L
1,

1. The Impact of Automation

1

3 The success of OTCEI over the past year and a half has
demonstrated that an automated facility which abides by rules of
; full disclosure can operate successfully in India and even qulickly
?[ expand the scale of its operations.

2. Setting Up an Integrated Nation-Wide Trading System

i! The GOI's current plans to establish an integrated natiofi-wide
trading system based on automated facilities and modern
- teleccommunications links will truly test the culture's ability to
B adapt. The proposed system will extend well beyond the boundaries
- of Bombay and New Delhi, and penetrate well into the far reaches of
o the country's hinterland, bringing togsther for the purpose of
P mounting a concerted effort to achieve economic progress, the many
P diverse elements of the population.

The FIRE Project c¢an play a critical role in ensuring that the
social and cultural requirements for implementing the proposed
system are addressed and receive the support needed to ensure that
they do not become obstacles to the potential success of this
ambitious venture.
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E. The Implications of Decentralization on Infrastructure Finance

1. The 'New Financial Role of the Municipal Governments

-

With the 1likely ratification of Amendment No. 74 of the Indian
Constitution, the role of wmunicipal governments in managing the
financial resources of their urban communities will be changed
dramatically. The extent of the change, of course, can only be
determined once the Amendment is actually implemented, which is )
scheduled to occur by the end of the year.
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Under the Amendment, the existence of municipal governments will be
constitutionally reccognized rfor the (irst time in the country's
history, and municipal governments will be permitted to deal
directly  with central government  agencies, without  the
intermediation of state governments. Funds f[or the construction of
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urban infrastructure facilities, which have traditionally been a
responsibility of the state governments, will now be the
responsibility of the municipal governments. The need for urban
localities to recover the cost of construcktion and operation
through user fees will also, in principle, be passed down.

2. Communications Gaps
For the newly-esktablished relationships hetween municipal
authorities and central governmenkt agencies to Llourish, there will
be a need for real and effective comwmunication. This need is

dramatically underscored by the requirements of the FIRE Project.
Only if it is able to establish such communication can the Project
expect to have a lasting impact upon the way in which urban
infrastructure is linanced in India. 1in order to succeed, it will
need to eveolve an ability to bridge the communications gaps which
now separate small groups of bright, mostly youthful, maoney
managers in Bombay from the elected and appointed officials who
manage the vast majority of the nation's municipalities.

The difficulty of even discussing issues such as these was empha-
sized by an official of Infrastructure Leasing and Financial
Services, Ltd. (ILFS), a financial services firm located in Bombay,
which 1is being considered as a possible participant in the
implementation of the FIRE Project. As he noted, he and his
colleagues simply did not speak the sawme language as municipal
officials. While they could make themselves understood by a few
local authoritles,such as those trowm the Bombay munlicipality, the
City and Industrial bevelopment Corporation of Maharasthra (CIDCO),
and Indian Administrative Service (IAS) officers, most municipal
officials, initially at least, appeared suspicious of the company,
its methods, and its motives.

He concluded that wmunicipal officials would certainly be more
comfortable dealing with counterparts from government agencies,
with whom they have been doing business for years. Yet, they were
also aware of the need to begin to f£ind ways to communicate with
representatives of whichever agencies or firms could provide the
financial resources needed te enable them to build the
infrastructure facilities which their home conmunities sorely
needed.

3. The Intermediary Role of the Indian Administrative
Service (IAS)

The IAS is the successor to the pre-independence British Indian
civil Service ([C8). It is made up of an ellite group of
administrators, recruited initially on the buasis of a rigorous
examination administered on an all-indla basis. Tese recruits
undergo a comprehensive training program at the IAS Staff Training
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Center in Mussocorie. They graduate in annual "batches," with which
they are thereafter associated, and are then assigned initially to
State cadres. Ethnically, each State cadre includes a substantial
number of members from other States. Typically, the novice IAS
officer begins his, or her, career in charge of a sub-division of
one of the districts inteo which each State iz divided. By the time
he is ready to be posted as a municipal commissioner he will have
held a variety of important administrative posts.

The underlying concept of the Service is that each officer is a
generalist administrator, capable.of running any organization. He
is transferred every two to four years so that he does not become
identified with any ©particular institution or specialty.
Nevertheless, the depth of his experience is taken into
consideration when postings are assigned, and any IAS oflficer who
has held a number of positions dealing with urban affairs is likely
to be allowed to continue to do so.

The IAS8 wmay offer a linguistie bridge, of sorts, between the
municipalities and their outside correspondents. Officers from the
Service are now commonly assigned by state governments to serve as
commissioners in mwunicipal corporations, a position analogous to
that of a city manager, in American cities. In Indian cities where
a locally elected government has been suspended by State decree,
the IAS commissioner also has a role in determining policy as well
as in carrying it out.

The intermediary role of the 1IAS oflficer in the municipality is
particularly important at this time of constitutional change. As
local bodies establish new relationships, not only with parent
state governments, but also with central government agencies, there
will be a premium on an officer's ability to circumvent formal
channels of communication by contacting appropriate "batch mates"
or other members of the IAS. An important part of his task will be
that of getting across to local officials, both elected and
appointed, the new realities of municipal finance.

The FIRE Project, over time and with sensitivity on the part of
those participating in its training and technical assistance
components, can also play a key role in creating effective channels
of communication. To the extent that the immediate aims of the
project are achieved, and debt finance is channeled into urban
infrastructure, the people of India's municipalities will benefit.,
To the extent that it alilso helps to contribute to the larger urban
Infeiativea now underwway, il will have made an  lmmeasurable
contribution towairdds breaking down the longstanding traditlon of
mutual susplicion and antagonism that has long afflicted Indian
political life and hawmpered economic progress at all levels.
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The need for municipalities to begin c¢overing the cost of
constructing and operating infrastructure by imposing user fees and
other income generating methods (except for those who cannot afford
to pay), is a new idea that has yet to enter the consciousness of
most local leaders. The finer points of fiscal engineering,
relating to the choice of instruments, the methods of repayment,
interest strategies, the use ol secondary markets and the like, are
a}so well beyond their knowledge base, at least at the present
Lime.
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The impact of their carrying out this new responsibility on the
prospects for successful implementation of the infrastructure
finance' component of the FIRE Project is serious and profound. To
"sell" the idea alk the level of the individual municipalities will
involve long hours of dlalogue, [lexibility, lmaginative packaging
and a sympathetic understanding of local dynamics. But it can be
done successfully, 1if only because the Project is offering ,the
municipalities sowmething they badly need: funding to build urban
infrastructure facilities.
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F. The Project and Its Impact on Women

Women, especially women in the lower income and lower caste
communities, face many forms of discrimination in India. They are
commonly _treated as property. As children, they are liabilities
: for whom dowries must be found. When they reach marriageable age,
] they are dispoased of to a family which will accept the dowry
ol fered. As wivaen, they are valued for the sons they rear. If
promised dowries are not lorithcominhg, or 1f wives prove infertile,
they face the danger of, at best, abandonment, and at worst, injury
vt or death.

3 To the extent that urban infrastructure can be improved, urban life
will be improved, urban health enhanced, urban employment generated
and the urban environment rendered more livable. Women stand to
gain substantially from these improvements. Because of their
subservient position on the social ladder, and because they have to
b undertake the least desirable ol activities, the benefits that
acerue Lo khem  from  improved wmunicipal conditions, will be
marginally greater than those received by their male counterparts.

Fra—r
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While the FIRE Project does not address directly the low social
position low-income women suffer, it does aim to improve living
conditions in India's municipalities and will, accordingly, bring
considerable benefit to women who constitute a substantial portion
of the country's urban population.
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TECHNICAL ANALYSIS a-1

A.- The Technical Aspects of the FIRE Project Design and
Implementation

Capital market development and infrastructure finance are both
areas of dramatic change in India at present. In the capital
market area, the changes being made involve a basic shift in the
way the market is being regulated, the modernization of market
operations, and expansion of the capacity of the long-term debt
component of the market to finance infrastructure projects.

Many of the technical skills needed to facilitate these changes are
already available in-country, though not in adequate supply. In
some cases, a higher order of skills is neceded. A key objective of
the TFIRE Project will be to provide technical assistance and
training to increase the level and avallabllity of regquisite
skills.

The technical skills requirements in the infrastructure finance
area will in some respects be less burdensome. The technical
skills needed for most of the demonstration projects to be funded
under this component of the Project are already available locally,
and well gualified. fThe transition that is taking place in the
infrastructure’ finance area is related more to how infrastructure
projects are to be financed and at which level of government. Up
until now, state and municipal governments have been operating
under a central government-controlled mode of infrastructure
Linance. They must now develop Lthe skills to develop and finance
commercially viable projects on theilr own.

A key part of the challenge of the FIRE Project will be to identify
the specific areas where outside technical assistance and training

resources need to be applied. In some cases, project resources
will need to be directed to bringing the local level of performance
up to international standards. Another area of particular

importance will be to strengthen the technical training capacities
of the country's educational and training institutions. This will
help assure that these institutions are better able to fulfill the
country's future requirements for technical skills, which it will
need to continue making improvements in its market operations at
home and to support its growing efforts to compete effectively for
capital resources globally.

While an objective of the FIRE Project is to provide the technical
assistance and training nceded by India to help it achieve certain
project~related objectives, 1t should be kept in mind that
implementation of the FIRE Project will itself require a
substantially high level and broad range of technical skills.




1--.':'_:

G-2

,,.__,__.
Caleal

!

B. The Technical Requirements of Transforming Indiat's capital
Market Operations and of changing Ite Approach to
Infrastructure Finance

f——r
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One cannot faill to be impressed by the speed at which changes have
been taking place in India; in particular, changes that are of
critical importance to improving the operation of its capital
markets. Almost simultaneocusly, the country has mandated partial s
convertibility of the rupece and delicensed all but cighteen of its o
major industries; developed plans for the privatization of public
enterprises, banks, insurance companies, rallways and alrways;
engineered the establishment of private sector mutual funds; and

laid the groundwork for the emergence of a National Stock Exchange.

In addition, schemes have been evolved to attract increased foreign
equity; interest rakes on debentures have been freed; flexible
interest rates (subject to a floor) have been introduced for bank
finance and term loans; and a policy of free pricing of new
securities issues inaugurated.
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In the midst of these changes, the country has been embarked on a
major effort to shift the method by which it regulates its capital
markets, from a "merit review!" to a "full disclosure" basis’ of
o operation. A major realignment of organizational and financial
4 relationships, between the country's central, state and municipal

governments 18 also currently underwvay. As noted earlier,
“u municipal governments which have been attuned to operating under a
< centrally controlled mode of financial administration must now.
' develop the skills to come up with commercially viable projects on
thelr own and wmust, In addition, f£ind the means to [inance the

:q projects.

(.

The technical requirements of carrying out these two major
2 initiatives form much of +the basis for the design and
implementation of the FIRE Project.

. c. Specifying the Kinds of Technical Assistance and Training That
'3 Need to be Provided
A

A sizeable share of the ltechnical assistance and training that
needs to be provided under the FIRE Project is related to the

i :

ﬂ technological changes that are to be made in the way the capital
markets conduct their business, The Government 1is depending
heavily, for example, on the automation of market operations to '

5% effect needed improvement in the transParency of market operations,

i while adding significantly to the efficiency of those operations.

Y The mechanical and struectural characteristics of curront market

Eﬁ operaktions point up clearly why improvements are needed.
Correcting such deficiencies will be a mailn focus of the project.
Among the characteristics noted that need to be rectified, are a

i3
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generally disorderly telephone market; lack of disclosure about
prices and the seguence of trades; a lack of disclosure of an
operating market's existence (e.g., not circulating information
concerning the eligibility of the public to bid at RBI auctions,
and the alleged willingness of the RBI to maintain individuals!
accounts); lack of a modern book-entry delivery system and
depository and of a modern settlement payment system; lack of,
regulation assuring honest brokering/dealing; and the difficulty of
access by retail customers to the marketplace.

¢

1. A Bigher order of Technical Skills Will Be Needed

With automation, higher levels of technical skills will be needed
to ensure that the intended benefits of the process are in fact,
realized. The development of a consolidated marketbt tape, which
would contain pricing and sequence of trading data, is essential to
the improvement of market operations and to bringing the level of
operations up to international standards. In India, automation will
be critical to waintaining a current tape. The GOI's intention to
integrate the country's regiocnal stock exchanges into a nation-wide
network will reguire the installation and maintenance of highly
sophisticated telecommunications facilities. Again, a higher order
of technical skills will be needed to ensure the success of this
networking effort, which if implemented successfully, would greatly
improve. the efficiency of market operations and virtually solve the
markets'! transparcncy problem.

2. Identifying the Kinds of Assistance Needed

It can be assumed at this point that the FIRE Project will play the
central role among India'‘'s assistance donors, in providing the
technical assistance needed to enable the country to modernize and
improve the operations of its capital markets and to engage the
private sector mwmwore fully in financing urban infrastructure
projects. Comprehensive assessments of certain areas of need were
carried out by technical consultants who contributed to the design
of the FIRE Project. Their findings have been presented in some
detail in published reports, and are being used by the USAID to
decide on initial alleocationg of project resources. Mid-term
evaluations to be conducted during the implementation phases of the
project, will also be directed in part to reassessing the country's
needs for such assistance.

.t
¥

3. Training up to International Standards
An area in which more detalled asscssments are necded, however,
relates to the country's need to establish a better and broader

institutional base for developing its own speclalized technical
expertise. In brief, there is a great need to develop or
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. étrengthen institutions which can supply India's capital markets
3 with the technical and managerial skills that they will need to
E] operate and guide r©ndia's capital wmarkets eflfectively in the
ae future.
ﬂ Several such institutions are currently operating, and show
b excellent prospects for success. These include the UTI Institute of

Capital Markets (UI'I/ICM) and the Institute of Certified Financial
Analysts of Tndia (ICFAI).

H UTL/ICM, for example, is planning to offer a program of courses
which focuses on the most modern practices being used in
Lﬁ international markets. As noted earlier, exposure to the best
i international practices is vital to those practitioners who will be
involved in markel operations that must measure up to Internntional
{- standards.
s

ICFAI, which is an institute of specialized learning, 1is equipped
to £il)l a very necessary role in upgrading the technical skills
required for modern market operation. It has established a
Correspondence School that enables practicing professicnals to
obtain a CFA (Certificate of Financial Accounting) while still
holding a full time position in the markets. This kind of
technical training will ho of particular use in conjunction with
the Implementation of both the CMD and IF components of the FIRE

Project.
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The National Tnstitute of Urban Affairs (NIUA) iz a third training
inskitute that s well equlpped Lo play a key reole in ralsing the
level of India‘s technical expertise. HNIUA understands the
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importance of the FIRE Project, particularly as it relates to the

difficulties’ inherent in overcoming the inertia that will

characterize the initial responses of most municipal officials to
ﬂ their new financial management responsibilities.

There are, at present, 15 full-time professional staff at the
Institute, encompassing the disciplines of urban and regional
planning, economids, municipal finance, social planning, and
environmental planning. Professional staff members are supported by
research assistants and clerical staff.
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4. Financial Intermediaries as a Growth Area

Perhaps the most c¢ritical need for technical assistance and
technical training in the infrastructure finance area, in the
hroadent sense ol the Lberm Y"tachnleai®, wlll be the need for
Clnanelnl Inastliutionn and (frms Lo aerve no Intermadinrles between
municlipal Infrastructure planners and private sources of capltal.
'hese iLntermediaries are also necded to assemble infrastructure
financing "packages", and to create debt market instruments that
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will induce private sector investors to contribute funding
rosources to these packages. fulfilling these roles will truly be
a growkh area lor (lnanclal Ffirms in India for at least the next
decade.

Two such financial intermediaries have been identified as qualified
to serve in this capacity during the early stages of FIRE Project
implementation. These are ILFS (Infrastructure Leasing & Financial
Services Limited) and HUDCC (the Illousing and Urban Development
Corporation of the Ministry of Housing and Urban Development.

ILFS is a non-bank financial institution, whose business purpose is
to provide a comprehensive range of financial services in a broad
range of areas. Since its beginning, ILFS has also attempted to
develop a string of international relationships, to ganin access to
additional financial resources and to gain experience in developing
new lines of business, )
ILFS appears to be the only institution in India that is presently
in a position to develop commercially viable urban infrastructure
projects. The firm employs a number of  highly trained
professionals. Awmong its 154 employees, are five lawyers, 27 MBAs,
22 Chartered Accountants, nine cconomists and four enginecers.

A modest amount of FIRE Project technical resources will need to be
allocated to': ILFS during the 4initial stages of Project
implementation, to assist it in developing a broader array of
infrastructure financing instruments, and toc bolster its capacities
to reach and communicate with municipal planners.

The Infrastructure Directorate of HUDCO is the largest single
department in the public corporation, employing ten engineers, one
architect, four finance specinlists, two lawyers, one documentation
expert and two adwminlstrators.

NHUDCO has had an impressive track record of [lnancing development
projects since its inception in 1970. It has made loans for rural
housing projects, and for 'a number of different urban housing
programs including shelter upgrading, rental housing programs,
basic service schemes, new town development, resettlements and
others.

The Directorate has a well-established appraisal process through
which 1t revlews projects proposed by municipal bodies. In addition
toe a description ol the banelrfits expected, the appralsals
explicitly address such matters as the legal capacity and
administrative capabillity of relevant institutlons to carry out
their assigned tasks, and to prepare financial and economic

analysis.
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{lubco has had limited exposure to capital markets, and would need
considerable technical assistance to enable it to participate in
the FIRE Projeckt as a financial intermediary. Assistance would be
needed in particular to develop its capacity to provide asslstance
to municipalities for the design of commercially viable projects
and to strengthen their capacity to access the debt market.
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'J { oo UNITED STATES AGENCY for INTERNATIONAL DEVELOPMENT

o
USAID “

HEBYY DULIL, INDIA
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July 22, 1993
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’ ACTION MEMORANDUM TOR THE RSTN DUREBAU DNVIRONMENTRIL, QFFICER

" * %7
1 THROUGH: Steven Mintz ~ Acting Director, USAID/India%ﬂ % i
Bl FROM: Andrea J. Yatesk@KMission Environmental Officer

il " J. David TFoster - Regional Environmental Advisor
1 ACTION:
8

To approve a Categorical Exglusion from Environmental Procedures
o for USAID/India’'s Financial Institutions Reform and Expansion
tj Project (386~0531).

BACKGROUND!

o
2L
falalint

The Flnancial Instltutlons Reform and Bxpansion Project (FIRE,
3B6-0531) will ‘consist of llousing Guarankty funded loan support to
. intermediate grodilk institukions for infrastructure development
['} projaeckts, and training and Ltechnleal assistance In support of

. capltal wmarket reform activities. ''hie infrastructure development
projects will be ifmplemented through Lhe Infrastruckture Leaoling
and Financial Services (1LFS) and through the lHousing and Urban
Development Corporation (HUDCO). ILFS and HUDCO are both
intermediate credit institutions and will have complete review
and approval authority for FIRE/IIG-funded loans. USAID will not -
directly approve projects to be financed by the intermediaries.
IF'IRE is therefore eligible for a Categorical Exclusion from
Environmental Procedures under 22 CFR Parts 216.2(c) (2) (1) and
216.2(c) (2) (x) .
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llowever, both ILFS5 and IIUDCO have agreed that there will be
. thorough consideration of potential adverse environmental lmpacts
% of any infrastructure financed under this project. In addition,

¥ the FIRE Project will specifically provide training and technical

assistance designed to improve existing environmental review .

= procedures both at the local level and at the intermediate credit .
P institution. Development of funding criteria (to be satlsfactory
Lo USAID), which includes environmental considerations, will be
" included Iln the conditlons Vrecedent of the Projeclk Agrecement.
a Firthermore, bolbh FLFS and HUDCO already Jnclude environmenktal
: conslderatlons In Lhelr standard revlew processes, and these
requirements will also apply to Project~funded activities.
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Environmental procedurcs for ATD are established in 22 CFR
. part 216. Thesec procedures are designed Lo assure that
rj envirommental factors and values are integrated into the A.I.D.
] decision making process and are intended to implement the
requirements of the Natlonal Environmental Policy Act as they
affect the A.I.D. program.

e Iy

The FIRE Project is fully consistent with the goals and
purposes of parbt 216. The project ig mpecifleaily designed Lo
improve environmental guality by improving finance for urban
infrastructure, particularly water supply, waste water treatment
and solid waste disposal. In addition, training and technical
assistance is pec1flcally provided to improve and upgrade the
capacity of Indian institutions to evaluate potential
environmental impacts indirectly arising from these
infraskructure projects.
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While the FIRE projcct will provide training and technical
assistance In general environmental review and assessment
methodologies’, ' the actual assessments will be performed by the
inplementing agencles and local municipalities. A.I.D. will not
have advance knowledge or control over individual projects and
wlll thus nolt be in a posiltion to conduct assessments on its own.

ey
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Although the FIRE project will be fully consistent with the
purposes of sectlion 216 and it will help to assure that all
potential environmental impacts are subject to effective review,
the FIRE project is entitled to a categorical exclusion from the
procedural requirements under this section. The conditions for
categorical exclusion are spelled out under 216.2(c) (2).

Py |
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The FIRE project provides for two basic categories of
assistance 1n support of capital market reform for infrastructure
development:

{30

1) Training and technical assistance (not including
construction of facilities): and .

Uary

23 Financial support for an intermediate credit
institution.

{} The trainlng and technleal anslstance will be provided

' through various capital market regulatory and training agencies
and insitutions such as the Securities and Exchange Beard of

- India (SEBI); the Unit Trust of India (UTI): and the National

3 Institute for Urban Affairs (NIUA). These activities are
specifically identified as qualifying for a categorical gxclusion
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under 216.2(c) (2) (1): -
I
"Education, technical assistance, or trainling programs
except to the extent such programs include activities
directly affeckbing the cnviroumenk (such as
construction of facllities, etec.)™

Financial assistance is provided through TA and Housing
Guaranty loan support of intermediate credit institutions. These
institutions become the primary implementing agencies for thig
project. Implementation under the FIRE Project will be provided
by the Infrastructure Leasing and Financial Services (ILFS) and
by the Housing and Urban Developmenk Corporabtion (IIUDCO). ILFS
and HUDCO will have the authority to review and scleckt investment
projects and proposals subject to the criteria of this program.
While AID has established basic criteria and program direction,
it will not have knowledge of Indlvidunl projects prior to
funding nor will it have control over individual projects
selected. This support for an intermediate credit institution is
also specifically identified as qualifying for a categorical
exclusion under 216.2(c) {2) (x):

"Support for intermediate credit institutions when the
objective to assist in the capitalization of the
institution or part thereof and when such support does
not involve reservation of the right to review and
approve individual loans made by the institution.™

Despite these categorical exclusions from procedural
requirements, USAID, ILFS and llUDCO are committed to inclusion of
environmental criteria for infrastructure activities under FIRE.
ILFS and HUDCO already include environmental review in their
appraisal processes (Attachments A and B). In addition to the
environmental review performed by the implementing agency,
project proponents will also have to assure that their projects
have been reviewed by the State Pollution Control BDoard or
another competent independent environmental review body.
Furthermore, in those circumstances where the implementing
authority lacks the specialized expertise to fully review
potentially critical environmental projects, the implementing
authority will contract with an outside consultant to perform
this review on its behalf.

HUDCO is a development finance institution with a mandate
that includes social and environmental considerations. HUDCO can .
and does refuse to support projects based on an evaluation of
environmental concerns and measures taken to address then.

rurthermore, developmenlt of funding criteria (to be
salblsfacbory Lo USATD), which includes environmenbtal
considerations, will be included in the cCondlitions Precedent of
the Project Agreement. Periodic evaluations will be conducted by
USMAID, with review of a representative sample of projects, to
determine if the intermediate credit institution and the local
authorities have complied with the agreed upon environmental
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Although USAID will not have the right of indiyidual project
review or approval, the Mission is assure@ that environmental
considerations will be integrated into this process.

’
H

PRl

I

£ 'y -}

2

[

s

',
o

———
¥ ansl

-

=I5

"I
J

Q3

ot

F

it

.
x
Bt

o

nit & ey
v, T

.ry§§

vra s L]

*
LR e




ANNEX 1
Page I-1

f

i
()
4
'y
RIS TT

25

1

4,
a3t
Vil

% i
—
i
;}, A
fi

r

(Wi
3
'

i
t "?':‘f

-
AT IPAY

-
<

5
#
4

HOUSING GUARANTY POLICY MATRIX

Policv Reform I: Promote the development of a commerciallv-viable infrastructure finance svstem:

Policy Objective

1. Provide assistance to a national

level infrastructure finance institution
to set infrastructure development

policy and establish an infrastructure
finance sysiem.

]

HG Conditi-ons Precedent

1.1  Identify/establish financial
institution and provide operational
responsibility & authorty.

1.2 Identify local government
borrowers.

1.3 Appraise local government
loan applications for water, sewer,

and/or solid waste collection projects. .

1.4  Package project revenue bond
financing.

1.5 Identify investors for revenue
bonds. :

1.6 Establish local gov'nt revenue
generation authornity.

Ll LR A L
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Technical Assistance & Training
Support

1.1 Develop capacity of finance
institution to originate and szrvice
project revenue bonds.

1.2 Improve capacity of local
government to formulate vizdle
projects, to provide land information,
and to plan and implement a land title
registration system.

1.3 Provide legal & regulatory
assistance.

1.4  Improve capacity of
underwriters. credit rating zgencies,

regulators. etc.

1.5 Improve capacity of local
2oV Nt to generate Tevenues.
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Policy Objective:

2. Promote innovative
infrastructure finance methods such as
build, own, operate, transfer (BOOT);
or build and transfer for payment
through transfer of physical assets
such as iand.

oy Ty P
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HG Condition Precedent:

2.1 Form joint sector Development
Corporation (DC) with private &
public equity participation.

2.2 Authority from state & local
govemnment to undertake
development.

2.3 Dynamic spacial plan: capital
improvement plan.

1A

s

Joint venture agreements with
land developers.

2.5 Idemtify water, sewer and/or
solid waste collection projecis.

2.6. Package revenue bond
financing. ) '

2.7  Identify investors.
;

g ——— JR——
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Technical Assistance & Training
Support:

2.1 Develop DC capacity to plan,
finance. construct and manage
BOOTs, eic.

-

(¥4
Ll L‘l.

2.2 Improve capacity of local
government to implement land title
registration system. and provide land i
information. L

B N e ¥

2.3 Improve capacity of
underwriters, credit rating agencies.
regulators. etc.

2.4 Assist with identifying US
joint venture partners.

2.5  Provide legal & regulatory
assistance.
L
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Policy Reform II:

Increase private sector participation in the delivery of municipal services and land development.

-3

Policy Objectivé:

3. Improve the ability of private
land developers and Jocal
governments 1o form partnerships.

‘H,G Conditions Precedent:

3.1  Local government & land
developers must form partnerships to
be eligible to participate in
infrastructure finance programs.

3.2 Substantial progress towards
creating local gov'nt urban
management information system.

Technical Assistance & Training
Support:

3.1  Improve local government's
ability to facilitate privatization
(negotiate, prepare contracts, contract
administration).

3.2 Improve local government’s
capacity to evaluate physical,
economic and environmental impacts
of land development.

3.3 Improve the capacity of private
developers to carry-out physical,
economic and environmental analysis.

3.4  Promote self-reguiztion and
licensing of real estate 2gants and
land developers.

3.5  Assist with identiving US
joint venture opportunitizs. '
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Policy Objective:

4. Improve the capacity of local

governments to enter into agreements
with private providers of basic urban
services.

Loy

)

HG Conditions Precedent:

4.1  Willingness to implement trial
programs for privatizing municipal
services, and participate in technical
assistance & training programs.

4.2 Substantial progress towards
development of state level
performance standards for
privatization.

Technical Assistance & Training
Support:

4.1 Improve capacity to solicit,
negotiate, contract and manage private
sector providers.

4.2 lmprove capacity of private
providers to deliver municipal

services.

4.3  Assist with identifving US
joint venture opportunities.
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Policy Reform II: Improve the capacity _of jocal government’s to plan.

operate, maintain and recover the costs for basic

urban services.

Policy Objective

"5, Improve the capacity of local
covernments to plan for basic urban
services.

HG Conditions Precedent

5.1  Willingness to implement trial
programs and participaie in technical
assistance & training.

5.2  Substantial progress towards
delegation of authority from state to
Jocal gov'nt for management of urban
development.

Technical Assistance & Training
Support

5.1  Improve capacity to carry-out
dynamic spacial planning in lie of
master planning.

5.2 Improve capacity for capital
improvement planning, and
coordination with dynamic spacial
planning.

5.3  lmprove ability to coordinate
planning between municipal
corporations and authorities.

5.4  Assist with identifving US
joint venture opportunities.

5.5  Provide legal & regulatory
assistance.
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Policy Objective:

6. Improve capacity of local
governments 1o operate, maintain and
recover costs for basic urban services.

HG Conditions Precedent

6.1  Willingness to implement trial
programs and participate in technical
assistance & training.

6.2 - Substantial progress towards
delegation of authority from state to
local gov™nt to recover costs for basic
urban services,

Technical Assistance & Training
Support: .

6.1  Improve capacity of municipal
corporations and authorities to
coordinate operations, maintenance
and cost recovery.

6.2  Improve institutional capacity
through organizational development
and training.

6.3  Provide legal & regulatory
assistance.

6.4  Improve operaling.
maintenance and cost vecovery
technologies such as computerization,
Jeak detection, etc.
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AID
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BEST

AVAILABLE

BT PROJECT # 386~-0531

FJNCLAS SECTION @1 OF A5 STATE 247124
AID ADM

a;.o. 12356: N/A

LAAGS:

SUBJECT: INDIA FINANCIAL INSTITUTIONS REFORM AND
TPXPANSION (FIRE)} (386-1G-F15) HOUSING GUARANTY
FAUTHORIZATION

ml. THE ASSISTAHT ADMIHI“TRATOR NURRAY FOR ASTA, HRREDY
OELEGATES TO USAID/INDIA THE AUTHORITY TO hUTHORIZE THE
ISUBJECT PROJECT BY SIGNING THE GUARANTY AUTHORIZATION. A
CONUTMESSIONAL NOTIFICATION (CN) FOR SUBJECT AUTHORIZATION
~WAS SUBMITTED TO CONGRESS ON JULY 26, 1993. TH® SENATE
pFOREIGN RFLATTIONS COMMITTEE (SFRC) PUT AN INFORMATIONAL
'HOLD ON THE CN ON JULY 27. THE ASIA BUREAU AND PRE/U WILL
_MEET WITH SFRC STAFF MEMBERS ON 12 AUGUST 1993 T0O DISCUSS
PHE PROJECT. ONCE WE NQOTIFY TOU THAT THE INFORMATIONAL
"HOLD ON TUE CN HAS BFFN REMOVED, TU® ASIA BUREAU AND PRE/U
REQUEST THAT USAID/INDIA AUTHOHIZF THR SUBJECT PROJFCT,
AND THEN OBLIGATE THE SUBJECT PROJECT, AFTER SIGNING THE
SCUARANTY AUTHORIZATION, DY Ib 3UING A LETTER OF ADVICE TO
“THE REPURLIC OF [NDTA,

%2. 386~-HG-g15 IS A FOURTREN MILLTON DOLLAR UOUSING
GUARANTY (HG) WITH A SUBSIDY COST OF TWO MILLION EIGHT
HUNDRED FIFTY—-SEVEN THOUSAND DOLLARS THE CREDIT SUBSIDY
i lAS BEEN ATPROVED,

JS. THE MISSIOH DIRECTOR OR DEPUTT DIRECTOR OF USAID/INDIA
- 15 REQUESTED TOG SIGH AND APPROVE THE GUARANTY
SAUTHORIZATION AND T0 SIGN AND DELIVER THUE LETTER OF ADVICE
JFOR INDIA IN THE NAME OF AND ON BEHALF OF THE UNLTED
STATES OF AMERICA, ACTINS THROUGH THE AGTNCY FOR
jINTEﬂNATIONﬂL DEVELOPMENT. TIHE TEXT OF THE GUARANTY
JAUTHOHI7ATION IS AS FOLLOWS IN PARA 5 BELOW. THE TEXT OF
THE LETTER OF ADVICE I3 AS FOLLOWS 1M PARA 6. ITS
_ATTACHMENT, ANNEX A: TEnM SUEET, IS AS FOLLOWS IN PARA 7.
[ji. FOTLLOWING BXECUTION OF THE AUTHORIZATION AND RECTIPT
FROM TIHF BORTMOWER OF THE COUNTERSIGNED LETTER OF ADVICE,
<PLEASE NOQTIFY PRE/H DY CADLE CONFIRMING TUAT THE LETTER OF
IEADVIGE WAS RRCEIVED AND COUNTERSIUGHNED BY THE BORROYTR NO
LATERL THAN AUGUST &1, 1995, AND SHND ONW ORIGIMAL SIGHRD
COPY OF BOTH 'THE AUTHORIZATION AND PHE LETYER OF ADVICE TO
3AID/FA/FH/LH:DNEWHAN WITH CQPIES TO PRE/H.

1
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Y GUARANTY AUTHORITY
ROGRAM NO. 386-HG—-1V.
AUTOORIZATION NO. 386-1G-015)

1
ROVIDED FROM: HOUSING GUARANTY AUTHORITY

!
pR: THE GOVERNMENT OF INDIA

i

URSUANT TO THE AUTHORITY VESTED 1IN THE MISSION DIRECTOR

Y THE FOREIGN ASSISTANCE ACT OF 1961, AS AMENDED (FARQ)

ND THE DELEGATIONS OF AUTHORITY ISSUED THEREUNDER, I
EREBY AUTHQRIZE THE ISSUANGCE TO ELIGIBLE U.S. INVESTORS
INVESTORS) ACCEPTABLE TO A.I.D. OF GUARANTIES PURSUANT TO
ECTION 222 OF THE FAA OF NOT T0 EXCEED UNITED STATES :
OLLARS FOURTREN MILLION ONLY (U.S. DOLS 14,600 ,8488) IN

ACE AMOUNT. THE GUARANTIES SHALL ASSURE AGAINST LOSSES

S PROVIDED IN TUE HOUSING GUARANTY STANDARD TERMS AND
ONDITIONS (22 C.¥.R. PART 204) WITH RESPECT TO LOANS
NCLUDING ANY -REFINANCING THEREQF. THESE GUARANTIED LOANS
HALL 1IE MADE TO THE GOVERNMENT OF INDIA (DORROWER) TO
UPPORT TIIE IMPROVEMENT OF TIUE OPERATING ENVIRONMENT OF

HE CAPITAL MARKET AND TO ASSIST IN.THE DEVELOPMENT OF THE
'EBT COMPONENT OF THAT MARKET WITH SPECIAL EMPHASIS ON
NFRASTRUCTURE FINANCE AS A MEANS FOR STIMULATING DEBT
\ARKET DEVELOPMENT AND THAT BENEFITS SHELTER-RELATED
NFRASTRUCTURE FOR THE UNBAN POOR.

'HESE GUARANTI®ES SHALL BE SUBJECT T0 THE FOLLOWING TERMS
JND CONDITIONS:

i TERMS "OF GUARANTTY
|

BE LOANS AND ANTY REFINANCING THERFEOF SIALL EXTEND FOR A
'ERIOD OF UP TO THINTY (38) YEARS FUOM TRE DATE OF EACH
JISBURSEMENT OF THE LOANS AND MAY INCLUDE A CRACFE PERIOD
¥ UP TO TEN (19) YEARS ON REPAYMENT OF PRINCIPAL, DURING
{HICH THE INTEREST- SHALL ACCRUE AND RE PAYABLE, AND
JONTAIN SUCH OTHER TERMS AND CONDITIOHS AS ARE AGREFRD TO
JY THE BORROWER AND THE INVESTOR, SUBJECT TO THE APPROVAL
)F A.1.D. THE GUARANTIES OF THE LOANS SHALL EXTEND TOR A
PERIOD BEGINNING WITH THE FIRST DISBURSEMENT OF THE LOANS
\ND SHALL CONTINUE UNTIL SUCH TIME AS THE INVESTOR EBAS
3EEN PAID IN FULL PURSUANT TO THE TERMS OF THE LOANS.

~ 2. INTEREST RATE

UNCLASSIFIED STATE 247124/01
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[NTEREST RATE OR RATES OF INTEREST PAYABLE TO THE INVESTOR

SURSUANT TO THE LOANS SHALL NOT EXCEED THE ALLOWABLE RATSE ;

)F INTEREST PRESCRINED PURSUANT TO SECTION 223(F) OF THE ~

"OREICH ASSISTANCE ACT OF 1961, AS AMENDED (FAA), AND

SHALL BE CONSISTENT WITH THE RATES OF INTEREST GENERALLY - BEST
\VAILABLE FOR SIMILAR TYPES OF LOANS MADE IN THE LONG-TERM AVAILABLE

J..5. CAPITAL MARKETS.
- 3. GQYERMMENT OF INDIA GUARANTY

'RIOR TO DLISTBURSKMENT OF ANY LOAN AMOUNTS PURSUANT TO TIIS
'UARANTY AUTHORIZATION, A WRITTEN GUARANTY TO INDEMNIFY
\.I1.D. AGAINST ALL LOSSES ARISING BT VIRTUE OF A.1.D.°S
JUARANTIES TO THE INVESTOR OR FROM NON-PAYMENT OF THF
\.I1.D. FEE SHALL BE PROVIDED IN A FORM SATISFACTORI TO
\.I.D. BY THE GOVERNMENT OF INDIA (OR A FINANCIAL
NSTITUTION AUTHORIZED BY THE GQVERNMENT OF INDIA TO
PROVIDE SUGH A GUARANTY AND APPROVED BY A.E.D.).

- 4. FEE

THE FEE OF THE UNTTFD STATES SHALL BE PAYABLE IH U.S.
DOLLARS AND SHALL BE EQUAL TO ONE-HALF OF ONE PERCENT (1/2
ERCENT) PER ANNUM OF THE OUTSTANDING GUARANTTED AMOQUNT OF
PIIE LOANS PLUS A FIXED AMOUNT EQUAL T0 ONE PERCENT (1
PERCENT) OF THE AMOUNT OF THE LOANS AUTHORIZED OR ANY PART
pHEHEOF, w0 DBE PAID'AS A.L1.D. MAY DRTERMINE UPOHN
DISBURSEMENT OF THE-LOANS.

OTHER TERMS AND CONDITIONS

|

|

|

- 9.

LHE GUARANTY SHALL BE SUBJECT TO SUCH OTHER TERMS AND
ONDITIONS AS A.I.D. MAY DEEM NEGCESSARY.

IN ACCORDANCE WITH THE PROVISIONS OF THE FEDERAL CREDIT
REFORM ACT OF 1999, I HERELRY AUTHORIZE TIUE OBLIGATION OF

UNITED STATES DOLLARS TWO MILLION EIGHT HUNDRED FIFTY—
SEVEN THOUSAND (DOLS 2,457,200) TO COVER THE SURSIDYT COST
OF AUTHORIZATION.NQ. 3R6-HCG~#15 AND FOR USE OF UNITED
STATES DOLLARS FOURTEEN MTLLTION (DCLS 14,000 ,094) 1IN
SUATRANTY AUTHORITY. ACTION MiST BE TAKEN TO OBLIGATE
THESE FUNDS BY MO LATER THAN AUGUST 31, 1993 BY RECEIVING
FROM THE GOVERNMENT OF INDIA THE COUNITERSIGNED LETTER OF
ADVICE, THE GUANANTIED LOANS MUST UE DISDURSED WY NO
LATER THAN SEPTEMDER 3@, 1998 AFTER WIUICH TIME THE

OBLIGATED FUNDS EXPIRE. .

WALTER G. BOLLINGER
DIRECTOR
USAID/INDIA ,

UNCLASSIFIED STATE 247124/02
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http:AUTHORIZATION.NO

LETTER OF ADVICE

- BEST
AVAILABLE

- VARADACHARY

NT SECGRETARY

>)ARTMENT OF ECONOMIC AFFAILRS
IISTRY OF FINANCE

'ERNMENT OF INDIA

1TH BLOCK, NEW DELHI 110001

iR MR. VARADACIHARY:

3JECT TO THE TERMS OF THIS LETTER OF ADVICE AND SUCH
RMS AND CONDITIONS 710 BE FURTILR AGREED UTON IN AN
PLEMENTATION AGREEMENT AND IN CONSIDERATION FOR SUCH
LICY CHANGES AND OTHER COMMITMENTS TO BE MADE BY THE
YERNMENT OF INDIA (" BORROWEFR ) AS SEf FORTH BELOW, THE
ENCY FOR INTERNATIONAL DEVELOPMENT ( A.I.D. ) HAS AGREED
GUARANTY LOANS TO THE BORTROWER OF UP TO FOURTEEN
LLION UNITED STATES DOLLARS {(US DOLS 14,000,083) TO
NANCE COSTS ASSOCIATED WITH THE DEVELOPMENT OF THE DEBT
RKET WITH SPECIAL BMPHASIS ON URBAN ENVIRONMENTAL
FRASTRUGCTURE FINANCE IN INDIA.

SET FORTH IN DETAI; IN THE APPROVED PROJECT PAPER
RMING THE BASIS FOR THE AUTHORIZATION OF THE GUARANTTY,

UNCLASSIFIED STATE 247124/02
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PURPOSE OF TUIS PRCJECT 1S5 T0O SUPPORT THE [MPRUverznT
TILE OPERATING ENVIRONMENT OF THE CAPITAL MARKET AND TOQ
IST IN THE DEVELOPMENT OF THE DEBT COMPONENT OF THAT
KET WITE SFRECIAL EMPHASIS ON URRAN ENVIRONMENTAL
RASTRUCTUREY FINANCE THAT BENEFITS THE URBAN POOR AS A
NS FOR STIMULATING DEBT MARKET DEVELOPHMENT. THE

JECT WILL PRNOMOTE DEVELOPMENT OF AN INFRASTRUCTURE |
ANGE SYSTEM; FINANCIAL INSTITUTIONS TO ORICINATE AND
VICE PROJEGT DBASED NEVENMUR DONDS AND SIMILAR LONG TERM
O THSTRUMEBNT S LOCAL GOVERNMENTS T0 FORMULATE VIADLE,
IROHMENTALLY SOUND URBAN INFRASTRUCTURE IMPROVEMENTS;

) TRALNING GAPACIYTY FOR LOCAL GOVEQNMENES/AUTHORITIES

) PRIVATE DEVELOPERS 170 DEVELOP, OPERATE, MAINTAIN, AND
JOVER COSTS OF URBAN INFRASTRUCTURE AND INNOVATIVE
‘RASTRUCTURE FINANCE METHODS. THE RUPEE EQUIVALENT OF

B LOANS WILL BE USED TO IMPROVE URRAN ENVIRONMENTAL
FRASTRUGTURE FOR HOUSEHOLDS BELOW THE URBAN MRDIAN

COME LEVEL OF INDIA. A.I.D.”S COMMITMENT TO GUARANTY

E LOANS IS VALID FOR A PRRIOD OF 24 MONTRS FROM THE DATE
1S LEPTER OF ADVICT IS5 COUNTERSIGNERED. SHQULD THE

RROWER FAIL TO REECUTE A LOAN AGNEEMENT WITHIN TUAT
R10OD, A.I.D. RESERVES TUE RIGHT TO CANCEL I'5 COMMITMENT
GUARANTY. -

LIOR TO THE ISSUANCE OF A.I.D.3S GUARANTY, THE BORROWER
[LL COMPLETE EXPENDITURES SATISFACTORY TQ A.I.D. WHICH
[LL DIRECTLY BENEFIT BRLOY-MEDIAN-INCOME FAMILIES.
.I.D."S ISSUANCE -OF A GUARANTY IS FURTUER DEPENDENT ON
IJE GOVERNMENT OF INDIA'S DEMONSTRATED SUPPOOT FOR THE
YPLEMENTATION OF "HE FOLLOWING ORBJECTIVES CONTAINED N
HE PROJECT PADPRR: -

1. PROMOTE DEVELOPMENT OF A COMMERCIALLY VIARBLE
INFRASTRUCTURE FINANCE SYSTEM:

1.1 DEVELOP THE CAPACITY OF FINANCE INSTITUTIONS TO
ORIGINATE AND SERVICE PROJECT BASED REVENUE BONDS
AND SIMILAR LONG TERM OEBT INSTRUMENTS.

1.2 CREATE THE LEGAT AND BECULATORY FRAMEWORK FOR URBAN

ENVIRONMENTAL INFRASTRUCTURE FINANCE AND
DEVELOPMENT.

1.3 IWMPROVE THE CAPACITY QF UNDERWRITERS, CREDIT RATING
AGENCIES, AND REGULATIONS TO PROMOTE PROJECT BASED -

REVENUE RBONDS.

1.4 TPROMOTE INNOVATLVE INFRASTRUCTURE FINANCE AND

PROJECT DESIGH METHODS TUAT BUYILD IN PRIVATE SECTOR

TARTICIPATION AND ASSESS DISASTER UAZARDS THAT
WOULD AFFECYT PROJECT DEVELOPMENT RISK.
- 2. STRENGTHEN LOCAL COVERNMENT MANAGEMENT OF URRBAHN
i
UNCLASSIFIED STATE 247124/83
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ENVIROHMENTAL INFRASTHULIUKL: S

2.1 IMPROYE THE CAPACITY OF LOCAL GOVERNMENT TO -
FORMULATE VIABLE, ENVTRONMENTALLY SOUND PROJECTS.

2,2 IMPROVE THE CAPACITY OF LOCAL GOVERNMENT TO
GENERATE MEVENUES.

2.5 API'LT AND IMPROVE TUE ENVIRONMENTAL ASSKSSMENT
CAPACITY OF NATIONAL, BUT BSPECIALLY STATE AND
LOCAL, AUTHORITIES AND PRIVATE ENTITIES.

2.4 IMPROVE OPERATIONS AND MAINTENANCE AND GOBT
RECCVFRRY TECHNOLOGIES SUCH AS COMPUTERIZATION AND
LEAK DETECTION.

5.5 ASSIST THE CENTRAL AND STATE GOVERNMENTS IN
TARCET ING TUEIR BUDGETARY SUPPORT TO TOGAL
COVERNMENTS, AND STRENGTHEN THE CAPACITI oF TUE
NATIONAL INSTITUTE OF URBAN AFFAIRS TO MONITOR AND
SUPPORT RESEARCH AND PROVIDE TRAINING IN SUPPORT OF
THE NEW DECENTRALIZATION INITIATIVES AND
PRIVATIZATION OF MUNICIPAL/INFRASTRUCTURE SERVICES.

- 3. FACILITATE PUBLIC/PRIVATE PARTNERSHIPS FOR URBAN
ENVIRONMENTAL INFRASTRUCTURE:

3.1 IMPROVE TUE ABILITY OF PRIVATE LAND DEVELOPERS AND
STATRE/LOCAT, AGENCIES TO FORM PUBLIC/PRIVATE
PARTNERSHIPS.

UNCLASSIFIED STATE 247124/903
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3.2 DEVELQOP STATE LEVEL PERFORMANCf STANDARDS FOR
PRIVATIZATION.

E APPRECIATE YOUR COMMITMENT TO SUCCESSFUL PROJECT BEST
MPLEMENTATION AND LOOK FORWARD TO CLOSE COLLABORATION AVAILABLE
ITH YOU IN THIS IMPORTANT EFFORT.

OR SIGNATURE:

Y: WALTER G. BOLLINGER
IRECTOR
SAID/INDIA

CCEPTED AND AGREED AS OF TUE DATE FTIRST ABOYE WRITTEN:

‘B COVERNMENT OF INDIA, ACTING BY AND THROUGH 1TSS
IINISTHY OF FINANCE

1Y
IAME
FTITLE

\TTACHMENT ¢
ANNEX A: TERM SHEET.

7. TERM SHERT

FINANCIAT INSTITUTLON REFORM AND EXPANSION
INDIA HOUSING GUARANTY

PROGRAM NOQ. 386-HG—IV

AUTHORIZATION NO. 38G-1G-815

BORTIOAEDR : GOVERNMENT OF INDIA

- A. TERMS AND CONDITIONS:

—- 1, TERM OF GUARANTY: THE LOANS (INCLUDING ANY
REFINANCING THEREOF) SHALL EXTEND FOR A PERIOD OF UP 710
THIRTY (30) YEARS FROM THE DATE OF EACH DISBURSEMENT AND
MAY INCLUDE A GRACE PERIOD OF UP TO TEN (174) TEARS ON
REPAYMENT OF PRINCIPAL AND SUCH OTHER TFRMS AND CONDITIONS
AS MAYT BE AGREED DY TUE BORROWER AND THE INVESTOR, SUBJECT
TO THE APPROVAL OF A.I.D. THE GUARANTIES OF THE LOANS
SHUALL EXTEND FOR A PFERIQD VBEGINNING WITH THE DISNURSEMENT
OF THE LOANS AND SHALL CONTINUE UNPILII SUCH TIME AS THE
INVESTORS HAVE BEEN PAID IN FULTL PURSUANT TO THE TERMS OF

TILE LOANS.

- 2. INTEREST RATE: THE, RATE OR RATES OF INTEREST
1

UNGLASSIFIED STATE 247124/04
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CADLE 70 TEE INVESTORS PURSUANT 10 THE LOANS SHALL 1.
CEED THE ALLOYABLE RATE OR RATES OF INTEREST PRESCRIBED
INSUANT TO SECTION 223(F) OF THE FOREIGN ASSISTANCE ACT
1961, AS AMENDED ( FAA"), AND SHALL BE CONSISTENT WITH
£ RATES OF INTEREST GENERALLY AVAILABLE FOR STMILAR

PES OF LOANS MADE IN THE LONG~TERM U.S. CAPITAL MARKETS.

5. GOVERNMENT OF INDIA INDEMNITY: THE FULL TATTI AND BEST - -
PDIT OF TUE GOVERNMENT OF INDIA SUALL BE PLEDIED TO AVAILABLE
IDEMNIFY A.1.D. IN U.S. DOLLARS AGAINST ALL LOSSHS

YT NG 1Y VIRTUE OF A.1.D.’S GUARANTIES 20 THE LNVESTORS

Cenom NON—PATHENT OF THE A.I.D, FEE. THE INDEMNITE

'LICATIONS OF THE GOVERNMENT OF INDIA SHALL B® SET FORTH ,

T THE IMPLEMENTATION AGREEMENT.

4. FBE: THE A.1.D. FEE SHALL BE PATABLE BY THE

3RROWER IN U.S. DOLLARS AND SHALL BE EQUAL TO ONE-9ALF OF
B PERCENT (1/2 PRRCENT) PER ANNUM OF THE QUTSTANDING
SARANTIED AMOUNT OF TUE LOANS TLUS A FLLED AMOUNT TQUAL

» ONE PERCENT (1 PERCENT) OF TUE AMGUNT QF THE LOANS
THORIZED OR ANY PART THEREOF, TO BE PAID AS A.I1.D. MAY
oTERMINE UPON DISDURSEMENT OF THE LOANS . ]

5. SELECTION OF INVESTORS: AT A TIME AGREED TO BT

I1.D. AND THE DORROWER, A.I.D. WILL PUBLISH AN
HNQUNCEMENT INFOMMING INTERESTED AND ELIZIBLE U.S.
HYESTORS, AS DEFINED IN SECTION 238(C) OF THE FAA, OF TIE
"{.D. AUTHORIZATION AND INVITING SUCH INVESTORS T0
MMUNICATE WITH TUE RORROWER DIRECTLY. THE TEXT OF THE
MNQUNCHBHMENT WILL BE AGREED UPON BY A.I.D. AND TRHE
AMROYER PRIOR TO ITS PUBLICATION.
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‘- 6., APPROVAL OF INVESTORS: A.I.D.°S CONCURRENCE IN THE
SELECTION OF INVESTORS IS NECESSARY PRIOR TO THE
BORROWERIS SIGNING A LOAN COMMITMENT. THIS CONCURRENGE
WILL BE BASED UPON RECEIPT OF COPIES OF LOAN PROPOSALS,
INCLUDING NAME, INTEREST RATE- RELATED FEES, SPECIAL

‘CONDITIONS, AND THE REASONS FOR THE BORROWERIS PROPOSED . BES
SELECTION AS WELL AS A COPY OF THE COMMITMENT THE BORROWER T
‘PROPOSES TO SIGN. AVAILABLE

~ 7. TERMINATION OF GOMMITMENT: A.I.D.’S COMMITMENT 19
GUARANTY LOANS TO THE BORROWER IS VALID FOR A PERIOD OF 24
MONTHS FROM THE DATE OF THIS LETTER. SHOULD THE BORBOWSER
FAIL TO EXECUTE A TOAN AGREEMENT WITHIN THAT PERIOD,
A.L.D., RESERVES THE RIGIT TO TERMINATE ITS COMMITMENT TO
GUARANTY. :

'~ 8., OTIER TERMS AND CONTITIONS: THE GUARANTY SHALL DW
SUBJECT TO SUCH OTHER TERMS AND CONDITIONS AS A.1.D. MAY
DEEM NECESSARY.

- B, IMPLEMENTATION DOCUMENTS

- 1. IMPLEMENTATION AGREEMENT COVERING THE PROJECT
"BETWEEN BORROWER AND A.I.D.

,— 2. LOAN ACREEMENT (OR EQULVALENT AGREEMENT) CQVERING
THE LOAN DETWEEN INVESTOMNS AN BORROWER.

= 3. A LOAN-ASSOCIATED PAYING AND TRANSFER AGENCY
AGREEMENT, BETWEEN THE BORROWER AND THE A.I.D,-APPROVED
PATING AGENT (THE RISSS NATIONAL BANK OF WASHINGTON, D.C.)
,TO FACILITATE LOAN SERVICING.

I
f

= 4. STANDARD TERMS AND CONDITIONS {(CODIFIED AT 22
:C.F.T., PART 204) COVERING THE GUARANTY OF TUE LOANS
BETWEEN THE INVESTORS AND A.I.D.
CHRISTOPHER
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