1991’s golden transaction

Pledging gold made everyone aware of the enormity of
the crisis, and paved the way for economic reforms

C. RANGARAJAN

INDIA'S BALANCE OF payments situation had
deteriorated sharply by the end of 1990. Even
as attempts were being made toobtain nor-
mal and extraordinary funding from multi-
lateral institutions, private banks and other
market players were alsobeing approached.
With frequent changes in government, the
responsibility of the RBI increased. Govemor
S. Venkitaramanan was so active that he
was described by an economic daily as
“lone(loan) ranger”.

In the course of talking with various mar-
ket players, one question that came up freg-
uentlywas: Whatwas India doingonitsown
to tide over the crisis? The implication was
simple. India had a fairly large stock of gold
as reserves. Why could notIndia use it? This
was not outside the thought of the RBl as
well. Several steps were being taken to acti-
vate the banks' gold holding. The first step
was to revalue the gold holdings at market
price. This was done by the government
through an ordinance in October 1990,
which was later approved by Parliament. In
January 1991, the State Bank of India prop-
osed to raise foreign exchange through the
lease of gold held by the government. In April
1991, the govemment agreed tothe proposal
to utilise 20 tonnes of confiscated gold and
raise foreign exchange. The gold was dis-
patched in four consignments in May 1991.
This was actually executedin the form of sale
with a repurchase option. The RBI was totally
involved in this arrangement. But this was
not enough. The RBI was thinkingof how to
use itsown gold to tide over the crisis.

In using the RBI's gold, there were three
sets of issues tobe cleared. First, atthe policy
level,a dedsion was needed: Given the sen-
timental attachment to gold, it was felt from
the beginning that outright sale of gold was
not an option. Pledging gold and raising afor-
eign exchange loan was the only thingcont-
emplated. Second, whatever was tobe done
had to be consistent with the provisions
of the RBI Act, 1934. Under the act, the
RBI could borrow only from other currency
authorities. Third, there were issues con-
nected with the physical task of selecting,
packing and sending out gold. It bristled
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with many problems.

The advice of the RBI for pledging gold to
raise a foreign exchange loan was accepted
by the government. It was a bold decision
by a gove mment which at that time was only
a caretaker one.

Governor Venkitaramanan and | visited
several central banks to sound out how far
they would be helpful. The Bank for Inter-
national Settlements ( BIS) had to be ruled
out because it was not strictly a “currency
authority”. It turned out that the Bank of
England and the Bank of Japan were two cen-
tral banks who were willing. But both insti-
tutions insisted that the pledged gold must
be kept outside India, despite India being
a depository country under the IMF. The
RBI Act does permit keeping of gold outside
India but with some restrictions. To conform
to the provisions of the act, with respect to
borrowing, the RBI had to transfer the asset
from the Issue Department to the Banking
Department andthis was done before trans-
shipping gold. Since the RBI is permitted to
borrow only for amonth, the borrowing had
to be rolled over from month to month.

The third set of issues relating tothe ship-
mentof gold turned out to be more arduous
than expected. Since the quantity of gold to
be pledged was around 50 tonnes, it was
decided to use the gold that was in stock in
Mumbai. The gold in stock was in various
forms. Not all of them satisfied the London
Good Delivery (LGD) specifications interms
of fineness and weight. It was decided to
send pure gold bars as they were and the
Bankof England was entrusted with the res-
ponsibility of converting the non-LGD bars
into LGD bars.

Packing, insuring and finally sendingthe
gold through airlines had to bedone in a
short span of time withoutattracting much
attention. This was an operation in which
various departments of the RBI, such as the
External Investments & Operations (DEIO),
Issue, Banking Operations and Legal had to
cometogetherand act. PB. Kulkarni, thechief
of the DEIO, and his band of devoted col-
leagues did a tremendous job. In all, 46.91
tonnes of gold were dispatched in four

consignments by air, beginning july 4. The
largest consignment was the second one,
which had to be transported through a
chartered carrier. It is interesting to note
that the actual dispatch happened after the
new government led by PV. Narasimha
Rao and Manmohan Singh (as finance min-
ister) took over. The new FM raised no objec-
tions and he, in fact, defended the action in
Parliament. The loan raised againstthe ple-
dging of gold was repaid by November 1991.
However, that gold was not brought back
butkept abroad.

The entire episode was not without its
drama. For example, when any commodity
is sent out of the country, the nature of the
commodity has to be dedared. | spoke with
the commissioner of customs and a special
authorisation from the finance ministry was
obtained to send the gold without sucha
declaration. As one ofthe consignments had
an intermediate stopover, a sudden doubt
arose whether this was covered by insurance.
On a Sunday;, | had the office opened to check
the policy and was relievedtofind thatithad
a “Vault to Vault” insurance cover. Finally,
when the gold was moved from the vault of
the Bombay office to the airport, the move-
mentalongthe road was closely monitored.
In the case of one large consignment, the
bullion van had to stop because of a susp-
ected tyre burstin one ofthe carsin the con-
voy. Fortunately, before much commotion
could happen, the convoy resumed.

The total loan raised against the pledge
of gold was $405 million. Today, it may
look small, but this amount was crucial to
prevent a default at the time. There was no
intention on the part of the RBI or the gov-
ernment to hide the transaction from the
public. The RBI wanted to makeit publiconce
the operation was over. The shipment of
gold made everyone aware of the enormity
of the crisis facing India, and paved the way
for economic reforms.

The writeris a former chairman of the
Economic Advisory Council to the
Prime Minister and a former governor,
Reserve Bank of India



