
BANKING AND FINANCE

THE CHARTERED ACCOUNTANT     january     2012 81

How to Structure an External Commercial 
Borrowing?

In a country like India, where the interest on the domestic bank loan is distinctly higher than the overseas loan, there 
is a natural inclination by the business houses to explore the possibility of mobilising the fund through the external 
commercial borrowing (ECB) route to leverage the interest burden. However, the choice is not so easy to implement 
as there is specific circular by the Reserve Bank of India stipulating various conditions and covenants which need 
to be satisfied before taking a call. In this article, the author has made an attempt to highlight the issues which a 
company should look into before availing an ECB so that it could be structured in the best interest of the company.

At the outset, I wish to touch 
upon the eligibility criteria enabling 
a company to avail ECB under 
automatic approval route, i.e. 
without seeking specific approval 
from the RBI. The most important 
criteria is that the borrowing should 
be investment in new projects, 
modernisation/expansion of existing 
production units, infrastructure 
sector, specified service sectors 
(namely, hotel, hospital, software in 
India), overseas direct investment 
in joint venture or wholly owned 
subsidiaries. However, the end 
use is not permitted for real estate 
sector, working capital funding, 
general corporate purpose, and 
repayment of existing rupee loans. 
It is interesting to note that whereas 
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acquisition of land for setting up a 
new industrial unit or expansion of 
an existing one is eligible for ECB, 
it is not permitted where land is 
purported to be acquired for real 
estate. Usually, the banks adopt a 
conservative approach by putting 
a covenant that ECB granted 
cannot be disbursed for payment 
of land cost and it can be disbursed 
only for construction of factory 
and acquisition of related plant 
and machinery. This puts a lot of 
hardship on the companies where 
it involves purchase of large plot of 
land involving a high proportion of 
total fund cost.^ After introduction 
of RBI Master Circular no. 9/2011-
2012 dated 1st July, 2011, there is 
no embargo on utilisation of ECB 
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^Recently, the government has increased the automatic route borrowing up from $500 million to $750 million. Service sector can raise up to $200 
million. NGOs and MFIs can borrow upto $ 10 million.
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on acquisition land for real estate 
sector, i.e. industrial use and as 
such, CFOs should try suitably to 
convince the prospective lender of 
ECB to disburse the proportionate 
amount towards purchase of land 
after company puts its share of 
contribution. However, considering 
the frequent social and political 
confrontation and dispute arising 
in context of land acquisition, it 
is the obligation of the company 
to convince the lender about the 
bonafide title and undisputed 
possession of the underlying land. 
Further, the real estate restriction for 
ECB does not include development 
of integrated township for an 
industrial unit. 

The second criterion for auto-
matic route is the threshold limit 
of the ECB. A corporate other than 
those in hotel, hospital and soft-
ware can raise ECB of maximum  
$ 500 million or its equivalent dur-
ing a financial year. In case of 
service sector mentioned, it is $ 100 
million or its equivalent during a 

financial year. NGOs and MFIs can 
raise ECB to the extent of $ 5 million 
per annum. Further, for ECB up to 
$ 20 million, the minimum average 
maturity should be of three years, 
for above $ 20 million and up to  
$ 500 million, it should be five years. 
A corporate can raise additional 
amount of $ 250 million in a financial 
year provided the average maturity 
is more than ten years. 

The third criterion is regarding 
all-in-cost ceilings. Where the 
average maturity period is up to 
five years, the all-in-cost ceiling 
over six months LIBOR should be 
300 basis points, i.e. 3%. In case of 
average maturity period more than 
five years, it can go up to 500 basis 
points, i.e. 5%. All-in-cost includes 
rate of interest, other fees and 
expenses in foreign currency except 
commitment fee, pre-payment fee 
and fees payable in Indian rupees. 
The payment of withholding tax 
in Indian Rupees is excluded for 
calculation of the all-in-cost.

TCs Become ECB If They Exceed 
Maturity Limit
TCs (Trade Credits) refer to credits 
extended for imports either by the 
overseas supplier or its banker  
(known as suppliers’ credit) or  
directly by the importer itself through 
its banker (known as buyer’s credit) 
for original maturity of less than three 
years. In case of buyer’s credit also, 
the local bank of the importer has 
to tie up with some overseas bank 
for the credit. It may be noted that  
buyers’ credit and suppliers’ credit 
for three years and above come 
under the category of ECB which  
are governed by ECB guidelines.

In order to keep the discussion 
simple and focused, we will keep 
the cases of ECB requiring for RBI 
specific approval from RBI outside 
the purview of our discussion 
from since these are basically 
refinan-cing borrowing by financial 
institutions or specific purpose 
mega borrowing. 

Commandments of Prudent 
Structuring of ECB

1. Fair and Realistic Cash Flow 
Projection
The company should draw a fair 
and realistic cash flow projection 
of the underlying project since it is  
the basis of making loan draw down 
as well as repayment schedule. 
Banks charge commitment charge 
unless the draw down does not 
take place as per sanction letter 
which is eventually an additional 
cost to the company. Further, in 
case of hedged ECB (discussed in 
details later on), there is no scope 
of subsequent reshuffle since the 
hedged rate is worked out at the 
beginning based on the committed 
draw down and repayment. Default 
will only result in uncovering the 
hedging as well as there may be 
additional cost as per terms of the 
sanction authority.

2. Keep in Mind Benchmark 
Ratios
The CFO should prepare the 
historical as well as the projected 
ratios, e.g. DSCR (debt servicing 
coverage ratio), Debt to TNW (Total 

he eligibility 
criteria enabling 
a company 
to avail ECB 
under automatic 

approval route, i.e. without 
seeking specific approval 
from the RBI. The most 
important criteria is that 
the borrowing should be 
investment in new projects, 
modernisation/expansion of 
existing production units, 
infrastructure sector, specified 
service sectors (namely, hotel, 
hospital, software in India), 
overseas direct investment in 
joint venture or wholly owned 
subsidiaries. After introduction 
of RBI Master Circular no. 
9/2011-12 dated 1st July, 
2011, there is no embargo 
on utilisation of ECB on 
acquisition land for real estate 
sector, i.e. industrial use.

T

hile comparing 
the offer given 
by the bank, 
the CFO should 
consider all 

elements of cost which will 
be borne by the company. 
Interest on ECB is subject to 
deduction of withholding tax 
at source. However, many 
a times, banks insist that 
withholding tax should be 
borne by the company. In this 
case, such tax is an additional 
cost for the company although 
it is not revenue for the bank. 
Similarly, CFO should also 
ascertain whether there is any 
commitment charge,which is 
of course contingent in 
nature.    

W
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Net Worth) Ratio, Asset Coverage 
Ratio, EBITDA (Earning before 
interest, taxes, depreciation and 
amortisation) to Sales Ratio etc. 
and compare with the financial 
covenants stipulated by the Bank. 
This will validate the fairness of the 
cash flow to ensure timely debt 
servicing. If required, the repay-
ment schedule may be reshuffled 
suitably. Although, different banks 
may have different financial 
covenants, usually DSCR of not 
below 1.5, Debt/TNW not exceed-
ing 1, Asset Coverage not below 
1.5 and EBITDA to Sales not below 
13% are considered sound. 

3. Negotiate for a better 
‘SPREAD’
Banks quote the interest on ECB 
in format of LIBOR + SPREAD. 
For example, one bank may quote 
like three months LIBOR + 300, 
i.e. the interest rate will be 3.00% 
over and above the prevailing three 
months’ LIBOR rate. If the LIBOR 
is 0.32%, the final interest on the 
proposed ECB will be 3.32%.
Whereas, LIBOR rate is available in 
the public domain, the spread is a 
bank specific, i.e. it can vary from 
bank to bank. The spread depends 
on cost of fund for the particular 
bank, its risk assessment about the 
prospective customer and the credit 
charge (profit margin). As such, the 

way. Let’s examine with an example. 
Company X intends to avail ECB of 
$100 million with an interest cost 
of three months’ LIBOR + 300. 
Assume that three months’ LIBOR is 
0.32% and the exchange rate for $1 
as R45. No need to be surprised for 
such assumption as $ was hovering 
around R45 till mid September, 
2011. As such, Company X will get 
R4,500 million as ECB at an interest 
of 3.32% p.a. There should be all 
reason for rejoice for such a low 
interest rate whereas in present 
money market, interest rate on term 
loan in rupees is hovering around 
15%. Let’s us assume that after 
a year, the LIBOR rate becomes 
3.50%. It may look hypothetical 
but not impossible, since this was 
the rate ten years ago. After a year, 
the lending bank also increases 
the spread to 5%. Also assume 
that dollar rupee exchange rate 
becomes R55. It may be noted that 
the dollar has already touched R54 
in second week of December 2011 
at the time of writing this article. The 

spread may vary from one bank to 
another and even one bank also 
has different spreads for different 
customers depending upon their 
financial health and rating. The 
CFO should negotiate with banks 
for a competitive spread. Similarly, 
the one time upfront/arrangement 
fees charged by the bank on loan 
sanctioned amount are also a 
matter for negotiation.

4. Ensure No Hidden Cost
While comparing the offer given by 
the bank, the CFO should consider 
all elements of cost which will be 
borne by the company. Interest 
on ECB is subject to deduction of 
withholding tax at source. However, 
many a times, banks insist that 
withholding tax should be borne 
by the company. In this case, such 
tax is an additional cost for the 
company although it is not revenue 
for the bank. Similarly, CFO should 
also ascertain whether there is any 
commitment charge, which is of 
course contingent in nature.

5. Understanding of Variable 
Elements of Borrowing Cost
Cost of borrowing through ECB 
has three variable components, 
viz., 1. LIBOR rate, 2. Spread and 
3. Exchange rate. Any variation in 
any such components will impact 
the overall cost of borrowing either 

he company 
should draw a fair 
and realistic cash 
flow projection 
of the underlying 

project since it is the basis of 
making loan draw down as well 
as repayment schedule. Banks 
charge commitment charge 
unless the draw down does 
not take place as per sanction 
letter which is eventually an 
additional cost to the company. 
Further, in case of hedged 
ECB (discussed in details 
later on), there is no scope of 
subsequent reshuffle since 
the hedged rate is worked 
out at the beginning based 
on the committed draw down 
and repayment. Default will 
only result in uncovering the 
hedging as well as there may 
be additional cost as per terms 
of the sanction authority.    
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effective rate of interest will become 
10.39% against initial rate of  
3.32%. If you consider additional 
principal repayment due to 
weakening of rupee by 22%, the 
impact will be more severe and 
ultimately it may be costlier than 
a rupee denominated loan. CFO 
should deeply analyse such risk 
factor while availing any ECB 
and make necessary hedging 
arrangement. I feel that it is 
appropriate to discuss about the 
hedging mechanism from corpo-
rate perspective while availing the 
ECB. 

RBI permits swap be used for 
hedging of interest servicing and 
principal repayment of ECB. Swap 
is a contract between two parties, 
i.e. lending bank and borrowing 
corporate to exchange a set of 
interest and/or principal cash 
flows in two currencies on pre-set 
dates. In case of hedging of ECB, 
there can be three types of swaps, 
namely, (i) Principal Only Swap 
(POS), (ii) Interest Rate Swap (IRS) 
and (iii) Cross Currency Interest 
Swap (CCIS).
(i) Principal Only Swap (POS)
 POS is a contract between two 

parties to exchange only principal 
cash flows in two different 
currencies on pre set dates. 
This can be used for hedging 
the principal repayment both 
under bullet (single transaction) 
and staggered (multiple 
transactions) repayment 
schedule. The cost of POS is  
the forward premium considered 
while arriving at the fixed 
exchange rate for repayment 
in future on pre set dates. 
Forward premium is calculated 
on basis of difference of interest 
rates difference between two 
currency, e.g. the dollar and 
Indian rupee. However, like any 
other international transactions, 
there is also some degree of 
speculation , like political and 
financial stability, government 

policy etc. which is factored 
while arriving at the final forward 
cover rate. Further, the forward 
premium rate will vary from 
bank to bank depending on its 
ability to take the exposure and 
margin expectation.

(ii) Interest Rate Swap (IRS)
 IRS is a contract between 

two parties to exchange only 
interest cash flows, to convert 
the floating interest rate liability 
into fixed interest rate liability. 
Although, the principle of arriving 
at forward premium rate and 
fixed interest rate is same, there 
is difference on its application. 
In POS the repayment of 
principal amount of the ECB is 
calculated as per the forward 
exchange rate agreed upon. 
However, the periodic interest 
calculation is subjected to 
floating interest rate prevailing 
from time to time. Further, the 
payment of such interest is 
tendered as per the prevailing 
spot exchange rate. In IRS, on 
the other hand, interest liability 
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rincipal Only 
Swap (POS) is a 
contract between 
two parties to 
exchange only 

principal cash flows in two 
different currencies on pre 
set dates. This can be used 
for hedging the principal 
repayment both under 
bullet (single transaction) 
and staggered (multiple 
transactions) repayment 
schedule. The cost of POS 
is the forward premium 
considered while arriving at 
the fixed exchange rate for 
repayment in future on pre 
set dates. Forward premium 
is calculated on basis of 
difference of interest rates 
difference between two 
currency, e.g. the dollar and 
Indian rupee.

P

lthough, it is 
prudent to 
draw the ECB 
just before 
utilisation thereof, 

it is always not possible 
particularly where it is 
intended for execution of 
some time consuming project 
like setting up a new factory. 
Further, in case of an ECB 
having hedging mechanism, 
the draw down has to take 
place strictly as per the 
agreement executed at the 
beginning. As such, efforts 
to be made to park such 
idle borrowed fund in form 
of temporary investment as 
allowed as per RBI guidelines 
so that the cost of borrowing 
for such idle period is 
minimised.

A
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about if there is any adverse 
fluctuation in LIBOR rate, spread 
by the bank and the exchange 
rate between the dollar and 
Indian rupee.
 
Now the question arises  

whether there is any bench mark 
reference rate on basis of a CFO 
can broadly arrive at the likely  
CCIS rate. In this context, Mumbai 
Inter-bank Forward Offer Rate 
(MIFOR) is the most popular and 
prevalent benchmark. MIFOR is 
a mix of the London Inter-bank 
Offer Rate (LIBOR) and a forward  
premium derived from Indian 
forex market, For example, 
if the five year MIFOR rate is 
6.70%, it would be reason- 
able to expect that a corporate 
looking to swap an ECB from 
floating LIBOR and the dollar to 
fixed Indian rupee, can assume a 
swap cost of 6.70%. In CCIS, first 
of all a floating LIBOR is converted 
into fixed LIBOR for the underlying 
tenure of the borrowing. Then 
the fixed LIBOR is converted into 
INR by interest rate swap. Like 
LIBOR, the MIFOR rates for various 
tenures are also available in public  
domain.

will be calculated on the notional 
outstanding principal amount at 
a fixed rate of interest. However, 
the repayment of principal 
will be made applying the 
prevailing spot exchange rate. 
Interest although calculated  
at a fixed rate, it will be tendered 
at prevailing spot exchange 
rate.

(iii) Cross Currency Interest Swap 
(CCIS)

 CCIS is a contract between 
two parties to exchange a set 
of interest and principal cash 
flows in two different currencies 
on pre set dates. The objective 
of this arrangement is to  
convert synthetically the 
foreign currency denominated 
ECB into INR loan for the 
tenure of the loan. This is the 
most comprehensive swap 
arrangement since it hedges 
completely the foreign currency 
liability into Indian rupee, i.e. 
both principal and interest. In 
atypical CCIS, the resultant 
interest rate covers both  
forward premium and interest 
rate swap. Let’s explain it with 
a simple illustration. Company 
Y has been sanctioned with an  
ECB of $ 100 million with  
interest cost of three months 
LIBOR +300. The prevailing 
interest spot rate of the dollar 
is R45/. Company Y intends 
to go for CCIS. The bank 
gives a consolidated interest 
rate of 9.85% p.a. As per 
this hedging arrangement,  
Y will pay interest on the  
notional amount of outstanding 
principal at a fixed interest 
rate of 9.85%. Further, Y 
will repay the identical 
amount of principal received  
by it in Indian rupee while 
taking the disbursement. In 
this case, ECB will become a 
fixed rate rupee loan. As such, 
the company Y need not worry 

Usually, there is a gap of at 
least 2% between domestic term 
loan and ECB comprehensibly 
hedged. As such, CFO should 
explore ECB with competitive  
terms and conditions for new  
project or expansion of existing 
project. 

Remember Idle Money Has a 
Cost!
Although, it is prudent to draw the 
ECB just before utilisation thereof, 
it is always not possible particularly 
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BI Circular no. 
30 dated 27th 
September, 
2011, permitting 
Indian entities 

to borrow ECB in Chinese 
Yuan (Renminbi) is a welcome 
step. Indian companies in 
the infrastructure sector are 
now allowed to avail of ECBs 
in Yuan, under the approval 
route, subject to an annual 
currency cap of $ 1 billion. 
The approval of the RBI 
will be valid for a period of 
three months and the loan 
agreement should be executed 
within the validity period.
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where it is intended for execution 
of some time consuming project 
like setting up a new factory. 
Further, in case of an ECB having 
hedging mechanism, the draw 
down has to take place strictly as 
per the agreement executed at the 
beginning. As such, efforts to be 
made to park such idle borrowed 
fund in form of temporary invest- 
ment as allowed as per RBI 
guidelines so that the cost of 
borrowing for such idle period is 
minimised. As per RBI circular no 
52 dated 23rd November, 2011, 
borrowers are permitted to keep 
ECB proceeds abroad meant 
only for foreign currency expendi- 
ture pending utilisation for perm-
issible end-uses. However, such 
ECB proceeds parked overseas 
can be invested in liquid assets, 
such as, (a) deposits or Certificate 
of Deposit or other products offered 
by banks rated not less than AA (-) 
by Standard and Poor/Fitch IBCA 
or Aa3 by Moody’s; Treasury bills 
and other monetary instruments of 
one year maturity having minimum 
rating as indicated above and (c) 
deposits with overseas branches/
subsidiaries of Indian banks abroad. 
The funds should be invested in 

such a way that the investments 
can be liquidated as and when 
funds are required by the borrower 
in India.

It may be noted that ECB funds 
raised abroad meant for rupee 
expenditure in India should be 
brought immediately to India for 
credit to the borrowers’ Rupee 
accounts with AD Category I banks 
in India pending utilisation for 
permissible end-uses. Although, 
RBI has not specified any particular 
types of assets or rating condition for 
temporary investment of such idle 
borrowed funds, it has categorically 
prohibited for investment in capital 
markets, real estate or for inter-
company lending. However, it 
can reasonably be construed that 
investment in liquid assets devoid 
of any speculation and capable 
of being liquidated as and when 
required may be the borrower, may 
be considered with consent from  
the lender. From practical 
experience, it may be shared 
that lending bank will prefer the 
investment in form of short term 
deposit with the bank itself.

RBI Circular no. 30 dated 
27th September, 2011, permitting 
Indian entities to borrow ECB in 

Chinese Yuan (Renminbi) is a 
welcome step. Indian companies 
in the infrastructure sector are now 
allowed to avail of ECBs in Yuan, 
under the approval route, subject 
to an annual currency cap of $ 1 
billion. The approval of the RBI will 
be valid for a period of three months 
and the loan agreement should be 
executed within the validity period. 
Hope that in due course, ECB in 
Yuan will be allowed for automatic 
approval cases also.

I will like to conclude by 
quoting an extract from Kautilya’s 
Arthashastra which says: “No 
one shall recover interest without 
agreeing on the rate with the debtor 
at the time of making the loan. Once 
agreed upon any interest rate shall 
not be changed during the course 
of the loan.” The basic importance  
of fixed rate principle advocated 
by the great scholar, strategist, 
diplomat, and economist Chanakya 
during the rule of Chandragupta 
Maurya (322-298 BC) holds good 
today also although, the means 
of borrowing in modern days has 
become quite complex in view  
of dependence on a number 
of factors, both domestic and 
international. n
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