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Abstract

Itisgenerdly believed thet the globd financid crisis|eft Indiavirtualy unaffected. However, the
eventsthat unfolded especialy after the collapse of Lehman Brothers showed the vulnerability of the
Indian economy. In this paper we anayze the experience of the Indian economy during thecrisisfrom
acapitd account progpective. Our anaysis shows clearly that, because of the increased openness of
Indian economy in the past two decade, the financid crisis spilled over to India through financia as
well as red channds After record capitd inflows until 2007, a sudden reversd of the short-term
capita flows theregfter affected Indian economy in many ways. The Indian stock market gppeared to
be highly dependent on the foreign indtitutiond investors. The exchange va ue of rupee depreciated as
a consequence of the cepitd withdrawas from India. Not only that, the globd liquidity criss
sgueezed the externd borrowings of the Indian corporate and banking sectors considerably. Signs of
recovery can be noticed from second quarter of the 2009-10. However, the exposure of Indian
economy  has increasad over time and there are 4ill some areas of concern that will have to be
addressed.

Our andysis shows that the effects of the crisis, which came through trade and capitd outflow,
were contained by effective use of fiscd and mongtary policy. We dso look a the gradudist
gpproach adopted by India towards capitd account liberdization. An andyss of the composition of
capita flows provesthefact that debt flows are more proneto crisisthan equity flows. In our opinion,
the debt-cregting flows, especidly short-term debts, could be detrimentd to the hedlth of an economy
because of ther pro-cyclica nature.



808 D Arora, F X Rathinam, M S Khan / Public Policy Review

. Introduction

Before economic reforms, India ressted integration with the world economy through complex
web of control on capitd account transactions. But significant changes in its foreign trade and
invesment policy as a part of reform process which garted in 1991, redrictions on various
components of capital account have been rdaxed. As aresult of theses liberdization messures the
access of fund by Indian companies improved significantly, they raised funds in the form of equity
and debt which contributed in their growth and expanson. But the contagion of the recent criss
brought the negative aspect of the integration. Severad macroeconomic varigbles were adversdly
affected during the crisis. Government of Indiaand RBI used severd policy measuresto mitigate the
effectsof thecrisis

This paper andyses Indids experience during current globd criss from a capitd account
prospective. Paper is divided in Six sections. Section 11 discusses the impact of financia crisis on
Indian economy. Section Il dedls with the various policy measures used to counter the globd crisis
and andyses their impact. Section IV highlights the exposure of Indian economy. Section V
discusses the openness of Indian case based on de-jure and de-facto methods. Section VI concludes

the paper.
[1. Impact of theCriss

Experience of recent financid criss shows that with increased openness of Indian economy the
‘ decoupling theory’ does not hold. Globd crisis pilled over in Indiathrough financia aswell asred
channdls. Because of negligible exposure of Indian banks to distressad assets, Indiawas not directly
affected by the financid crigs, but the indirect effects through trade and capita flows were severe.
After record inflow of capita, sudden reversd in trends affected Indian economy through various
channds, sock market heavily dependent on FI investments crashed, Indian companies found it
difficult to raise money in internationd market, Rupee depreciated by 23 percent in just 11 months
and to contain deprecation RBI increased dollar liquidity leading to reduction in its foreign exchange
reserve. Smilarly recession in the world economy hampered the growth of exports. Detalled andyss
of effects of the crisis on the Indian economy isfollowing.

[1.1. DropinForegn Inditutional Investment

Data compiled by Securities and Exchange Board of India (SEBI) shows that after receiving
record $45.07 billion between 2004 and 2007, Indian economy witnessed reversd in FlI equity flows
in 2008 with an outflow of $12.03 billion because of globa financid criss. Globd investors hit by
financia sector metdown started sdlling their holdingsin Indian companiesin order to ease liquidity
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conditions given huge losses in home markets and to look for safer investment in an uncertain
environment.

September and October was the worgt phase of globd financid crigs when investment banking
giant Lehman Brothers filled bankruptcy, Merrill Lynch was bought over by Bank of Americaiin a
digress sde and governmenta support was provided to American Internationa Group, Inc. (AIG) to
thwart the collgpse, during this period outflow of capitd was $ 4959.1 million largest in any two
consecutive month. After the Bankruptcy of Lehman Brothers on 15 September only five trading
days saw a postive inflow till October 31 2008. In this period done, capital outflow was $4309.1
Million.

Graph 1: Foreigninditutiona Investment (equity) in India
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Source: Securities and Exchange Board of India

Outflow of capita continued in the month of November dthough a a dower pace. In the month
of December amini recovery can be noticed with net inflow $357.6 million. However this process
was hated by the Satyam episode which sarted another phase of capita outflow because of concern
of FHlIsabout accounting practices of Indian companies. In 10 trading days following Satyam Chief’s
confession about irregularitiesin financid statement of his company, net outflow by Fllswent up to
$959.6 million. Inthefirg haf of the February net inflow was positive with $93.1 Million, however
after the presentation of Interim budget of 2009-10 on February 16 second hdf of the month saw
huge outflow of $559.7 million because of disappointment over missing policy messuresto simulate
growth and rising fiscal deficit which surged to around to 5.6 % of GDPin 2008-09 from 2.6 per cent
in 2007-08.

[1.2. Reaction of India’s Sock Exchange
Being dominant player in free float portion of listed companies, trading behavior of Foreign

Inditutiond Investors (FI1s) is bound to impact the Indian share market. Cumulative investment of
$67.12 billion till December by FlIsin equity market played a crucid role in astonishing rise (from
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3000 in 2003 to 21000 in 2007) of Sensex. However, with the emergence of crissin US market Flis
darted divesting their shares holding in order to ease liquidity problem. Reversd in FlI flowsledto a
deepfdl in BSE index in 2008.

Beginning from January, 8, 2008 in just 26 trading days BSE dropped by 23.43 % (from 20873
on 8-Jan-08 to 16608 on 12-Feh-08) because of huge withdrawd of FlIs. Biggest single day fdl of
1408 pts was recorded in this period. Between March 2008 and August 2008 Sensex fluctuated
around 15000 points.

Tablel: Fdl in BSE Sensex

(In percent)
FIl Withdrawal Lehman Bankruptcy | Satyam Episode Interim Budget
Per centage Chan
Rl ek 2043 4346 161 153
January,8,2008- September, 2, 2008 January, 6,2009- February,13,2009-
TimePeiod February,12,2008 QOctober,27,2008 January, 23,2009 March,9,2009
(26 Trading days) (37 Trading days) (13Trading days) (16 Trading days)

Source: Resarve Bank of India(RBI)

But the redl shock to stock market came around the bankruptcy of Lehman Brothers which not
only led to massive selling by Flisin equity market but also created panic among domegtic investors.
From September, 2, 2008 to October, 27, 2008 (37 Trading days) Sensex dropped by 43.46 percent.

Grgph2; Sensex

23000 2400
21000 3 a ‘ﬁ‘ 2200
19600 f{ el ] r 2000
17000 | ¢ AN 4

s N\, © L ] 1800
15000 WA el 1600
13000 ' "*r_ P gy
11000 N . r o 1400
3000 o\ 1200
7000 ' 1000
5000 L 800

\é”\& -»Qh d"\Qh -a'.”\le o"\QPI a“\& e"‘\& -¢'\& "'@ 6”\& d"@ 6‘\& @\e‘

PR R A A P i
VY e DOWIONESINDUETRIAL AVERAGE = = -BYESENSEX © ¥

------ NASDAQ-100 INDEX {Right Axis)

Source: Reserve Bank of India(RBI)



Policy Research Institute, Ministry of Finance, Japan, Public Policy Review, Vol.6, No.5, June 2010 811

An important feature of stock market crash during the cridgs was increased synchronization of
Indian and US share market. The graph (2) shows BSE Index and DOWJONES Indudtriad Average
on primary axis and NASDAQ-100 Index on the secondary axis. It is evident from the figure thet
movement in BSE and NASDAQ wasin the same direction.

[1.3. Dropin External Commercial Borrowings

Financid sector reform since 1991, on the one hand has resulted in downfal of Developmenta
Financid Ingtitutions (DFIs) and on the other hand led to massive borrowings from externa sector by
corporate houses in the form of External Commercia Borrowings (ECBs). Developmenta Finance
inditutionslike Indugtrid Finance Corporation of India(IFCI), Industrid Development Bank of India
(IDBI), Industrid Credit and Investment Corporation of India (ICICl) and Sate Finance Corporaions
(SFCs) were established to help industridization by providing loans at subsidized rates to indudtries
where gedtation period was long. But financid sector reform involving interest rate deregulation,
increased competition from banks and lack of concessond credit rendered the business modal of
DFIs unsustainable’. Based on recommendations of various expert groups ICICl and IDBI were
trandformed into banks which hampered the corporate sectors access to subsdized loans. However,
successive liberdization of ECB policy opened up an dternate avenue for low cost financing. Asa
result corporate sector borrowed heavily from globd inditutions who were willing to take risk and
provide fund at lower codt rather than expensive funds available domesticaly. Between 2003-04 and
2007-08 net medium term and long term commercia borrowings by Indian Companies $41 billion.

Graph 1: Externd Commercid Borrowings by India
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However, twin effect of financia crissled to consderablefal of $18 hillion (from $22.7 hillion
in 2007-08 to $6.93 hillion in 2008-09) in borrowings. Firg, recesson which followed the financid
crigs reduced the demand for goods and services, with pessmigtic outlook al-around, companies
deferred their investment plans. Second, facing liquidity problem after the collapse of Lehman
Brothers, financid sector was rductant to lend and lending rates touched record high. In fact in many
cases lending rates were above the limit prescribed by the Reserve Bank of India (RBI). Concerned
about thefdling ECBs, RBI liberdized its policies by expanding thelist of eigible borrowers, easing
al-in-cogt callings and rdaxations in end-use-gtipultions etc.

Despite these policy measures, borrowings dropped rgpidly. In four quarters (from 2008-09:Q3 to
2009-10:Q2) following the collgpse of Lehman Brothers, commercid borrowings were only
$5.30illion which was less than 33 percent of the money borrowed in the same time period
(2007-08:Q2 t0 2008-09:Q1).

[1.4. Exchange Rate Appreciation and declinein Foreign Exchange Reserve

After the financid globdization India has been grappling with the problem of foreign exchange
management. The problem that policy makers have been facingisthat movementsin exchangerateis
influenced more by capita inflow or outflow than with the fundamentalsin red sectors.

Financid criss and subsequent reversd in capitd flows led to substantia downward pressure on
Rupee. Grgph (4) which has Rupee per dollar on y axis and timeline on X axis shows sharp
depreciation of rupee between March 2008 and March 2009. In this period rate of dollar in terms of
rupee increased from Rs. 40 to Rs. 52, a depreciation of 23%. However, impact of the faling rupee
may not have been as savere on the economy as magnitude of fal suggests, because of goprediation
of dollar vis-avis other currenciesin same period.

Panicinfinancid market during the crissresulted in increased risk averdon of peopleworld over.
Nervous investors fled from stocks, corporate bonds and red estate to low yidding US Government
Securitieswhich is congidered to bethe safest investment. Thisflight to safety in Treasury Billsled to
increased demand for dollar which resulted in its appreciation.

If we plot Rupee exchange rate with Euro and Pound Sterlingon'Y axis(right axis) in same graph
(4), it showsthat ininitid stage reversd in capita flow was the dominant factor as rupee depreciated
agang dl currencies. However, after the Bankruptcy of Lehman Brothers flight to safety was the
primary reason for the depreciation of Rupee, because exchange rates between Rupee Euro and
Rupee Serling Pound are moving in opposite direction of Rupee dollar exchangerate.
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Grgph 2: Exchange Rate (Rupees per Dollar, Pound Sterling and Euro)
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Despitethefact that dollar gppreciation vis-avisother currencieswas partidly respongiblefor the
faling Rupeg, it was amgor cause of concern for policy makersin India. RBI tried to contain the
depreciaion by sdling dollar in open market, in the process reducing its foreign exchange reserve
from higtorica high of $315 billion in May 2008 to $245 hillion in November 2008.

However, high sdling by of dollar was not the only reason for the total reduction in reserve;
vaudtion effect was equally important factor. Foreign currency assetswhich are mgjor component of
totd foreign exchange reserve consig of dollar and non-US currencies (such as euro, sterling, yen).
Given the fact that dollar was appreciating vis-avis other resarve currencies their vaue in term of
dollar declined.US$ million.

Table2: Foreign Exchange Resarve

(US$ million)
Changein Foreign Exchange Reser ve between May-08 and November-08
Foreign ReserveTranche
Currency Asets Gold SDRs Postionin IMF Total
65,907 -1,341 -8 8 | 66928
SalePurchaseof U.S Dollar by The Reserve Bank of India
between M ay-08 and November-08
Foreign Currency
Purchase (+) Sle(H) Net (+-)
Total 17755 53497 -35742

Source: Resarve Bank of India(RBI)
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Data on sde and purchase of US dadllar shows that between May 2008 and November 2008 RBI
purchased only $ 17.76 hillion while it sold $ 53.5 hillion hence a net negative purchase of $35.8
billion. But foreign currency assets declined by $ 65.9 hillion during the same period, indicating
vauation effect of around $30 hillion.

[1.5. Export Growth

Indids export registered more than 20 percent growth for 6 consecutive years since 2002-03,
however the financia crids and subsequent recession in the world economy decelerated the export
growth to 3.4 percent in 2008-09. Graph (5) shows until 2™ quarter of 2008-09 merchandise export
growth was postive, snce then it has been consgently posting a negative growth rate. Similarly
service export isin negative territory since 3 quarter of 2008-09.

Grgph 3 Year on year aggregate exportsgrowth
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Magor commodities that experienced negative growth in first quarter of 2009-10 includeiron ore
(45 percent), gems & jewellery (45.2 percent), iron & sed (65.7 percent), machinery & ingruments
(30.1 percent) basic chemicas, pharmaceuticas & coametics (21.1 percent) and petroleum products
(46.5 percent). Region wise andysds of export performance shows that export growth with mgor
trading partners declined during the crisis. Rate of export growth to US declined from 9.9 percent in
2007-08 to 1.37 percent in 2008-09, to European Union from 27.7 to 11.4 and to Asa (Excluding
Middle East) from 36.4 to 0.64 percent in same period.
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[11. Policy Response

Asit became evident that Indiawas not insulated from thefinancid crisisand economic recession,
Government of Indiaand RBI responded with severd policy measures. Government responded with
fiscal stimulus while RBI’s action comprised monetary accommodation and anti-cycdlical measures’.
Detalled andysis of policy responseisfollowing.

[11.1. Fiscal Policy Response

Deficit financing to meat escdating expenses has been an important policy ingrument in a
deveoping country like India where the government fails to generate sufficient revenues. Between
1980-81 and 2002-03 except for one year, fisca deficit was aways above 5 percent. In this scenario
the enactment of Fiscd Responghility and Budget Management Act (2003) was consdered to be a
severe jolt to the edifice of Keynesian Economics. But the critics of the Act ignored the fact that
Keynes emphasized the demand management of the economy to gtabilize the growth rather than
perpetud higher mismatch between expenditure and revenue of the government. The reduction of
fiscd deficit from 5.91 percent of GDP in 2002-03 to 2.69 percent in 2007-08 on basis of FRBM
guiddines proved vitd during the crigis. It generated the space for expandonary fiscd stance to boost
aggregate demand to counter the crigs.

Grgph 4: Growth (Y-0-Y) in Mgor Components of Domestic Demand
(In percent)
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Government announced severd fiscd simulus packages between Dec. 2008 and Feb. 2009
which included reduction in indirect taxes and sector specific measures. Apart from these meaaures,
increasein government expenditure because of Nationa Rura Employment Guarantee scheme, debt
relief to farmers, expenditure on Generd Election(2009), payment of arrears and increment in sdary
after 6" Pay Commission and higher procurement prices around the crisis played a mgjor role in
sugtaining demand especidly in rurd aress. Graph (6) shows decline in the growth of private fina
consumption expenditure and gross fixed capitd formation. In regponse government increased its
expenditure by 36 percent in third quarter of 2008-09.

Grgph 5: GrossFiscd Deficit (As Percentage to GDP)
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As aresult of theses palicy initiatives, revenue receipts declined by 1 percent of GDP, from 11
percent of GDPin 2007-08 to 10 percent of GDPin 2009-10, while total expenditure increased from
14.4 percent to 16.6 percent in the same period, leading to an increase in the fiscd deficit from 2.6
percent of GDPin 2007-08 to 5.6 percent in 2008-09 and 6.5 percent in 2009-10.

[11.2. Monetary Policy Response

Government’s response through fiscal policy was cautious, given dready massive expenditure
through socid sector schemes, burden of 6" Pay commisson and difficulties associated with
curtailing expenditure and increasing taxes, once crigs is over. But monetary policy response of
Reserve Bank of India(RBI) was quick; it announced multiple policy measuresthrough conventiond
and unconventiond instrumentsto ease theliquidity condition in the economy.



Policy Research Institute, Ministry of Finance, Japan, Public Policy Review, Vol.6, No.5, June 2010 817

Various policy rates were reduced to increase the Rupee liquidity in banking sysem. Cash
Reserve Ratio (CRR) was reduced by 400 basis points (from 9 percent in Aug-08 to 5 percent in
jan-09), Repo Rate by 425 bads paints (from 9 percent in Aug-08 to 4.75 percent in may-09),
Reverse Repo Rate by 275 basis point (from 6 percent in November-08 to 3.25 percent in April-09)
and Satutory Liquidity Ratio by 100 basis points. In October-08 RBI introduced specid 14 days
Term Repo fadility to enable banksto meet their liquidity requirements of mutud funds. Export credit
refinance limit was raised from 15 percent of outstanding export credit to 50 percent and specid
refinance fadilities for financid ingtitutions (SIDBI/NHB/EXIM) wereintituted®.

RBI injected liquidity directly through open market open market operations by purchasing
government securities. Unwinding of Market Stabilization Scheme (MSS) which was introduced in
wake of depleting government securities during the period of huge capitd inflow also became an
important policy instrument. In fact buyback of securities worth Rs.1555 hillion under MSS wasthe
second most important component of liquidity injection into the system.

Table3: Actual/Potential Release of Primary Liquidiity since Mid-September 2008 ill July 2009

(Rs billion)
(Rs billion)

1 | Cash RezrveRatio (CRR) Reduction 1,600
2 | Open Market Operations 801
3 | MSSUnwinding /Buyback/ De-sequestering 1555
4 | Term Repo Fadility (14 days) 600
7 | Increasein Export Credit Refinance 266
6 | Spedial RefinanceFadlity for SCBs(Non-RRBs) 335
7 | RefinanceFadility for SSIDBI/NHB/EXIM Bank 160
8 | Liquidity Fadility for NBFCsthrough SPV 250
Total (1t08) 5617

Memao: Satutory Liquidity Ratio (SLR) Reduction 400

Source: Resarve Bank of India(RBI)

As areault of these policy mesasures, liquidity stuaion improved sgnificantly. Table (3) shows
that potentiad liquidity in system increased by Rs5.6 trillion or 9.5 percent of the GDP. Average of
daily Cdl money rates under the impact of reduction in CRR and Repo Rate declined from 9.9
percent in October-08 to 3.17 in May-2008.

Although RBI increased liquidity significantly, the utilization of liquidity by banking sysem was
limited because of the low credit demand from the corporate sector and reluctance of commercid
banksto lend during the recession.

3 Miga2009
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Grgph 6: Liquidity Adjusment Facility (LAF), outstanding on the last Friday of the Month
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Grgph 7: All Scheduled Banks' Investment in Government Securities
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Fushed with liquidity and no corresponding in loan advances to private sector banking sector
used, banking sector used Liquidity Adjustment Fecility (LAF) and invested heavily in government
securities. Graph (8) shows that in year 2009, banks used LAF extensvely to park their funds with
RBI despite very low Reverse Repo Rate. Similarly, Graph (9) shows government used easy liquidity
condition to financeits hugefiscd deficit. As mentioned above, mgor policy changes occurredinlate

2008 and in the beginning of 2009 and government borrowing between September 2008 and August
2009 was Rs. 3936.17 Billion.
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[11.3. Capital Account Liberalization

Government took several measures to liberaise capita account in order to reverse the trendsin
capita flows. Some of theimportant policy measures undertaken during the crisisare following.

111.3.1. Portfolio Investment

e Cummulative debt investment limit for FlIs in corporate bonds was raised from $ 3
billion to $ 15 billion between October 2008 and February 2009*,

[11.3.2. External Commercial Borrowings.

¢ InMay 2008, entitiesin the services sector, viz. hotels, hospitals and software companies
were dlowed to aval ECBs up to US $ 100 million per financid year for import of
capital goods under Approva Route’.

e  |n September2008, the ECB limit of US $ 100 million was raised to US $ 500 million
per financid year for the borrowers in the infrastructure sector for Rupee expenditure
under theApprova Route.

¢ In October 2008, to promote the development of the mining, exploration and refinery
sectors in the country, the definition of infrastructure sector was expanded for the
purpose of availing of ECB.

e Becauseof increasein cost of borrowing, dl-in-cost ceilingswere increased successively.
Table (4) showstheseincrements.

4 Annud Report (RBI), 2009
5 RBI Monthly Bulletin, October 2009
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Table4: All-in-cot ceilingsfor ECB and Trade Credit

All-in-cogt ceilingsfor ECB
(for approval and automatic route)

All-in-cogt celling for trade credit

May, 2008
ECB
3to5years gﬁ;rg“m? T‘Z)”toohb;'sb“ + 150 bpsto
Morethen 5years Raisedfromeoqth Libor +
250 bps 6 month Libor + 350 bps
Tradecredits
Upto lyear Libor + 75 bps
1to3 years Libor +125bps
September, 2008
ECB
Minimum average maturity Raised from Libor + 350 bps to
of 7years Libor +450 bps
October, 2008
ECB
3to5years 6 month Libor + 300 bps
Morethan Syears 6 month Libor + 500 bps
TradecreditsUp to 1 year 6 month Libor + 200 bps

Source: Resarve Bank of IndiaMonthly Bulletin, October 2009

¢  Inoctober2008, government announced that to further develop the telecom sector inthe
country, payment for obtaining license/permit for 3G spectrum will be consdered an

end-use for the purpose of ECB®.

e |nJanuary 2009, corporates engaged in the devel opment of integrated township engaged
inthe development of integrated township became digible again to avail ECB under the

gpprovd rout, with aprovison to review the policy in June, 2009.

11.3.3. RIN Deposits:

o Interest rate ceilings on FCNR (B) deposits of dl maturities wasincreased by 175 basis
points i.e. from Libor/Swap rates minus 75 to Libor/Swep rates plus 100 basis points

between September2008 and November 2008 (Finance Minisiry,2009).

e Theinterest rate celling on NR (E) RA deposits was increased by 175 bass pointsi.e.
from Libor/Swvap rates to Libor/Swap rates plus 175 basis points between

September2008 and November 2008,

5 RBI Monthly Bulletin, October 2009

" Ministry of Finance,2009
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[11.4. Anti-cyclical Measures

Pro-cydlicd behavior of financid ingtitutions and its amplifying effect on the redl economy has
been amgor cause of concern. Pro-cydlicdity ispredicted by financid accelerator theory which says
thet credit expansion and asset priceincrease- and bubble- are mutudly reinforcing process. As asset
prices dart increasing the vaue of callatera goes up which makesfinancing easier, leading to further
increase in demand and price of assats’. While in downturn value of collateral dedlines that mikesiit
difficult for households and firmsto obtainsto obtain loan leading further fal in prices.

Countering pro-cyclicdity in financia sector is formidable challenge, dynamic provisoning and
sector specific risk weights are important anti-cyclica instruments in the hand of authorities. Banks
are required to set aside agenerd provison againg likdly future loss, each time they write aloan on
the basisof aformulawhichis sensitiveto the cydl€’.

Table5: Risk Weightsand Provisoning on Housing Loansand Red Estate Lending

Year/Month Amount of Loan Housing Loans Commerdal Real Edate
Ri.sk Provisons Risk Provisonson
Weight on Sandard Weight (%) Sandard
(%) Asxs (%) Asts (%)
May 2002 50 025 100 025
January 2007 UptoRs20lakh 75 040 150 200
AboveRs20lakh 75 100
May 2008 Upto Rs30lakh 50 (LTV=75%) 040
100 (LTV>75%) 150 200
AboveRs30lakh ) (LTV=75%)
100 (LTV>75%) 100
November 2008 | UptoRs30lakh 50 (LTV=75%) 040
100 (LTV>75%)
AboveRs30lakh s (LTV=75%) 040 100 040
100 (LTV>75%)

Source: Report on Trendsand Progress of Banking in India2008-09

RBI has been active in usng these counter cyclicad measuresto regulate financid inditutions. As
table (5) shows, before the crids, risk weights and provisoning norms for housing and red edate
loans were higher. The reason was to contain the exposure of banking system to sengitive sectors of
the economy and thereby prevent mispricing of risk™®. During the crisis provisioning on standard
assetsaswel asrisk weightswere reduced to facilitate credit flow to these sectors.

8 Bank of Spain, 2002
9 Shyamda Gopinath, 2009
O RBI, 2009



822 D Arora, F X Rathinam, M S Khan / Public Policy Review

V. Extent of Exposure
IV1. India's Dependence on External Debt:

Externa Debt which indicates contractud ligbility of resdentsto non-resdentsplaysakey rolein
economic tranformation of capital scarce developing countries. Howeve, it has dso been the main
source of crigs, short term externa debt denominated in foreign currency in particular has been
important factor triggering many emerging market financid crids.

Because of cautious gpproach in dlowing accumulaion of foreign currency denominated
externa debt India sailed through the criss, but the Size of total outstanding externd debt which
reached $242.8 hillion in September 2009 from $138 hillion in 2006 makes it susceptible to criss
Growth in externa commercid borrowings (ECBs) from $26.4 billion in 2006 to $ 66.8 hillion in
2009 has been the main reason for the huge increase in externa debt. Accordingly commercid
borrowings have become mgor congtituent with a share of 27.8 percent in totd externa debt;
Non-Resident Indian (NRI) deposits (18.9 percent), short term debt (17.5 percent) and multilateral
debt (17.4 percent) are other mgjor components. US dollar denominated debt dominates the currency
composition with 56.5 percent followed by Indian Rupee (15.1 percent) Japanese Yen (13.4 percent)
and Specid Drawing Rights (SDRs) (9.2percent)™.

Table6: India’'sExternd Debt

(in$Billions)
March-06 | March-07 March-08 March-09 Sept-09

ECB 26.6 4144 62.31 6242 66.79
NRI Depodts 36.28 4124 4367 4155 4597
Trade Credit 542 717 10.36 1457 15.37
Total long-term 11859 144.23 178.68 181.23 20045
Total short-term 1954 2813 45,74 43.36 42.38
Total 138.13 172.36 22441 22459 242.82
Total debt/GDP 17.07 18.86 191 1938 na
Short term debt/T otal debt 14.15 16.32 20.38 1931 17.45
Short term debt/Reserves 12.89 14.12 14.77 1721 15.07
ResrvesTotal debt 109.77 11556 13801 1122 11584
Debt srviceratio 101 47 48 44 49

Source: Resarve Bank of India(RBI)

High absolute sze of the debat shows an areaof concern for policy makersin India; however, if we
andyze debt ratios the Situation looks comfortable. India's debt serviceratio which is defined astota
repayment of principle and interest as ratio of current receipts (excluding officid trandfers) has
improved progressively. It has declined from 35.3 percent in 1991 to 4.9 percent in 2009 because of

1 Mof 2000
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moderation in debt service payments and growth in externd receipts. Among the twenty most
indebted countries Indials debt service ratio was third lowest in 2007,

With foreign exchange resarve of $279, hillion & the end of year 2009-10, India is quite
comfortablein deding with trade shock or asudden reversd of capitd flow. The Guidotti-Greengpan
rule dates that sufficient reserve should be maintained to meet the short-term externd debot (one-year
or less maturity) and there is consensus that cover of reserve should be around 3-4 months of import
bill %, With reserves more than 6 times of short-term externd debt and import cover of more than a
year Indiais comfortably placed on both fronts. More stringent criteriathan coverage of externa debt
is coverage of mgjor sock of al non-FDI liabilities, on the assumption that dl ligbilities other than
FDI are rdatively liquid and could fly out of a country a short notice. RBI data on Indias
Investment Position (11P) shows that in 2008-09 foreign exchange reserve of $252hillion was nearly
adequateto cover entire stock of non-FDI liabilities of $284.6 billion.

IV.2. \blatile capital flow
An important area of concern for policy mekers in India is the risng share of voletile capital
inflow. Experience of recent financid crisgis highlights the problems associated with it; severd

macroeconomic variableswere effected by the reversd in capitd flows.

Grgph 8: Sable & Nonrgtable Inflows (net)

(US$ million)
30000.0 o
20000 h 250000
200000
10000.0
~ 150000
0.0
8 | 100000
-10000.0 &S .
cr' _____
-20000.0 i o i
o =]
v —
m— Stableflows {Curamulative) m==== Non-stable Flows (Cummulative)

== == Stableflows (inflow) Non-stable Flows (Inflow)

Source: Resarve Bank of India(RBI)

2 RBI Bulletin, October 2009
B Abhijit Sen Gupta, 2008
¥ Eswar S Prasad, 2009
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Various components of capitd flows can be categorized into sable and non-gable flows
depending upon their sability. Sable flow includes FDI, NRI Deposits, Externd Assstance, ECBS,
Rupee Debit Service and Other Capital. While Non-Stable flows includes Portfolio Investment and
Short Term Loans. Graph (10) shows that between 2004-05 and 2006-07 Indian economy received
massive $206.7 hillion which includes $117.2 hillion of stable and 89.5 hillion of ungtable flows. In
crigsridden year of 2008-09 capitd inflow was only $ 8.68 hillion which is only 8 percent of $ 107
billion recorded in fiscd year 2007-08. Mgor reason for such alow inflow was outflow of non-gable
flow by $20.5 hillion.

IV.3. Credit rating and cost of borrowings

Low sovereign credit rating isanother areaof concern for policy makersin India. Sovereign credit
rating of a country plays an important role in determining the rate and extent of borrowing.
Cdculation of rating is based on severa macroeconomic factors like GDP growth, inflation, default
higory, fiscd and externa baance, reserve adequacy, interest rate differential between locd and
oversees market, political risk etc. These factors indicate the future ability and willingness of
sovereign governments to service debt obligations on time™. Although, internationally acoepted credit
rating agencieslike Standard & Poor, Moody and Fitch's clearly state the variables, ther ratings have
been pro-cydicd, undble to anticipate the crisis.

Though government of India does not access cross-border bond market, sovereign credit reting
becomes a credit ceiling for most corporate houses (Jamini Bhagwati, 2009). At thetime of the criss
Sandard & Poor downgraded Indids credit rating from BBB- stable outlook to BBB- negdtive
outlook smilar to Hungary and Ice land. It raised the cost of borrowings for Indian companies,
leading to condgderable reduction in ECBs, severd projects supported with externd fund turned
unvigble.

Sovereign’'soverd| creditworthiness is measured on quantitetive and quditative variables, which
creates gpace vaue judgment and subjectivity in assigning weights. Given the vulnerahility of Indian
companies in terms of increased cogt of externd financing in case of downgrading of Indias
sovereign rating, Government of India should question the methodol ogy of low credit rating.

V4. International Banking activities of commercial Banksin India
The foreign currency borrowings (including inter-bank borrowings and external commercia

borrowings) of Indian banks fdl sharply first around March 2007 and later between the period
September 2008 and June 2009. Thus, the stock of Indian banks' foreign currency borrowings was

5 MoF, 2009
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$21 billion at the end of June 2008 but it dedlined to $13.8 billion a theend of June 2009. Therewas
a dear evidence of tighter liquidity in internationd banking centers. The increesing codts of
borrowings made it very difficult for Indian banks to roll-over their existing credit lines or to obtain
fresh credits. A fdl in the sovereign risk of India became an implicit cap for the credit rating
assessment of al commercid banks from India for the purpose of obtaining liquid resources in
foreign currencies.

Grgph 9: Overseas Foreign Currency Borrowings of Commercid Banks
(Rs Crore)
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Source: Commercid Bank Survey (RBI), 2009

A review of the non-debt lidbilities of Indian banksreved sthat the non-debt liabilities of banksin
India(not included under externd debt Satistics of India) aso registered afal between June 2008 and
March 2009. This was particularly true of the bank equities held by non-residents, which declined
from $7.9 billion in June 2008 to $3.7 hillion in March 2009. The capitd flows to Indian banks on
account of American Depository Receaipts (ADRs) and Globa Depository Receipts (GDRs) issued
by them aso dried out and the volume of such capitd flows was more than haved from $4.6 billion
in June 2008 to $2.1 billion in March 2009, though it started picking up later in the year.”

5 RBI (February 2010), p. 388
Y hid.
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V. Capital Control

Transmisson of the crisisfrom deve oped to developing countries has brought back the debate of
capital account liberalization and capital controls into prominence. Because of increased integration
of Indian economy with world economy in the last decade it was not insulated from the globd crisis.
Asdiscussed above, crisisspilled over in Indian economy affecting severd macroeconomic variables.
But channd through which economy was affected demands a review of capital control policy and
degree of openness af Indian economy. Andysis of capita account liberdization processwill help us
seethe gradudigt gpproach adopted by India

Andydsof capitd contral isdivided in following two sections. In thefirst section, we discussthe
de-jure and de-facto methods of measuring the degree of Integration of any economy with the world
economy. In the sacond section, we apply these methods on India to assess the openness of Indian
€conomy.

V.1. Measuring the Extent of Capital Controls

Literature on globalization especidly financid integration of nationa economies with the globa
market proliferated in the wake of increased financid integration and recent crises to andyze the
reasons, extent and the impact of financid liberdization. This section will briefly review some of the
sudies that have attempted to measure of extent of finandd integration. There are broadly two
groups of measures namey de jure measures that captures the extent of a country’s integretion
defined the statues and rule books and de facto measures which captures resultant leve of integration
using outcome based measures”,

V.1.1. Dejure Measures

The dngle mogt important source of jure measuresi.e. officid information on the openness of
countries, is the Annual Report on Exchange Arrangements and Exchange Redtrictions (AREAER)
published by IMF. Until 1996, the report used to contain information on capita control titled
“regrictions on payments for capitd transactions’. This row indicates whether capitd control is
present or not without giving any other details or disaggregation. A number of sudies the most
notable being Chinn and Ito (2002) and Lane and Miles-Ferretti (2001) have utilized thisinformation
to congruct an either or index (yes/no) or compute the proportion of the years a country had capitd
controls in atime series (Klein and Olivel, 1999). Alternaively Montid and Reinhart (1999) have

18 For areview of dejureand defacto messuresof financia integration see Edison and Warnock (2001), Stulz (2005), Edwards,
(2007) and Kose et d. (2009). These measures are dso denoted as actud and legd meesures of capitd mobility (Edwards,
2007)
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atempted to condruct a multivariete index gopending the country information with AREAER,
however, measurement errors and subjectivity are serious concernsin these etempts.

From 1997 onwards, IMF annua report publishes disaggregated capitd control details grouped
into 13 sub-categories. The first important sudy that has utilized this information is Johnston and
Tamirisa (1998) however, the study is limited by the lack of avalability of long time series
information. Miniane (2004) has mapped the descriptive informeation avail ablein the back volumes of
the AREAER on the new 13 group classification and constructed the index of capita control from
1983 to 2002 for 34 countries. Chinn and Ito (2006) condructs an index of capitd control for 181
countries from 1970 to 2005 for using information from AREAER namely the presence of multiple
exchange rates, current account transactions, restrictions on capita account transactions and
indicating the requirement of the surrender of export proceeds. Similarly, Quinn (1997) usng
AREAER based information on current account and capital account transactions gppended by
country specific sources has congructed anindex in a 14 point scae.

The other source of capita account informetion dbeit for only alimited number of countriesisthe

OECD. The Code of Liberdization of Capital Movements published by the OECD on 11 categories
of redrictions namely direct investment, liquidation of direct investment, admission of securities to
capita markets, buying and sdlling of securities, buying and sdling of collectiveinvestment securities,
operationsin red edtate, financid creditsand loans, and persond capitd movements.
Alternatively Quinn (2003) and Mody and Murshid (2005) have used IMF data on dosed capitd and
current account, exports restrictions, and multiple exchange rates have condructed a comprenensive
index where the former includes 59 countries for 1950-99 and the latter over 150 countries for the
period 1966-2000. Edwards (2007) has atempted to extend the index with country specific
information from nationa sources.

There is another gtrand of literature which utilizes the officid dates of implementation of
controlg/liberdization (Levine and Zervos, 1998; Bekagrt, Harvey and Lundblad, 2001). However
these measures cannot be classified as de jure and dso suffer most of the shortcomings of the de jure
Mmeasures.

V1.11. Critiqueof DeJure Measures™

One of the important shortcomings of AREAER based de jure measures is that it is highly
agoregative and subjective. AREAER does not provide detail information on which as fegtures of
capital account is liberalized and to what extent. Thus, it is very difficult to construct a measure thet
capturesthe nuances of liberdization using thisinformation. However, thisproblemis solved to some
extend as AREAER now published more detailed information on capitd controls. Capitd controls
might be different depending on the partiesinvolved (i.e. resident or non-resident) and the direction of

1 Refer to Kose et d. (2009) Sz (2005) for athorough discussion on the shortcomingsin dejure messures
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capitd flows (i.e inflowsor outflows). AREAER presents only the restrictions pertaining to resdents
thus making it inadequate and partid measure of capitd controls.

The ather generd shortcoming of de jure measuresis that it is slent on the effectiveness of the
contral i.e. theleve of implementation. Strong controlsin books do not imply strong implementation
and compliance. Firg, the stipulated control might take time to materidly reach the intended target
due to procedura hurdles, second, de jure measures do not capture the extent of circumventing the
controls by the resdents and non-resdents (Edwards, 1999). Thus, controls on books are only a
necessary condition, which do not ensure compliance.

V.1.2. DeFacto Measures

Asthe name suggedts, de facto measures capture the actua leve of control (integration) based on
the outcomes that result due to the controls (liberdization). These measures use reedily available
economic variables to capture the extent of controls. These measures could be broadly classfied in
two categories basad the focus of information namely interest rate based measures and capitd flows
based measures”.

V.1.21. Measure Based on Capital Flows

The leve of capitd flowsi.e. the sum of inflows and outflows, to GDP captures the extent of
capita openness exercised in a country (Edison et d., 2004; Kraay, 1998). Two types of flow
measures usd in the literature: the gross flows which is the sum of total inflows and out flows thet
captures overdl integration as it includes both the flows; second, net flows which captures exact
direction. Alfaro et d (2004) use net FDI inflowsto GDP asameasure of defacto capitd integration.
However, the gross flows as a proportion of GDP is conddered to be a better measure as it is less
volatile and a better representation of a country’s global integration™. A number of studiesinduding
Hermes and Lensink (2003) Carkovic and Levine (2005) use gross inflows, egpecidly FDI as a
measure of openness. A caveet to flow messureisthat it is prone to high measurement errors.

V.1.2.2. Measure Based on Capital Socks

A number of other studies have used accumulated or stock of gross capita flows as a proportion
of GDPto cagpturethelong termintegration (Lane and Milesi-Ferretti, 2001; Laneand Miles-Ferretti,

2 However, there is a third measure based on Feldstein and Horioka (1980) which tests for the integration of savings and
investment in acountry. If internationa capita flows are restricted then investment in a.closed economy should dosdly follow
theleve of savings Wein this paper do not andyzethisissuess.....

2 Messures based on flow varisbles are very sensitive dueto high voltility.
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2007). Some of the recent studies such as Prasad et d (2006) and Coricdli et d (2007), other than the
sum of stock of externd lighilities and assets as percentage of GDP, use subcomponents such asthe
ratio of portfolio and direct investment assats and liabilities to GDP and short-term debt as afraction
of total externd debt.

An innovative de facto measure is proposed in Edison and Warnock (2003) where they have
utilized Internationd Finance Corporation Globd index (IFCG) and Interndtiond Finance
Corpordion Investable index (IFCI) from Internationd Finance Corporation. IFCG as the name
impliesindudesdl theinvedtible gocksavailable in acountry but the IFCI stands for the portion that
is avalable for foreigners. Thus the ratio of IFCI to IFCG would capture the extend of restrictions
imposed on theforeigners.

The main criticism againg de facto measures is that they do not cgpture the extent of intended
control. It is aso an imprecise measure of integration as it could widdly fluctuate due to loca and
globa business cycles and conditions of locdl financial markets™,

V2. Capital Integrationin India

Many of the above-mentioned studies have congructed the indices for capital opennessfor India
and other emerging markets. De jure measures for the emerging economies including India has not
changed much, but de facto measures show that they are far more integrated financialy now than the
last decade. In the following session would briefly discuss and compare dternative measures of
integration for India

V2.1. Dejure measuresfor India

A number of above-mentioned studies have congtructed de jure measure for India. This section
compares and evauates Grilli and Miles-Ferretti (1995), Miniane (2004), Chinn and Ito (2006) and
Edwards ((2007). As discussed above, these measures do not capture the extent capitad account
relaxation in Indiain the pagt decades. Some of the studies such as Grilli and Miles-Ferretti (1995)
use AREAER show hardly any improvement in Indias capitd liberdization. However, the recent
sudies such as Edwards (2007) usng finer classfication of controls from recent AREAER and
showsthat Indian capital controls haveimproved significantly from 25 to 75 in 2100 scde indicating
recent liberdization initiatives.

2 Dueto thiscontamination and resuiltant endogeneity, it is difficult meke any causal inference using these messures
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Dejure measuresfor India

IMF (AREAER, M”Lg‘elg‘f i Chmio  Ederds  Miniane
1996)! o000) (2006)~ (20074 (2004)$
1970-80 1 - -1.105 25 -
1981-90 1 0.005 -1.105 25 0917
1991-00 1 0.034 -1010 75 092
2001-05 ] - -1.010 - -

Notes ! AREAER information on redrictions on payments for capitd transactions is discontinued in 1996.
Dummy-variable (1=yes,0=no)

~ A Dummy for the presence of multiple exchange rates, current account transactions, restrictions on capitad
account transactions and indicating the requirement of the surrender of export proceeds. Higher the vaue the
more open the country is.

# Vauesrange from 0 to 100, higher the number the more open the country is; the data are corregponding to the
end of period; cited in Prasad (2009)

$ based on AREAER; ranging from Oto 1, the lower the number, more openitis

Time plot of Dejure messuresfor India
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V.2.2. Defacto measuresfor India

Defacto measuresfor India show a contragting picture. This section reviews, among other studies,
Kletzer (2004) and Prasad (2009). As discussed above these studies use both the measures basad on
the flows, socks and the subcomponents therein to capture the extent actud integration. These
measures, as they indude two way flows, capture the extent of risk sharing using the availability of
multiplefinancid ingrumentsand risk profilein an open environment (Kose et d, 2009).
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V2.21. Flow based measures

Prasad (2009) showsthat gross capitd flows asaratio of GDP has subgantialy increased from 20
percent to 70 percent in the last two decades representing India sincreased globd integration. Recent
data shows the ratio has reached dmost 90 per cent before faling to 40 percent in the time of cridis.
Looking & more disaggregated datawould shed light on what are componentsthat had led to thisfall.
Timeplot of theratio of grossand net flowsto GDP
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time time

The net flows dso show a Smilar trend of sudden reversal around May 2008. Recent Studies
argue that the globa integration or the sudden reversal is not common for dl the subcomponents of
capitd flow (Kose et d., 2009). For example, the equity like flows such as FDI and portfolio
investments are not prone to sudden reversd. In addition they bring in other indirect benefits such as
managerid and technologica know-how and prudent macroeconomic policy environment (IMF,
2005 and Kose e d, 2009). Smple time plot of the ratio of debt to net capitd flow and the ratio of
foreigninvestment to net capital show that debt flow arefar more proneto crisisthan the equity flows.



832 D Arora, F X Rathinam, M S Khan / Public Policy Review

600
500 -+ ——fl-Oreign
direct
400 + investme
300 - ntsasa%
of total
200 :
=—@P ortfolio
100 ' investme
0 nts % of
100 £ total
-200

Source: Reserve Bank of India(RBI)

On the bad's of gahility of the flow, the subcomponents are classified into potentid flight and

non-flight capital and debt creating and non-debt cregting capital. The potentid flight capitd includes
foreign currency deposits, ECB, short term debt and portfolio invesments which could fly off the
country in the face of shock vis-avis FDI investments. In thetime of crigis, the potentid flight capita
in fact flew away from the country. Especidly the short term loans, ECB and more importantly
portfolio investments have dried up. However miniscule NRI deposits were steady.
Deht creating flows, especidly short term debts, could be detrimentd to the hedlth of acountry asthis
debtsare pro cydicd i.e. increasesin boom and dry up in crids, burden increasesinthetime of criss
and more importantly currency and maturity mismatches are at the heart of recent crises in the
deveoping countries. Debt creating flowsindudeforeign currency deposits, ECB and short term debot.
Dett creeting flows, largdly influenced by short term loans and ECBS, however, keeps steady around
50 percent of net totd capitd inflow inthe period dbeit with some fluctuation.
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\V.2.2.2. Sock based measures

As discussad above there are number of studies that have used sock based measures to do away
with excessive fluctuations and measurement errors the flows are prone to. The ratio of the sum of
gross capitd Stock assats and liabilities to GDP show that India has integrated with the rest of world
gradudly without much fluctuation however, the recent crisis had led to some reversa whereas the
net asset pogition of hasimproved consderably evenin theface of crigs.

Ratio of gross capital Stock of liabilities to GDP
80.000
70.000
60.000 -
50.000 -
40.000 | e——
30.000
20.000 +
10.000
0.000
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Source: Reserve Bank of India(RBI)

On the stability front, the share of non-debot flowsi.e. the sum of FDI and portfolio invesments as
a percentage totd stock of liabilities have consderably gone up. However, the non-debt portion of
externd posgition adso has shown areduction during the crisis. Time plot of share of FDI and portfolio
investments as a percentage of totd liabilities show that FDI has done well even during the crisis
however, the portfolio investment has withessed a considerablereversal.

The share of debt in totd stock of liahilities has consderably lowered in the recent years due to
high growth of FDI and portfolio investments. The stock position of Indiasexternd debt showssome
moderation in growth. Especidly borrowings under export credit and long term NRI deposits show
strong resilience, whereas, ECBs have dried up after Lehman debacle. Indian banks and corporate
who were borrowing from the international markets faced higher interest rates far above the LIBOR.
Thehard hit of al thedebt flowsisthe short term loans. Congstent with the theoreticd predictionsthe
net flow short term debts have dried up completely and therewas areversd of about 10 $ Billion from
July 2008.
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VI. Concluson

Gradua opening of the Indian economy on the one hand filled the resource gap; on the other hand
it has made economy proneto shocks originating in other parts of theworld. Globa criss spilled over
in India through financid as well as red channds. Because of limited exposure of Indian banks to
digressed assets, Indiawas not directly affected by thefinancid crisis, but theindirect effectsthrough
trade and capitd flows were severe. Indian government in coordination with RBI responded with
severd policy measures to minimize the impact of the crisis. Although, policymakers have been
successful in containing the crisis, some palicy concern il remains which will have to be addressed.
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