Hop, skip, jump

That was the code name for the downward adjustment
of the rupee in 1991 that kicked off economic reform

C. RANGARAJAN

THE “DOWNWARD ADJUSTMENT of the ru-
pee" (aeuphemism for devaluation) in July
1991 continues to attract attention and ex-
citement. In hisrecentbook, Jairam Ramesh
provides agraphic descriptionnotonly of the
circumstancesbut also thedecision-making
processand the politicalconvulsionsassoci-
ated with the decision. But the narrative is
Delhi-centric. Unlike earlier devaluations,
the July 1991 decision was not announced
bythegovemment. It wasdoneaspartof the
daily adjustment of the exchange rate that
the RBI was making. No one had expected
this and therein hangs an important tale.

The deterioration in India's balance of
payments (BoP) during 1990 and 1991 is
well-documented. The sharp rise in crude
prices due to the Gulf crisiswas asevere jolt
tolndia'sBoP situation, already under stress.
India’s current account deficit {CAD) had
already touched 2.7 per cent of the GDP in
1988-89. From mid-1990, financing the
CAD became arduous. Traditional sources of
financing started drying up. It became diffi-
cultto roll over short-term finance. Non-res-
ident deposits, which contributed signifi-
cantly o bridge the CAD, had started flowing
out. Serious negotiations with the IMF star-
ted only in December 1990, even though in
a detailed letter, the RBI had urged the gov-
ernment to approach the IMF asearly as in
August 1990. Had India done so, the negoti-
ations would have been much smoother. By
the time India went to the IMF, it was des-
perate for relief. Byend-December 1990, for-
eignexchange reserveswere enough for only
three weeks of imports. Deepak Nayyar and
I went to Washington to start the negotia-
tions. Initially, they were related toonly the
Compensatory and Contingency Financing
Facility. Later, they were widened to cover
other types of facilities. Other efforts were
also made to raise funds. Some help came,
but the position remained grim.

Asthenew govemmenttookoverinend-
June 1991, serious consideration had to be
given o redeem the situation. Thefirstdeci-
siveactionofthe new govemnment was with

On July 1,1991, Imade the
first change. The foreign
exchange market welcomed
the move but was a bit
shaken. But then speculation
started on where the process
would end. There were
editorials that talked about
devaluation much beyond
what we had in mind. It was
then decided to advance the
date of the second
adjustment, and not give too
much of a gap. So, on July3,
the next adjustment was
made. The depreciation
worked out to 17.38 per cent
against the intervention
currency, the pound sterling,

respectto the exchange rate. Discussions bet-
ween the ministry of finance and the RBI
were held at the highest level. As farasIcan
recall, there was really no opposition to the
move — the situation had deteriorated to
apoint that it had become inevitable. Dis-
cussion centred around theextent and mode
of the adjustment. In fact, through steady
day-to-dayadjustments, therupee depreci-
ated by 10.8 per cent vis-a-vis the dollar
betweenMarch 1990 and March 1991. Given
the situation, a sharper one-timeadjustment
was needed. Of course, devaluing the curr-
ency has a political connotation. The task
of convincing the prime ministerand presi-
dent was taken on himself by Finance Min-
ister Manmohan Singh.

The decision was to effecta downward
adjustment thatwas tobedonein two stages
with a gap of two to three days. As men-
tioned earlier, this was to be done by the
RBIin the course of the daily fixation of the
exchange rate. Technically, the rate was to
be fixed in relation to the value of a basket
of currencies withina given margin. We had
long before gone outside the margin. A
sharp downward adjustment would take it
even further outside the limit. Since the
adjustment was to be made in two stages,
the code name for the exercise was “Hop,
Skip and jump”. Why two stages? To test
the market with aninitial dose and then
follow it up. The first announcement would
prepare themarket. After the political clear-
ance, the signal was given to RBI Governor
S. Venkitaramanan and me to go ahead.
Atthe time, I was in charge of exchange
rate adjustments.

On July 1, 1991, I made the first change.
Theforeign exchange marketwelcomed the
move butwas a bit shaken. But then specu-
lation started on where the process would
end. There were editorials that talked about
devaluation much beyond what we had in
mind. It was then decided to advance the
date of the second adjustment, and not
givetoo much ofa gap. So, on july 3, the next
adjustment was made. The depreciation

worked out to 17.38 per cent against the
intervention currency, the pound sterling. I
am not aware of the government having
second thoughts in the intervening period.
Somehow, devaluationis always regarded as
aquasi political decision. The new govern-
ment, hardly a few weeks old, could have
been subject to various pressures. [ did not
hear anything from the finance minister. On
July 3, however, [ got a call fromManmohan
Singhat around 9.30am. He putto meaneu-
tral question regarding the situation, and |
simply said, “I have jumped.” He said, “Fine.”
And that was the end of that episode. Man-
mohan Singh gave interviews and spoke in
Parliament about why the decision to dev-
alue had to be taken. After the announce-
menton]uly 3, the market had to be assured
that there would be no further sharp down-
ward adjustments. This was necessary to
prevent exporters from postponing bringing
in receipts or NRIs from delaying sending
deposits. Our action in the next oneweek in
terms of the adjustmentof the value of the
rupee reassured the market. Infact,onAug-
ust 2, [addressed a gathering inBombay and
gave adetailed accountof the reasons behind
the adjustments. I reiterated that there wo-
uld be nofurther sharp changes.

Thedecision to make the downward ad-
Jjustment was bold. It required courage. But
devaluation has also been done in the past.
What was, in fact, bolder was the ushering
inof reforms in general and particularly in
the extemnal sector. Thedismantling of quan-
titative controls on imports, reduction in
import tariffs, introduction of EXIM scrips,
adoption of a dual exchange rate, and switch
0 a market-determined exchange rate sys-
tem all happened in a short span of 18 mo-
nths, and transformed the external sector
regime. The rupee became convertible on
the currentaccountin 1994. India'sexternal
sector has never been as strong as it has
been since 1991-92.

The writer, chairman, Madras School
of Economics, is aformer RBI governor
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