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EXECUTIVE SUMMARY 

 
The history of convertibility of currencies is an instructive and inevitable part of the 
concept of capital account convertibility. At the time of the establishment of the IMF and 
the World Bank, the convertibility of currencies was regarded as the greatest destabiliser 
of the global economy. From that assumption convertibility has become some kind of 
ultimate step in the process of marketisation of an national economy and its integration 
with the the global economy. Convertibility of currencies became a global phenomenon 
only in 1970s. The historic background to this change of assumption, which is almost a 
paradigm shift, needs to be understood to grasp the Indian debate that is on about Capital 
Account Convertibility.   
 
From the time convertibility became globally accepted economic model, the issue of 
capital account convertibility has always fascinated economists and policy framers. To 
some, it is the last mile connectivity to a globalized world; to others it represents a short 
cut to economic ruination. In the Indian context, though there was a huge brouhaha in the 
mid 90’s on this subject, successive governments after the East Asian crisis did not find it 
a policy worth mentioning. Nevertheless, India silently continued her liberalisation of her 
capital account. While India’s conservative approach of accumulating FE reserves 
without allowing the Rupee to appreciate has come for criticism from some quarters, the 
RBI has rightly placed prudence ahead of any policy adventurism. It may be noted that 
with many currencies competing with India for the global market, are significantly 
undervalued, not the least being China’s Yuan. Therefore, if the Rupee were to appreciate 
it could have a negative impact, albeit at the disaggregate level, while at the aggregate 
level the Swadeshi Jagaran Manch (SJM) is quite certain that it could have the necessary 
positive impact on the Indian economy.  
 
Nevertheless, in order to tackle its problem of plenty, RBI meanwhile has continued to 
take a series of small but sure and well-directed steps towards CAC. In the process, the 
Indian economy has been able to attract reasonable FDI, without any significant volatility 
in the exchange rate of the Rupee as well ensuing macroeconomic stability. It is also 
conceded that this policy has achieved the mythical economic trinity, albeit of course, 
this stability has come at a cost — the cost of maintaining such huge FE reserves. It is 
conceded that the opportunity costs of maintaining such reserves are indeed material and 
cannot be brushed aside, more so by developing countries. Nonetheless, when 
benchmarked at the probable costs arising to an economy from the full convertibility of 
the Rupee and factoring the experiences of East Asia, one feels that India can continue 
with her existing policy of “hastening slowly” rather than taking a single leap in 
achieving full convertibility of the Rupee. For, if something were to go wrong, the 
consequences would be disastrous for the Indian economy to bear. Somewhere down the 
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line, the national approach of crossing the river by feeling the stones seems to 
appropriate, given the context, rather than take a single leap.  
 
CAC after all is a delicate balance between raising efficiency and maintaining stability. It 
is essential in a country like India that the market regulator has to retain policy space to 
ensure growth and with it equity. CAC it is often feared may result in the surrender of 
this policy space of the RBI leaving the exchange rate mechanism to the market forces as 
well as dent the ability of the RBI to maintain an independent monetary policy.   
 
The issue of full convertibility has once again come to dominate the national economic 
debate. It is in this connection that this discussion paper brought about by the SJM 
explores the impact of full convertibility on the Indian economy and looks at some of the 
dimensions associated with the subject.  
 
 
 
The campaign for full Capital Account Convertibility [CAC] of the Indian currency has 

again began in 1997 with the then and present Finance Minister Mr. P Chidambaram 

saying that it is not a long term idea but a near term one. Chidambaram was very keen to 

make the Indian currency fully convertible within a period of three years from 1996 when 

he first became the finance minister. He set up the First Tarapore Committee then to lay 

the road map for full convertibility. At that time full convertibility of the currency was 

regarded as the ultimate fashion statement in macroeconomics. That was also regarded as 

the best and the most market-friendly way of accessing foreign direct investment. In fact, 

the Asian and East Asian countries became the prime examples of countries got on to the 

escalator of prosperity by floating their currencies and making them fully convertible. At 

that time, except the SJM, no one strongly opposed the idea of full convertibility on 

capital account. In fact, it can be said with some degree of authority and responsibility 

that many economists did not even a view on the subject.  

 

CAC is a concept which cannot be understood without the historic background to how 

convertibility, which was regarded as the greatest destabiliser of the global economy at 

the time of the foundation of the IMF and the World Bank, became inevitable and 

acceptable to western economic thinkers and how in its experience of over three decades 

it has been critiqued and questioned particularly in the last decade or so. This historic 
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background to convertibility is very necessary to grasp the issue of CAC that is being 

debated in India now.        

 

THE POWER OF VIRTUAL FINANCE 

 

It is necessary to get a macro view of how the global financial architecture has evolved in 

the last few decades since 1971 and how the complex global financial system has 

enormously enhanced the role and power of the finance particularly with the 

unprecedented expansion of the equity market and also the financial market and the 

different financial instruments evolving from time to time. The sheer size of the virtual 

financial market which outnumbers the real economic transactions by over 100 times 

gives a mind boggling and disproportionate influence to those who operate the financial 

market and those who arbiter its rules and instruments. The west has attempted to keep 

the global finance under its control through the rules, personnel and institutions by which 

it is operated. Consequently they also have very protective and secretive about this sector.   

No country, which is unfamiliar with the way the global financial maze functions can 

succeed in deciphering and demystifying the process of globalisation. Similarly, no 

country which can set and interpret the rules to its own advantage can play this game 

successfully. Unless a nation is able to decipher and demystify the concept and practice 

of globalisation it will be difficult for that nation to handle the difficult global game. This 

is where the calibrated liberalisation of the financial sector of a nation and erecting 

appropriate Chinese walls in their own national context emerges as the critical factor to 

decipher the concept of globalisation, which is in turn is driven by virtual finance. This 

alone would enable the nation to handle it, perhaps with success. It is important at this 

stage to analyse how central the calibrated liberalisation of the financial sector with 

appropriate checks and balances is to a nation in facing up to the challenge of global 

economic game which is driven by global finance. Therefore it is necessary to understand 

the structure of global finance and how it has evolved as a complex architecture and also 

how important it is for a nation to handle it skilfully to navigate itself.  

 

THE EVOLUTION 
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This requires some historic reference to the developments in the global financial 

architecture since World War II. The post War reconstruction of the world through the 

Breton Woods conference in 1948 postulated that money being basically a de-stabiliser 

should be kept under watch and check. This led to the formation of the World Bank and 

the IMF and the creation of a global financial system in which each participating 

Government guaranteed to exchange its own currency on demand for US Dollars at a 

fixed rate.  In turn the US Government guaranteed to exchange Dollars on demand gold 

at a rate of at a rate of 35 USD per ounce of gold. This effectively placed all the 

currencies on indirect gold standard, backed by the US gold reserves. Governments thus 

came to accept US Dollars as gold deposit certificates and chose to hold their 

international foreign exchange reserves in Dollars rather in gold. This worked well for 

over two decades. There was hardly a financial crisis during this period. This was the 

most stable period in the global economy when economies recorded unprecedented and 

unparalleled growth.  

 

But this arrangement was based on the assumption that the US economy would always 

remain strong enough to support the Dollar. But the cost of the cold war and the 

involvement of the US Vietnam war considerably weakened the faith of the rest of the 

world in the Dollar as the reference point of global finance. A situation was developing in 

which there could be a run on the dollar with countries and investors holding dollars 

surrendering the dollar and asking for gold in return. To pre-empt such a danger the US 

President, Richard Nixon, removed the convertibility of the Dollar to gold in August 

1971. This completely debased the very structure of global finance conceived by Breton 

woods meet. After these developments, the Gold- Dollar parity of 35 Dollars to an ounce 

of gold, shot through the roof to end at over 300 Dollars to an ounce of gold within the 

next few years. It meant that the investment in dollars which the world had made became 

worth only 10% of their original value. In the process the world had inevitably got 

hooked to the dollar as the global currency by virtue of the rules adopted earlier. With the 

fixed exchange rate gone, floating exchange mechanism replaced the old structure. With 

the result the global financial architecture slipped into the very danger of destabilising 
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money mechanism which the Breton woods philosophy and structure endeavoured to 

avoid and in fact succeeded in avoiding for over two decades.      

 

THE DOLLAR GAME 

 

Thus began the dollar game. It requires some understanding of this game to more fully 

appreciate the global financial architecture as it operates today. After the currencies were 

floated against one another with no single reference point, the US began to manipulate 

the new financial floating exchange architecture to ensure that the dollar reserves, which 

had accumulated in the hands of the world, were brought under control. Thus was born 

what was known as the petro-dollars.  By using its political clout with the OPEC, the 

global oil cartel which had its blessings, the US persuaded them to a disproportionate 

increase the prices of the Crude. This was known as the first oil shock in the 70’s. As 

against the cost of production of a barrel of crude approximately at 3 USD in Saudi 

Arabia, the international selling price was increased to about 25 USD. This sucked the 

extra Dollars stocks in over a hundred countries into the hands of these 10 OPEC 

members. The dollars thus sucked by the OPEC countries could not be invested anywhere 

except the US, as no other country could absorb that investment. Moreover, the 

geopolitical game played by the US in the Middle East, which virtually kept the region in 

a state of boil, ensured that the petro-dollars flowed back to the US. So the petro-dollars 

were invested into the US treasury and other bonds by these OPEC members as long-term 

investments, sometimes at interest rates of even less than 1% per annum. 

 

This investment cycle continued to fuel the growth of US. This export of dollars to 

finance its imports and sucking it back into the US economy through treasury bonds and 

later also through equity market was made possible because of the inevitable need for a 

global currency to conduct global trade, a position which the dollar could only fill 

because of the historical advantage the US enjoyed.  

 

With declining savings and excessive consumer borrowings, the US is being forced to 

borrow more and more in the global market to sustain its economy. The excessive 
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consumption by US which incidentally drives the global economy today is causing huge 

trade deficit is estimated to be in the order of USD 900  billions for 2006. If the US does 

not consume then the world goes into a recession. Thus by its capacity for consumption, 

the US has emerged as the engine for the world’s economy. To this extent American 

consumption translates into economic drive of the world as much as a reduction in 

American consumption would translate into a global recession. But with the family 

savings in the US virtually confined to the Asians and Hispanics, and the rest of the 

Americans borrowing heavily for their consumption, the US in turn borrows heavily in 

the global market to fund its consumption. This leads to the US being the largest 

investment destination for the rest of the world which accumulates dollars by selling 

goods and services to the US. But it has to be noted that this investment by the rest of the 

world into US does not result in creation of production capacities like how FDI in other 

countries does, but it largely finances local consumption.  

 

But this model has its own limitations as this skewed global trade, finance and investment 

architecture seems to fast spiral out of control. For some time now economists are engaged 

in the mother of all debates: whether the US Dollar would collapse by as much as 40% of its 

present value (some are even betting on the USD going belly-up) or whether there would be 

an orderly devaluation – that is, revaluation of other currencies. In effect, the question that is 

confronting us is not “whether” but “when” and by “how much.” Consider these facts: 

 
• The basic structure of the American economy is that the deficit of the US government is 

4% of the GDP and the household sector 6%, which are offset by a domestic savings of 
3%, largely from corporates, leaving a substantial national deficit of 7% to be covered by 
the capital flows from the rest of the world. With its size and in an integrated world, this 
asymmetry of the US gets translated into a skew in the global economy.  

• In 2005, the current account deficit of the United States stood at USD 805 billions, 
which was as much as 6.4% of its GDP. This deficit translated into a current account 
surplus of USD 164 billions of Japan, USD 159 billions of China, and that of the Middle 
East countries aggregated to USD 196 billions.  

• In order to ensure that the savings of the rest of the world – estimated in excess of USD 
2 Billions per day - is channelled into the US, the US has repeatedly raised its Federal 
interest rate to 5.25%. It is feared that this increase could result in domestic loans, 
especially the housing loans, turning bad and lead to bankruptcies and trigger a 
meltdown.  
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• By mid May, the U.S. Bureau of the Public Debt calculated the US National Debt at 
approximately USD 8.36 trillion dollars – i.e. approximately USD 28,000 for every 
American. In March 2006, the US Congress raised the national debt ceiling to USD 9 
trillion. At the current levels of borrowings it is estimated that the US Congress needs to 
re-visit this subject by this year-end and raise the limits further. 

• On March 28th, 2006, the Asian Development Bank (ADB) is reported to have issued a 
memo, advising members to be ready for a collapse of the USD.  

• Since end March 2006, the US Federal Reserve has stopped publishing the quantum of 
broad money (referred to as M3) in the US economy.  

• In a recent survey sponsored by the Royal Bank of Scotland it was found that Central 
banks around the world are shifting from the US dollar in favour of the Euro.  

• Paul Volcker, the former Fed Reserve chief said in a speech last year that current 
account imbalances were as great as he had ever seen and predicted “a 75% chance of a 
dollar crash in the next 5 years.” 

 
The US consumption is at the root of the problem. Or is it?  
 
The present stress on the USD can be explained in economic terms caused by the enormous 
size of its twin deficits – trade and budgetary - run by the US. Put simply, Americans have 
been living way beyond their means for much too long, consuming far more than what they 
could possibly afford. This was facilitated by an interventionist mercantile policy of weak 
currencies across the world, notably in Asia, and a correspondingly strong USD. This policy 
of maintaining a competitive exchange rate by various countries has translated into a race to 
the bottom. Given these asymmetries, it is no wonder the economists across the globe are 
seriously worried.  
 
No wonder, of late countries are discovering that this arrangement has its own limitations. 
The world is realizing that while the rest of it gives products and services to US, the US gives 
the rest, Dollars, (aggregating to more than USD 700 billions) every year. This arrangement 
would continue till the world “perceives” the USD to have a value. While this is rooted in is 
pure psychology, simple economics tells us this increased supply of the USD of this 
magnitude will obviously result in a fall in its value. Economics has a knack of overwhelming 
psychology, albeit slowly.  
 
Countries are increasingly realizing that the value of the USD that they are holding is fast 
eroding, whatever be the “officially managed exchange rate.” And if fewer people want the 
USD it would trigger an avalanche and the USD could tumble dramatically. No wonder, the 
Fed is loath to make public the M3 figures, as it does not want the holding position of the 
USD by central banks across the globe to be publicised.  
 
Interestingly, in such doomsday scenario, economists are betting on central banks of other 
countries to defend the USD. It seems that the US has outsourced even this function to 
other countries.  
 
Nevertheless, countries across continents are caught in a serious dilemma – should they not 
intervene, the collapse of the USD is imminent, and should they continue to defend the 
USD, they would be a long-term loser as the present arrangement has self-contained seeds 
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of destruction. While everyone is conscious of the fact everyone seeks to postpone the 
inevitable, no one wants to bite the bullet as yet.   
 
It is indeed tempting to blame the US consumption for this crisis. However, one has to 
hasten to add that the emerging economies, notably China, with their fixation for weak 
currencies, are equally to be blamed. After all, it takes two to a tango. While the going was 
good, no doubt everyone profited and expected the arrangement to continue indefinitely. 
Linearity as a concept can rarely be applied in real life, much less in economics.  
 
 
Surely, the emperor is without any cloths. And it may take a currency trader sitting in some 
remote corner of the world to push to the global economy into an abyss through a press of a 
mouse. The stark choices are before us – either we are witness to a global meltdown of the 
USD or allow a controlled USD devaluation (read revaluation of other currencies). While it 
seems that either way we are dammed, experts nevertheless agree that while the former 
would result in excruciating adjustments, the latter may allow for a “soft-landing” of the 
global economy, provided handled adroitly.  
 
Speaking on this subject at the 39th Annual General Meeting Of Asian Development Bank 

at Hyderabad, the Prime Minister Dr. Manmohan Singh captured the problem pithily and 

stated, “The present level of global imbalance cannot be sustained forever. It therefore, calls 

for action both from countries having current account surpluses and those having current 

account deficits. A coordinated effort is necessary to correct the imbalances to prevent a 

sudden down turn. International financial institutions need to play a proactive role in this 

regard.”   

 

The best example of how the global finance translates into the exporters to the US 

funding the US consumption is like the shop keepers financing their customers to buy 

from their shops. If they do not the sale in the shop will stop. If they did they are merely 

funding the consumption of their clients.      

 

This is how the world is caught in this dollar game. A collapse of the US economy or the 

Dollar could mean the collapse of the world economy itself. That explains why countries 

like Japan keep financing the US and thereby maintaining their exports to the US to 

sustain their own economy. This is true of most nations outside Europe. . The emergence 

of the Euro as an alternative medium of global finance and shift of the global finance to 

the Euro pole is a distinct possibility in future. But as the situation stands at present, the 

dollar game still continues. Since the global financial order is today powered by the US 
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consumption and as a result the dollar has emerged as the principal arbiter of the global 

financial and trade order, it is considered necessary to make a reference to the US 

consumption through borrowing from outside US as a relevant phenomenon which 

should be integrated in understanding how the global financial order operates, 

particularly from around 1971.    

 

GLOBAL TRADE AND CURRENCY TRADE  

 
The emergence of floating exchange rates resulted in the emergence of global currency 

trade and the expansion of it into derivatives market. The derivative trading which used 

to be in the region of $18 billion a day in 1978 rose to over $1 trillion a day in 1990 and 

to nearly $2 trillions a day to day. As against this, the actual trade in goods and services 

for a whole year now is about $7 trillions.  

 

Thus, in effect the global trade in goods and services is about USD 20-25 billions per 

day. But the global financial transactions, through actual money transactions and money 

instruments including derivatives, amounted to over USD 2.0 trillions a day. This has led 

to a complete disconnect between the global financial system and the global production 

mechanism. The production sector has been rendered less relevant and marginalized, has 

to reckon with this global financial order. Global trade heavily depends on this financial 

system as the engine, which in turn by its very nature causes currency instability 

upsetting the apple cart of free trade.  With the result during the last decade alone there 

has been over 70 financial crisis in the world which has set many nations growth back by 

decades, and some, in South America, beyond repair. More importantly, global trade 

depends on global finance, which in effect destabilises global trade.  

 

The rationale of the global financial system is that virtual money in the form of market 

capitalisation of the stock markets in OECD nations is attracting the actual money of the 

rest of the world. The US leads in exchanging its virtual money for the actual money 

invested by the rest of the world. The rest of the world including Japan is inevitably a 
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party to this game as the fundamental basis of this game is the US consumption which 

supports the pre-eminence of the US as the chief drive of the global economy.  

 

The transaction between virtual money and actual money is facilitated by the medium of 

the derivative market. Similarly the transaction between the trade and production on the 

one hand and finance on the other is mediated by derivatives. This derivative market is 

controlled by the financial institutions conceived and evolved in the West which has 

become the global financial architecture. This global financial architecture is controlled 

and operated by banks, and investment banks, mutual funds and other financial 

intermediaries, manned in the main by accounting talent developed by the western 

countries and the financial and merchant banking players controlled by them. The money 

managers who carry out these transactions stake their reputation and careers on making 

that money grow at a rate greater than the prevailing market rate and that of their nearest 

competitors. This growth depends on the ability to ceaselessly increase the value of the 

financial “assets” that is being traded. The process tends to feed on itself. As the price of 

“assets” rises, more speculators are sucked into these transactions and the prices of these 

“assets” continue to increase attracting more people – till of course the bubble bursts, 

when because of its size and devastating effects other financial institutions shall rush to 

prevent the “contagion effect”. It is always a win-win situation for these speculators. 

When they succeed, they make their money and when they lose, they lose others’ money.    

 

The fact is that many major corporations, banks and even some Governments have  

became major players in the derivative players in this speculative game. The profits from 

the derivatives are far in excess of the profits from operations and in some cases, a 

convenient method to camouflage the loss from operations. In fact, certain global banks 

have become huge speculators themselves by focusing on this and marginalizing their 

traditional operations. These speculators constantly invent and innovate for newer and 

newer instruments. The reach of these “financial gamblers” is not restricted to any 

specific commodity or stock markets alone. These speculators who thrive on volatility on 

which speculation depends do not favour fixed exchange rates. 
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In fact, fair value of currencies [as determined by purchasing power parity and relative 

movements in productivity] “has tended to exert a very feeble influence in foreign 

exchange’ according to the head of global research at State Street, the Boston based 

investment bank [Business Standard, June 5, 2003] Thus it is not the real value of the 

currency but their speculative value that prevails, as ‘the gravitational pull exerted by the 

real value is extremely weak. This phenomenon which developed subsequently has 

totally altered the functional basis of the global economy which revolves more around 

speculation, than around production or productivity or the real economy.”   

 

Mr. Akio Morita, the founder- chairman of Sony Corporation pointed out in a letter to the 

group 7 leaders when they met at Tokyo in the year 1993 that while the business and 

Governments of different countries have control over manufacturing and trading 

efficiency of their national economy, they have no control over the value of their national 

currencies determined in relation to other countries. As a hypothetical example he said 

that even though for instance the Japanese economy might grow in physical terms by 

10%, if the value of the Yen falls by 12%, the net effect would be that the economy fell 

by 2% and not grown by 10%. He said that the speculative derivative trade has 

completely overtaken the global economy and has emerged as its chief drive. He hinted 

that the solution lies in creating a single global currency under unified global governance, 

which might be the only viable way but conceded that it was wishful thinking. 

 

The currency trading left the nations at the mercy of the speculative money that moves 

around in the world in split-seconds from country to country and currency to currency 

leaving behind a trail of financial instability that can be cured only by a fresh bout of 

financial engineering. The IMF-World Bank combine immediately step in for a bail out 

package with a set of conditions that would favour this system. In fact over the past two 

decades there have been at-least twenty countries that have faced this major financial 

instability, the notable one being the East Asian Financial crisis. Floating currencies and 

derivatives and speculation, are the root causes of this mess.  But this mess is a reality 

today and it cannot be wished away. A nation has to handle it if it has to handle the 

process of globalisation successfully. How long this process is sustainable is a matter of 
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speculation. But so long as a nation participates or it is compelled to participate in the 

process of globalisation, it has to develop the skill to handle this unruly horse called the 

world of finance, which is nothing but a world of speculative derivatives, or in other 

words, the world of speculation. This destabilising force of money is precisely what 

Maynard Keynes wanted kept under check by instituting the IMF and the World Bank as 

originally conceived, but this is what the world economic leadership failed to do landing 

the world in unending instability. But a country which wants to handle globalisation and 

global forces successfully will have to develop its own skill and the competence to handle 

this unruly horse. This is where the issue of a calibrated external liberalisation of the 

domestic financial sector becomes extremely crucial.     

 

THE EMERGENCE OF THE WORLF OF FINANCE  

 
 

From what Akio Morita said, it is evident that not technology, not production, not 

efficiency, but the speculative currency movement in the form of e-transfers and 

derivatives, which decisively influences the global and therefore the national economies. 

This is where the ever expanding and highly controversial and debateable role of Capital 

Account Convertibility comes in.  

 

This is the background for the emergence of speculative finance as the chief arbiter of 

global trade and production. Countries which have developed the institutions and skills to 

handle this speculative derivatives and the mechanism to generate virtual money are able 

to control the levers of globalisation. The institutions and skills to handle this financial 

architecture are the sine qua non for handling the process of globalisation. Unless a 

nation develops the skill to handle the difficult and destabilising influence of derivatives 

and the financial institutions and the ever-growing new financial instruments and 

products, it will never be able to handle successfully the forces of globalisation.  
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How international financial interests prevent national alternatives and how national 

will successfully innovates alternatives –the Yugoslavian example 

 
 
In the context of how the global financial interests led by the IMF and the World Bank, 

which are the principal promoters of the western financial models, institutions, rules and 

instruments, it is important at this stage to look at the Yugoslavian example to compare 

how the global forces work to dominate nations and how national will resists such 

domination. This reference to Yugoslavia may, on a superficial examination, seem a little 

out of place in the context of this document, but it is intrinsically linked to the 

psychology which rationalises global financial architecture and as a sequel CAC as 

superior problem solvers for the non-western nations.  

 

The illustration at hand was the financial crisis which over took Yugoslavia in early 

1990s. The hyper inflation which overtook Yugoslavia topped 3 million percent in the 

year 1993—yes, three million percent, higher than the historic inflation recorded in 

Germany after the World War I. The highly nationalist Yugoslavian Government, on the 

advice of a Yugoslavian economist Dragoslav Avromovic, preferred to reject the IMF-

World Bank commended restructuring package and decided to follow an innovative 

national strategy to tackle the crisis, an unprecedented one in world economic history. 

The national alternative proposed by Dragoslav was to issue a new Super-Dinar firmly 

linked to the Deutsche Mark currency stock with the Government as the foreign exchange 

reserves and made fully convertible, to circulate side by side with the existing Yugoslav 

Dinar to take care of the external sector stability and an internal structural adjustment 

programme based on national resources and consistent with national situation. The results 

were remarkable. The inflation came down to nil, repeat nil, in the first week of the 

introduction of the Super-Dinar. Further, instead of flight of capital through the Super-

Dinar, the foreign exchange reserves increased by 60% in the first three months, with 

people rushing to convert their foreign currency accounts in terms of the new Super-
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Dinar. The International Commission on Peace and Food referred to this remarkable 

achievement as the alternative strategy in Yugoslavia, which is reproduced.    

  
ALTERNATIVE STRATEGY IN YUGOSLAVIA 

The extreme damage wrought by the economic reform program in these countries over 

the past half decade necessitates an urgent Deutsche Mark search for more viable 

alternatives, a search that has been retarded until now by the widely held view that none 

exists. Very recent events in Yugoslavia suggest that even in the limited area of economic 

stabilization and adjustments, an alternative strategy can be more successful. Although 

the long term impact of the Yugoslav experiment is as yet unknown, its remarkably 

positive initial results merit serious consideration. 

The economic disorder that accompanied recent political developments in Yugoslavia 

resulted in an explosive increase in prices of more than 100 percent per month in 1992. 

Despite efforts to control monetary expansion, hyperinflation exceeded three million 

percent in 1993—far higher than the inflation rate reached in Germany following World 

War I and, quite probably, the highest rate in recorded history. The price spiral was 

accompanied by a steep fall in real purchasing power by as much as 75 percent. The 

budget deficit increased rapidly as the value of Government tax revenues fell further and 

further behind the rising cost in current terms of its expenditures, due to the time lag 

between tax declaration, collection and expenditure in a period of very rapid price 

increases.  

In January 1994, the Government embarked on a comprehensive monetary reconstruction 

program to achieve price and exchange rate stability; to remove administrative controls 

over production, investment, prices, salaries, and interest rates; to re-establish the role of 

the central bank in monetary stability; to reorganize public finances through an efficient 

tax system, including more efficient tax collection and better coverage of the large “gray” 

economy; to reduce Government administrative and defence expenditure to the maximum 

possible extent; to maintain price supports for important agricultural commodities as an 

incentive for production; to stimulate economic activities of private, cooperative and 

public sector enterprises through equal access to credit and Government facilities; and to 
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encourage the take-over of sick firms by stronger, more efficient companies. At the same 

time, the program was intended to mitigate the harsher effects of shock therapy programs 

on the working class and fixed incomes pensioners by providing free scope for collective 

bargaining, enforcement of a minimum wage policy and a social safety net for the 

unemployed.  

It was recognized from the outset that stability of the currency was an absolute 

precondition for the success of the reform program, which depended in turn on the 

firmness and consistency with which the program was implemented. The central element 

of the program was the introduction of a new currency, the ‘super-dinar’, in parallel to 

the existing currency, but without demonetizing or confiscating it. Inspired by an 

experiment in the Soviet Union during the 1920s, the value of the new currency was tied 

to that of the Deutsche Mark and made fully convertible without restriction. Based on the 

country’s very limited foreign currency reserves, new issues of the currency were to be 

utilized primarily to inject real purchasing power into the economy, revive demand and 

stimulate production, while covering the Government’s budget deficit during an initial six 

month period needed for sufficient recovery. In this way the foreign currency and gold 

reserves were used as a buffer to moderate contraction of the money supply and avoid the 

shock usually accompanying such efforts. Issuing of old dinars was stopped, but it 

remained in circulation as legal tender. An interest rate of six percent was established for 

the super-dinar—the first real, positive interest rate in years—to make holding the new 

currency an attractive alternative to hoarding goods or foreign exchange. It had been 

widely anticipated by foreign experts that this strategy would result in an immediate run 

on the country’s foreign reserves and thereby a collapse of the new currency’s 

foundation. 

Contrary to expectations, the initial months of the program have yielded spectacular 

results. Inflation fell to zero percent in the first week after issuance of the new currency 

and remained below one percent during the first five months. Instead of a massive 

outflow of foreign currency through conversion of super-dinars, people have rushed to 

cash in their foreign currency, resulting in a 60 percent increase in the nation’s reserves 

during the first three months. One of the most significant features of the program has 
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been its fair distribution of benefits and low social cost to the population. In contrast with 

the widespread outrage felt by Russian citizens over repeated episodes of demonetization 

and confiscation of household savings, the Yugoslav people have enthusiastically 

accepted the new currency as representative of a new deal for the poor and the working 

class. In addition, instead of the severe contraction of output experienced elsewhere, 

production rose by more than 100 percent during the first five months, stimulating an 

increase in employment and demand for new investment.  Real tax revenues have 

increased significantly.  

The astonishing initial success of the program can be attributed to its balance and 

comprehensiveness and to the following specific features: the Government’s recognition 

that stabilization was absolutely essential to economic recovery; the widespread public 

support for the program, which was in large part due to the efforts to protect weaker 

sections from its harshest effects; the simultaneous relaxation of controls on industry; 

support for a natural rather than a forced process of privatization, based on the specific 

circumstances of each firm rather than on ideology; continued price supports for 

agriculture and a minimum wage for labor, which are crucial for maintaining food 

supplies and social stability; and rejection of import liberalization in order to protect 

domestic manufacturing against a major shock during the initial period of recovery. 

Possibly the greatest strength of the Yugoslav program is that it was of necessity 

conceived by people within the country rather than by foreign experts, and depended 

entirely on domestic resources and capabilities for its accomplishment, rather than on 

pleas for foreign assistance. Self-reliance released the creativity, generated the 

determination and mobilized all available resources to make the transition successful. 

It is too early to predict the eventual outcome in Yugoslavia, subject as it is to 

extraordinary external constraints on public policy. However, the initial evidence is 

sufficient to demonstrate that alternative approaches can and must be fashioned which are 

more comprehensive in scope, more balanced in implementation, more pragmatic in 

conception and less influenced by extreme ideological viewpoints. It is likely that further 

study of the Yugoslav model will reveal important applications not only for countries 
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suffering from hyperinflation or the effects of radical transition, but for those carrying out 

more modest programs of economic reform.  

 

The most crucial observation in the report is:  Possibly the greatest strength of the 

Yugoslav program is that it was of necessity conceived by people within the country 

rather than by foreign experts, and depended entirely on domestic resources and 

capabilities for its accomplishment, rather than on pleas for foreign assistance. Self-

reliance released the creativity, generated the determination and mobilized all available 

resources to make the transition successful. Contrast this with the so-called shock 

treatment in Russia in the form of a structural adjustment programme twice conceived by 

the external world financial experts for Russia. This led to widespread chaos, confiscation 

of local savings and currencies and external crisis, leaving behind a weakened economy. 

The Yugoslavian Government rejected this very advice. A tail piece: the formula 

Dragslov suggested to Yugoslavia was the formula which a Russian economist had 

suggested to Russia but rejected by the Russian Government which went along with the 

external financial experts’ advice. This is a demonstration of what local minds knowing 

local situations, assessing local resources and understanding local psychology can do.  

 

But none of the World Bank or IMF publications would even whisper about this great 

alternative success. None of the western economic journals would talk about it loudly. 

For it is not according to their prescription. It is actually in defiance of them. How could 

any one solve national problems without solution prescribed by the West. So this great 

and successful experiment is comparatively unknown in world economic circles.  

 
This introduction is intended to be the curtain raiser for a discussion on the issue of CAC 

in the Indian context. The IMF and the World Bank which have been pioneering the 

campaign for capital account convertibility in the 1990s have virtually given up their 

faith in CAC as a desirable model particularly for developing nations.  

 
 
 

ChapterII  
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The Indian Debate on CAC  

 

Removing controls on capital account has fascinated economists. With countries 

across the globe favouring such a liberal approach in the mid-90’s, post East Asian 

crisis there has been a tectonic shift in the thinking on the subject.  

 

Capital Account Convertibility (CAC) has been regarded by modern economists as one of 

the hallmarks of a developed country, the enduring endgame in globalisation. One of the 

most persuasive arguments for capital account liberalization is that globalization has 

come to stay and that developing countries need to be part of the global financial 

integration of countries. It is argued that the need for increasing financial integration of 

the developing countries with financial markets of the industrialized world is completed 

through CAC. It is also reasoned by some that if countries allow convertibility on the 

current account, it should as a natural sequel allow convertibility on the capital account. 

And India having introduced convertibility on the current account, India should follow 

suit by introducing CAC.  

 

According to those who favour CAC, argue that full CAC will allow Indians to hold an 

internationally diversified portfolio that provides them with the added opportunity of 

diverse choices in wealth maximisation. Further, with full CAC it is necessary that we 

could move towards unrestricted flow of FDI in all sectors, i.e. without any limit as it is 

at present. This would by an extended logic lower costs associated with borrowings, as 

supply of capital within the economy would increase as much as it would increase the 

availability of capital for domestic investments. Financial integration through CAC, they 

add, will also provide the impetus for government to rationalize and converge into 

international benchmarks on maintaining direct and indirect tax structures, contain 

inflation, free interest rates of administrative controls and significantly lower fiscal 

deficits. All these, it has been repeatedly put forth, would naturally necessitate the move 

to a truly market determined exchange rates – a step that is perhaps retraceable at a 

tremendous cost but nevertheless considered exciting for a developing country. 
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It has been repeatedly argued by those who favour full convertibility on the capital 

account that India stands to gain as it can import capital at international costs to fuel her 

growth.  Since the International costs of capital are lower that the domestic costs of 

capital, this would benefit the Indian economy. This is simply because when a currency 

becomes fully convertible on the capital account, financial costs, both domestic and 

international, tend to level out, especially when the domestic cost of capital is higher than 

the international cost of capital as it is in the Indian case. Similarly, by allowing resident 

Indians to invest in a varied portfolio, the “risk factor” is diversified. For instance, an 

Indian investor with a portfolio limited only to investment in India runs a higher risk as 

compared to an India who holds a diversified international portfolio. With the increased 

wealth of the individual, it is argued the nation too would benefit. Further, CAC 

facilitates specialisation in financial services in a country and thereby increases efficiency 

and productivity of capital as it gives impetus to the development of a wide range of 

derivatives and risk management products, thereby deepening and widening the financial 

markets. Needless to emphasize, in the likely inflow of foreign capital it is natural that 

the country would ensure that appropriate regulatory and supervisory machinery is put in 

place so as to ensure that only desirable transactions are carried out. All these mean that 

the efficiency of capital would increase within the economy.  And precisely on all these 

points rest the case for CAC on the Rupee. 

 

In short, dismantling capital controls is generally presumed to generate economic benefits 

through increased opportunities for trade and cross-border investments, by imposing 

macroeconomic discipline on national governments as well as penalties.  

 

However, given the experiences of East Asian currency crisis, many economists have 

argued that unfettered globalization especially leading to full CAC is a high-risk policy 

adventure and consequently, not a model worth emulating. Factoring the experiences of 

the East Asian crisis some economists have vehemently argued that the concept of 

globalization has gone too far and has reached the point of being counter-productive. 

Krugman stated in the aftermath of the crisis in East Asia that “sooner or later we will 

 19



have to turn the clock at-least part of the way back: to limit capital flows for countries 

that are unsuitable for either currency unions or free floating.” 

 

Though freeing capital account of any restrictions or controls remains as the mother of all 

macroeconomic debates amongst economists, there is no formal definition of CAC. The 

Tarapore committee set up by the Reserve Bank of India (RBI) in 1997 to go into the 

issue of CAC defined it as the freedom to convert local financial assets into foreign 

financial assets and vice versa at market determined rates of exchange. This remains as 

the most widely respected, accepted and hence quoted definition of CAC, not only in 

India, but also across the globe.  

 

Before we proceed any further let us capture in brief the advantages and disadvantages of 

CAC: 

 

The upsides of CAC are summarized as hereunder: 

 

• CAC could facilitate the Indian need to attract global capital as we need to augment 

our domestic savings with external savings to boost out investment rates 

 

• Ordinary Indian residents would get an increased choice of investment, which could 

enhance their welfare.  Further, by offering a diverse global market for investment 

purposes, an open capital account permits domestic investors to protect the real value 

of their assets through risk reduction 

 

• Capital controls, it is often found, are not very effective, particularly when current 

account is convertible, as current account transactions create channels for disguised 

capital flows and thereby distorting trade.  

 

• An open capital account could bring with it greater financial efficiency, specialization 

and innovation by exposing the financial sector to global competition.  
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The downsides of CAC are summarized as hereunder:  

 

• A free capital account could lead to the export of domestic savings, which for capital 

scarce developing countries like India could be ruinous. Given the fact that one hand 

we seem to invite FDI – i.e. import foreign savings into India, any step that could lead 

flight of domestic capital is highly contradictory to the national policy of attracting 

higher savings through FDI route into India.   

 

• Capital convertibility could lead to exchange rate volatility of the Rupee resulting in 

macroeconomic instability caused through the risk of rapid and large capital outflows 

as well as inflows. Moreover, such speculative capital flows may make domestic 

monetary policy virtually ineffective. Also one needs to understand that India imports 

approximately 75% of her crude requirements. Given the fact that the oil prices have 

been well above the USD 60 per barrel and extremely volatile, any volatility in the FE 

position of India could result in soaring energy prices. This could upset the economy 

and have a debilitating impact on inflation within India.  

 

• The CAC would not suit an economy like India, undergoing the process of structural 

reforms, which needs controls and regulations for some more foreseeable future.  

 

In short, during the pre-crisis period, controls on the capital account were generally 

viewed as primeval economics. In contrast to this developing countries in the post-crisis 

period have undergone a tectonic shift in their approach on this subject, with several 

developing countries finding virtues in retaining controls on the capital account. This 

shift in the perspective shift is the direct consequence of the fact that costs of a full CAC 

appear to overwhelm its benefits.  

 

The recent announcement of the Prime Minister in March 2006 (seeking full 

convertibility of the Rupee) and the subsequent report of the RBI on Fuller Capital 

Account Convertibility has brought the debate on CAC once again in the open in India. 

Speaking at the Asia Society’s 16th Asian Corporate Conference recently in Mumbai the 
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PM said “I urge business leaders in Mumbai to provide the leadership we need here to 

give a new lease of life to Mumbai. I am convinced that a historic opportunity for the 

revamping of Mumbai presents itself before us today. Mumbai can emerge as a new 

financial capital of Asia, and be the bridge between Asia and the West in the world of 

finance. A proposal to make Mumbai a Regional Financial Centre is already under active 

consideration. Our economic reforms have accelerated growth, enhanced stability and 

strengthened both external and financial sectors. Our trade as well as financial sectors are 

already considerably integrated with the global economy and the trend is irreversible. 

Mumbai, with all its inherent advantages in terms of human capital and commercial 

acumen, can be positioned as a viable Regional Financial Centre. Given the changes that 

have taken place over the last two decades, there is merit in moving towards fuller capital 

account convertibility within a transparent framework. Our own position, internally and 

externally, has become far more comfortable. I have requested the Finance Minister and 

the Reserve Bank to revisit the subject and come out with a roadmap on capital account 

convertibility based on current realities. This will facilitate the transformation of Mumbai 

into not only a Regional but also a Global Financial Centre. There are multiple options 

that are possible for such a centre, including as an SEZ, and I am confident that we can 

make steady but firm progress in that direction.” 

 

A perusal of this speech of the PM seems to suggest that the CAC would be extended on 

a limited scale to Mumbai in order to establish a global financial centre, one feels that 

this by itself provides the necessary trigger for yet another round of debate in India on 

this subject. Nevertheless, the subsequent report of the RBI sidestepped this particular 

issue and instead focussed on the issue of Capital Account Convertibility as a whole for 

the country.  

 

However, the debate on CAC in India is not a recent one. On the contrary, in the mid 90’s 

there was a considerable amount of thinking within Finance Ministry on the move 

towards Capital Account Convertibility. It was virtually conceded then that Indian 

economy had matured to have CAC. The question in the informed circles during that time 

with respect to CAC was “when” rather than “why,” the thrust being on liberalisation of 
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the external sector rather than retaining controls. The compulsions of the time was best 

captured by Tarapore Committee “If countries do not plan for an orderly integration with 

the world economy, the world will integrate with them in a manner which gives them no 

control over events. Thus, the question is not whether a country should or should-not 

move to capital account convertibility but whether an orderly or a disorderly transition is 

desired.”  

 

In short, the debate in the mid-90’s was on the mechanism, not on the move to remove 

the controls per se. It is indeed strange that the debate this time around has been on 

whether or not to implement CAC. This remarkable turnaround in the macroeconomic 

approach within the country calls for detailed scrutiny.  

 

The crucial issue is that in the mid 90’s, apart from the media, intelligentsia, and the 

mainstream economists the Indian polity too explicitly encouraged CAC. “I also believe 

that the time has come for preparatory work towards capital account convertibility. This 

is a cherished goal. It is also a matter of great sensitivity. Hence, I shall not make any 

commitment. For the present, I am asking RBI to appoint a group of experts to lay out the 

road map towards capital account convertibility, prescribe the economic parameters 

which have to be achieved at each milestone and work out a detailed time table for 

achieving the goal. I believe the appointment of such a group will send a powerful signal 

to the world about our determination to join the ranks of front-line nations.” This was the 

Finance Minister P. Chidambaram in Para 41 of his Budget. Not in 2006 but in 1997 

when the United Front Government was at the helm of affairs at Delhi.  

 

In effect, the debate about CAC is about a decade old. India’s approach, since 1997 when 

the then Government announced a road map towards CAC, has centred towards 

progressive liberalisation. The fall of the UF Government in 1997 did not mean that the 

idea of CAC was shelved. It was at best discredited albeit temporarily. Neither was the 

East Asian crisis a deterrent. In fact, post East Asian Crisis since 2000, the NDA and the 

UPA Governments continued to silently usher in CAC in stealth and in driblets.  
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Surely, the approach to this subject since 1998 by the Government was calibrated, muted 

and cautious. In contrast to - must ensure full convertibility approach - the implicit 

national consensus on this subject seemed to be to place caution ahead of any adventure. 

Joining the debate and cautioning the country on this issue of full CAC, the former 

Governor of RBI Shri Bimal Jalan on the subject in 2002 stated “We don’t have capital 

account convertibility in terms of asset holding, real estate holding or in the form in 

which you hold bank accounts abroad for Indian residents as a matter of caution. I think a 

very good sort of cautionary tale is what is happening in Latin America today. In times of 

stress; for example if oil prices shoot up, as they did in the year 2000 four times, capital 

that flows out first is domestic capital to avert the risk of very fast depreciation of a 

currency. That was the experience of Mexico. Then, if residents have freedom to borrow 

abroad, experience shows that they could tend to borrow abroad much more then what 

the country can service, particularly short-term debts. So a country like India can get into 

a problem during times of difficulty.”  

 

This approach of nation towards liberalisation on the capital account since 2000 is best 

summed up by the words “hastening slowly.”  

 

Before we proceed any further on this subject, at the outset this paper sums up the global 

experiences in the Indian context in liberalizing the capital account as hereunder: 

 

• CAC is exogenous to the process of globalization undertaken by any country. In fact 

the global linkages have been achieved rather effectively in India through lowering of 

Tariffs, allowing greater FDI, accepting and adopting global benchmarks rather than 

through CAC.   

• CAC is accompanied by significant risks that cannot be mitigated despite the 

achievement of certain pre-conditions and sequencing patterns. On the contrary, the 

differential underperformance of an economy caused by due to prudence and a 

conservative approach, is a small cost to be paid by a developing country as 

compared to the debilitating impact on the economy caused through volatility of its 

currency due to CAC.   
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• CAC fuels speculative attacks on currencies leading to greater volatility in the FE 

values. This is one argument that outweighs any other argument on this subject.  

• In the absence of complete liberalization of the internal financial sector and absence 

of a sophisticated financial market, allowing short-term flows on the capital account 

could result in greater volatility of any currency. This could in-turn have a negative 

impact on the economy. Even then, a country has to be a global rule setter to handle 

this intricate and complex subject of financial sector liberalization and its sub-sect – 

CAC.  

• CAC has at best a marginal role to play in improving the FDI flow into a country. In a 

country like India, which enjoys a high rate of domestic savings, FDI by itself has 

only a complementary role in increasing the investment rate within an economy. 

Moreover, our experiences of the past decade or so with respect to FDI clearly 

indicate that CAC has never been a deal breaker for such investments. In fact, our 

poor state of infrastructure, archaic laws and an apathetic bureaucracy has been the 

significant causes in preventing a higher FDI flows into the economy, not CAC. With 

the world facing a “savings glut,” it is but natural given the right atmosphere and 

incentives, global investment would flow into India, sooner rather than later.  

• A liberalized capital account has certain benefits as well as costs for developing 

countries; every country needs to work out its point of comfort – in the matrix 

between liberalization and control.   

 

This paper analyses the issues pertaining to CAC in the Indian context from the following 

different dimensions: 

 

• Drawing the East Asian experience 

• Speculative attacks on the Indian Rupee 

• Macroeconomic stability 

 

The Recommendations of the Tarapore Committee in 1997 yet to be met in 2006 

clearly demonstrates that the Indian economy is under prepared for such an event 

and that the final leap can be taken at a tremendous risk 

 25



 

It is in pursuance of the “cherished goal” as enunciated by Shri P Chidambaram in 1997, 

the Tarapore Committee was appointed by the RBI in 1997 to suggest the road map to 

CAC. The following table captures in brief the pre-conditions of the committee to be 

achieved for the full float of the Indian Rupee: 

 

1. Gross Fiscal Deficit should be bought down to below 3.5% by 1999-2000 

2. Inflation rate should remain between an average 3-5 per cent for the 3-year period 

1997-2000 

3. Gross NPAs of the public sector banking system needs to be brought down from the 

present 13.7% to 5% by 2000. At the same time, average effective CRR needs to be 

brought down from the current 9.3% to 3% 

4. RBI should have a Monitoring Exchange Rate Band of plus minus 5% around a 

neutral Real Effective Exchange Rate RBI should be transparent about the changes in 

REER 

5. External sector policies should be designed to increase current receipts to GDP ratio 

and bring down the debt servicing ratio from 25% to 20% 

 

Further, the Committee had recommended that the RBI to constantly evaluate the 

adequacy of foreign exchange reserves and to safeguard against any contingency. In so 

far as it pertains to the actual liberalisation of controls on capital outflows over the three-

year period, the Tarapore Committee prescribed a cautious roadmap, appropriate 

milestones for benchmarking as well as in-built supervisory standards. It is reiterated yet 

again that the Tarapore Committee simply focused on the preconditions and regulatory 

mechanisms in abstract terms leaving the political decision to the Government of the day. 

 

As far as sequencing is concerned, there seems to be a near consensus amongst 

economists across the globe. Accordingly, economists seem to argue that major domestic 

fiscal imbalances have to be tackled first, macroeconomic stability, domestic financial 

sector reform and stability and labor market regulations are some of the prerequisite 

required for CAC. It may not be out of place to mention that India is yet to achieve any of 
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the prerequisites as laid out by the Tarapore committee in 1997, nearly a decade after 

these recommendations were made out.  

 

It may be noted that despite a strong wave in favour of CAC that was prevailing prior to 

the East Asian crisis, the Tarapore Committee simply laid emphasis on preconditions and 

sequencing. Its particular emphasis was on fiscal consolidation, low inflation, 

comfortable foreign exchange reserves, and strong and resilient financial system as 

important preconditions. Since then, thanks to the East Asian crisis, CAC became a dirty 

word and virtually removed from the political-economic lexicon world over. 

Nevertheless, the recommendations, preconditions and sequencing of the liberalisation 

process as recommended by the Tarapore committee has been regarded world over as the 

logical and technically perfect steps in a country’s external as well as internal 

liberalisation programmes.   

 

Theoretically speaking the prerequisite for full CAC place an onerous responsibility on 

the economic managers of a country. While there is no consensus amongst economists on 

whether or not to move towards full convertibility, there seems to be some of 

convergence on the prerequisites within an economy when it seeks to remove controls on 

capital account. Some of the prerequisites are laid out as hereunder: 

  

• Fiscal consolidation – i.e. binging down the fiscal deficits of the country  

• Ensuring domestic competition matches global competition  

• Operational efficiency of the financial sector to match global standards 

• Strengthening of prudential regulation and supervision, legal and accounting systems 

to cope with systemic risks of financial markets 

• To ensure that the domestic banking system brings down the levels of NPAs.    

 

It may be noted that the above are not simply non-negotiable prerequisites. Rather a 

country may opt for a calibrated approach while progressively opting for removing 

controls as it meets these parameters. While no country can have a straitjacket approach 

on these matters, it may be noted that a significant portion of the decision hinges on the 
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issue of confidence, which in turn rooted in psychology – a fact that can be understood 

but cannot be explained. 

  

Notwithstanding the recommendations of the Tarapore committee India, more 

particularly the RBI, has continued to allow strengthening of the domestic financial 

sector while improving the supervisory and other standards. Since the initiation of the 

New Economic Policies, the Reserve Bank has initiated several measures to strengthen 

the financial sector. There are now prudential norms benchmarked to the best globally, 

relating to income recognition, asset classification and provisioning requirements and 

regulation through the prescription of capital to risk-weighted assets. For instance, the 

loan portfolio is required under the prudential norms adopted globally to be classified 

into standard assets, sub-standard, doubtful and loss assets depending on the period for 

which interest and/or repayment of principal has remained overdue, with consequential 

provisioning norms. Over the period, guidelines have been brought in to bring such 

norms in line with best international practices: sub-standard assets would be defined in 

terms of 90 days for non-payment of interest or principal.  

 

Similarly, for investment valuation, banks are now required to classify their entire 

portfolio into three categories “Held to Maturity”, “Available for Sale” and “Held for 

Trading” while prescribing an upper ceiling of 25% to the first category. In the other two 

categories, the banks have a freedom to decide the proportion with an important 

international norm applicable - they will be marked to market.  

 

Much as these liberalization programmes are underway, the fact of the matter remains, as 

the Tarapore Committee Report of 2006 demonstrates, India is yet to be fully prepared 

for ushering in CAC. In fact, by adding the words “fuller” before CAC, the RBI has 

clearly spelt out the fact that the emphasis from its side would be more on the 

prerequisites, process and preparation rather than consider CAC as a one shot affair.  
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Post East Asian crisis India has been very cautious in ushering in CAC, nevertheless 

CAC in India has not been disregarded – rather it has been ushered in by stealth 

and hence it remains in driblets  

 

India policy framers more notably the RBI have never considered CAC as a single event. 

Rather the national approach has been to consider CAC as a process interspersed with 

series of small steps. India has dealt this subject through a calibrated and pluralistic 

manner by having different approaches for the different limbs of CAC viz., inflows and 

outflows, residents and non-residents, corporates and non-corporates. While this has been 

India’s broad approach towards different limbs of CAC, it is to be noted that India has 

historically dealt this subject with great amount caution on each of its limb.    

 

India, it may be noted that without using the words CAC, ushered in significant 

liberalisation in her Capital Account since 1997. While it may be conceded that CAC 

might have become a dirty word globally, the idea did not die, at-least in India where the 

policy framers continued to liberalise her capital account. Despite the fact many of the 

pre-conditions prescribed by the Tarapore Committee are yet to be satisfied, the national 

consensus since 1997 has been towards creeping CAC as well as to blend policy initiation 

with great amount of caution. This has been the approach of both the NDA as well as its 

successor, the UPA Government. The net effect is that the Indian economy seems to have 

taken these liberalisation steps in its stride and to have by and large benefited by this 

approach.   

 

In doing so the Indian policy towards CAC laid emphasis on encouraging larger non-debt 

and longer-maturity debt flows, while retaining significant controls on short-term debt 

inflows and on capital outflows, especially involving resident Indians. India, as already 

explained earlier in this note, has thus already liberalized and deregulated a range of 

capital account transactions. It is probably fair to say that for most transactions, which are 

required for business or personal convenience, the rupee is for all practical purposes, 

convertible. In cases, where specific permission is required for transactions above a high 

monetary ceiling, this permission is also generally forthcoming. 
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However, one has also to hasten to add that no government since 1997 had the necessary 

courage to usher in complete convertibility in the manner and scale as originally 

contemplated by Shri P Chidambaram, especially those concerning Indian residents. Put 

pithily, CAC in India since 1997 has been in stealth and hence been in driblets. 

 

All this begs a crucial question: Why is that CAC – touted by many as India’s last mile 

connectivity to a Globalized world – is in driblets and has been done in stealth, even after 

a decade after it was declared to be a “cherished goal.” The answer to this question is not 

far to seek. In fact, by 1998, CAC had become a dirty word, disowned and discredited, 

thanks to the East Asian Crisis. In fact the East Asian crisis was squarely blamed on CAC 

by a majority of economists.  

 

What made East Asian Crisis exceptional requires some elaboration. It may be noted that 

the currency crisis prior to the East Asian crisis were invariably blamed on the poor 

economic fundamentals within an economy. What was exceptional about the East Asian 

currency crisis was that it was these economies were subjected to an unprecedented crisis 

despite having sound economic fundamentals of high savings, investment rates, budget 

surpluses and low inflation. What is indeed galling is the fact that the East Asian 

economies had since the 70’s enjoyed a high level of savings and invested its savings 

rather wisely.  

 

Nevertheless, it seemed to the West that its growth was a miracle (hence the term Miracle 

Economies of the SE Asia – a term which is exclamatory and hence pejorative rather than 

being laudatory as it is commonly understood) while all along the SE Asian Countries did 

was to save and invest – the perfect recipe for growth. While the term “Miracle” was a 

strange adjunct to an economy performing well under orthodox prescriptions, the fact of 

the matter remains that even such countries with structured institutions were visited by 

the currency crisis. Obviously, if the region was visited by the currency crisis, then one 

had to blame the inherent destabilizing nature of the Capital flows, not on the economic 

fundamentals as it could be done in the case of other countries. It may also be fascinating 
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to note as soon as the crisis broke, the very same experts who praised the policies of the 

government of these countries, now blamed the government of those countries for the 

crisis. The metamorphosis of the government of these countries from hero to villain was 

virtually instantaneous.    

 

Dr. Mahathir, the former PM of Malaysia often takes delight in quoting IMF Managing 

Director Michel Camdessus, who said in June 1997, just weeks before the assault on the 

region's currencies: “Malaysia is a good example of a country where the authorities are 

well aware of the challenges of managing the pressures that result from high growth and 

of maintaining a sound financial system amidst substantial capital flows and a booming 

property market.” Nevertheless, Camdessus’s tone changed dramatically once the 

speculative attack had begun, accusing Malaysia of poor macroeconomic governance!  

 

It is significant to note that India seems to have factored these undeniable facts of history 

since the crisis broke out in 1997. It is thus no coincidence that the analysis of East Asian 

crisis remains at the center of any debate pertaining to CAC and the experiences of CAC 

needs to indeed be factored in our march to CAC. And this by itself requires some 

elaboration.  

 

Any discussion on CAC must necessarily factor the East Asian Experience, which 

clearly demonstrated that full CAC was the cause of the East Asian Crisis. That the 

miracle economies too were subjected to such macroeconomic influences clearly 

demonstrated the debilitating power of CAC.   

 

The East Asian crises erupted when the government of Thailand, facing a shortage of 

foreign-exchange reserves, devalued its currency-thereby breaking the fixed-rate peg. 

The instigating factor was the build up of short-term and often poorly secured borrowing 

from abroad. Faced with huge repayment obligations because of sudden devaluation the 

Thai economy went into a tailspin. As the crisis reverberated through the Thai economy, 

it rapidly led to bankruptcies and layoffs. 
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The crisis also spread through the region-almost immediately and with great speed. 

Within weeks the Malaysian Ringgit, the Philippine peso, Korean Won and the 

Indonesian Rupiah were all under siege. Stock markets collapsed dramatically as did real 

estate markets. The Asian contagion spread from markets to markets and from country to 

country. Asians saw the currency attacks wiping out 20 or 30 percent of the national 

wealth in a matter of days what had been arduously built over several decades. The risk 

of losing decades of hard earned wealth in a few trading sessions far out weighed the 

benefits of the system effectively put an end to the debate on convertibility. On the 

contrary, post contagion; countries introduced controls and regulation in its foreign 

exchange, especially on the capital account. For instance, it is commonly believed that 

the Malaysian experience with the contagion was shallower and its rebound faster – for 

the simple reason that it eschewed continued convertibility on the Capital Account – and 

instead opted for imposing controls on CAC. No wonder the conventional wisdom post 

contagion in the subject is “control” and not “liberalisation.”  

 

In contrast to this commonly held belief that Capital Account Controls prevented of the 

exacerbation of the East Asian Currency crisis, IMF in a paper titled Malaysian Capital 

Controls: Macroeconomics and Institutions and authored by Simon Johnson, Kalpana 

Kochhar, et all states, “For the macroeconomic debate, the Malaysian experience is 

inconclusive. The capital controls worked in the sense that they were not circumvented 

on a large scale. They also never came under serious pressure, however, controls might 

have played a preventive role, that is, to guard against risks to financial stability but they 

were never tested in this role. At the same time, there is no convincing evidence of 

adverse macroeconomic consequences from the controls.” A left-handed compliment no 

doubt by the IMF.  

  

Whatever may be IMF’s assertion on this vexatious subject, Joseph Stiglitz nicely settles 

the debate on this issue when he states, “The IMF and the U.S. Treasury believed, or at 

least argued, that full capital account liberalization would help the region grow even 

faster. The countries in East Asia had no need for additional capital, given their high 

savings rate, but still capital account liberalization was pushed on these countries in the 
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late eighties and early nineties. I believe that capital account liberalization was the single 

most important factor leading to the crisis.”  

 

Nevertheless, with increasing evidence that it was due to the introduction of restrictions 

and controls on the capital account that the Asian currency contagion was eventually 

controlled, the conventional macroeconomic wisdom post East Asian crisis within 

developing countries seems to favour some sort of Capital Control rather than go the 

whole hog and allow full convertibility. The lessons of East Asian crisis were far too 

excessive for the region as it put the clock back by a few years in some cases and by a 

few decades in some cases. It would be indeed foolhardy to ignore the lessons of the 

crisis.  

 

The net impact of CAC would be to convert a currency into a commodity – which by 

itself would mean an open invitation to speculators leaving the currency to extreme 

volatility and increased gyrations – all that could have a significant impact on the 

Indian economy 

 

Technically and theoretically, in a regime of free float, it could be argued that there is 

really no need for any FE reserves. That would by itself eliminate the costs of 

maintaining FE reserves as well as the notional exchange loses. For instance, if demand 

for foreign exchange is higher than supply, exchange rates will depreciate. Similarly, if 

supply exceeded demand, exchange rates will appreciate and sooner or later, the two will 

equalise at some price – determined by the market forces. However, in light of volatility 

likely to be induced by the resultant capital inflows and outflows, there is now a growing 

consensus especially after the post Asian crisis that emerging market countries should, as 

a matter of policy, maintain “adequate” reserves. More crucially, how “adequacy” is to be 

defined is also becoming clearer. Earlier, the rule used to be defined in terms of number 

of months of imports or the debt service cover available. Now, increasingly it is felt that 

reserves should at-least be sufficient to cover likely variations in capital flows or the 

“liquidity-at-risk”. However, there seems to be no consensus amongst experts on the 
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likely amount of FE reserves that we need to maintain to cover the likely variations on 

the capital flows or the “liquidity-at-risk.” 

 

Be that as it may, given the global experience there are however two areas where India 

needs to be extremely cautious with respect to liberalising the capital flows. One of them 

is unlimited access to short-term external commercial borrowing while the second one 

concerns the question of providing unrestricted freedom to domestic residents themselves 

to convert their domestic assets into assets denominated in FE. Let us examine the two 

sequentially.  

 

In respect of short-term external commercial borrowings, there is already a strong 

international consensus  that countries especially emerging markets should keep short-

term borrowings as a small proportion to their total external debt. As already explained, 

many financial crises in the 1990s occurred because such short-term debt was excessive. 

The problem is that when times were good, such debt was easily accessible, leading to 

huge FE inflows.  

 

Of course this results in strengthening of the currency and has its own downsides. For 

instance, the East Asian countries in order to maintain their exports had to accumulate 

their FE reserves in order to prevent their currency from appreciating fast. Especially 

given the scenario that many countries, notably China have artificially held their 

respective currencies at significantly lower levels, such a prospect of Rupee appreciation 

too is fraught with risks as it could impact our exports significantly.  Similarly, a huge 

inflow of FE, unless put to use in a systemic manner, could result in liquidity overhang 

within the domestic economy and lead to spiralling inflation. The natural policy response 

of increasing interest could aggravate the issue on hand as higher rates of interest could 

once again excite global investors and lead to higher capital flows and thereby aggravate 

the problem.   

 

The position, however, changes dramatically in times of extreme external pressure caused 

by capital outflows. When the going gets tough, creditors rush to redeem debts within a 
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very short period, causing intense domestic financial vulnerability and significant 

depreciation in the currency rates. This could lead to a flight of capital and consequently 

to the erosion in the value of the currency.  Either way, global experience has been that 

short-term capital flows  - either as a surge in inflows or outflows can destabilise the 

economy.  

 

As far as the second issue – convertibility of domestic assets are concerned, the issue is 

far more serious.  Let us take a hypothetical scenario and assume that the exchange rate is 

likely to depreciate sharply. Now, further suppose that domestic residents decide that they 

should convert a part of their stock of domestic assets from domestic currency to foreign 

currency in order to benefit from such opportunities. This will be rewarding to individual 

investors as the domestic value of their converted assets is expected to increase because 

of anticipated depreciation of the domestic currency. And, if a large number of residents 

so decide simultaneously within a short period of time, as they may, this expectation 

would become self-fulfilling. In contrast to the individuals who shall benefit under these 

circumstances, experiences show that a severe external crisis is then unavoidable for a 

country.  

 

Consider India as a case in point. Our current FE reserves of approximately USD 150 

Billions as at 31st March 2006 are at a comfortable level. Domestic stock of bank deposits 

in India is approximately USD 450 billion - nearly three times our total reserves. Now, 

suppose there is an event (say a war), which creates uncertainty in our economy. Assume 

that a mere 10% of the bank deposits aggregating to USD 45 Billion (which in turn 

aggregates to one third of the total FE reserves held by India) are converted into financial 

assets denominated in foreign currency. That is sufficient to send the Rupee on a tailspin 

from which it may take a couple of years to recover. What is crucial is that should the 

entire 45 Billion USD return back after the event (the war in this case), may not be 

sufficient to bring back the Rupee to the original levels.    

 

Experiences tell us that no emerging market exchange rate system can cope with this kind 

of contingency as well as volatility faced by its currency. This may be an unlikely 
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possibility today, especially when the going is good, but it must be factored in while 

deciding on the policy of full convertibility.  It may be recalled that the South East Asian 

countries received USD 94 billion in 1996 and another USD 70 billion in the first half of 

1997. In the second half of 1997, however, there was an outflow of USD 102 billion. 

Such order of reversal in a single year can hardly be explained by a lack of 

fundamentals. Obviously, a region that attracted such a huge capital in the 

immediate past cannot become a poor investment destination overnight. It is no 

wonder that the charge that the removal of controls on the capital account was the 

proximate cause for the East Asian crisis has gained acceptability amongst mainstream 

economists, policy analysts, media and of course even within the polity.   

 

In short, in either of the two scenarios, where the currency of the country 

appreciates or depreciates rapidly, the country is virtually brought to its knees and 

it is the currency speculator who calls the shots from then on. What needs to be 

understood here is that speculators could create havoc on the system within hours 

especially an economy that is already laced with self-doubts. With extraordinary financial 

muscle, these global players feast on such scenarios. In fact, volatility provides them the 

necessary opportunity to fish in troubled waters. Renowned global funds have been 

known to precisely wait for such opportunities and go in for the kill. Whether these are 

stock markets, real estate markets, currency markets or commodity markets, it is well 

known that once a global player  takes a position it is virtually difficult for the herd to 

move the other way. Experiences show that when they merely announce that they intend 

to take certain positions in the markets, it is sufficient for the other players in the markets 

to follow as a herd. It is so for the simple reason that the domestic players lack the 

necessary financial muscle to counter the global speculators. Similarly, the information 

asymmetry between the global players who are perceived to have access to “sound 

information” and the domestic players who lack access to such information, results in a 

panic scenario and thereby accentuating capital outflows. Such scenarios are caused by 

purely psychological pressures and have nothing to do with economic fundamentals of an 

economy. The pied piper of Hamlin simply refuses to die.  
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With technology modern financial instruments can cause billions to move from one 

country to another – leaving only the currency speculators and not the nation - to 

gain from the CAC.   

 

Thanks to the proliferation of modern technologies it is easy to move billions of USD 

within seconds. Thus global players within a short span of time can condition a currency 

market to their favour. And with an access to a bottomless pit, the speculators can raid 

any currency any time. Allen Metzler, one of the world’s leading authorities on central 

banks and monetary policies estimated in 1993 that if the world’s central bankers agreed 

among themselves to a coordinated action to protect a currency from a speculative attack 

they may able to muster 14 billion USD, a mere drop as compared with more than 800 

billion USD of currency trading in 1993 (While the war chest of all the central banks has 

not improved significantly, the combined trading in currency exceeds USD 2 trillion per 

day making the battle all the more unequal and decidedly in favour of the speculators) 

that the speculators trade daily. Thanks to CAC, the ability to move billions between 

markets instantly by the speculators has given them a potent weapon by which they hold 

even Sovereign States as hostage to their interests. 

 

The sovereignty of nations and the ability of the state to defend its respective currency 

were never put to a more severe test before. It is in this context years back the Business 

Week had to comment on this financial system as “In this new market billions can flow in 

and out of an economy in seconds. So powerful has this force of money become that 

some observers now see the hot-money becoming a sort of shadow world government – 

one that is irretrievably eroding the concept of sovereign powers of a nation state”. 

 

Joseph Stiglitz analyses the impact of a speculative attack on a currency. He states, “In 

Asia, a speculative attack (combined with high short-term indebtedness) was to blame. 

Speculators, believing that a currency will devalue, try to move out of the currency and 

into dollars; with free convertibility — that is, and the ability to change local currency for 

dollars or any other currency — this can easily be done. But as traders sell the currency, 

its value is weakened — conforming their prophecy. Alternatively, and more commonly, 
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the government tries to support the currency. It sells dollars from its reserves (money the 

country holds, often in dollars, against a rainy day), buying up the local currency, to 

sustain its value. But eventually, the government runs out of hard currency. There are no 

more dollars to sell. The currency plummets. The speculators are satisfied. They have bet 

right. They can move back into the currency—and make a nice profit. The magnitude of 

the returns can be enormous. Assume a speculator goes to a Thai bank, borrows 24 

billion baht, which, at the original exchange rate, can be converted into USD 1 billion. A 

week later the exchange rate falls; instead of there being 24 Baht to the dollar, there are 

now 40 Baht to the dollar. He takes USD 600 million, converting it back to Baht, getting 

24 billion Baht to repay the loan. The remaining USD 400 million is his profit—a tidy 

return for one week’s work, and the investment of little of his own money. Confident that 

the exchange rate would not appreciate (that is, go from 24 Baht to the USD to, say, 20 to 

the USD), there was hardly any risk; at worst, if the exchange rate remained unchanged, 

he would lose one week’s interest. As perceptions that devaluation is imminent grow, the 

chance to make money becomes irresistible and speculators from around the world pile in 

to take advantage of the situation.” Surely currency as a commodity is a great de-

stabiliser indeed.  

 

These speculators constantly invent and innovate newer and newer instruments. For 

instance, these investment bankers invented a new form of mutual funds – popularly 

called the hedge funds. These funds specialize in high-risk, short-term speculation. One 

of the biggest of these in the 90’s was the Quantum funds headed by George Soros 

controlled more than 11 Billion Dollars of investors’ money. Since aggressive hedge 

funds may leverage investors’ money to borrow 25 Dollars for every Dollar invested, 

such a leveraging could give this fund control over 250 billion Dollars. Many of such 

funds produced a return of over 50 % during the 90’s.  

 

The claim that the financial markets can be ever be stable was debunked by George Soros 

himself testimony before the Banking committee of the US House of Representatives. 

Soros told the committee that when a speculator bets a price will raise and it falls instead, 

he is forced into selling, which accelerates the downward spiral and thereby increases 
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market volatility. His testimony also revealed the perspective of the financial speculator, 

for whom volatility is a source of profits. He also spoke about his experience of how 

speculators could shape the directions of the market price and create instability. In fact he 

is one of the legends who have made and unmade many markets – commodities, 

currencies, stock, interest and others that a New York Times article titled “When Soros 

speaks, World Markets listen” credit him with being able to increase the price of his 

investments. After taking a position against the German Mark, he was quoted as saying 

that he expected the Mark to fall against all major world currencies. And the Mark did 

indeed fall as world over traders agreed that this was a Soros market. On November 5 

1993, the New York Times Business pages carried a story titled “Rumours of Buying by 

Soros send gold prices surging.” 

 

Dr. Mahathir, nicely summed up the entire issue relating to currency speculation, weeks 

after being visited by the currency crisis and said that if the international financial 

institutions had found a way to restrain the speculators, he would not have advocated 

imposing currency controls and added: “We dismissed the rumour that Malaysia would 

go the way of Mexico.... But now we know better. We know why it was suggested that 

Malaysia would go the way of Mexico. We know now that even as Mexico’s economic 

crash was manipulated and made to crash, the economies of other developing countries 

too can be suddenly manipulated and forced to bow to the great fund managers who have 

now come to be the people to decide who should prosper and who shouldn't.” And this 

viewpoint coming from Dr. Mahathir, the victim of such currency manipulation, cannot 

be ignored.  

 

Our obsession with FDI means that any of our external sector reforms would be 

benchmarked only on the basis of its ability to attract FDI flows into the economy. 

This is when FDI forms less than 2% of the total domestic savings. Nevertheless will 

CAC improve FDI flows? 

 

The PM in his recent Asia Society conference speech had stated, “India's share in the 

global flows of goods, services, knowledge and culture has grown in the past decade. 
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Today, our external economic profile is robust and reassuring to investors, at home as 

well as abroad. Our economy has recorded close to 8% annual growth for two years in a 

row. We do hope to raise India's annual growth rate to the range of 9 to 10 %. Our 

optimism is based on the fact that our savings rate is now over 29% of GDP and the 

investment rate is about 31% of GDP. And with a growing young population and as our 

economy becomes more hospitable to foreign direct investment, we expect a further 

increase in the investment rate. In the past year and a half, our policies relating to 

investment, taxation, foreign trade, FDI, banking, finance and capital markets have 

evolved to make Indian industry and enterprise more competitive globally.” 

 

And in order to fund this growth it is clear from the above statement of the PM that the 

domestic savings would play a significant role. Pegged at 29% to the GDP India’s 

investment need is by and large met through domestic savings with very little or a 

marginal role left for the FDI. With favourable demographics, India’s savings rate is 

expected to improve dramatically in the near future. Another factor that is expected to 

improve India’s savings rate is the fact that the number of dependents per 100 working 

population is expected to improve significantly in the coming years. With a lower 

dependency ratio – it is but natural that India’s savings rate is expected to improve. This 

means that our population, long held to be a liability is now being treated as an asset. And 

the “return” through this asset through increased savings rate is expected in the near 

future.  

 

It is in this connection that the PM had to quote the recommendations of the Investment 

commission and state in his above mentioned speech “The group recently submitted its 

first report and our Government will implement many of the ideas in it. Mr Tata and his 

colleagues have estimated that to sustain an annual growth rate of 8% over the next five 

years, the economy would require investment of over USD 1.5 trillion. The Commission 

has estimated that this should include FDI of over USD 70 billion.” 

 

What needs to be observed in the above equation is that only 5% of the investment 

requirement of this country in the foreseeable future can be financed through FDI. And 
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the rest obviously has to be met through domestic sources. This implies that the FDI 

flows do not significantly matter in our future investment paradigm. This fact too makes 

the CAC irrelevant in so far as it pertains to increasing FDI flow into the country.  It may 

not be out of place to mention that the FDI flows into the country is a function of the 

investment climate in the country. It is only by improving the investment climate the 

domestic savings is converted into investment and thereby gets exhausted. When the 

economy faces a shortage of capital after exhausting the domestic capital, naturally 

import of capital will take place. This import of capital, popularly called as FDI, would 

then be a natural function of the requirements of the Economy. CAC cannot be and 

should not be liked to FDI flows within an economy. In short, in a scenario of liberally 

allowing FDI flows into the economy, CAC cannot be a policy instrument to impress FDI 

flows. On the contrary, a volatile Rupee could act as a deterrent. After all genuine 

investors abhor volatility and could well exit India precisely on this count.   

 

Devoting an entire Chapter to the East Asian crisis in his book – Globalisation and its 

Discontents, the author and the Noble laureate Mr. Joseph Stiglitz has virtually castigated 

IMF for the Asian contagion on the idea of CAC as a policy instrument to fund FDI and 

adds “Surely, one might have argued, there must be some basis for their proposition, 

beyond serving the naked self interest of financial markets, which saw capital market 

liberalisation as just another form of market access – more markets in which to make 

more money. Recognising that East Asia had little need for additional capital, the 

advocates of capital market liberalisation came up with an argument that even at the time 

I though it was unconvincing, but in retrospect looks particularly strange – that it would 

enhance the countries’ economic stability!”  

 

The net import of the above is that where is the question of importing capital or inviting 

FDI when the domestic savings is huge? Of course, along with FDI there is a possibility 

of bringing the latest technology, but these are in the Indian context by and large far and 

few to merit any serious discussions. Thus for a country like India, which has significant 

domestic savings, full CAC has virtually no direct correlation to increased flow of FDI. 

In fact, FDI is function of the investment climate within the country. Experts have 
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constantly opined that India has under performed when benchmarked against its own 

ability to attract FDI for the reasons listed elsewhere in this note. Surely, these are 

internal factors that are inhibiting the flow of FDI and control on the capital account is 

surely not one of them. Rather, it is a poor investment climate that is the cause, the low 

FDI the effect. Till date one has yet to witness a potential foreign investor who refused to 

invest in India citing controls on capital account.   

 

While our FE Reserves Build-Up is no less impressive, carrying FE reserves has a 

cost. But this is the cost that the RBI and the nation has to pay for being prudent.  

It is at this point we shall try to analyse our exchange management policies of the past 

few years to understand as to how India has coped up with the issue of build-up of 

Reserves and how it has used domestic policies to balance the increased flow of FE.  

On the whole, the Indian economy has been swamped with more dollars in recent years - 

thanks to the recent phenomenon of a surplus in the current account, the rush of capital 

inflows from various sources including the traditional flow of Dollar deposits and 

remittances from the NRIs. These dollars are not being adequately absorbed in the 

economy because of a variety of reasons that includes significant capital inflows, capital 

controls on outflows and a conservative exchange control policy of the RBI. The 

consequence of all these has been that while the Indian FE Reserves has swelled with no 

corresponding Rupee appreciation against the US Dollar. In fact, the Indian Rupee has 

registered a benign movement against the US Dollar over a few years with no significant 

gyrations recorded during the past few years.  

This is ostensibly due to the fact with many countries including China, following an 

interventionist mercantile policy resulting in weaker currencies across globe, the 

Government of India and the RBI believe that a strong rupee could wreck the 

competitiveness of Indian exporters. So the RBI has been intervening in the foreign 

exchange market to prevent the rupee from appreciating too fast. And while the Chinese 

have “pegged” the Yuan to a Dollar the RBI has allowed the Rupee to move within a 
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narrow bandwidth. To this end, it has bought up dollars from the market and sold rupees 

in return.  

The FE that the RBI has been buying and subsequently holding have in turn swelled the 

foreign exchange reserves of India. As already explained earlier in this paper with 

increased global intercourse countries maintain some foreign exchange in reserve as an 

insurance against sudden financial panic, especially in the FE markets. The critical 

question is how much of FE exchange reserves are adequate for India, given her import 

requirements and the Foreign investments into India. For instance, if imports were to 

shoot up or if foreign investors were to suddenly pull their money out of the stock 

market, the central bank needs to have enough FE Reserves to meet their dollar demands. 

Otherwise, the rupee would go into a tailspin. But what should be the extent of such 

insurance? There are various experts who have opined differently on this matter. 

However notwithstanding the above, the three most common sets of parameters used by 

economists are  

• Whether there is enough foreign exchange to fund future projected imports 

• To meet sudden withdrawals of short-term capital and  

• Reserves as a percentage of select measures of money supply.  

It is at this point that one has to note that countries post East Asian Crisis began discovering 
virtues in retaining controls on capital account, weaker-currencies and building up reserves. 
Countries, post contagion, began leveraging their undervalued currencies for higher exports. 
This meant that developing countries, in order to retain their competitiveness, intervened 
through their central banks in the markets to buy Dollars Simultaneously, through a process 
of sterilization, Central Banks mopped up the excess liquidity within the economy arising out 
of sustained FE in-flows.  
 
In their anxiety to accumulate FE reserves as an insurance against currency volatility, 
developing countries seem to have developed a fetish for this model. For instance, as per 
IMF, developing countries have doubled their reserve accumulation in the past three years, 
which as per last count stands at approximately USD 3 trillions. And this accumulation of 
FE Reserves to face the rainy day – is carried out across continents by countries as varied 
such as China, Russia, Brazil, and Mexico.  
 

India is not an exception to this. India too has modelled her post contagion growth strategy 
based on this precept. Admitting its fixation with building up Reserves on more than one 
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occasion, the RBI states “Adequacy of reserves has emerged as an important parameter in 
gauging its ability to cushion external shocks.” Needless to emphasise, as in the cases of 
other countries, RBI’s intervening binge in the market to buy up dollars, serves two purposes – one to prevent Rupee 
from appreciating and two, it helps build up reserves.  It may be noted that our recent growth has, like SE Asian countries, 
been the outcome of this prudence.  

    
Nevertheless, the questions are now being raised as to whether developing countries are 
engaged in a policy of “excessive prudence”. Economists point out that developing countries 
have become far too conservative and accuse them of being obsessed with a weak currency 
and building up huge FE reserves.  
 

What makes the debate contentious is the rather low rates of returns from such reserves. 
While monetary authorities across the globe are loath to disclose the composition of the 
investment portfolio, experts believe that these reserves in the hands of the developing 
countries find their way into the treasury bonds of advanced countries, notably the US, 
yielding paltry 2-3% returns PA.  

 

For instance, Mr. Lawrence H. Summers the president of Harvard and a former Treasury 
Secretary told an audience in Mumbai recently that India has reserves in excess of USD 100 
Billions. If invested prudently, Mr. Summers argued, the increased differential returns would 
be more than what the Government spends annually on health care in India. It is indeed a 
sad commentary that a majority of the world’s poorest people now live in countries that are 
ironically flushed with huge international financial reserves and strangely used to fund the 
ostentatious expenditure of people in rich countries at substantially lower rates of interest.  

Obviously, this throws up the fundamental question - is this the price the developing world 
needs to pay for stability? Exercising a choice between the two alternatives is quite complex, 
nevertheless inescapable and needs to be revisited constantly. And in the process full 
convertibility will remain a mere context to the entire debate.   
 

What are the choices available to deal with the burgeoning FE Reserves? 

Unilaterally allowing the Rupee to appreciate would obviously rob our economy 

of its competitiveness. Sterilisation process, owing to the costs involved, seems 

to have its own limitations at-least in the Indian context. Obviously, the huge FE 

reserves seem to place the Government in a quandary.  All these mean that we 

need to work out our economic growth policy calculus –  whether accumulation 
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of reserves, aimed at eschewing volatility and thus providing the right 

environment for growth, preferable or whether we could trade stability for higher 

growth. Post contagion, stability has been held to be sine qua non for growth, 

especially in developing countries. Naturally, as the memories of the contagion 

fade, one is tempted to once again talk of risk taking and leveraging reserves for 

growth. And unless this broad economic roadmap is decided, debating the lesser 

roadmap for CAC may be akin to placing the horse in front of the cart. For should 

we favour eschewing volatility as a prerequisite for growth, the very fundamental 

assumptions that led to the formation of the IMF and World Bank combine, the 

current debate on CAC may well be a non-starter. 

While the RBI’s policy seems to veer towards caution, a research paper by economist Ila 

Patnaik of Indian Council for Research on International Economic Relations states in 

unambiguous terms that India's reserves are more than adequate on all these above-

mentioned three counts. What this means in reality is that the RBI is still intervening in 

the market to buy up dollars, not because it needs those dollars, but because it is trying to 

keep the rupee from appreciating. The central bank's exchange rate policy is the driving 

force; the increasing reserves are a mere consequence. 

The continuous increase in the inflows of FE is having an impact on the economy as 

it leads to a liquidity overhang in the Indian economy. The calibrated sterilisation 

mechanism of the RBI till date has been working extremely well for the economy.  

To understand that we need to figure out what happens to the Indian economy when the 

Central Bank injects rupees into the economy for the Dollar Reserve it holds. This results 

in a rather disturbing situation of too much Rupees chasing too few goods - the classical 

situation for inflation. To precisely prevent this, the RBI has been selling the government 
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securities it holds to suck out the Rupees released into the economy. This operation of the 

RBI – of sucking the extra Rupees in the economy through the sales of government 

Securities - is called “sterilisation”. And this explains the manner in which the RBI has 

formulated its policy of intervention on the FE markets over the past few years. While 

allowing temporary and minor fluctuations around the 45 Rupee mark, the RBI has 

repeatedly intervened to ensure a relatively stable exchange rate for the Indian Rupee.  

The impact of the flow of FE into India is best illustrated when we examine the impact on 

the economy caused by Foreign Institutional Investors (FII) who have invested 

substantially in the Indian stock exchange. This has significantly impacted the stock 

prices in India and the Bombay Stock Exchange index has more than doubled in the past 

12 months. Obviously, the increased liquidity in the stock markets caused through FE 

flows is the cause; the rise in stock prices the effect. Surely one can comprehend the 

impact on the Indian economy, more specifically on inflation, caused by surging capital 

inflows from abroad. After all as the cliché goes  - if prices of shares increase it is wealth 

creation, if the prices of vegetable increase it would be inflation. While the former is 

irrelevant to a country like India , the later needs to be eschewed at all costs, especially in 

a country like India.  

To contain the impact of abundant supply of Rupees caused by surging FE inflows, the 

RBI has been “sterilising” the rupees released (through dollars purchased) by selling 

government securities simultaneously. This is an elaborate process. This process worked 

as long as the RBI had enough government securities in its portfolio. Yet with continued 

intervention in the forex markets accompanied by a selling of government securities, the 

portfolio has shrunk. The RBI held Rs. 140,000 crores of government securities in 

January 2002. By January 2004 its portfolio had shrunk to Rs. 35,000 crores. Since then 

this has fallen to much lower levels so much so that the central bank has introduced a 

new security called a Market stabilisation bond, which it will use to sterilise excess 

liquidity.  

Unfortunately, this interventionist policy has its own limitations. It may be noted that this 

policy could work to the extent that the RBI has securities for sale and could flounder 

once the RBI runs out of such securities. What happens if the central bank runs out of 
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securities to sell? It will not be able to undertake the second leg of its policy - of sucking 

excess rupees out of the system. Crucially, sterilization by itself becomes increasingly 

costly as a country accumulates reserves. It may be noted that the returns on the FE 

reserves held by the central bank are typically lower than what it has to pay on the 

sterilization bonds it has issued, with the differential to be absorbed by the Central Bank 

– the RBI in India’s case. In such a case it is argued that full CAC acts as a pressure valve 

in releasing the inflation pressure on the domestic economy.  

As per the an RBI report “the market stabilisation scheme (MSS) was introduced to 

absorb liquidity of a more enduring nature by way of sterilisation through issuances of 

Treasury Bills/dated government securities.  During 2004-05, liquidity absorption 

through MSS was Rs. 54,146 crore up to October 21, 2004. With the issuance of MSS, 

the repo volumes tendered under liquidity adjustment facility (LAF) declined from an 

average of Rs. 70,523 crore in April to Rs. 13,805 crore in October 2004 (up to October 

21). 

It is in this connection that one has to note that the proportion of domestic assets in the 

RBI's balance sheet has steadily declined in recent years. The outstanding net RBI credit 

to the Central Government constitutes 8.5 per cent of reserve money as on March 2004 

whereas it was more than 100 per cent in 1991. On the contrary, net foreign exchange 

assets of the RBI as a proportion of reserve money increased from 7.8 to well over 120 

per cent over the same period. As at 30th June 2005, this stands well in excess of 150% - 

much above 70% as recommended by the Tarapore committee. This has occurred 

primarily because of the fact that RBI continues to indulge in the continuous open market 

sale of securities to sterilise capital inflows.  

What is important to note is the economic consequence of the sterilisation process and the 

costs involved in the process. For instance, the sterilisation process tends to ignore the 

impact on the domestic money supply and interest rates. Moreover, if the net inflow of 

capital continues as witnessed in India in recent times, then sterilisation will become 

endless and this could result in inflation with continuous upward pressure on interest 

rates. Such increase in interest rates will only attract more foreign capital and add to the 

upward pressure on the rupee to appreciate. This will damage export growth if exporters 
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do not find ways of keeping themselves competitive. The recent appreciation of the 

rupee, albeit mildly, in spite of large accumulation of official reserves is unambiguously 

signalling that the RBI is caught in a capital inflow - interest rate rigidity - rupee 

appreciation cycle. Surely there is a catch-22 situation for the RBI. 

To conclude, a managed-float of the Rupee as well as FE Reserve accumulation caused 

by weak domestic absorption of foreign capital has resulted in a significant challenge to 

the RBI on the monetary management front. Though RBI has been highly effective in 

effectuating its sterilization program in moderating the control over the money supply 

within the economy, high sterilization costs are indeed becoming an issue. Some 

economists have repeatedly argued that the high reserve policy has run its course and 

must be abandoned in favor of a flexible exchange rate regime. Yet others are of the view 

that the recent surge in capital flows is in response to positive interest rate differentials in 

the face of a stable/appreciating exchange rate. It is in this context that some economists 

are arguing for a full CAC to ease the pressure caused on the domestic economy by the 

policy of the accumulation of FE Reserves.  

It may not be out of place to mention that since 1991, when India’s FE Reserve had fallen 

to well below the USD 1 billion level, India’s FE has recorded significant gains. What is 

interesting to note is that India’s reserve build up has been primarily on account of capital 

flows. Put differently, India’s FE reserve build-up has not come about through a surplus 

of current account. In fact the net aggregate of the current account balance for over a 

decade and a half has been in the deficit of approximately USD 40 –50 Billions. The 

capital account surplus plus the gains in the valuation of FE as well as the gold held by 

the RBI has contributed to the incremental FE Reserves. The obvious question is to look 

into various streams of FE inflow into the country. A cursory glance at the reserves on 

hand as at 27th May 2005 indicate that more than 54% of India’s reserve of approximately 

USD 140 Billions is volatile as it involved FII flows, NRI deposits, short term loans and 

trade credits – all of which are classified as “vulnerable liabilities” - capable of leaving 

India at the press of the a mouse.  

What is crucial here to note is the fact that the word Reserves used in the context of FE 

has a slanted connotation than is commonly understood. It is the flow of FE that is 
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euphemistically called Reserves and is exogenous to the ownership associated with such 

flows. For instance, if an FII brings in USD 10 Billion into the economy, than it is held 

that India’s Reserves increase by an equivalent amount. What is forgotten in the debate is 

the fact that India has to pay back the said amount of USD 10 Billions to the FII when the 

FII seeks to exit India, along with the profits made in the stock exchange in India. Till FE 

reserves largely comprise of current account surpluses, one feels, as the composition of 

the FE reserve suggests, that Indian Rupee could be easily held to ransom by the 

speculators.  

 

SOURCES OF ACCRETION TO THE FOREIGN EXCHANGE RESERVES 
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From the above Table it is quite clear that the accretion to the FE reserves of the country 

has come about primarily through the flow on capital account and generally India has 

been recording a deficit in her current account. Consequently, the amount of Reserves 

that we have build up are illusory and hence may not be an appropriate benchmark to use 

this as a debating point to settle the issue on CAC. It may not be out of place to suggest 

that India could well ensure that a percent of the FE reserves are arrived through current 

account surpluses before embarking on full convertibility, a benchmark that seems to 

have been missed by the Tarapore committee. 
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The net impact on the Exchange value of the Rupee - with significant pressures 

building up on the Rupee to appreciate - is being balanced rather well by the RBI. 

In fact RBI has been able to balance domestic inflation against the external sector 

rather well   

It is in this context that the one has to view the recent liberalisation moves concerning the 

external sector over the past few by the RBI. The gradual and graded liberalisation moves 

are pointers to the fact that the RBI must be of the view that the Rupee is already too 

strong and that it has become necessary to reduce the pressure on the Rupee to become 

stronger by means other than just the RBI's purchase of foreign exchange.  

The correctness of this view can be assessed by a simple test that involves revisiting 

some familiar macroeconomic parameters. For instance the development strategy 

envisaged for India in the 1990s was to have an investment rate higher than the rate of 

domestic saving by attracting capital inflows. The capital inflows were used to fund 

India's current account deficit, which recorded an average of 1 per cent of the GDP. This 

indicates that, the current account deficit resulted in excess of domestic investment over 

domestic savings. The aided our growth during the 90’s.  

If the current account deficit equals the inflow on the capital account, a country could 

obviously achieve overall balance of payment equilibrium. However as a part of the 

conscious national strategy to build up the Reserves it was believed throughout 90’s that 

an inflow on the capital account greater than the deficit on the current account would, to 

some extent, be desirable as it would help India build up foreign exchange reserves.  

But, that was when India was running Current Account deficits in the 90’s and surpluses 

in Capital Accounts. However between 2002 and 2004, the position was markedly 

different and for these years India ran a surplus both in the Capital and Revenue 

Accounts and thereby directly contributing to the rapidly increasing FE reserves position. 

However as on date the position seems to have significantly improved and India’s foreign 

exchange reserve situation does not warrant any significant additions to the reserves, the 

deficit on the current account must match the surplus on the capital account.  
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For the rate of gross domestic capital formation to exceed the rate of gross domestic 

savings, as per conventional economics, the country must run current account deficits. 

The amount by which we want domestic investment to be higher than domestic savings 

should be the current account deficit. This alone would ensure that the economy would 

not under perform. By this logic, India should be consistently running current account 

deficits and not surpluses, as was the case in these years. However since 2004-05 India 

seems to have returned to a more orthodox position of deficits in current account, which 

seems to have eased the pressure on the Rupee marginally.    

To amplify further, Reserves are building up because of the RBI's reluctance to let the 

rupee appreciate. Traditionally, an incorrectly valued exchange rate has too often meant 

that the currency was overvalued and consequently required a dose of devaluation, 

especially in the context of a developing country. On the other hand, the growth impact 

of an undervalued currency that limits the economy’s capacity to import is a far less 

researched in the modern global economics. Is the Rupee undervalued and does it require 

a dose of revaluation?. 

What is crucial is to note Indian policy framers are conscious of the fact that India should 

not be visited by a variation of the “Dutch disease” syndrome – where the appreciation in 

the currency caused by a surge in inflows results in eroding the competitiveness of the 

manufacturing sector and simultaneously placate the export lobby. And precisely to avoid 

this, RBI has been using multiple policy options to maintain a stable Rupee and eschewed 

the policy of a strong rupee while balancing conflicting pressures within the economy.  

Is the build-up of FE Reserves reflecting our inability use capital? Worse still, do we 

run the risk of becoming an exporter of capital? Given a significant domestic 

savings rate would it not mean that CAC could result in flight of our precious 

savings?  

As a result, what needs to be factored is a somewhat distressing fact that India is unable 

to absorb the savings that are available with it and runs the danger of becoming an 

exporter of capital. It is of late that the policy analysts have woken to this possibility of 

an undervalued currency constricting India’s growth potential. If India has to grow at 8% 
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and above we cannot export our precious capital. Rather, it is imperative that we use our 

precious capital and also import capital from other countries. Policy framers seem to be 

fully recognised the pitfalls of an undervalued Rupee and its impact on growth. 

According to Prof Deepak Lal, economist and Professor at the University of California, 

Los Angeles, has, in an interview to Business World dated May 27, 2002 criticized the 

RBI's policy (when the Reserves were only about 55 Billion US Dollars) of building up 

Reserves as equivalent to running the economy well below its potential. According to 

him even if RBI had allowed a fraction of this huge Reserve to be absorbed within the 

economy, India could record a much higher growth. But the problem is that the RBI by 

taking a conservative approach in its attempt to balance between containing inflation and 

a stable Rupee has compromised on growth. With the clamour of a higher rate of 

economic growth, it is possible that the RBI could revisit this policy of sustained 

Reserves build up at the cost of growth of the Indian economy.  

Another dimension to this problem is that the NRI deposits carry an interest cost higher 

than what these reserves could fetch when invested by the RBI. The reserves may also 

have inflows on account of external commercial borrowings. These have to be repaid 

with interest. In any case the cost of holding such huge reserves is not something that can 

be taken lightly. The debt service ratio was estimated at 6.2 per cent of the current 

receipts at the end of 2004-05 (RBI Annual Report). While this ratio has been declining 

on account of falling global interest rates, the burgeoning FE Reserves has surely been 

one of the factors that has significantly contributed to this favourable index.  

Another issue that needs to be considered is that the accumulation of reserves is largely 

on account of the difference in interest rates. Those Indians who have deposits in India 

and abroad have no more incentives to keep money outside. The rupee has stopped 

depreciating. Even exporters, who found it advantageous to keep export earnings outside, 

have lost the reason to do so. Similar is the case with NRI remittances. Indian debt 

securities have interest rates much higher than government bonds elsewhere. With little 

or no depreciation over the past few years, one feels that the “real” interest rates for such 

bonds could well be very attractive. There could be more inflows in this area. Therefore 

the flow of foreign exchange into India is unlikely to stop depending on the interest 
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policy of the RBI. And, the existence of arbitrage opportunities as witnessed by the 

increased flow of NRI deposits only goes to show that domestic interest rates are higher 

than foreign interest rates even allowing for transaction costs and country risk premium.  

All these means that it is reasonable to expect that accretion to reserves will continue, 

albeit not at the same pace as what was witnessed between 2002 and 2004. However, 

management of liquidity arising out of external flows will continue to be challenging 

especially whenever the economy is confronted with capital account spikes or current 

account surpluses. This may well be an indication of our inability to use capital. .  

Given our requirement of capital it is crucial that we offer returns to investors after 

factoring the exchange gains or losses. For instance, let us take a hypothetical issue of a 

resident investing abroad in a foreign currency. Let us assume his benchmarks his returns 

at 10%. His returns shall be 10% if and only if there are no exchange rate fluctuations. 

Assume that there is a depreciation of 5% in the exchange values, then the return under 

the case on hand would not be 10%, but only 5%. To ensure that he does not suffer any 

losses on account of exchange fluctuations, the option available for the said individual 

investor is to hedge his investment against such exchange losses. This is true in a full 

CAC scenario for both inbound as well as outbound investments.  

Such an option is not always insurance for the gyrations in the exchange control markets. 

Be that as it may, the fact remains that the currently by its policy of extreme caution the 

RBI is providing the necessary cushion against any exchange rate volatility. While the 

beneficiaries of this approach seem to be the FI investors into the Indian economy, the 

fact remains that the economy by and large benefits when the RBI hedges the FE 

transactions of the nation. Obviously, the policy framers consider it keeping the Rupee 

stable is a small price to pay for hedging the entire transaction of the nation.  Surely, 

RBI’s approach is conservative but effective nevertheless. So, surely the more romantic 

approach towards Rupee management could be to allow investors – both domestic 

investors outside India as well as foreign investors into India – to fend for themselves. 

But that could come at a tremendous cost of extreme volatility. The cost to the economy 

due to such gyrations in the Rupee could far exceed the opportunity cost of growth by 

such prudence and conservatism.   
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While multiplicity of choices the RBI has been acting with great care. It has ensured 

that the external sector policies are not adversely impacting the domestic economy 

and vice versa, by actively deploying multiple policy alternatives rather judiciously.  

 

This leaves the RBI on the horns of a policy dilemma. If it keeps away from buying 

dollars, the Indian rupee will appreciate fast and exporters will raise a hue and cry. If it 

makes large-scale purchases in the market, as it has been doing hitherto, money supply 

will increase causing inflationary pressures. While this will dampen the appreciation of 

the rupee, given current rates of interest, bank deposits will give negative returns. If, 

either to check inflation or make savings more attractive, the RBI increases the interest 

rate, it will lead to a greater inflow of foreign funds.  

 

With a foreign exchange Reserve of approximately 160 billion USD the R.B.I is in for 

tough times. If the rupee appreciates by around 10% the Central Bank loses around about 

Rs 70,000 crores in rupee terms as the rupee value of the reserve will plummet. Although 

this loss is notional it has the severity of creating major disturbances in the Central Bank's 

Balance Sheet. On the other hand the Govt. of India will gain tremendously as the rupee 

value of its external obligations fall. Also to gain will be the Government's debt 

obligations to the outside world. These will be made at negative rates of interest (the 

annual rupee appreciation will out weigh the small interest obligations). With the Fiscal 

position of the Government in a precarious state, such an increase in the valuation of the 

Rupee against the Dollar will be most welcome to the Government’s finances. More over, 

already the RBI is reported to be investing its reserves in non-dollar denominated bonds 

especially the Euro to hedge itself against the fall in the value of the Dollar, both against 

the Rupee and other major currencies, notably the Euro.  

 

It is in this connection that one has to analyse the accounting policies of the RBI. For the 

year ended 30th June 2005, the RBI in its annual report has stated that Profit/ Loss of 

foreign currency assets is recognised with respect to the book value. Exchange gains and 

losses arising from translation of foreign currency assets and liabilities are accounted for 

in currency and gold revaluation account (CGRA) and remain adjusted therein. In effect 
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the gains and losses on valuation due to movements in the exchange rates are not taken to 

the Profit and Loss accounts but directly booked under a Balance Sheet head. Obviously, 

the balance if shown on the liability side represents the net gain on valuation of the 

foreign currency assets. During 2004-05, there was a depletion of Rs 35,376.83 crores in 

this CGRA account, thus decreasing its balance from Rs 62,283.04 crores on June 30, 

2004 to Rs 26,906.21 crores on June 30, 2005. The balance in CGRA at the end of June 

2005 was equivalent to 4.5% of foreign currency assets and Gold holdings of the RBI as 

compared with 11.5% at the end of June 2005. This decline was mainly on account of 

increase in the level of foreign currency assets during 2004-05, on the one hand and 

appreciation of the Rupee against the US Dollar and US Dollar against other currencies 

on the other. Put simply, if the Rupee appreciated 4.5% against the US Dollar, it would 

be sufficient to completely wipe of the CGRA reserve. Any further appreciation of the 

Rupee would necessarily impact the Balance Sheet of the RBI.   

 

Another dimension to this issue of Rupee appreciation is that the exporting community in 

India has expressed serious concern over the secular upward movement of the rupee 

against the US Dollar.  Exporters are worried that the ongoing trend would adversely 

affect their future export prospects in the US market by making their goods more 

expensive Vis-à-vis products of neighbouring countries whose currencies have not 

appreciated much. The strengthening of the rupee is particularly detrimental for the low 

import intensive and price sensitive terms such as textiles especially when competitors 

such as Pakistan and China have not witnessed a similar currency appreciation. In fact, 

textile exporters are experiencing a squeeze in profit margins, as Pakistan, which has 

recently depreciated its currency and China, which has held its currency at an artificially 

low rate, are now able to charge lower price for their exports. 

At the same time, the capital goods industries are also not being spared and are beginning 

to feel the heat of the rising rupee. For example, the capital goods exporters find that they 

have to bear the double whammy of not only having to put up with the cost escalation 

arising out of the rising rupee but also have to contend with the recent build up in 

domestic prices of inputs of items such as steel, copper, aluminium, zinc etc. The net 
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impact of these developments has been to put the capital goods exporter in a very tight 

position in international bids especially at a time when countries like China and Korea are 

quoting at much lower rates. 

Against this backdrop exporters maintain that there is an impelling need for the 

government to come up with innovative measures to ensure that the rupee is not 

overvalued from the vantage point of India’s competitiveness. 

In this context, the exporters have repeatedly made the suggestion that the RBI should 

intervene more actively in the foreign exchange market to limit further appreciation of 

the rupee. This becomes very much essential in view of lower currency appreciation of 

competitor countries and fixed exchange rate of Chinese currency, which seem to distort 

the currency valuations across continents.  

The global phenomenon of an undervalued currency means that this issue too needs 

to be factored in any policy matrix.  

 

In order to understand the distortions caused in the exchange rate valuations, one needs to 

understand the manner in which the Chinese have “pegged” the value of their currency to 

the US Dollar. Economic fundamentals suggest that the Chinese Yuan is undervalued as a 

result of repeated one-way interventions, with a growing consensus of economists 

estimating the level of under valuation to be anywhere from fifteen to forty percent. 

However, China persistently intervenes in the foreign exchange market to peg its 

exchange rate at 8.28 Yuan per dollar. This value of the Yuan was pegged to the US 

Dollar since 1997. However since mid of 2005 the peg on the Yuan has been relaxed 

slightly and the Yuan now trade at 8.10 to a USD.  

 

The crux of the issue is that that by pegging its currency firmly to the US Dollar at 

artificially lower levels, China is engaging in what amounts to subsidizing its exports 

through an exchange rate protectionist policy. It is alleged that this artificially low 

exchange rate inhibits the growth of imports into China and encourages exports from 

China. The Chinese, for their part, argue that a stable Yuan is essential in maintaining 

Asian economic stability. In fact, during the Asian financial crisis of the late 1990s, 
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China steadfastly defended the Yuan at this rate. It is vital to at this point to recall that 

China was widely applauded world over for doing so because this action of the Chinese 

was believed to have prevented a round of competitive currency devaluations in Asia and 

containing the Asian contagion from spreading any further. Times have indeed changed 

when the then hero by holding on the value of the Yuan in the face of competitive 

devaluations of currencies in its neighbourhood, in effect prevented the spread of the 

Asian Contagion.  

 

Under Article IV, section 1, of the IMF’s Articles of Agreement requires members to 

‘‘avoid manipulating exchange rates or the international monetary system in order to 

prevent effective balance of payments adjustment or to gain an unfair competitive 

advantage over other members.’’ While IMF does not prohibit a fixed exchange rate 

mechanism as that of the Chinese, it surely prohibits the exchange rate being set too low, 

which would by therefore necessitate the need for protracted, large-scale, one-way 

market intervention to prevent appreciation. This is the IMF’s definition of currency 

manipulation.  

 

Experience has shown us that this is how a country maintains an undervalued currency in 

order to gain competitive advantage in the world trade. The U.S. government’s 2004 

REPORT TO CONGRESS of the U.S.-CHINA ECONOMIC AND SECURITY 

REVIEW COMMISSION states that there can be little doubt that China has been 

engaged in extensive, ‘‘protracted large-scale intervention in one direction.’’ Such 

intervention has China’s central bank buying dollars in exchange for Yuan deposits in the 

Chinese banking system. Between December 2000 and December 2003, foreign 

exchange holdings of China’s central bank had more than doubled from USD166 billion 

to over USD 600 billion. 

  

Consequently, the US report pleads with the US Government to ensure an immediate and 

significant upward revaluation of the Chinese Yuan against the dollar, which it expects 

would reduce the U.S. trade deficit with China. It also suggests that other East Asian 

countries Viz., Japan, Taiwan, South Korea would, as a direct consequence of the Yuan 
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revaluation, “cease improperly intervening in currency markets to gain competitive 

advantage”. It must be noted that these countries run large trade surpluses with the United 

States and keep their exchange rates low, in part, to stay competitive with China.  

 

Pushed to the wall, it seems that the US is forced to act now. With increased job loss and 

flight of manufacturing sector from the US, these interventionist mercantile policies of 

China are having a debilitating effect on the US. Further the trade deficit of US for the 

current year is expected to be in the region of 800 billion US Dollars, which is far above 

what even the US can sustain. More importantly the report predicts that currency of many 

South East Asian countries are competitively devalued in harmony with the Chinese 

Yuan. To bridge the trade deficit gap the US has to ensure that Yuan is first revalued and 

in tandem certain other currencies of its major trading partners (like Japan, Korea and 

Taiwan for instance) too are revalued.  

 

In the modern integrated world, what matters is not only one’s own competitiveness but 

also that of our competitors. Surely, the concept of absolute competitiveness has given 

way to the theory of relative competitiveness.  

 

All these mean that CAC would destabilise either the exchange value of the Rupee, 

adversely impact the FE Flows or impact the domestic monetary policies. In short - 

what would happen to the mythical trinity so assiduously established by the RBI? 

  

Another aspect that needs to be assessed is the impact of the CAC on the Capital flows, 

monetary policy and on stable exchange rate. Economists have always been fascinated by 

the concept of a “trilemma” confronting the economy comprising of capital flows, 

exchange rates and internal monetary policy. This is based on the proposition that FE 

flows, inwards as well as outwards, associated with open capital markets restricts a 

country’s ability to have a relatively fixed exchange rate as well as to use monetary 

policy in pursuit of other economic objectives. This arises because a macroeconomic 

policy regime can include at most two elements of the “inconsistent trinity,” not the third 

one. Economic theory, as well as experiences in various countries, has taught us that 
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should there be open flows of capital (as it would be in the case when a country opts for 

CAC), it would necessarily result in gyrations in the exchange rates as well some 

disturbances in its monetary policy. In short, much as the equilibrium on the all the three 

fronts is desired, theoretical economics explains that it quite improbable.  

 

In contrast to the explanations offered by economists, India seems to have virtually 

achieved the mythical trinity. India has a reasonably stable exchange rate, increased flows 

of FE as well as build up of the FE Reserves as well as a stable monetary policy. This has 

been achieved trough a deft handling of the situation – perhaps unparalleled in the entire 

world. This has been achieved without any major risks or exposing the economy to 

volatility on any sector. All these mean that India needs to merely extrapolate the current 

policies into the future and not embark on any policy adventurism. Needless to 

emphasize, CAC can destabilise any of the three pillars of the mythical trinity. That could 

put the country’s economy on the boil. 

Lastly, the TARAPORE Committee brings certain inherent contradictions within the 

policy framers to the fore  

 
The FRBM Targets: At odds with the Draft 11th Plan approach Paper  
 
The Tarapore Committee has suggested a broad time frame of a five-year period Comprised 
in three phases, 2006-07 (Phase I), 2007-08 and 2008-09 (Phase II) and 2009-10 and 2010-11 
(Phase III) for the implementation of this report. Ostensibly, this attempt through 
gradualism apart from being in line with the character of RBI, is aimed at enabling 
authorities to undertake a stock taking after each Phase before moving on to the next Phase. 
In this connection the Committee notes that “The roadmap should be considered as a broad 
time-path for measures and the pace of actual implementation would no doubt be 
determined by the authorities’ assessment of overall macroeconomic developments as also 
specific problems as they unfold.”  
 
It may be noted that the 1997 Committee had set out certain preconditions for the 
liberalization of capital account. Since then the RBI has been relying on the preconditions to 
determine the pace of the liberalization programme on this issue. One of the key 
concomitants as put down by the Committee has been the need to control of the size of 
fiscal deficit, both by the state and the central governments. It is in this connection that the 
Committee had to state the following: “The interest rate conditions and climate for 
investment and growth are dependent upon the totality of such resource dependence, 
generation of revenue surplus to meet repayment of the marketable debt should be viewed 
but as a first step towards fiscal prudence and consolidation. A large fiscal deficit makes a 
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country vulnerable. In an FCAC regime, the adverse effects of an increasing fiscal deficit and 
a ballooning internal debt would be transmitted much faster and, therefore, it is necessary to 
moderate the public sector borrowing requirement and also contain the total stock of 
liabilities.” 
 
In this connection the Tarapore Committee report heavily relies on targets contained in The 
Fiscal Responsibility and Budget Management (FRBM) Legislation to ensure that the fiscal 
health of the country is disciplined. It may be noted that the target for reducing the Centre’s 
fiscal deficit to 3 per cent of GDP and elimination of the revenue deficit has been extended 
by the Central Government to March 31, 2009. The Twelfth Finance Commission has also 
recommended that the revenue deficits of the States should be eliminated by 2008-09 and 
that the fiscal deficits of the States should be reduced to 3 per cent of GDP. In effect the 
report makes it is quite clear that fiscal discipline both at the Center and the States are sine 
qua non for the introduction of the FCAC. 
 
Strange as it might sound, the planning commission had questioned the fiscal orthodoxy 
associated with the FRBM Act itself. In this connection the Planning Commission had stated 
the following in its Draft 11th plan approach document “The FRBM requirement calls for a 
reduction in the fiscal deficit of the Center and the states combined by about 1% of GDP in 
the first two years of the 11th Plan. This means that the increase in resource availability will 
be relatively modest in the first two years, followed by fairly sharp increases thereafter. This 
has the consequence that some of the plan expenditures needed for making growth more 
inclusive may have to be postponed. This time phasing may also present problems for 
infrastructure development, where there are long time lags, and delays could jeopardize 
growth with a corresponding effect on revenues. In addition, during these two years there 
would be very little, if any, scope to undertake countercyclical fiscal measures if 
circumstances so require. 
 
This raises the issue whether the FRBM targets should be shifted further out by say two 
years. It shows a better time profile for Plan expenditure in the first two years. Alternatively, 
the rules under the FRBM Act could be modified so that the fiscal deficit targets are not 
specified in absolute terms but are cyclically adjusted in keeping with international best 
practices in this regard.” 
 
Thus in effect, should the fiscal deficit be off target as the Planning Commission has 
contemplated, the RBI might well be forced to postpone the implementation of FCAC. On 
the other hand, according to the Planning Commission, the government should be provided 
with the necessary leeway by postponing the FRBM targets to attempt an inclusive growth 
strategy and carry out its assault on poverty. In effect, the Planning Commission could fail to 
deliver should the FRBM targets be strictly adhered to. Should that happen, the RBI might 
be constrained to postpone ushering in FCAC. Put differently, it could mean that as a nation 
we need to prioritise between eradicating poverty through sustained state intervention and 
miss the FRBM targets or carry out external sector liberalisation unmindful of our social 
obligations.  
 
PARTICIPATORY NOTES: THE CONTROVERSY REFUSES TO DIE 
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Similarly the Lahiri Committee went into the issue of Participatory Notes (PNs). It may be 
recalled that the Lahiri Committee constituted by the Finance Ministry in 2005 went into the 
merits and demerits on allowing FIIs to issue PNs and recommended continuation of this 
practice. Addressing the concerns of pertaining to the PNs the Lahiri Panel had brought 
about three concerns on the issue of anonymity afforded to investors through the PN route. 
These are  
 
• As PNs are issued to various types of entities abroad - the regulatory bodies do not 

know the identity of the actual investor. This had given rise to concerns that some of the 
money coming into the market via PNs could be the unaccounted wealth of some rich 
Indians camouflaged under the guise of FII investment or that the money might be 
tainted and linked with illegal activities such as smuggling and drug-running.  

• Concerns have also been raised about the potential for enhanced volatility in the Indian 
markets with substantial issuances/redemptions of these derivative instruments abroad.  

• Third, hedge funds may be using the devices of PNs and sub-accounts of the FIIs to 
play in the Indian market.  

 
It has to be pointed out that the avowed policy of the Government with respect to FII flows 
was to avoid “hot” (short-term and overly speculative) and “unclean” (generated from illegal 
businesses like drug trafficking etc.) monies coming into the country. With a view to 
effectuating this policy, in 2004, the Ministry of Finance in consultation with RBI and SEBI 
examined all these issues and effected certain changes in the regulation pertaining to PNs by 
stipulating that PNs with underlying Indian securities can be issued only to regulated entities 
and further transfers, if any, of these instruments can also be to other regulated entities only.  
 
Also it was mandated that FIIs/sub accounts to ensure that no further downstream issuance 
of such derivative instruments is made to unregulated entities. The FIIs issuing such 
derivative instruments were required to exercise due diligence and adhere strictly to the 
“know your client” (KYC) norms. SEBI has indicated that the existing non-eligible PNs will 
be permitted to expire or to be wound-down on maturity, or within a period of 5 years, 
whichever is earlier. Besides, reporting requirement on a regular basis has been imposed on 
all the FIIs. Despite the imposition of such stringent conditions the share on investment 
through the PN route has doubled over the past two years and stands in excess of 45% of 
the total portfolio investments today. No wonder the RBI is concerned.  
 
Fully satisfied with the existing arrangement relating to the PNs the Lahiri panel had come to 
the following conclusion “The current dispensation for PNs, which was approved after 
careful examination of the High Level Coordination Committee for Capital and Financial 
Markets and SEBI’s Board, may continue. SEBI should have full powers to obtain 
information regarding the final holder/beneficiaries or of any holder at any point of time in 
case of any investigation or surveillance action. FIIs should be obliged to provide the 
information to SEBI.” 
 
But that did not satisfy RBI, which was perturbed at the extant regulations pertaining to the 
PNs. The RBI had issued a dissenting note disagreeing with the proposition (and in my 
opinion – rightly so) of continuing with the practice of allowing FII’s to issue PNs. The 
RBI’s dissent note read “The Reserve Bank’s stance has been that the issue of Participatory 
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Notes should not be permitted. In this context we would like to point out that the main 
concerns regarding issue of PNs are that the nature of the beneficial ownership or the 
identity of the investor will not be known, unlike in the case of FIIs registered with a 
financial regulator. Trading of these PNs will lead to multi-layering which will make it 
difficult to identify the ultimate holder of PNs. Both conceptually and in practice, restriction 
on suspicious flows enhance the reputation of markets and lead to healthy flows. We, 
therefore, reiterate that issuance of Participatory Notes should not be permitted.” 
 
Revisiting the subject after a few months the Tarapore Committee reiterated the earlier stand 
of RBI on the subject and observed, “In the case of Participatory Notes (PNs), the nature of 
the beneficial ownership or the identity is not known unlike in the case of FIIs. These PNs 
are freely transferable and trading of these instruments makes it all the more difficult to 
know the identity of the owner. It is also not possible to prevent trading in PNs as the 
entities subscribing to the PNs cannot be restrained from issuing securities on the strength 
of the PNs held by them. The Committee is, therefore, of the view that FIIs should be 
prohibited from investing fresh money raised through PNs. Existing PN-holders may be 
provided an exit route and phased out completely within one year.” 
 
Within days of the report being made public, press reports suggests that the Finance 

Ministry is none too impressed with this suggestion and would prefer that PNs are not 

phased out in the immediate future. Will RBI carry out the FCAC despite the existence of 

PNs is a moot question and is a debate before the nation.  

  

Conclusion 

 

Looking back at the Asian Crisis in 2002, and on his decision to impose controls Dr, 

Mahathir Mohammed and put the point succinctly: “We were strongly criticized by the 

Western countries, but we never bowed to them in any field, because we are responsible 

to our country, to our people. They are not responsible for our country. To them, if our 

people suffer, it is not their problem. But we are responsible. We are elected by the 

people, and it is our responsibility to look after the people’s security and well-being.” 

This obviously means that the nation needs to decide the course of action on its own – not 

get cowed down by International pressure. Nor is it advisable for the nation to emulate 

others.  

  

While it is indeed conceded that the CAC would in good probability enhance India’s 

attempt in integrating with the world, and even assuming that such integration is an 
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unmixed blessing for India it is equally proved by empirical proof which is attested by 

even IMF and World Bank that CAC is indeed a high-risk route in our attempt to 

globalisation. It is indeed a compelling argument that China attracts a significant amount 

of FDI without CAC. In fact, the Chinese are yet to freely float their currency and have 

successfully been able to maintain the value of the Yuan through a fixed float. In effect, 

the Chinese have taken a completely de-risked route to invite FDI and build up their FE 

reserves. If it has worked for China, one wonders why India should take a risky path. 

Nevertheless, it needs to be understood that the FDI flows into the economy at less than 

1% of the GDP can at best be trebled in the best of times. And to do that India need not 

have CAC. In fact it is nobody’s case that India should embark on CAC. Rather India 

needs to speed up her internal reforms process as well as tone up her administration. That 

coupled with improvement in infrastructure could well result in higher FDI flows into the 

economy. In effect, India has virtually allowed FDI as well guaranteed repatriation. 

Hence the question of CAC in so far as it pertains to foreign investors is superfluous.     

 

The next issue is that domestic investors should be allowed to invest not only in India but 

also in global avenues so as to allow them maximise the returns on their individual 

savings. To allow this, would mean that all sectors of the Indian economy could be 

globally benchmarked so that there is virtually no difference in investing in India or 

abroad. Much as one would like this to happen, the fact remains it is not so. That explains 

why the interest rates in India are higher than in advanced countries as the investor seeks 

a higher rate for investment in India owing to the country’s risk. It is in this connection 

that one is constrained to quote Mr. Arvind Panagariya (Economic Times, October 26, 

1998) “unlike the goods markets, the liberalisation of financial markets is a complex 

affair. Before we embark upon full currency convertibility, it is advisable to at least get 

our banking sector on its feet. Otherwise, we risk currency and banking crises and with 

them the risk of administering a serious setback to the more urgent reforms. It may be 

sobering to recall that some of the European countries such as Portugal, Spain and Ireland 

did not opt for capital account convertibility until late 1980s or early 1990s.”  

 

 64



In short, the global experience has been that CAC calls for global benchmarking of all 

segments of the economy. And should any segment be found wanting, the impact has 

been found to be disastrous. That explains substantially if not wholly the trepidation 

associated with CAC in any country.       

 

The issue that needs to be settled is the issue of exporting savings. With full CAC, 

especially extending it to our residents we run the risk of exporting capital, especially 

given the fact that India has a significant savings rate of approximately 30%. India needs 

to utilise her savings fully to fuel her growth process. By diverting even a small portion 

could well rob her of the much-needed capital to fuel her growth. Moreover, such an 

approach of allowing flight of domestic capital while inviting foreign capital is not only 

contradictory, but also amusing. It is also conceded that as individuals we are denied the 

opportunity of maximising our wealth, but surely for the stability of the Rupee this is a 

small price to pay.  

 

In short, the moot question remains – should we not factor the experiences of others in 

our policy formulations? More importantly, as even some of the pre-conditions of the 

Tarapore Committee are yet to be met and given the experiences of other countries, 

notably East Asia, one feels that the time for CAC is not ripe. The “driblet liberalisation” 

on the capital Account achieved through stealth has served the nation well. We might 

have stumbled on the precise point in our liberalisation matrix. It might not have been 

through extraordinary planning or evolved out of a reasoned debate. But the in between 

point, a hybrid between controls and liberalisation of the Capital account, has served 

India rather well for nearly a decade. Why disturb when the going is good? On that 

compelling point alone, one feels that the debate on the CAC needs to close in favour of 

discretion rather than any policy adventurism. After all, as Gilbert et al (2000) have 

pointed out: “even with the best possible sequencing, mistakes will be made and crises 

will occur”.  So when the going is good why disturb the applecart, why disturb the 

mythical trinity and invite a crisis.  
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To conclude, India could do well to do without full CAC at this point in time. More so, 

when the risks associated with CAC far outweigh the returns. Nevertheless it must as it 

has done in the past few years continue with her march towards full CAC through a series 

of small steps. After all CAC is a process and not an event. 

 

     

 

Annex:  

 

Economist Magazine says that full convertibility is not a good idea.  

 

India has done the right thing by not opting for a full float of its currency, according to 

Gail D Fosler, executive vice-president and chief economist of the Conference Board. 

"An emerging market going in for capital account convertibility is like a kid trying 

cocaine. It is one of those things that feels good. But it is like enslaving an economy to 

factors over which it has absolutely no control," Fosler told Business Standard. 

"An emerging market has no control of cross-border capital flows, which are double that 

of the intra-country activity," she added. 

According to Fosler, Asian countries like India and China should refrain from allowing 

their domestic currencies to be globally traded. 

Fosler also offered a refreshingly different view from those who have been predicting 

doom for the dollar. She said the dollar would rebound and in 18 months would be at par 

with the euro. 

Fosler has twice been named America's most accurate economic forecaster by The Wall 

Street Journal. 
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During the Asian financial crisis of 1997-98, Asian currencies had slumped by as much 

as 50 per cent against the dollar, turning these economies upside down, Fosler pointed 

out. 

On India's failure to attract more foreign direct investment, she said: "China gets 10 times 

more FDI than India. But the best practices of growth are not seen outside of the foreign 

sector in China and there is concern that China is over-dependent on foreign capital. India 

indeed needs more FDI, but the underpinnings of Indian companies are stronger than 

those of their Chinese counterparts." 

According to Fosler, China is a great macroeconomic story, but a weak microeconomic 

one, while India is exactly the opposite. 

Though most economists and experts worldwide are talking down the dollar, Fosler is 

extremely bullish on the global reserve currency. 

"In 18 months' time, I see the dollar-euro at 1. The dollar has slipped by 35 per cent 

against the euro over the past three years," Fosler said. 

She forecasts that there will be a dual global currency system -- the dollar and the euro. 

"Fears of companies jettisoning dollar assets are unwarranted. There will always be a 

demand for dollar and euro assets." 

Many Asian central banks and private companies are slowly shifting their assets from the 

dollar to euro-denominated ones.  
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