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1 Introduction

Objectives

This study concerns one of four strands of adminitrative barriersto foreign
direct investment (FDI) in South Asa under investigation as part of aFIAS
project. It specificdly concerns Exchange Control or Foreign Exchange
Management. The methodology is described in Appendix 1.

The purpose is to identify waysin which, in the context of Foreign Exchange
Management, the ingtitutional context had helped or hindered the shift towards
generd economic liberdization or deregulaion. It is based on acase study
gpproach and was designed to consder the pros and cons of these indtitutional
processes from the perspective of the investor, and not just from the
perspective of the country under review.

This report concentrates primarily on the success or atherwise of the
inditutiona processesin Bhutan and India, that have been influentid in
attempting to ensure that the Foreign Exchange Regulations and associated
systems and procedures mirror the nationa policy for FDI.

The report identifies a digtinct change in the gpproach and obyjectives of
Exchange Control policies. The former gpproach of rigid controls
encompassing a protective sysem is now no longer gppropriate given the
emphass on globdization and a liberdized market place.

The recognition of the benfits of globalization, and the encouragement of
internationa trade and foreign investment, has resullted in a digtinct change of
emphasi's when managing currency movements.

The mood swing is away from the concept of ‘ control and condtraint’ asa
means of consarving foreign exchange and its utilization for economic
development, towards one where the objective is to facilitate externd trade
and thereby promote an orderly development and maintenance of the foreign
exchange market.

Coupled with this, the reference to * Exchange Control’ has, in generd, been
replaced by areference to Foreign Exchange Management.

Given this digtinct change in emphesis, it must dso be recognized thet the
pace and indeed the style of liberdizing long established Exchange Control
policies and the associated monitoring processes varies from country to
country. Thereis no defined pace or common approach formula

Thisreport isintended to take an overal view of the processes involved when

inditutionsidentify and implement changes to their Foreign Exchange policy
and procedures. The outcome of these processesiis then applied to the effect
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that they have, or are expected to have, on two case study countries, Bhutan
and India

Alongside these two case sudies, athird case sudy comparison is made to
processes adopted with Exchange Control systemsin the UK, Botswana and
Rwanda. Minor reference is made to the winding up process of Exchange
Controlsin the UK.

Whil&t the theme of the report is to focus on the process of sysemsand policy
change undertaken by ingtitutions rather than the detail of good and bad

practices of the technica aspects of Exchange Control, some reference is made
to the technica aspects as part of the examination.

Definition of administrative barriers to
investment

For the purposes of this study any adverse affect on investment caused by
reaction to Exchange Control policy and/or the associated administrative
procedure is regarded as an ‘adminidrative barrier’.

The legd base for Exchange Control is from underlying Nationd legidation,
which appoints the appropriate Central Banking Authority as the administrator

of the palicy.

The Commercia Banks, and where gppropriate  Foreign Exchange Bureaux,
are subsequently appointed as Agents for the administration process by the
Centrd Bank Authority. The Foreign Exchange Regulations represent the
‘Directives from which the Agents undertake their respongibilities

Thetransparency of the Foreign Exchange Regulations varies from country to
country. Inthe case of Bhutan and India the content is transparent and
avalableto dl. Both the Royad Monetary Authority of Bhutan (RMA) and the
Reserve Bank of India (RBI) have excdlent websites that provide
comprehengve detalls of their Foreign Exchange Regulaions and associated
procedures.

However, trangparency and availability of content of Foreign Exchange
Regulations does nat, in itsdlf, guarantee a barrier free system. It is necessary
to take aview of the intention behind the content.

The style of the Foreign Exchange Management systems reflects the intention
behind the policy objectives of the Nationd Government eg. if theintention is
to protect the market, the system will tend to be rigid and redtrictive.
Conversdy, if the objective isto deregulate and open up the market and
encourage foreign investment, the system will be liberd in syle, particularly

in support of externa trade.
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In any event the content of Foreign Exchange Regulations should supplement
the Nationa intention on FDI policy. The Regulations should not be seen as
an irritant that does not appear to support the Nationd objective.

Generdly, from an investment point of view there are three stages of the
investment processes a which administrative barriers can gpply. These are:

At theinitid stage of investment when funds are introduced to finance
the business.

During the operating period of the business when outflows and inflows
of foreign currency for Current and Capita Account transactions form
part of the norma business pattern

During the closing down or sdlling stage when there may be aneed to
repatriate funds abroad.

The changes in the objectives and gpproach of Indtitutions to Foreign
Exchange Management by the Indian and Bhutanese authorities are covered in
this Report. Referenceis dso made to dternative policy and processes from
elsawherein thethird case study

Component procedures and their relative
significance

Component procedures are defined here as different categories of transaction
in the investment process. T he following components form the foreign
currency transaction base for dl foreign investors:

Conditiondity of inflow of investment funds eg. hard currency
(reflects Nationd policy).

Conditiondity of eligible categories of investment (reflects Nationd
FDI policy).

Conditiondity of percentage holdings permitted in sectors (reflects
Nationd FDI palicy)

Format of investment vehicle eg. joint venture or otherwise.
Minimum leves of investment (reflects Nationa FDI palicy).
Conditiondity of borrowing i.e. localy and abroad.

Avallability of foreign exchange to meet Current Account transactions
(ArticleV111).
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Conditiondity of transferring foreign exchange to meet Current
Account payments, particularly:

Payment of dividends and profits

Payment of royalties/patents, technica know-how etc.
Payment of import payments.

Receipt of export proceeds.

Giving of guarantees to nonresidents.

Maintenance of foreign currency accounts both localy and
abroad.

Conditiondity rdlating to the transfer of expetriate sdaries.

Conditiondity of repatriation of cgpita in the event of liquidation or
sde of busness.

Criteria for selection of component procedures

Description of the sdlected component processes
Bhutan

The sdection process for Bhutan takes into account the newness of the
investment environment and looks at the preparedness of the policy and
systems to accommodate new investors. At this stage, it is not gppropriate to
assess the progress of a single component procedure.

One areathat is making progress:

‘The redization of the need to delegate some Current Account
transactions to the Commercial Banks!’

One area that requires further attention:

‘The Foreign Exchange Regulations, refer to basic Current Account
transactions only; in the absence of guiddines the remaining Current
Account and al Capital Account transactions are dedt with on an ad-
hoc bassby RMA as policy evolves. The palicy for dl Current and
Capita Account transactions needs to be formaly incorporated into the
Foreign Exchange Regulations .
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India

The selection processin Indiatakes into account the Indtitutiond attitudes that
have guided India from a protective system of Exchange Controlsto one of
liberdization.

An areathat is progressng well:

“The manner in which Exchange Control has been adapted to facilitate
the process of achieving the Nationd Government objectivesin
atracting foreign investment. The resultant effect on investment
goprovad procedures, particularly the inflow of investment funds'.

An area that took time to progress:

‘The trangition from a restricted/enforcement based system of
Exchange Control to alibera system of Foreign Exchange
Management incorporating Current Account convertibility and partia
Capitd Account convertibility. The affect on this process on Current
Account transactions”

Botswana (reference to UK) and Rwanda

The sdlection processin Botswana and Rwandatakesinto account the
inditutiona attitudes that have guided Botswana from arigid sysem of
controls to full convertibility, and the preparation process that Rwanda has
undergone to mirror FDI policy:

Botswana— An example of aprocess that progressed well. ‘To
achieve full convertibility’.

Rwanda— An example of an areathat required urgent attention. ‘It

took time to undertake areview of Foreign Exchange Regulationsto
improve the invesment environment and mirror new FDI policy’.
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2 Case study: Bhutan

Bhutan isthe first case sudy undertaken as part of thisresearch. In addition to
the contextud information provided in Appendix 2, key investment factors are
described below, followed by asynopsis of Exchange Control information
givento potentid investors.

We then describe the two component processes being focused upon in more
detail, consdering the pros and cons associated with their devel opment.

Common information on foreign direct investment in Bhutan

The concept of foreign investment has only been recently been accepted asa
Nationd policy in Bhutan and Government has, understandably, adopted a
cautious approach which reflects a strong protection of the environment and
small traders.

The Foreign Investment Policy has been identified and drafted and is due to be
passed through the Nationa Assembly by the end of March 2003. The content
of the draft law iswell thought out and is based on ‘ uniformity of trestment’

of dl busnessesin Bhutan i.e. foreign investors and locd residents, inthe
goplication of laws, rules and regulations of the country.

Exchange control information given to potential investors

These are the Exchange Control congderationsthet will goply to investorsin
Bhutan:

All inflows of investment funds must bein *hard currency’.
Theinvestment must be in the form of ajoint venture.

The maximum non-resident ownership is 70%; the balance must be
local interest.

The minimum investiment for manufacturing sector invesment is
US$Imillion and for the sarvice sactor investment is US$500,000.

Payment of dividends and profits are goproved subject to tax
requirements and sufficient hard currency earnings to support the
paymert.

Payment for imports are readily approved provided that an ‘import
licence' has been issued by the Ministry of Trade and Industry.

Foreign Exchange Controls



Foreign earnings e.g. exports of goods and sarvices, haveto be
repatriated and surrendered into loca currency unless specid
arrangements agreed with the Royd Monetary Authority of Bhutan
(RMA).

Permission to maintain foreign currency accounts abroad requires
RMA approval.

Thereis no Exchange Control regtriction to foreign investors
borrowing loca currency for loca working capita purposes.

Sdle proceeds of investment may be repatriated provided thet dl locd
tax lighilities have been met.

Asforeign investment policy is new, and as yet untested in Bhutan, it
isuncertain asto the time and cost congraints thet will be imposed on
the investor when considering the Exchange Control implications as
part of the review process.

Current account delegation making progress

‘Theredlization of the need to delegate some Current Account transactionsto
the Commercid Banks and streamline procedures

This relates to the desire to delegate Current Account transactions at a
momentum that reflects the cautious approach adopted by the Nationa
Government of Bhutan.

Whilgt partial delegation to the Commercid Banks has taken place, the
maority of Current Account applications are sent to the RMA for
goprovd. The RMA isanxious to set proceduresin place whereby
further del egations can be made to the Commercial Banks.

It isthe intention that, in time, increased delegation of Current Account
transactions will enable the RMA to assume a predominantly
monitoring/ingpection role whilst concentrating their efforts on Capital
Account transactions.

Asthe stuation gpplies a present, from an investor’s point of view, the
concept of having to submit the bulk of Current Account gpplications
to the RMA may be a concern over potentid delays and unnecessary
bureaucracy. To the credit of RMA no such delays occur but, as
economic activity increases, ddays and resultant inferior service could
become aredity.
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The gpproach towards del egetion has been ddiberatdly cautiousin

order to give the Commercid Banks time to adapt to the concept of
processing applications. We must not lose sight of the fact that the

banking sysem in Bhutan is very new and the market placeis small.

Asmentioned, the process of delegation isunder way dbeitina
limited form. The Commercid Banks have authority to ded with
certain gpplicationsin respect of trave, the operation of foreign
currency accounts of non-resident workers and diplomatic staff.

Additiondly, the RMA,, in liaison with the Department of Trade and
the Minigtry of Finance, has been instrumenta in setting up an
arrangement in 2002 whereby import payment procedures were
sreamlined.

The cautious gpproach has been appreciated by the Commercia Banks
who now fed ready to take on board the processing of additiond

Current Account transactions.
Regulatory guidelines requires further attention

‘The Foreign Exchange Regulations refer to basic Current Account
transactions only; in the absence of guiddines the remaining Current Account
and dl Capitd Account transactions are dedlt with on’ad hoc' bass by RMA
aspolicy evolves. The palicy for dl Current and Capita Account transactions
needs to be formaly incorporated into the Foreign Exchange Regulations .

This represents an observation that even though the officia intention of
Exchange Contral palicy isto encourage and support FDI, the lack of a
proper regulaory framework can represent afase picture tothe
investor.

Any potentia investor in Bhutan will have alist of questions releting
to movements of foreign exchange both for Current and Capita
Account transactions. They will be looking for assurances and will
request Sght of the underlying legidation aswell asthe Foreign
Exchange Regulations, they will aso seek some knowledge of
procedures.

At present with no reference in the Regulations to some Current
Account transactions e.g. dividends and profits, and no reference to
Capitd Account transadions, there will be a degree of discomfort in
the eyes of the investor. Verbd assurances will not be enough.
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The anomaly exists because the Foreign Investment Policy contains
specific guiddines as to how Capitd Account transactions arising from
invesments will be processed; at present the Foreign Exchange
Regulations cannot support this policy.

Basicdly it becomes a game of catchrup and isnot an uncommon
Stuation when FDI isfirst introduced (see Rwanda case study below).

Sources and origins for both component processes

The problem has occurred because the market place in Bhutan is very new and
there has been minimd trading activity beyond Indiaand Nepd. The vest
mgjority of trading activity iswith Indiawhere dud currency arrangements
aoply. The banking system is amilarly new and has developed in a cautious
manner, which reflects Nationa sentiments.

The present Foreign Exchange Regulations were drafted in 1997 and
encompassed those aspects of foreign exchange transactions thet were relevant
a that timei.e. the mgority of the trade with India.and no provision made for
FDI which, at that time was not an option in Bhutan.

The problem initidly cameto light in the late 90'swhen aforeign investor
was permitted to invest in the country with minimal Exchange Control
formdity. Unfortunately, thisinvestment was not a success, and the need to
revamp the Act and Regulations became apparent.

This Stuation has been exacerbated by the forma establishment of a Foreign
Direct Investment Law which, as has been mentioned, incorporates foreign
exchange provisons that are not covered in the Foreign Exchange
Regulations

SWOT on technical policy of the reform

At present, the technical features of the policy reform are not in place for some
Current Accaunt and any Capita Account transactions. All components listed
in Chapter 1 of this report, will need to be covered in the Regulaions.

Whild this represents aweaknessin the technica policy reform process, this
is countered by an understanding and intent of the Authorities to address the
gtuetion.

SWOT on administrative matters

The arrangement by which the mgority of Current Account transactions and
al Capital Account transactions are processed by the RMA isnat, in the long
term, adesirable dtuation. At present, existing saff numbersin the RMA can
cope with the flow; any influx of investors could place pressure on the system.
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The decison base in the Foreign Exchange department of the RMA comprises
asmdl group of staff that will need to improveitsskill base, in order to
understand and dedl with Capita Account transactions.

There remains awill to ensure that administrative matters run smoothly. The
redization that the emphasis should be on Foreign Exchange Management
rather than Control indicatesa‘can do’ style of gpproach and the close and
effective relationship between the RMA and the Commercid Banksin the
tightly knit community bodes well for when the delegation process expands.

SWOT on institutional behavior

The weekness of indtitutiond behavior reflects the difficulties in securing
external assistance to help review the Foreign Exchange Regulations. Efforts
are being made to resolve this Stuation but, in the meantime, the Regulaions
and FDI policy are out of kilter.

The strength isthe redlization by the RMA that the job has to be completed
and that help isrequired.

Conclusion

In conclusion, the reform priorities are as follows:

To ensure that the Bank of Bhutan Act is amended to incorporate an
authority for the RMA to administer Foreign Exchange Management.

To ensure that the Foreign Exchange Regulations are reviewed to
accommodate dl Current Account transactions and those Capita
Account transactions that will involve FDI processes.

Some gaff training may be required.

A lesson learned is the need to ensure that Foreign Exchange policy is
regularly reviewed and that it dways mirrors FDI policy. Once the concept is
understood, the policies work hand in hand; the kick starting of the processis
aways difficult when Capita A ccount transactions are to be induded in the
Foreign Exchange Regulations for the first time.

Issues and questions arising as a result of the process of change or reform:

Ingtitutional commitment for these processes to work in tandem is
essentia so that the FDI promotion service provides a professond

package to potentid investors.
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3 Case study: India

Indiais the second case study undertaken as part of this research. In addition
to the contextud information provided in Appendix 2, key investment factor s
are described, followed by a synopsis of Exchange Control information given
to potentid investors.

We then describe the two component processes being focused upon in more
detail, consdering the pros and cons associated with their devel opment.

Common information on foreign direct investment in
India

There are two gpprova routes for setting up FDI in India that were introduced

in 1991 with the objective of improving entry procedures (Pre-1991, dl
goplications for FDI had to be gpproved by Government). The gpprova routes
are:

Government approvd route via the Foreign Investment Promotions
Board (FIPB) - formerly part of the Ministry of Trade & Industry,
recently became part of the Ministry of Finance and;

Reserve Bank of India (RBI) approvd via the automatic route.
The Government route gpplies as follows:

Thetransfer of interestsin Indian businessesisrestricted. Industries where
goprova from the FIPB is il required for new FDI include:

FDI in industries that require an industria license under the provisons
of the Indudtries (Development & Regulation) Act 1951.

FDI of more than 24% in the equity capitd of manufacturing items
reserved for smdl scae indudtries (SS).

All proposasin which the foreign collaborator has previous or existing
joint venturesin Indiain the relevant sector.

All proposds rdating to the transfer of shares from an Indian resident
to a non-resident.

All proposds for investment in certain Government sengitive industries
eg. sraegic indudtries, atlomic energy, broadcasting etc.
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All proposds for investment in certain specified industries where the
proposed investment isin excess of a maximum specified limit eg.
49% banking, 49% telecommunications etc. (Thislist issubject to
ongoing review. The categories of industries have been reduced and
the capsincreased, particularly since 1998. There are now 14
indugtriesin this category requiring Government gpprova many of
which dlow 100% FDI participation).

The Reserve Bank of India (RBI) automatic route applies as follows:

All other gpplicationsi.e. those that do not require Government
aoprova can be approved through the autométic route via RBI.

Exchange control information given to potential
investor

All inflows of investment funds must bein ‘hard currency’.

The investment may require Government (FIPB) approvd if not, entry
of funds will be auttomatic subject to RBI natification.

Specid arrangements apply for payments in respect of foreign
technology collaboration agreements (roydties etc). These
arrangements ercompass transfers through an automatic route where
specific Government gpprova is not required.

Payment of dividends and profits are goproved subject to tax
requirements (dividend balancing requirement was withdrawn in
2000).

Payment for imports are readily approved provided that an ‘import
licence has been issued by the Minigtry of Trade and Industry.

Foreign earnings e.g. exports of goods and services have to be
repatriated and surrendered into loca currency unless agreed otherwise
by RBI.

Permission to maintain foreign accounts abroad requires RBI gpproval.

Thereis no Exchange Control restriction to foreign investors
borrowing loca currency for loca working capita purposes.

Sdes proceeds of investment may be repatriated provided thet dl loca
tax ligbilities have been met.
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Approving FDI applications progressing well

‘“The manner in which Exchange Control has been adapted to facilitate the
process towards achieving the National Government objective in attracting

foreign invesment. The resultant affect on investment approva procedures-
inflow of investment funds .

Since 1991, the Government has placed consderable importance on
greamlining the entry procedures for new investors. This case sudy
gives an example of how changesin Exchange Control palicy and
procedures have facilitated this process and reduced the time taken to
approve FDI applications.

The mogt effective way to get afed of the trangtion from an investor’s
standpoint is to do a comparative exercise of the processes over a st
time frame.

Thetime frames are sat at 1991-1998, and 1998-2003.

Table 1: Tracking process for FDI application 1991 -
1998

Government approva RBI (automatic approva)
a FIPB approvd plus, - a RBI goprovd in principle plus,
b. RBI gpprovd in principleplus, - b. RBI gpprova of inflow of
funds

c. RBI gpprovad of inflow of
funds

Totd: 3 gpprovas— 6 months/1 year Totd: 2 gpprovas— 3 months plus
plus

These processes were lengthy; the time span estimates by investors
ranges from 3 months a very best to 1 year+

In 1998 amidst this frustration, the autometic system was reviewed and
became one of natification rather than gpproval.

Additiondly, many categories were removed from and capsraised on

the FIPB route, pushing additiond applications through to the
automatic route.
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Table 2: Tracking Process for FDI application 1998-
2003

Government approva RBI (automatic approva)
a FIPB approvd plus - a RBI natification of inflow
within 30 days
b. RBI natification of inflow
within 30 days
Total: 1 gpprova 46 weeks Totd: Nil for gpprovd

Time frame for FIPB approval between 4-6 weeks.

Only time frame associated with automatic route is that RBI be
natified of inflow within 30 days of actud inflow.

Today, March 2003, 90% of dl gpplications passthrough the
automatic route.

The problem

The environment pre-1991 did not encourage inward investment. 1t was not
until the New Industrid policy wasintroduced in 1991, that FDI had some
recognition. At this time the Exchange Control system was one of condraint
and protection and FDI gpplications were gpproached with a suspicious rather

that supportive attitude. The FIPB was established to improve the process and
asystem of automatic approva introduced by RBI.

Unfortunately it was difficult to unwind the bureaucratic procedures that hed
been ingrained in the sysem. The so called automatic system ill required
two approva processes from the RBI and the time factor became an
disncentive to potentid investors.

Eventudly, in 1998 the whole system was reviewed, Exchange Control policy
and systems was adapted to enable the automatic system to be one of
natification rather than approvd. It required akneejerk action to change
emphass.

Sources and origins

The origind source of the problem refleded the Nationd policy pre-1991
which was protectionist and was not favored towards FDI. Bureaucracy was
embedded in the system and it was difficult from an attitudina standpoint for
adminigtrators to suddenly embrace the concept of liberdization.
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Evolution

The problem remained through the nineties until 1998 with the streamlining of
the FDI entry system and the adaptation of Exchange Control policy and
procedures.

Thus overd| frudtration for investors remained throughout the 90's and then
phased away quite dramaticaly from 1998; today it isnot regarded asa
problem. Notwithstanding, the process of making further inroadsin
greamlining the remaining procedures is ongoing.

SWOT on technical policy

From 1991-1998, Exchange Contral policy was supportive of the Nationd
policy and intentions with regard to FDI. When there were changesin FDI
policy eg. rdaxationsin the categories of gpplications thet required
Government approvd, the Exchange Control policy was adapted to mirror the
changes.

This hamony worked well and enabled the market place to see thet an effort
was being made to streamline procedures and attract investment.

SWOT on administrative matters of the reform

The adminigrative barriers were difficult to overcome. Even though policy
was rdaxed, resultant economies were not introduced in the administrative
process.

Old pre-1991 habits remained and the bureaucratic process persisted. 1t was
difficult to inject attitudina changes in the adminigtrators as well asto unrave
adl the old forms, procedures and working practices.

However, the sreamlining in 1998 and the radicd legidaive changesin 2000
forced aformd breskaway from the old bureaucracy.

SWOT on institutional behavior

It isdifficult to assess the Indtitutional behavior between 1991-98 except thet
there must have been a common determination to achieve the Government
objectives of liberdizing the markets. The pace and process & which it was
achieved would have been the cause for much debate. However, the period
from the Asian crigs through to the introduction of FEMA 2000 was criticdl;
0 much was achieved behind the scenes during this period.

Pogt 1998 the Inditutiond behaviour is more dlear-cut. 1t would not have
been possible to have identified, drafted and introduced such radica
legidative changes without the full support and cooperation of the Indtitutions.
The communication process must have been wdl structured.
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Priorities, challenges, issues and questions

Distillation of reform priorities

The main objective of the reform process vis-a-vis the former Exchange
Control system has been completed. The sysem isin place to mirror any
changes that are required as aresult of changesin FDI policy.

Whilst numbers of gpplications requiring Government (FIPB) approvd have
been reduced the process of review continues. Additiond rerouting of FDI
applications from Government (FIPB) to the automatic RBI route will be
introduced creating additiona economies. Further delegations to the
Commercid Bankswill be made by the RBI in agreement with Government
on both Current and Capital Account. The foundations for the review process
arein place.

Lessons learned

The main lesson learned is that radical reform of processesisthe most
effective. The change of direction of economic palicy in 1991 was bold and
well thought through. However, too much bureaucracy impaired the FDI and
Exchange Control policiesthrough to 1998. The adaptation of the automatic
route to one of ‘notification, was aradica change.

Issues arising

There is ill more scope to reduce the categories of gpplication that require
Government approva and push more through the ‘automatic’ route. One
category that is currently under review with Government is the whether
purchases of exiging shares owned by Indians can be processed on the
automdtic route.

Perhaps the example of the progress made with the Nationd policy on
Exchange Control can be reflected in some of the domestic reform processes
that require attention.

Current account liberalization took time

The trangtion from arestricted/ enforcement based system of Exchange
Control to aliberdl system of Foreign Exchange Management incorporating
Current Account partid Capita Account convertibility. The affect of this
process on Current Account transactions.
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Table 3: Route to a liberalized system of Exchange

Controls

1991

New Industrid policy introduced, a prerequisite of which wasto
encourage FDI.

194

1997

Commitment to IMF Article V111-Current Account
convertibility.
Sowdown in the process o/a Adan crisis.

1998-2000

Redization that a complete change of direction and gpproach
was required to achieve Current Account convertibility;
preparatory work undertaken to introduce new legidation.

Draconian FERA replaced by FEMA

Main differencesbetween FERA and FEMA:

FERA was redtrictive and states what can be done;
everything dse requires permisson. Strong crimind
enforcement powers.

FEMA isliberd in gpproach and presentsa‘can do’
gpproach. Comprises 3 schedules, Schedule 1 lists 7 areas
where transactions are prohibited e.g. gambling, Schedule 2
lists those categories that require Government approvd,
Schedule 3 lists those Current Account transactions that
have to be referred to RBI (16 items).

All other Current Account applications are dedlt with
directly by the Commercia Banks under General Permission
without reference to RBI. No conditiondity placed on
transactions, the Commercid Banks have to satisfy
themselves as to the authenticity of transactions

RBI’ s respongbility under FEMA isto ded with the
Schedule 3 Current and Capitd Account transactions with a
view to delegating as many as possible to the Commercid
Banks in due course, subject to agreement with the Minister
of Finance.

RBI has system ingpection responsihilities d the
Commercia Banks.

Difficulty for the banking system to assume and absorb the
changes of atitude and responghbility. RBI undertook extensve
nationa educationa program with the Commercid Banksthet is
dtill ongoing. Tendency by many Commercid Banks to continue
to refer applicationsto the RBI.

On introduction of FEMA in 2000, a two-year moratorium was
placed on outstanding legd processes of FERA. Thisexpired in
May 2002 a which time dl remnants of FERA expired.
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2003 - RBI now refuseto ded with any Current Account
gpplications that should be processed by Commercid Banks,
they return to the Commercia Bank to dedl.

Citizens Charter introduced by RBI committing to time turn
rounds on al transactions which they process, the Charter is
published on the RBI website.

The effect that the ddegation of Current account
transactions to Commercid Banks has on the investor is
sgnificant. The mgority of the referrd processes with RBI
for Current Account transactions have ended.

The purpose of this case study is to reflect the pogtive effect theat the
Government commitment to Current Account and partia Capitd
account convertibility has had on the businessinvestment community.

The most effective way to get afed of the trangtion from an investor’'s
sandpoint is to do a comparative exercise covering the processes over
the following time frames 1991-1994,1997, 2000, and 2003,

The rdlevance of these time framesis indicated in the tracking process.

The problem

The problem was caused by the lengthy bureaucratic procedures that foreign
investors had to complete before they could make a payment for Current
Account transactions e.g. dividends, roydlties etc The procedures involved
completing complex forms and dedling direct with the RBI.

Because of the enforcement powers contained in FERA foreign investors felt
that there was a‘rule of fear’ factor when making applications to the RBI.

Whilg the intention of Nationd policy was towards full convertibility of
Current Account transactions, and liberdizations were introduced under
FERA, the very existence of FERA and its enforcement powers, kept all
foreign investors on the back foot.

Attempts at streamlining the system were not clearing the in-built
bureaucracy. Dradtic action was required to ensure that Current Account
convertibility became aredity to the business community.

It was not until FERA was replaced by FEMA that the mood swing formally
changed. Reference to Exchange Control was removed and Foreign Exchange
Management introduced; it was accepted that the policy had changed from a
congraint/enforcement functionto a‘can do’ policy with limited financid
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enforcement powers. The underlying objective was to encourage foreign
investment and facilitate trading processes.

There remained adight overhang period of two years from the introduction of
FEMA to accommodate the tweyear moratorium given to outstanding
enforcements under the FERA,; the moratorium expired in May 2002, with a
dgh of reief throughout the business community.

The problem has, apart from afew minor irritants been solved. Whet is
important is that the process towards full convertibility remains an objective.

Sources and origins

The problem occurred because the Nationd protectionist policy was outdated,
reserve leveswere criticd and amgor directiond change towards liberdized
markets was necessary. However, it was soon redlized that a‘quick fix’ was
not an option after 40 years of protectionist policies

Until 1991, Exchange Controls were outwardly seenas an important economic
tool, the adminigtration was immersed in bureaucracy post 1991 and,
regardless of the intention to liberdize palicy, it was difficult to cut through

the paperwork and change the habits of alifetime,

It took anew regulatory approach in Foreign Exchange Management (FEMA)
in 2000 before a sgnificant impact was made on reducing bureaucracy.

Evolution

It evolved during the 90's when it became evident that despite Government
policy intentions towards Current Account convertibility, reformswere
difficult to introduce within the same regulatory framework.

SWOT on technical policy of the reform

The main thrust of technica policy post 1991, was to ensure that Exchange
Control policy mirrored FDI policy and Current Account transactions were
liberdized. From apolicy Sandpoint, this was achieved even though the
effectiveness of the policy was marred by too much bureaucracy

SWOT on administrative matters of the reform

From 1991-98 the rdaxations in Exchange Control policy were not matched
by an equivalent pace of reform of bureaucratic procedures. Thisreflectsa
weskness in the system.  The Situation was aggressively addressed with a
forced change of atitude on the introduction of FEMA.

The concept and introduction of FEMA was a mgor contribution in ridding
India of the bureaucracy that had been associated with Exchange Control over
many decades. It is agenuine strength.
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The RBI confirm that one of the mogt difficult agpects of ther role in guiding
the market from FERA to FEMA has been to sall the atitudind changethet is
necessary to the adminigtrators and business community dike. It was a culture
shock for RBI adminigrators to switch overnight from a negetive to pogtive
gpproach and for the Agents in the Commercia Banks to suddenly make
decisons rather than refer upwardsto RBI.

Smilarly, in the market place, the business community took time to break
away from the old RBI referrd days, to a decison making process with their
Commercid Banks.

SWOT on institutional behavior

As dready mentioned subsequent to announcing the New Indudtrid Policy in
1991, the manner in which the Government has suck to its gunsisimpressve,
It has not been a blinkered approach; it has listened to feedback from the
market place through the medium of established procedures making contact
with specidly formed Committee as well as the various Chambers and Trade
Associations.

The Government intention towards liberdization was confirmed when it
dgned Artide V111 in 1994.

Indtitutional support for the process has been asirength. The end result
reflects an Indtitutiond ‘team effort’ driven by firm and committed
Government. The reform process is ongoing and will not stop until the
ultimate god of full convertibility isachieved.

Regardless, there remain Indtitutiona pressures to streamline the other areas
that are related to domestic reform and involve State Government. A recent
Steering Committee report on outstanding FDI reform has produced a positive
set of recommendations that are currently under review with Government.

Priorities, challenges, issues and questions

It can be said that the main objective of the reform process vis-a-vis the former
Exchange Control system has been completed. Current Account convertibility
isnow in place; the conditiondity attached to transactionsis progressvely

being reduced or diminated. Capital Account convertibility is making steady
progress. Exchange Control is now Foreign Exchange Management and has
taken aback seat to enable the process of liberdization to continue.

Lessons learned

The main lesson learned isthat in alarge market place, radicd reform, if well
thought through, is the mogt effective. The change of direction in 1991 was
necessary. Thefull intent of the policy liberadizaions thet followed during the
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90 s did not redly become gpparent in the market place until procedurd
reform was introduced with the introduction of FEMA in 2000.

Once economic indicators bear fruit in support areform process, the speed of
further reforms gathers momentum. The process then becomes more of ateam
effort tinged with atouch of Nationd pride. This typifies the Exchange

Control liberdization gory in Indiaas GDP; FDI and reserve levels have dll
improved over the years.

The structured progression of Exchange Control liberdizationsreflectsa
congderable achievement, sarting with a system of rigid protectionist controls
in 1991 to a Stuation dose to full convertibility in 2003,

Issues arising

Whilgt there will continue to be fine tuning of the Foreign Exchange
Management system, the bulk of the work has been completed in streamlining
processes; the next milestone will most probably be full convertibility.

In the meantime, review processes will be ongoing to maintain the momentum
of reform towards full convertibility or, as doseto it asis Government feds
comfortable.

What were the objectives behind India liberalizing Exchange
Controls?

To encourage FDI.
To diversify the economy.
To creste employment and skill bases.

To develop Joecialist areas of investment eg. high tech/ Financia
Services.

What would be the reasons behind India abolishing Exchange
Controls?

To creste anew psychologica boost for investment
To didtinguish India from other emerging markets

To encourage the development of an Internationa Financia Services
Centre.
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4 Case study: Botswana and
Rwanda with reference to the UK

Botswana - Achieving full convertibility
progressed well

‘Achieving full convertibility’

The Exchange Control system in Botswana achieved full convertibility
in 1999 when the Minigter of Finance announced the complete
abolition of Exchange Controls. Botswana had inherited a system of
Control that had been devised after the Second World War.

This case study looks a the timing of the phasing out of Exchange
Controlsin Botswana and mentions the Indtitutiond attitudes and
thought processes that were evident in the lead up to the abalition of
the Controls.

Comparisons as to the reasons for the abolition of Exchange Controls
in the UK and Botswana are set out a the end of this case study.

Table 4: Foreign Exchange in Botswana

Pre-1986 Exchange Controls in Botswana were protectionist in nature.

1986-89 - Podgitive change in Botswana reserve position on account
of grong growth in diamond mining.

Agreement for phased liberdization of Exchange Controls
to attract FDI. A cautious gpproach.

Foreign Exchange Regulations reviewed and adapted to
accommodate new investors.

First new subgtantid investors set up in business

1990-95 Further gradud liberdizations of Exchange Control gethering
pace and leading to full convertibility of Current Account
transactions.

1996-98 Further liberdization on the Capital Account making, aimed at
further attracting FDI.

1999 Full convertibility established - Exchange Controls abolished.
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Problems

From 1986-89 it was gpparent that Botswana s minera wedth from diamonds
was sustainable for the foreseegble future. It was aso necessary to attract FDI

in order to begin the process of diversfying the economy away from a
dependence on diamond mining.

To make the investment environment attractive the market place had to be
liberdized and Exchange Controlsrelaxed. The difficulty was identifying the
pace of the trangtion process from a highly regulated system of Exchange
Controlsto alibera system that encouraged FDI and externd trade. This
process darted in 1986 but with caution, bearing in mind that some other
countriesin Africahad not been successful in managing their mineral wedlth

Sources and origins

The source of the problem was the underlying need to atract FDI to cregte
employment; the Government had a dear objectivein thisregard. A cushion
of reserves had been created from the success of diamond mining, which
provided a platform from which policies and plans were established.

Evolution

The evolution process can be mapped out asfollows:

Pre-1986 Rigid system of Exchange Controls and cautious approach by
Government pending assurance of continued expangon of
diamond mining.

1986-89 Reserveleve comfort zone established and liberdization
process commenced.

1989-93 The prognosis for diamond mining was excdlent and the reserve
levels were sustainable, further liberdizations were introduced.
Closeto Current Account convertibility.

1993-98 Current Account convertibility achieved and steps made towards
Capitad Account convertibility.

1999 Full convertibility achieved, Exchange Controls abolished.

SWOT on technical policy

The sructured process of phased relaxations of Exchange Control policy
reflects the ambitions of the Government towards full convertibility. Onthis
peth, the Government aso took into account, via representation processes, the
views of the business community.
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Policy relaxations were specificaly directed to atracting FDI as well as giving
Botswana residents the opportunity to invest abroad. The Current Account
liberdization enabled businesses to process mogt gpplications through their
Commercia Bank.

SWOT on administrative matters

Being a compact business environment adminigrative matters have never been
amgor issueto investorsin Botswana. Bureaucracy has alway's been kept to
aminimum. Where possible, technology linkage within the banking systemis
usad to circumvent paperwork.

Policy issues were dways the prime concern.

SWOT on institutional behavior

Theword cautious is very gppropriate to Ingtitutiona behavior in Botsvana
Throughout the process of Exchange Control reform, the planned policies had
been well thought through and in mogt cases, implemented. Full convertibility
was to alarge extent inevitable once the long-term prospects for the diamond
mining industry became clear and reserve levels remained strong.

Priorities, challenges, issues and questions

The objective of full convertibility is complete; Botswana is the second
African country after Mauritius to complete the process. The chalenge
remaining for Botswanaisto attract FDI to diversfy the economy and, creste
employment.

Lessons learned

The main lesson to be learned here isthat with a smal compact econamy it is
easer to have a dructured gpproach towards full convertibility. The market
place is comparatively smal and the process can be achieved including all
those involved eg. the Government, Ingtitutions and the business sector in the
process.

What were the objectives behind Botswana liberalizing
exchange controls?

To deregulate the market place and encourage Externd trade.
To diverse the economy.
To create employment.

To encourage FDI.
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What were the reasons behind Botswana abolishing
exchange controls?

Government and Ingtitutional desire.

Comfortable leve of reserves and prognosis for continued surpluses.
To cregte anew psychologica boost for investment.

To digtinguish Botswana from other emerging markets.

To encourage the development of an Internationa Financid Services
Center.

What were the objectives behind the UK liberalizing
exchange controls?

To deregulate the market place and encourage Externd trade.
To attract FDI.

To enable London to compete in the Services sector in aglobdised
market.

To create employment.

What were the reasons behind UK abolishing exchange
controls?

Strong political pressure to deregulate and free up al markets.

Entry into Europe provided large market base; EU policy dictated
eventud abolition of Exchange Controls.

The prognosis for reserve levels had improved with North Sea ail.

To boost FDI and ensure that the City of London remained competitive
in the globa market place.

To create anew psychologica boost for investment.

Exchange Control systems had become too complicated on the Capitd
Account and their effectiveness was questionable.
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Rwanda - Aligning with FDI policies requires

work

‘Review of Foreign Exchange Regulations to improve the invesment
environment and mirror new FDI policy’

Following the end of the war in 1994, Rwanda has made subgtantia
progress in introducing economic reforms. One of the Government
paliciesin the rebuilding process isto encourage FDI, whichisan
important component of Government policy.

The process has been kick started by the establishment of a Foreign
Investment Policy document that sets out the terms and conditions
applying to FDI. From an Exchange Control point of view, the
Foreign Exchange Regulations had not been updated for severd years
and needed to be reviewed to reflect the new FDI policy. A one-stop
agency had been established to ded with dl investment enquiries.

The purpose of this case sudy isto track down the Ingtitutional
processes that were undertaken to bring the Foreign Exchange
Regulationsin line with the to FDI policy document.

Table 5: Track of events

May 2002 Identified that the Foreign Exchange system
required areview. The Nationad Bank held a
public meeting with the private and public
sector to obtain feedback.

June 2002 Decision made to redraft the Regulationsin

order to facilitate Current Account payment

procedures, diminate bureaucracy and make
provison for Capital Account transactionsto
mirror FDI policy.

Uy -September 2002

Dréft regulations circulated for comment to the
Commercid Banks for 2002.

October 2002 One-day workshop held for public and private
sector & which the new proposasin the draft
regulaions were discussed at length.

November-December 2002 Draft Regulations findized.

January 2003 Regulations presented to the Board of the

Banque Nationae du Rwanda and approved.
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Problems

The Foreign Exchange Regulations had not been reviewed for some years and
old practices were Hill operaive. There was a backlog of applicationsin the
system and no provisgon in the Regulations for any Capital account
transactions. The business community was irritated with the bureaucracy and
there was concern that new investors would not be in a position to gain access
to Foreign Exchange Regulaions confirming the conditiondity of their

Current and Capitd Account transactions should they choseto invest.

Sources and origins

The source of the problem was the delay in reviewing the old Regulations,
which had been overtaken by events and technology. The need to mirror FDI
policy placed considerable urgency on the exercise given that FDI was a
priority issue for the Government.

Evolution

Frugtration from within the business community a the extent of form filling
procedures that were required to make a Smple payment, coupled with the
delays in following through gpplications, rang the darm bells.

Then FDI policy was established and it was gpparent that no provison existed
within the Foreign Exchange Regulations to process those Capital Account
transactions covered in the FDI policy document.

SWOT on technical policy

The technica policy had falen behind events and required a thorough review.
Following the review, the mgority of Current Account transactions were
processed directly by the Commercid Banks, the conditiondity attached to
these transactions is straightforward and the limits delegated significant.

The end result was that the policy was updated and where practical delegated
Current Account transactions to the Commercia Banks leaving the National
Bank with an Ingpection rather then an adminigrative role.

So far as Capitd Account transactions were concerned al aspectsinvolving
FDI were darified and included in the Regulations. Thereisaso apolicy of
uniformity of trestment to dl foreign and domestic investors.

SWOT on administrative matters

It was imperative that administrative matters improved and bureaucracy
greamlined. With thisin mind, the mgority of old formsreplaced by a
computer link between the Commercid and Nationd Bank. From thislink,
the National Bank w ould undertake spot checks of transactions.
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This represented a considerable reduction in paperwork.

SWOT on institutional behavior

The Indtitutiond reaction was recognition of the need to reform and
determination to do so, with atight timetable set. The problem had cometo a
head and had to be resolved. The process of review was trangparent with open
seminars and workshops, radio and TV interviews. Emphasis was made on
the end result being ateam effort of the Indtitutions, the Commercid Banks
and the business community, creating a sense of ownership.

Ingtitutiona support was given to computerize a tandard format and a specid
committee was formed amongst the Commercial Banks to design the format
and sysem The Inditutiona support was aso evident with the proposd to
change therole of the Nationd Bank to an ingpection rather than gpprova
function.

To move away from the culture of Control to asystem of Foreign Exchange
Management was aso encouraged a an Inditutiond level.

Priorities, challenges, issues and questions

The reform priority was to upgrade the sysem to rid it of bureaucracy,
delegate the mgority of gpplications to the Commercid Banks and ensure that
provison was made in the Regulations accommodate FDI policy reguirements
in regect of Capital account transactions.

Lessons learned

The main lesson to be learned is that amgor review can be completed
promptly and efficiently if there is the will to complete the task.

Another lesson learned is the importance of having regular reviews of Foreign
Exchange systems to ensure that they keep pace with changes economic
changes. Oncethey fdl behind, the frustrations creep in and the business
community becomesirritated.
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5 Comparative analysis and
conclusions

Summary of exchange control: Stages of
development

It has dreaedy been mentioned earlier in this paper that Exchange Control
systemsin different countriesvary.

Broadly spesking, the phases of development of Exchange Control systems
towards liberdization can be summarized as follows;

Phase 1

The establishment of aNationa Policy requiring asystem of Foreign
Exchange Management that calls for the control and monitoring of foreign
exchange flows into and from the country; these flows relate to both Current
and Capita Account trarsactions

The seiting up of underlying legidation, Foreign Exchange Regulations and
adminigrative systems.

Establishing a system whereby the Central Bank and the Commercial Banks
jointly administer the processing of Current Account transactions, with the
dominant volumes being processed by the Commercid Banks

Establishing a system whereby the Central Bank administers the processing of
Capitd Account transactions

Bureaucratic procedures can be common place during this phase.

Phase 2

Reaching agreement with the IMF under Article V111 to accede to Current
Account convertibility.

Assessing exigting policy and systems to ensure that the road map to achieving
Article V111 objectivesis established.

Given that, under Article V111, access to foreign exchange is generdly

guaranteed to meet Current Account transactions, ensure that procedures are
sreamlined to facilitate the processing of every day gpplications.
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Following feedback from the Commercid Banks and the business sector,
streamline processes where possible, and increase delegations of Current
Account transactions to the Commercid Banks, the mgority of Current

Account transactions will be processed by the Commercia Banks under
delegated powers during this phase.

Eliminate bureaucracy where possible,

Ensure that Exchange Control policy on Capita Account transactions, mirrors
the Nationd policy on FDI.

Adapt the Capital Account policy to mirror FDI policy and begin the process
of delegating some Capital Account transactions to the Commercid Banks.

Phase 3

Further increase the limits and delegation powers of the Commerciad Banksin
respect of Current Account transactions to an extent where the referra point to
the Central Bank is the exception.

At this phase, o far as the business community is concerned, dl Current
Account transactions are dedlt with by the Commercia Banks promptly, with
minimum formality and without the need to refer to the Centrd Bank.

Therole of the Central Bank with regard to Current Account transactionsis
Seen as amonitoring rether than processing role.

Similarly more Capita Account transactions have been ddegated to the
Commercid Banks particularly for those components that facilitate the

investment process for both foreign and domegtic investors.

At this phase, Exchange Cantrols are not seen as an adminidrative barrier by
the business community.

The feding within the business community is that the next step isfull
convertibility.

Phase 4
Aboalition of Exchange Controls.

Where do the case study countries feature in this
process?

Bhutan would be crossing the road from Phase 1 to Phase 2.

Indiawould be established in Phase 3.

Rwanda would be established in Phase 2 but moving swiftly towards Phase 3.

Foreign Exchange Controls



Botswana and the UK would have passed into Phase 4.

Factors influencing the different stages of
development

The strongest influence is the nature of the Nationd policy; if the

policy is protectionist it will be difficult to move beyond Phase 2 &

best. India presents an excellent example with the change in National
policy in 1991 from a protectionist to open market policy. Under the

protectionist policy of pre 1991, India was firmly established in Phase
1; since 1991, with the open market policy strategy, it has moved from
Phase 1 to Phase 3.

If the Nationd palicy isto open the market place and attract FDI then
Phases 3 and 4 are achievable. India is an example of a country that is
now well on theroad to full convertibility whilst Botswana and the UK
have achieved their objectivesin thisregard.

Whilgt the Nationd plan of a Government might beto liberdize
markets, the dbility in maintaining this palicy in the mediunv/long term
isimportant. Stop, Sarting and saling policy, ddays the pace of any
reform process. India, Botswana and to a lesser extent, the UK
sustained their policy in the mediumterm.

The geographica gructure of the market place. It is easier to introduce
asystem of phased reformsin aclosdy knit business community than
in one which is large and geographicdly diverse; radicd reforms of
Nationd policy such as Exchange Control, are often more effective in
larger economies. India and the UK are examples where radical

reform was appropriatei.e. India a change of basic law and UK
unexpected sudden abolition. In Bhutan, Botswana and Rwanda a

more order ly phased program of reforms was more appropriate.

Improved and comfortable levels of foreign exchange reserves provide

an important comfort zone and facilitete the process of liberdization.
Particularly applicableto Botswana (diamond mining), UK (access to
North Sea Oil) and more recently to India.

The need to liberdize, adgpt Exchange Controls to mirror Nationd
policy on FDI and encourage the investment process. Applicable to
Bhutan and Rwanda.

The regular and thorough review processes of Exchange Control

policies and their effectiveness, by the Government and the Central

Bank. Lack of disciplined review processes can result in Exchange

Controls becoming unnecessary irritants to the business community.
Applicable to India with their review process during the late 90’ s and
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mor e recently with Rwanda and Bhutan. Botswana also had an
excellent disciplined system of reviews during their liberalization
process.

Strong politica pressure to accel erate development process. Thiswas
particularly the case in the UK when the process was accel erated by
Margaret Thatcher and in India with the onset of FEMA in 2000.

Accessto alarger market group. Another influence on the UK, with
the evolvement of access into the European Union.

Importance of a ‘review procedure’

Earlier in this paper, an adminigtrative barrier in the context of Exchange
Control and FDI was defined as ‘ any adverse affect on investment caused by
reaction to Exchange Control policy and/or the associated administrative
procedures .

Whilst it is accepted that, for reasons mentioned earlier in this chapter,
Exchange Control systems can be at differing phases of development, itis
beholden on the adminigtering authority, the Centrd Bank, to ensure thet the
system operates efficiently and effectively .

During the 90’ s there was a tendency to assume that, because acountry is
committed to Article V111 and the full Current Account convertibility

principd, it no longer had Exchange Controls.

Clearly, thiswas not the case. However, there was a tendency tolet old
systems run until it became gpparent that the resultant deluge of bureaucracy,
clashed with the objective of grester liberdization of the market place. India
was a classic example in thisregard.

In theory, it would seem ardatively smple process to undertake areview

process. Thisistrue once the review processis established, and then becomes
arepedat process. However, the conclusions of theinitia review process can
sometimes be difficult to implement because of frustrations with other

domedtic issues such aslabor laws. 1t often takes time to change established

working practices, adapt saffing numbers and retrain staff. The retraining of

staff in the banking system to adopt new working practices has proven to be
one of the most difficult features of the Indian reform process.

Nonethdless, these issues have to be initidly faced and once the
implementation processisin hand subseguent reviews should be relatively
sraightforward.
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Issues to be considered for the review process

L ook back a the Nationa plan and objectives and see whether the Exchange
Control system contributes towards these objectives.

Both Government and Central Bank must be receptive and reactive to
comments from the market place. India and Rwandan examples.

Government and the Central Bank must explain the reasons for the need to
monitor and control foreign currency flows. The policy and procedures must
be transparent. Good example in Rwanda.

Government and Centra Bank must emphasize the desire to continualy
introduce efficienciesinto the policy and system. I ndian example.

Undertake aSWOT of the system in the Central Bank and with the
Commercid Banks. India and Rwandan examples.

Liaise closaly with the business community viathe Chambers of Trade
Federations, Very effective in India and Botswana.

If necessary have workshops with the business community to identify problem
areas. Excellent example in Rwanda.

Introduce afeding of ‘team effort’ in the review processwith al involved in
Exchange Control given the opportunity to contribute to the debate. Excellent
examplesin India post 2000 and in Rwanda.

Look specificaly at the areas of delegation, the limits and the processes
involved:

- Can more be delegated to the Commercial Banks?Indian and
Rwandan exampl e.

- Can number of forms be reduced?| ndian and Rwandan
example.

- Can an exchange of gatigtics viacomputer links help
streamline processes? Rwandan example.

Check that other Agencies e.g. Taxation and Customs where thereisan
overlgp with Exchange Control procedures, have the opportunity to contribute
towards the review process. Very effective in Botswana.

Broad summaries

No two systems are the same-examplesin case studies.
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Don't lose Sght of the Nationa objective.

Undertake regular review processes.

A lways be receptive and reactive to the market place.
Always be ready to eiminate bureaucracy.

Emphasize the principa of Foreign Exchange Management rather than
Exchange Control.

Prepare for an extensive Nationd program of saff training throughout the
banking system to ensure thet the principa of Foreign Exchange Management
rather than Contradl is reflected in the administration process.

Conclusion and lessons from experience

Lessons from experience of adminigtrative barriers reform covering pitfals,
suceess factors and the benefits of hindsight.

Pitfalls

There have been two underlying reasons for adminigtretive barriers to FDI
being caused by Exchange Control. These are, ingppropriate policy and
unnecessary bureaucratic procedures:

Inappropriate, outdated policy and lack of transparency of policy dows
down processes and is not supportive in facilitating Government
objectives of streamlining FDI policy and procedures.

Example

This stuation gopliesin Bhutan ahead of the updating of the
Foreign Exchange Regulaions and dso in Indiawith the
requirement that new investors who buy exigting sharesfrom
Indian residents require Government (FIPB) approva and do
not get access to the automatic route (new share issues have
access to the automatic route).

Failure to reduce/diminate unnecessary bureaucracy in the FDI
process represents abarrier.

Example

Thiswas evident in India between 1991-2000 i.e. prior to the
introduction of FEMA.
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Success factors

Success factors emanate from disciplined systems of review processes, of both
policy and procedures, that Government and Indtitutions undertake to ensure
the effectiveness or otherwise of Exchange Control policy. This has been
achieved asfdllowsin India

Example

The comprehensive system of review of policy and procedures,
culminating in the replacement of the long established FERA with a
new system of regulatory gpproach under FEMA reflects this success
fector. The review process involved a complete review of policy and
bureaucratic procedures that resulted in the introduction of anew,
libera gpproach to Foreign Exchange Management.

Thisisan example of policy and processes working in harmony to
facilitate the efficiency of business environment.

The effectiveness of the review process depends on the following
A receptive and listening Government.

An effective system of feedback mechanisms with the business
community e.g. Chambers and Trade Associations.

Structured arrangements e.g. Committee structures for
Indtitutions to identify problems and establish solutions e.g. the
specid Steering Group set up in Indiato identify and
recommend solutions to the remaining barriersto FDI.

Benefits of hindsight

1991-2000, was a criticd period when Indiaintroduced market
orientated reforms to replace the inadequacies of past economic
policies.

Whilst it was understandable in 1991 to err on the Sde of caution and
hope that the process of ongoing tinkering with FERA might achieve
the policy objective, in hindsight, it was never to be.

FERA was too protectionist in substance, and old bureaucratic working
habits firmly entrenched in the sysem. This background made the
adaptation to alibera system under FERA impracticd.

In hindsght, if the introduction of FEMA had been introduced before
2000, thewithdrawa of Exchange Control as a serious adminidrative
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barrier would have been sooner and would have brought forward the
benefits of FDI.

Issues arising from effective reform change
management

A prerequisite of any effective reform change management is
trangparency of policy and intention from a receptive Government.

Thisisreflected in the existence of good and regular review processes
that incorporate al sectors of the business community.

An open door philosophy from Government to facilitate the review
Process.

Certainly, so far as Exchange Control reform processes are concerned,
the rate of progression once the path of liberdization is etablished is
often influenced by the size of reserve levels.

In India, the build up in reserves in the past few years has provided a
‘comfort zone supporting an accelerated pace of liberations.
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Appendix 1: Methodology and
sources

The method and contacts associated with this project. These are summarized
below:

Methodology

The method comprisesfive key stages. These are outlined bebw:

Stage 1: Review and desktop research

The purpose of this stage is to enable the Consultant to familiarize himsdf as
follows

Background reeding of the economy of Bhutan and India.

Background reading of the Exchange Contral legidation, the Foreign
Exchange Regulations and any other related publications.

Background reading of the Foreign Investment Law and related policy
papers.

The completion of a detailed questionnaire that would be completed by
interviewees and selected candidates from the private sector.

The establishment of itineraries and meetings.
Stage 2: Case study research tool and set ups

The purpose of this stage of meetingsis to provide the Consultant with first
hand knowledge of the Exchange Control policies and systems of the case
study countries and the effect that they have with Foreign Investment Policy.
The arrangements are as follows:

Meetings with Government Departments associated with the creation
and gpplication of Exchange Contral policy. This would include the
Minigtry of Finarce, Ministry of Trade and Commerce, Customs,
Taxation and any other Ministry associated with foreign investment.
Mesetings with the Centra and Commercid Banks

Mesetings with the public and private sectors including Chambers of
Commerce, Confederations and individua companies
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Stage 3: Write up and preparation of conference
materials

The purpose of this stage isto prepare for the Roundtable as follows:

The establishment of atemplate in the early stages of the
project.

Use of PowerPoint presentation materid.
Stage 4: Finalizing conference materials
Stage 5: Attend and present at the conference
Contacts

Aspart of the case study research 38 interviews were undertaken, 13in
Bhutan and 25 in India
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Appendix 2: Country investment
environment and foreign investment

Bhutan

Background

FDI in Bhutan is anew concept that has been recognized as a requirement at
Nationd level but subject to conditiondity; the parameters have been dearly
established with a‘ cautious approach.

Environment

The concept of FDI in Bhutan represents an exciting chalenge thet the
Authorities are facing head on. Considerable thought and research has been
undertaken to prepare the groundwork for this new venture. Expectations are
redigtic.

The undeveloped infrastructure, the scattered population and the agriculturd
based economy will represent chdlenges to investors and limit opportunities;
restrictions on land location and ownership will aso be a condderation for
potentid investors. However, the quality and enthusiasm of the work force
plusther rdiability will be adiginct plus.

From the outset, tourism looks like a strong candidate for investment but the
pace will be cautious.

Conditionality of foreign investment
Basic prerequisite to attract “hard’ currency.
Provide protection for smal traders.
Uniformity of trestment for domestic and foreign investors,
Minimum investment levels.

Present position

The Foreign Exchange principles for investors have been identified in the
Investment Policy document; it is now a question of waiting for reection from
potentid investors.

The Ingtitutions are preparing themselves to receive enquiries and a selected

group visited other parts of Asarecently to compare facts and learn from FDI
experiences.

Foreign Exchange Controls 40



India
Background

The thrust for FDI Indiabecame seriousin 1991 following the foreign
exchange criss. The momentum was maintained to liberdize the market place
and continue to encourage FDI through the 90'swith adight lull in 1997

during the Adan criss.

However, full momentum was attained in 1998 when entry procedures for FDI
were streamlined. 1n 2000 the processes for investors were further improved
with the reform of the Foreign Exchange Regulations FEMA; the process of
reform has been ongoing and FDI is being vigoroudy encouraged at
Government level.

In order to achieve planned growth targetsin the outline years to 2007
congderable increases in FDI are expected/anticipated.

Environment

Theinvesment environment in India between 1991-98 was shrouded in
bureaucracy that became an irritant to al. Reforms a Nationd leve,
particularly with FDI entry and Exchange Control procedures went a
considerable way to diminating former bureaucracy. Some il exigts but the
way forward is postive.

The problem that now exigsis with the domestic regulation involving Stete
Governments. Streamlining these processes has been difficult logistically and
politicaly. However, a Steering Group on the problems relating to FDI has
recently recommended some changes that would enable FDI to cut through the
bureaucracy. Timewill tell, but the redization and the intent is present.

The comparison with FDI levelsin China continues to cause concern, but
emphasizes the need for domestic reform. The main inhibitors seem to be the
purchasing power of the population, the labor laws and the obstacdlesin State
Government regulaion. The sectors of highly labor are a strong attraction to
investors.

The protection of smal-scae indudtriesis dso regarded as Sgnificant barrier
for investment in the dothing industry.

Botswana
Background
Politicaly stable and safe environment.

Sgnificant invesment in the mining indudtry.
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High unemployment and strong incentives to cregte jobs.

Dedre to diversfy from mining base.

Trying to dtract investment in the financia sector (no exchange controls).
Environment

Liberaized market place.

No exchange controls.

Smdl populaion.

Smdll domestic market.

Mog of population involved with agriculture.

Struggle to compete with larger market in South Africa

Rwanda

Background

Recent background of war and politica uncertainty.
Minima natural resources.
Densdy populated.

Agriculture base.

Smadl market place.
Environment

Need FDI, attractive incentives.
Sill air of uncertainty.

No recent new investors.

Exidting investors have struggled over the recent war years.

Foreign Exchange Controls



Appendix 3: Significance of specific
administrative barrier

Bhutan

Bearing in mind that the concept of foreign investment is new to Bhutani.e.
lessthan ayear old, and the introduction of Foreign Invesment Policy
imminent, atrawl of investorsis not possble.

Infact, at this stage, only one mgor foreign investor has committed to the
understanding of the new policy and is in the process of setting up.

The new investor is a Singapore based hotd group which has committed on
the basi's of the terms which have been recommended for find goprova in the
Foreign Investment Policy document which, as mentioned, is due to receive
the find sed of gpprovd from the Nationd Assembly during March 2003.

As the main source of income of thisinvestor emanates from External Sources
in hard currency, there is a degree of comfort by both the RMA (Roya
Monetary Authority) and the investor thet inflows of hard currency will
comfortably exceed outflows, and Exchange Control requirements will be met.
Therefore insurmountable Exchange Contral difficulties are not envisaged.

The Investor regarded Exchange Control issues as low key compared to other

Government issuesincluding Taxation, Customs and land dlocation and
ownership, which were causing concern. Import duties were areal concern

It was accepted however, that they would not have been so relaxed about
Exchange Control implicationsif their main income source had beenin locd
currency or Indian Rupees; dividends have to be matcred by hard currency
inflows

Theinability to match foreign currency commitments with equivaent inflows
would amost certainly cause the investor a degree of uncertainty. Thiswould

be more sgnificance if the mgor earning base was loca Ngultum or Rupees
rather than hard currency. Ngultum and Indian Rupees arelegd tender in
Bhutan on aonefor one basis.

India

Exchange Controls were, in the 90's a Sgnificant adminigrative barrier to and
for investors. Stories abound of long drawn out bureaucratic procedures, time

spent at the RBI chasing gpplications on aregular basis. These processes
became away of life; they became unacceptable to investors and the business
community dike.
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The scent of bureaucracy was prevaent to potential and exigting investors, not
agood advert for FDI. At thistime Exchange Control procedures (not policy)
would have been one of the main adminigtrative barriers.

However, following the beginning of the Exchange Control reform processin
1988 and the mgor regulatory change in 2000 with the introduction of FEMA,
the barrier lessened until today, with the ongoing reform process and full
convertibility area progpect, Exchange Control is not regarded as a maor
barrier. Taxation and Customs issues take priority over Exchange Control.

Botswana

Obvioudy, having abolished Exchange Controlsin 1999, they present no
barrier to inves.

Inredlity, this has dways been the case in Botswana. With mining investors,
specia arrangements have always applied from the outset in the form of
specid mining agreements. These normaly cover the exploration and
productivity stages and encompass dl aspects of the investment including
Exchange Control implications.

Rwanda

Asthere are minimal Exchange Control restrictions in Rwanda, it doesnot
present a barrier to investors with an environment of political uncertainty,
investors require incentives to invest in Rwanda and Exchange Control must
ensure that it follows the Nationd FDI policy on foreign exchange
transactions, and places no obstruction on the investor.

Smilarly, the Nationd Bank must ensure that investors are not frustrated by
poor adminigration of Current Account transactions in the banking sector. A
recent review of the Foreign Exchange Regulations should ensure thet any
aspect of Foreign Exchange Management does not inconvenience investors.
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Appendix 4: Exchange control
guestionnaire for the Indian private
sector

General information about the firm

1 Name of firms who responded Chemtex Engineering of
IndiaHoneywdll, Pfizer, UPS Jetair Express (Pvt) Ltd, Kellogg IndiaPvt Ltd,
Heinz IndiaPvt Ltd

2 Address of

firm

3 E-

mal

4 Inwhat year did your firm begin operationsin India? Lega

status, publically listed, private etc

5 What percentage of your firm is owned by

a) Private sector: domestic %

b) Private sector: foreign %

¢) Government/State %

d) Other %
Tota 100%

Obstacles and government helpfulness

6 Peasetdl usif any of the following issues are a problem for the
operation and growth of your business. If an issue poses aproblem, please
judge its severity as an obstacle on afour-point scae where

0= Noobstacle 1=Minor obstacle 2 =Moderate obstacle 3= Major obstacle
4 =Very Severe Obstacle
No Problem  Degree of

Obstacle

a Exchange Control policy 0 1 2 3
3) Tax rates 0 1 2 3
g) Customs policy 0 1 2 3
?) Economic and Regulatory Policy Uncertainty 0 1 2 3
4
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7 Arethefollowing adminigrative procedures and regulations an
obstacle for your firm's operations and growth? If yes, how severe an obstacle
isit?

0= No Obstacle 1= Minor obstacle 2 =Moderate 3= Mgjor obstacle 4=Very
Severe obdacle

No Problem  Degree of Obstacle

a Exchange Control administration 0 1 2 3
b) Tax administration 0 1 2 3
¢) Customs regulations 0 1 2 3

8 Please rate your current perception of the reation between government
and/or bureaucracy and your business.

a Allinadl, inrdation to your businessdo you perceive the national government to
be:

Very hepful =0, Mildly hdpful =1, Neutral =2 Mildly unhdpful=3, Very
unhelpful = 4

b) Allindl, inrdationto your business do you perceve the regiond and locd
government to be

Vey hdpful =0, Mildly helpful =1, Neutral =2 Mildly unhdpful=3, Very
unhelpful = 4

9 What percentage of the working time of &l your firm's senior
management (CEO, CFO and deputies) is spent dedling with government
regulatory and adminigtretive requirements? 25%

Exchange Control and Foreign Exchange Management
Act

10 Do Exchange Controls have an affect on your business
Y es/no Low priority/ medium priority/ high
priority

11 In order of importance 1 (High), 2 (Medium) and 3(Low), indicate the
effect of the following on your business. Please give amark for each
category.

- Exchange Control 1------ 2---m-=- 3
- Taxation 1--mem- 2rmemmee 3
- Customs 1------ 2-mmmee 3
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12 When you firg explored the possibility of investing in this country,
were the Exchange Control Regulations a consideration

Low priority/ medium priority/ high priority
13 Were the full implications of the affects of Exchange Control fully

explained to your firm when you formaly expressed interest in investing in
India

Yes/no If no, brief summary of problem

14 Now that you are established, in hindsght, were theinitid impressons
give to you about the Exchange Control system and its effect on your firm,
accurate.

Accurate/ inaccur ate
If inaccurate, please provide
detals;
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15 When you were first considering investment in this country, what were the
magjor
Exchange Control considerations:

Minimal Average
Magor
Repatriation of sale proceeds
X
Payments of profits/dividends to non-residents
X
Requirements re non-resident % ownership X
Transfer abroad of saaries of expatriate employees X
Access to loca borrowing X
Repayment requirements of foreign borrowing X
Fears of Bureaucratic procedures X
Other
Other

16 Of the following components of Exchange Control, please indicate the
level of sarvice that you receive from the banking system and, stete whether
you are content with the policy surrounding the component.

Current Account transactions Leve of service Content with
palicy
Payments for imports Bad/OK/good Y es/No*
Payments of royalties/patents Bad/OK/good Yes/No
Receipt of export proceeds Bad/OK/good Yes/No
Foreign Currency Accounts
Abroad Bad/OK /good Y es/No
Locdly Bad/OK/good Y es/No

Didribution of dividends and profits Bad/OK/good

Y es/No

Sdaries of expatriate employees Bad/OK /good Y es/No
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Capital Account transactions

Inward flows of investment funds Bad/OK/good Y es/No
Equity investment Bad/OK/good Y es/No
Foreignloans Bad/OK /good Y es/No
Loca Borrowing Bad/OK/good Y es/No
Repatriation of saes proceeds of invetment  Bad/OK /good Yes/No
Other Bad/OK/good Yes/No
Other B ad/OK/good Yes/No
Other Bad/OK/good Yes/No
17 Y our views on the Exchange Control palicy in Inda

- Too relaxed (tick)

- About right X (tick)

- Toorigid (tick)

18 Have you had the goportunity to comment or make recommendations
on Exchange Control policy issues ether direct or through your trade
organization i.e. Chamber of Commerce.

Yes/no

19 Your views on whether there is too much bureaucracy/paperwork
when processing Exchange Control gpplications?

- Too much bureaucracy/paperwork__ 50/50 (tick)
- About right 50/50 (tick)
- Very efficient service (tick)

20 How isthe service you receive from your bank when dedling with
Exchange Control gpplications

- Unsatisfactory

- OK
- Satisfactory
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