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Foreword by ICRIER

In the wake of the current global crisis, the debate on cross-border
financial transactions and capital controls has attracted considerable
attention. The near consensus among policy makers around the world,
especially in multilateral financial institutions and academia in the 1980s
and 1990s, that capital openness is imperative for economic growth
started waning after the break out of the Asian crisis. The present crisis
has put the role of capital controls and the liberalisation process in
perspective as many of the emerging economies that have reasonably
isolated themselves financially from the rest of the world have fared
better, thus providing support for the “insulation hypothesis”.

ICRIER analysed the impact of the 2008-09 crisis on Germany, Japan
and India through various transmission mechanisms in the backdrop of
their level of financial openness. Though financial markets were not the
main channel of transmission in either of these countries, the recent
crisis has once again generated a debate on whether a cautious approach
regarding the liberalisation of the capital account is better than the ‘big-
bang’ approach. The team at ICRIER, under the guidance of principal
investigator Professor Dayanand Arora of HTW Berlin, Germany, sought
to examine the capital account liberalisation process in Germany and
Japan in the 1960s and 1970s, when they were opening up, to shed
some light on what the developing countries may learn from their
experience.

We are happy to have completed a major comparative study on the
liberalisation experiences of Germany, Japan and India. It provides
valuable lessons for developing countries on issues such as the
maintenance of financial stability and export competiveness. However,
the debate on financial reform and capital controls is far from over. As
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the authors of this report point out, institutional embeddedness is pivotal
for the liberalisation process and for regular capital account management.

On behalf of ICRIER, I would like to express deep appreciation to
Konrad-Adenauer-Stiftung (KAS) who have sponsored the project. I also
wish to thank my colleagues at ICRIER who contributed to this project.
We hope that the views, ideas and policy recommendations presented in
this book will provide valuable insights and guidance to the governments
of the developing and the developed world in particular and to academia
in general.

Professor Anwarul Hoda
ICRIER, Director and CE

New Delhi, December 2011
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Foreword Konrad-Adenauer-Stiftung

Financial markets and institutions are the backbones of the economy
and a modern society. They exercise influence over the daily life of people
on the one hand and regulate the capital flows of global corporations on
the other. Economic and financial interconnectedness has increased over
decades and led to greater growth and competition in countries around
the world. But financial markets have also become more complex and
less comprehensible because of in-transparent international financial
regulation. The lack of international rules for the financial markets was
one of the reasons that caused the global financial and economic crisis;
a crisis that troubled many economies around the world as well as the
entire monetary system. The consequence was a lost of trust and reduced
confidence in financial markets and institutions.

The aftermath of the financial crisis has triggered debates about the
causes and roots of this crisis. It is crucial to re-examine the functioning
of these financial markets if we want to avoid failures of the past and
make contributions to a more stable and reliable financial environment
in the future. Seminars and studies on the global social and market-
oriented economic order belong to the main areas of activities of the
Konrad-Adenauer-Stiftung (KAS) in Germany and worldwide. The KAS
believes that in order to overcome the global financial and economic
crisis, we have to have international rules that must be grounded on
sound social market principles. The social market economy is such a
model that provides an appropriate framework of orientation as
formulated in the KAS Guidelines for prosperity, social justice and
sustainable economic activity.

With the publication “The Macroeconomic Impact of Financial Crisis
2008-09: A Capital Account Analysis of Germany, India and Japan” we
aim to clarify the functions of financial institutions by providing a



The Macroeconomic Impact of Financial Crisis 2008-09

viii

comparative analysis of market economies. It is expected to contribute
to a better understanding of the financial liberalization policies adopted
by Germany, India and Japan in the past. The study further contributes
to the ongoing debate on a new regulatory regime in controlling and
supervising financial institutions and markets. Despite growing interest
in the analysis of national financial policies and regulatory regimes in
different regions, especially in East Asia, the available research on the
subject lacked a comprehensive and comparative analysis. We therefore
hope to initiate a meaningful discussion among policy makers and
members of the scientific community in the field of international
regulatory reforms. In dealing with a complex and fast-changing world
it is necessary to understand the existing financial systems in different
regions of the world and we hope that the findings of our study will thus
provide the reader with a better understanding.

This book would not have been possible without the contributions of
our project partner. I would like to thank ICRIER and their project team
for initiating the study. Furthermore I would like to especially congratulate
the two authors Professor Dayanand Arora, HTW Berlin, Germany and
Francis Rathinam, Fellow at ICRIER, New Delhi, India for their excellent
work. For their in-depth research and contributions to the study I would
like to acknowledge the work of Shuheb Khan, Research Associate, Neha
Malik, Research Assistant, and Sirjjan Preet, Research Associate.

Dr. Beatrice Gorawantschy
Resident Representative to India

Konrad-Adenauer-Stiftung
New Delhi, December 2010
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Preface

The idea for research on this subject emerged in the second half of
2008, when the effects of the global financial crisis started becoming a
cause for concern. Developed countries appeared to be the worst affected
by their exposure to the sub-prime crisis in the United States. There was
a general impression, however, that the emerging market economies
(EMEs), particularly the large economies of China, India and Brazil, were
able to come out unscathed from this crisis. It was believed that these
economies were decoupled from the events in the global financial markets.

In early 2009, we decided to make a comparative analysis of the
impact of the financial crisis on three major countries, viz., Germany,
India and Japan. Each one of these countries had a completely different
macroeconomic position and had varying policy responses to the crisis.
Germany, the largest economy in the European Union, was the worst
affected by the crisis and had to develop its policy response partly within
the constraints of its membership of the European Monetary System
(EMS). Japan, with a sluggish economy for the last 20 years, felt the
impact of the crisis more on its real (export) economy and was inhibited
by the lack of monetary policy options. On the face of it, the Indian
economy appeared less exposed to the global crisis. However, the sudden
drying up of portfolio investment inflows into India in the wake of global
liquidity crunch indirectly impacted national financial markets, demanding
various policy responses from the Indian government and its central
bank.

This comparative study is driven by the need to review the openness
and exposure of the three economies. This demanded a careful analysis
of the cross-border financial transactions conducted by these countries
and, consequently, a deeper study of the capital account liberalisation
process in each of these countries. It also led to a critical appraisal of
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the foreign exchange regimes in these economies. It appears that the
Indian example of "partial" capital account liberalisation and a "managed
float" exchange rate regime has provided the required insulation from
the damaging impact of the financial crisis, which was not the case with
Germany and Japan.

The material contained in this project report and our major findings
should foster a new wave of comparative economic research, which
provides an excellent framework for studying the response of policy
makers in different countries towards complex economic problems.
Another modest aim of this study is to bring into focus the arguments in
favour of capital account management by EMEs. This study should
contribute to the debate on whether de jure capital account liberalisation
rules out intervention by policy makers to remedy short-term, capital
account related problems. Thus, de facto capital account management
should allow for a continuous review of various policy options, often
asking for deregulation and reregulation of diverse capital flows.

We would like to thank ICRIER, Konrad Adenauer Stiftung (KAS) of
Germany and the project team, which collectively made this project a
success. We are grateful to Dr. Rajiv Kumar, former director ICRIER, for
his support and inputs throughout the study. We would like to place on
record the financial support provided by the KAS for conducting this
research work. We are thankful to Madame Gorawantschy of the
Foundation, for her personal interest and encouragement during the
project work. We thank our team of researchers, who managed the project
very professionally. We gratefully acknowledge the valuable and
independent contributions made by Shuheb Khan (Research Associate)
on India and by Neha Malik / Sirjjan Preet (Research Assistant/Research
Associate) on German sections of this study.

One of the authors conducted this research during his sabbatical
leave (between October 2009 through to August 2010) from the University
of Applied Sciences, Berlin, Germany. The support extended by the Dean
of his faculty and colleagues, particularly Professor Jan Priewe, in
completing this study is gratefully acknowledged. As always, we are
personally responsible for any error or omission in the report.

Professor Dayanand Arora  Francis Rathinam

Berlin  New Delhi

January 2011
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Introduction: Macroeconomic Positioning of
Germany, India and Japan

Analysing the sources of comparative economic advantage of different
nations has been a subject of interest for both, economists as well as
political scientists. Our research project should be treated as a humble
contribution to extend the knowledge on this subject a bit further. Our
comparison is amongst two developed countries (Germany and Japan)
and a fast developing country (India). In order to develop a framework
to understand the policy option available to Germany, India and Japan,
it is appropriate to introduce briefly the economic systems of the three
countries. One approach to the study of comparative economic systems
is to use the ideas proposed in the theory on the ‘varieties of capitalism’
literature, popularised within the comparative political economy subfield
by the seminal (edited) volume by Hall and Soskice (2001). Their
framework presents a typology of political economies, one that they
label ‘liberal market economies’, and the other that they call ‘co-ordinated
market economies’. In the first type (liberal market economies or LMEs),
firms co-ordinate their activities primarily through hierarchical and
competitive market arrangements. In the second type (co-ordinated
market economies or CMEs), firms depend more heavily on non-market
relationships, especially those with the state and labour unions, to co-
ordinate their endeavours with other actors in the economy and to
construct their core competencies. Although the Hall and Soskice
framework is still largely firm-driven, it also recognises that firm-level
strategies must be situated within the context of domestic institutional
arrangements.

The standard comparative analysis of the varieties of capitalism
literature tends to focus on a liberal model (US/UK), a corporatist model
(Germany/Holland) and a statist model (France/Japan). There are
divergent views on whether the statist model is still viable. Levy (2006),
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for example, argues that globalisation and new technologies have not
diminished the role of the state; rather, the emphasis of state activism
has shifted from a ‘market-steering orientation’ to a ‘market-supporting
one’.

The scholarship on the varieties of capitalism is still being driven
largely by the experiences of industrialised countries without much
attention to developing economies. By comparing emerging market
economies like India with developed economies, the discussion could be
extended to shed more light on how developing economies are organised.
For example, some scholars argue that we are witnessing a convergence
on one model of capitalism, exemplified by the liberal market economy
found in the United States and UK. Others question whether co-ordinated
market economies are in a process of erosion. On the other hand, there
is the distinct possibility that the study of emerging market economies
will lead us to characterise a completely different type of domestic market
arrangement that does not conform to the arrangements we have seen
in the industrialised world, one which may be labelled a hybrid market
economy.

In section 1.1, we begin with a comparison of the economic institutions
of Germany and Japan, which (summed together as governance
structures) are assumed to have significant effects on everything from
corporate strategy to public policy and economic performance.1  The
inclusion of a narrative of Indian economic institutions in section 1.1.2
should add to the debate on the varieties of economic systems. It is
followed by section 1.2, where a comparative presentation of principal
economic indicators is provided. This offers a systematic knowledge about
the present macroeconomic position of these three countries.

1.1 Economic Systems of Germany, India and Japan

The superior post-war performance of the German and Japanese
economies attracted wide attraction, particularly in the 1970s and 1980s,
when these two countries became world leaders in the race for
international economic competitiveness. The German and Japanese
economies thrived on the support of socially embedded economic
institutions, their long-term commitments and the mutual trust among
economic agents. Both Germany and Japan came to be known as parts
of the CME group. Unlike the LME countries, like the United States and
United Kingdom, Germany and Japan fostered more long-term co-
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operative relationships between firms and labour, between firms and
banks, and between different firms. The state played (and still plays) a
crucial role in establishing and maintaining the framework for private
sector co-ordination.

1.1.1 Similarities / Differences between Germany and Japan

Germany and Japan both have a credit-based financial system, in which
banks have dominated the long-term financing of industry. The Japanese
government has actively directed the allocation of credit through
government financial institutions and private banks. In both countries,
firms have developed long-term relationships with their primary banks.2

The banks monitor firms’ performance and provide finance in times of
distress. The firms, in turn, remain loyal and conduct a large share of
their long-term borrowing through their primary bank.

The German and Japanese industrial relations systems combine a
broad agreement on wage moderation in exchange for employment
security with firm-level pacts that promote co-operation between labour
and management. Both systems also feature systematic labour
representation in the management process. German firms are legally
required to represent labour through a system of “codetermination”
whereas Japanese firms typically incorporate labour despite the lack of
a legal requirement to do so. Labour participation at the firm- and plant
level facilitates labour-management co-operation at the shop floor, a
critical element in German and Japanese firms’ ability to raise productivity
continuously. The long-term co-operative relations between labour and
management also give firms the incentive to invest in human resources.
German firms typically do this through a distinctive dual (firm and school)
vocational training system, whereas Japanese firms train their workers
directly.

Although the German and Japanese economies share many significant
similarities, they also differ in numerous ways. German firms, banks
and labour unions are more inclined towards co-ordinating their activities
at the sectoral or industrial level, whereas their Japanese counterparts
co-ordinate through intersectoral groups.3  Japan has dense inter-firm
networks, including horizontal industrial groups4 , cross-shareholding
groups and vertically integrated (with supply and distribution chains)
groups. Whereas the Japanese government organises and guides the
private sector more directly, the German government merely facilitates
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private sector co-ordination. An added dimension of the German economic
system is the social  market economy (the so-cal led
sozialmarktwirtschaft), in which the state assumes the additional role of
ensuring an equitable distribution of income and encouraging equality
of opportunities.

It is interesting to note that while the German government has codified
its economic model into law, the Japanese model relies more on informal
norms and processes. The institutions of the post-war political economy
in Germany were created with a concern for restoring and maintaining
social cohesion and solidarity. Japanese economic institutions, on the
other hand, were designed to help the economy catch up with and surpass
the West. As compared to the strong development focus in Japan, the
German economic model went in the direction of a consensus economy
thus providing a completely different variant of the neo-liberal capitalistic
model.

1.1.2 The Indian Economic Model of “Hybrid Capitalism”

Policy makers in India adopted a mix of the socialist and market-oriented
approaches after achieving independence in 1947. In this experimental
economic system, the state played a dominant role in setting up heavy
industries, particularly in areas where huge investments were required
and gestation periods were long. Given its colonial past, foreign capital
was looked at with suspicion; accordingly, it was highly regulated. The
trade regime was highly restrictive with measures like canalisation and
licensing of imports, high tariff and non-tariff barriers and a policy leaning
towards import substitution. To fulfil the socialist objective and
requirements of planned development, the government nationalised all
banks, whose nationwide deposits were greater than Rs.500 million, in
1969. Interest rate regulation and directed credit (priority sector lending)
followed nationalisation; these measures were later criticised for causing
financial repression in Indian economy.

Economic reforms initiated in 1991 have transformed the Indian
economy. In the last few years, India has been one of the fastest growing
economies in the world. Unleashing the private sector from license raj
has been an important reason for the higher growth trajectory.  Though
some of the biggest companies of India are state enterprises, the role of
the government is now getting limited to some strategic industries. Even
the infrastructural sector, where the business class wanted the
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government to take up the responsibility for development at the time of
independence, has seen increased participation of private sector through
innovative schemes like private-public partnerships (PPP) and build-
operate-transfer (BOT) schemes.

At this stage, it is unclear whether the growing global influence of
India (and also that of China) is indicative of the success of a hybrid
form of capitalism or a modified form of co-ordinated market economies.
Though various economic institutions, particularly firms, from India
operate within a liberal market economy environment, Chinese firms
operate under a co-ordinated market economy. Nevertheless, Indian
economic institutions are embedded within the state still, such that the
future trajectory of their rapidly changing political economic environment
is not evident at this stage. Put differently, it is likely that a new model
of capitalism is emerging in India.

The analyses of varieties of capitalism have long focused on
institutional reproduction in a path-dependent manner. Such analysis is
based on the assumption that the cohesion or complementarity of different
system elements inhibits change. Complementarity exists when the
presence or absence of one institution affects the efficiency or lack of it
in another. Instead, it may be argued that a system change may be
evolutionary and cumulative rather than radical. In the case of Indian
economic institutions, there are not only external precipitators but also
powerful internal actors promoting change. In this sense, institutional
complementarity may not be as durable as assumed and some parts of
the system may change independently from the others. Therefore, we
speculate that hybrid systems can be created but we are not certain as
to their duration and acceptance. In some respects, hybridisation could
be seen as an unstable transitional phase.

Since the Indian economy is undergoing rapid transformation, it not
clear whether state involvement in the Indian economic system represents
a transitional stage from a co-ordinated market economy towards an
Anglo-American liberal market economy model or towards a hybrid
corporate model. Hall and Soskice posit that institutions merely react to
changes in firm behaviour to help them co-ordinate better. Their
framework does not give the state much of a role, even within the co-
ordinated market economy (CME) model. In this sense, India is distinctly
different (with more state intervention), arguably because it is such a
late developer.5
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1.2 The Present Macroeconomic Position of Germany,
India and Japan

Table 1.1 presents the domestic macroeconomic characteristics and
Table 1.2 offers the external macroeconomic position of the German,
Indian and Japanese economies. Given the problems of availability and
comparability of data, we intend to use primarily the International
Financial Statistics published by the IMF. In certain cases, the OECD
statistics have also been used. An effort has been made to take the
macroeconomic data for the calendar year 2009 as the base year.

1.2.1 Domestic Macro-economy

Germany is the largest economy in the European economy, in terms of
both its population and GDP. It ranked fourth in the world in terms of its
nominal GDP in 2009.  India is the seventh largest in area and has the
second largest population in the world. It is the twelfth largest economy
in terms of market exchange rate.6  Japan is the tenth most populated
country in the world with around 128 million people. It is the world’s
second largest economy after the United States of America and Asia’s
largest economy. It is the only member country in the G8 from Asia.

A decomposition of GDP value added shows that both Germany and
Japan are predominantly service economies and the industrial sector
contributes only about 25 per cent of the total GDP. India’s GDP reflects
its diverse economic activities; the services sector has gained in
prominence and contributed 58 per cent of the total value added in
2009. Though over 60 per cent of the population is engaged in agriculture,
its contribution to GDP is around 15 per cent only, reflecting the low
productivity in this sector.

When compared by their GDP per capita expressed in nominal terms,
Germany and Japan are fairly close. However, India has a per capita
GDP of just US$ 1003 dollars and ranks 139 in the world. The very low
value of economic output per capita in India can be attributed to low
productivity in agriculture and in some industries.7  However, India’s
domestic saving is moderately high, and household expenditure as a
percentage of GDP is robust enough to sustain a significant domestic
market. Therefore, unlike Germany and Japan, which have used a strong
export-market base, India draws its economic strength from domestic
demand because of its huge domestic market.
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Table 1.1: Domestic Macroeconomic Indicators at a Glace (2009)

  GERMANY INDIA JAPAN 

D.1 Population Characteristics   

Total Pop (in millions) 82.8 1,203.0 127.4 

Area (000 km2) 357.0 3,287.0 378.0 

Density (per km2) 232.0 366.0 337.0 

Growth(in %) - 0.1 1.6 -  0.2 

Life Expectancy at Birth 79.3 69.9 82.1 

     

D.2 GDP Characteristics   

Total  (US$ billion)  3,235.0 1,243.0 5,049.0 

Per capita (in 000 US$) 39.4 1.03 39.6 

Value Added in Industry (% of GDP) 27.1 25.8 23.1 

Value Added in Services (% of GDP) 72.0 58.4 75.4 

Value Added in Agriculture  (% of GDP) 0.9 15.8 1.6 

        

D.3 Household Income Characteristics   

Disposable Income per capita  ( US$ 000) 27.5 3.1 24.4 

Household Saving Rate (% of H/H savings) 10.8 28.0 3.0 

     

D.4 Public Debt as a Ratio of GDP   

Public Debt (% of GDP) 72.1 58.0 189.3 

Country's Global Public Debt Ranking 19.0 34.0 2.0 

    

D.5 Labour Market Characteristics   

Unemployment rate  7.7 7.0 5.1 

 Sources: OECD Factbook 2009; IMF: World Economic Outlook Database, October 2009;
Indexmundi.com; Economist Intelligence Unit; IMF: Principal Global Indicators,
Last Update April 10, 2010

In the wake of the financial crisis 2008-09, increasing attention is
being paid to countries that have high public debt. Thus, Japan, with its
gross public debt in the dangerous zone of 189 per cent of its GDP in
2009, is highly exposed to the after-effects of the financial crisis. India
has a public debt burden of 78 percent of GDP and Germany’s gross
public debt is 68 percent.
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Table 1.2: External Sector Indicators at a Glance (2009)

  GERMANY INDIA JAPAN 

E.1 Export and Import Characteristics    

Volume of Merchandise Exports 
(US$ 000 mil) 

1,116,770 162,621 580,845 

Volume of Merchandise Imports 
(US$ 000 mil) 

928,124 249,585 550,553 

Export of Services (US$ 000mil) 231,262 91,108 128,106 

Import of Services (US$ 000 mil) 254,524 74,387 148,718 

Total Exports ( % of GDP) 40.8 20.6 12.5 

Total Imports (% of GDP) 35.9 25.3 12.2 

     

E.2 Foreign Direct Investment 
Characteristics 

   

FDI Stocks, Inward (US$ 000 mil)  701,643 163,959 200,141 

FDI Stocks , outward ( US$ 000 mil) 1,378,480 77,207 74,930 

FDI Stocks, Inward (% of GDP) 21.0 12.9 3.9 

FDI Stocks, outward (% OF GDP) 41.2 6.1 14.6 

     

E.3 International Reserves 
Characteristics 

   

Total Reserve Assets ( US$ 000 mil) 180,854 283,470 1,049,397 

Out of Which (other Foreign Currency 
Assets)( US$ 000mil) 

6,355.9 250.0 16,742.0 

     

E.4 Debt Position Characteristics    

External Debt( % of GDP) 146.5 16.5 40.2 

Short Term External Debt ( % of GDP) 47.3 3.0 26.3 

     

E.5 Interest rate Characteristics    

Short-term Interest Rate (% P.A) 1.75 6.0 0.3 

Long-term Interest Rate (% P.A)  3.2 - 1.3 

Government Bond Yield (% P.A) 3.2 - 1.3 

Money Market Rate (% P.A) 0.3 4.3 0.1 

 Source: IMF International Financial Statistics, 2010; UNCTAD, World Investment Report,
2010
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1.2.2 Exposure to the External sector

In the external sector, both Germany and Japan owe their post-war
economic growth to a strong focus on export-oriented policies.

Though a closed economy until 1991, India has increased its export
market continually since then; its exports (primarily in the area of services
and traditional products) today accounts for 20 per cent of total GDP.
India’s changing policies towards importing required technologies and
the high demand for foreign knowhow has contributed significantly to
India having a continuous trade deficit in the recent past.

As compared to Japan, Germany was a not a very attractive location
for inward foreign direct investment (FDI). This is attributed mostly to
high labour costs in Germany. However, both Germany and Japan have
been very active in making FDI in major world markets. Though India is
a late starter in opening its economy to outsiders, today it is one of the
most attractive locations for inward FDI in the world. Even in terms of
outward FDI, Indian multinationals have been very active in brown-field
investment recently.

In terms of the external financial position of the three countries,
Germany and Japan are net capital exporting (and, therefore, by definition
creditor) countries. In the case of Germany, its external assets comprise
equally of foreign portfolio investments (FPI) and external loans, with
FDI playing a relatively minor role. By contrast, Japan has most of its
external assets spread amongst FPI, external loans and FDI. India is still
a debtor country and has its net external liabilities spread equally across
FDI, FPI, external loans and other liabilities. It is interesting to note that
India, through its policy of intervening in the foreign exchange market
to stabilise the value of its currency, has accumulated a huge amount of
foreign exchange reserves. This accumulation of foreign exchange
reserves offers India a buffer against various external shocks.

1.3 Summary and Conclusions

The German and the Japanese economies have many similarities and, at
the same time, have some differences in their economic organisation.
The relationships of German and Japanese firms with their respective
economic organisation have earned them the label of organised market
economies. At a subtle level, however, the German economic system
appears more formal and institutionalised than the Japanese system.
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The role of the state in these economies has been to support the
complementarities in the system. The Indian economic system appears
to be closer to the organised market economies than to liberal market
economies. The strong role of the state in the economic cobweb creates
the impression that the Indian system is a hybrid system, in which the
state is the owner of many firms in industry and influences the functioning
of the economy through a powerful regulatory framework. Whether the
Indian economic system has the durabi l ity to sustain the
complementarities is an open question.

The domestic macroeconomic set up of the German and Japanese
economies has contributed to their economic success and prosperity in
the post-war period. But their dependence on foreign trade has increased
their exposure to the world economy. Their need to invest their current
account surpluses in international assets also increased their integration
with global financial markets. India’s strong domestic demand has been
a powerful pillar of its recent economic growth. Though India has also
increased its foreign trade and investment activities with the rest of the
world, India continues to be a debtor nation. The difficulties experienced
by Indian companies in obtaining debt funds during crisis times also
highlighted the dangers to which the Indian economy is exposed. However,
the control mechanisms in the Indian economic system still provide the
necessary buffer for various risks.

In the following chapters, we have attempted to analyse the impact
of the global financial crisis 2008-09 on the financial and real economies
of Germany, India and Japan. We try to reflect upon the macroeconomic
position of each country with various risks that emerged during the recent
global crisis. After that, we review the effectiveness of various policy
responses initiated by each country.

NOTES

1. National economies are characterised by distinct institutional
configurations that generate a particular systemic “logic” of
economic action (Albert 1993; Kitschelt et al. 1999; Porter 1996
and Vogel 2003)

2. Known an “Hausbanken” in Germany and “Main Banks” in Japan.

3. Soskice (1999), p.106

4. Called Zaibatsu
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5. For more details on the firm centred typology of Indian and Chinese
economic systems, see Saez and Chang (September 2009).

6. India’s GDP in terms of purchasing power parity, stood at $3,548
billion in 2009 making it the fourth largest economy.

7. Even in terms of the disposable income per capita, India ranks
very low.
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2

Impact of the Global Financial Crisis 2008-09

The global financial crisis 2008-09 has affected developed and developing
countries differently. The crisis originated in the US and snowballed into
other developed countries as they are highly integrated primarily through
the financial market channel. On the other hand, the crisis spread into
the developing countries mainly through the export channel. This chapter
attempts to take stock of the impact of the 2008-09 crisis on Germany,
Japan and India in the backdrop of their level of financial integration.

We explore three important channels of crisis transmission, namely,
the trade channel, the short- term money market channel and the stock
market channel. First, in the wake of the crisis, export demand dried up
leading to a sharp fall in international exports. A subsequent slump in
business confidence transmitted distress through short term money
market and stock market. This chapter explores how Germany, India
and Japan were impacted by the global crisis 2008-09 and what kind of
exposure they had to the crisis.

2.1 The German Experience

2.1.1 Introduction

Germany was one of the worst affected by the financial crisis 2008. As it
is one of the leading global exporters, it was no surprise that the crisis
was transmitted mainly through the foreign trade channel. This paper
provides an insight into the impact of the crisis on the German financial
sector and the real economy. Following the early shocks in the financial
sector, the real economy, which had been growing robustly until the
collapse of Lehman Brothers, took a downturn in September 2008. By
the last quarter of 2008, the entire economy was affected. The downturn
continued until the second quarter of 2009. The annualised average
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decline in GDP of 5 per cent was sharper than at any time in the history
of the country.

2.1.2 Impact analysis

2.1.2.1 Business Climate

Fig. 2.1: IFO Business Climate Index

Source: IFO Economic Data

The Munich-based IFO Institute’s business climate index declined to
its lowest level in more than five years in October 2008 as the financial
crisis dimmed the outlook for global economic growth. Thereafter, the
index reached a 26-year low of 82.2 in March 2009. However, the index
jumped more than forecast to 98.1 points in March 2010 from 95.2 in
February 2010. The March rise took the index back to levels last reached
before the 2008 collapse of Lehman Brothers pushed the world economy
into its deepest recession in more than six decades.

2.1.2.2 Real Economy

The severe slump in the economy hit German export activity hard. Since
the mid-1990s, Germany’s growth has been driven by exports. But since
September 2008, a sharp drop in business confidence, a steep decline in
foreign orders and the deceleration in world trade (especially in the US
economy) led to a very sharp decline in exports. Many German companies
in the machine building and engineering sectors are the undisputed world
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Fig. 2.2: Export of goods – Current Prices – Unadjusted – € bn

Source: Bundesbank Statistics

market leaders in their respective industries. Thus, it was believed that if
sales to US and other European countries declined, they could offset the
shortfalls by increasing sales to emerging economies like China and India.
But the crisis was not just a sales volume crisis but also a financing crisis;
customers interested in buying goods lacked sufficient funds because banks
curtailed lending. Further, there was a crisis of confidence in which even
those who could buy goods were no longer interested in doing so.

Trade with non-euro area countries was affected even more severely
than trade with euro-area countries. Exports to the new EU member
states and to the UK, US, South-East Asia and Japan experienced a
sharp decline. Moreover, there was a steep fall in demand from Russia,
whose spending ability declined owing to a sharp fall in energy prices.

Although all major sectors suffered a decline in export activity, the
chemical and capital goods industries (which have a major share in
German exports) were particularly hard hit. Further, there was a slump
in exports in the automobile sector too. However, automobile sector
exports improved in the second quarter of 2009 with a rise in the export
of motor vehicles that followed the introduction of car scrappage schemes
in other industrial nations.
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Fig. 2.3: Import of goods – Current Prices – € bn

Source: Bundesbank Statistics

Imports declined considerably in the last quarter of 2008 and the
first quarter of 2009 mainly due to a slump in domestic output, close
international production ties, depletion of inventories and the weak
propensity to invest in the country. Decline in imports could be also be
attributed to the drop in the export of auto components from Korea and
Taiwan during the crisis, which affected the automobile manufacturing
and hence, Germany’s automobile imports. However, car imports showed
a marked increase with the introduction of an economic stimulus
programme called “Umweltprämie” (environmental premium) on
January 13, 2009. Following the recovery in economic activity in Germany,
imports of intermediate goods went up again in the second half of 2009.
According to the German central bank, real imports declined by 8.9 per
cent in 2009.

Despite the decline in industrial employment and the slowdown in
overall economic output, there was hardly any rise in unemployment
rate. This could be attributed to flexibility at the company level – reduced
working hours/elimination of overtime, earlier labour market reforms
and the greater use of government-assisted, short-time working
arrangements, which allowed firms to reduce labour input without layoffs.
At the same time, the increase in unemployment was moderate but
certainly higher than the decline in employment. This was primarily
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because newly created jobs in the social services sector were taken up
by women who were previously neither in employment nor unemployed.
This is corroborated by the fact that unemployment rate among men
rose to 8.4 per cent, while for women, it fell by 0.3 percentage points to
7.9 per cent in 2009. Moreover, the newly created jobs were mostly
part-time. According to the estimates of the Institute for Employment
Research (IAB), the ratio of part-time work to full time employment
increased from 33.8 per cent to 34.5 per cent.

According to the OECD Economic Outlook for Germany, 2009,
unemployment is projected to increase during 2010 but total employment
loss will be mild when compared to that which took place at the depth of
the recession.

2.1.3 Germany’s International Investment Position post Lehman

As a result of the global financial crisis, Germany’s extensive external
trade links showed a decline in 2008. Germany’s external assets declined
by just under 1 per cent to €4,952 billion and its external liabilities
declined by 1.5 per cent to €4,285 billion in 2008. Therefore, net external
assets at the end of 2008 amounted to €668 billion, or approximately 27
per cent of GDP (as against €634 billion in 2007). The higher decline in
liabilities was caused by declining prices on the German equity market.

According to a Bundesbank press release (28th September 2009),
the cross-border asset position of the monetary financial institutions
(MFIs), excluding the central bank, went up in net terms by €72 billion
to €494 billion in 2008. This could be attributed to decrease in the
liabilities of the German banking system vis-à-vis non-residents due to
a decline in loans arising from financial relationships.

In 2008, the external liabilities of general government rose by €107
billion to €847 billion, mainly due to purchases of Federal bonds by
foreign investors (about €30 billion) and share price gains on these
bonds held by foreign investors (about €70 billion). This reflects the
trust of the investors on these bonds which are considered more secure
in times of crisis.

At the end of 2008, external assets of German enterprises and
individuals stood at €2,233 billion, registering a decrease of €93 billion
(4 per cent) and external liabilities for the same stood at €1,454 billion,
registering a decrease of €126 billion (8 per cent). This was because
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German enterprises increased their direct investments and credit claims
vis-à-vis foreign enterprises and their deposits with foreign banks while
simultaneously reducing their portfolio investments abroad due to share
price losses on the international equity and bond markets. Overall, the
German enterprises and individuals sector was, as in previous years,
the largest German net creditor to non-residents at the end of 2008,
with net external assets amounting to €779 billion (compared with €746
billion at the end of 2007).

For the first three quarters of 2009, Germany saw an increase of
€141 billion in its net foreign assets, which corresponded to its current
account surplus. This stood at €119 billion in 2009 as against €167
billion in 2008. Increase in net foreign assets could also be traced to
rising prices in the international equity and bond markets. (Source:
Bundesbank).

2.1.4 Capital Flows

Fig. 2.5: Foreign Investments in Germany/Portfolio Investment (Euro Million)

Source: Bundesbank Statistics

The chart above shows a decline in portfolio investment in Germany,
which started in the beginning of 2008 and worsened after the fall of
Lehman brothers. Total portfolio investment fell from €16,256.29 million
in August 2008 to negative €1,929.51 million in September 2008 and
this trend continued until the second quarter of 2009, when the German
economy recovered and money started flowing again.
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2.1.5 Foreign Exchange Market

1 Euro = …currency units, log scale

Fig. 2.6: Euro reference exchange rates of major currencies

Source: Bundesbank Annual Report 2009



Impact of the Global Financial Crisis 2008-09

21

A striking feature of the financial crisis had been the sharp appreciation
of the US dollar against virtually all currencies globally. The euro dropped
significantly in the latter part of 2008 against the US Dollar and the
Japanese Yen. Currency traders borrow in a low-rate currency and lend
in a higher rate one. By doing so, they push the value of the former
down against the latter. However, this requires that borrowing is relatively
easy and that exchange rate risks (or risk aversion) are low.

During the crisis, there appears to have been a change in risk-taking
behaviour. It was observed that currencies that carried higher interest
rates depreciated sharply while low yielding currencies – the dollar and
the yen – appreciated sharply. The significant appreciation in the dollar
and the yen after the Lehman Brothers’ bankruptcy thus seems to have
been a direct consequence of a sharp rise in risk aversion. The move of
the euro also fits into this global picture.

2.1.6 Exposure

2.1.6 a) Short-term Money Market

Fig. 2.7: Three month inter-bank spreads

Source: ECB
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The chart above shows the spread between the three-month bank
borrowing costs and the three-month overnight index swap in the euro
area and in the US. It shows that the Euribor-OIS spread was fairly
stable till August 2007, at around three to five basis points, implying
smooth flow of liquidity between borrowers and lenders and a low
probability of default of a money market loan. After August, the spread
rose and remained wide for one year before jumping to unprecedented
levels after the Lehman collapse.

Fig. 2.8: Money market rates/One month funds/Monthly average (% p.a.)

Source: Bundesbank Real-time Data

While examining the credit market developments in Germany, we
see that when the crisis was at its peak, money markets froze and spreads
increased with money market rates reaching the highest level of
4.88 per cent in October 2008. Commercial bank lending rates also rose
to a high level. But as a result of the stimulus package announced by
German government in October 2008, liquidity levels rose, leading to a
fall in commercial bank lending rate to around 1.8 per cent (May 2009).
As can be seen in the chart above, money market rates also fell to 0.38
per cent in February 2010. This implies a considerable easing of credit
constraints in the economy that arose because of the credit freeze during
the early stages of the crisis.



Impact of the Global Financial Crisis 2008-09

23

2.1.6 b) Bank Exposure

Fig. 2.9: Changes in Balance Sheet Structure of Banks
(Sample of 14 German banks)

Source: Bundesbank Financial Stability Review 2009

When the financial turmoil began in mid-2007, major German banks
saw their combined balance sheet total fall by roughly 5 per cent to €5
trillion. Up until the Lehman episode, the balance sheet total was still
rising but since October 2008, it has seen a marked fall of 17 per cent.
In order to reduce counterparty risks, German banks reduced their
exposure to foreign banks by 32 per cent between September 2008 and
the end of the first half of 2009, leading to balance sheet contraction.
Efforts to reduce interbank counterparty risk by scaling back interbank
transactions and equity positions also had a similar result.

Since Germany is a major lender to central and east European
economies, they were hard hit by the financial crisis. According to the
Bundesbank, the exposure to east European countries in 2009 declined
by 10 per cent compared with September 2008. In August 2009, German
banks’ total exposure to Poland, Russia and Hungary amounted to €129
billion, or 5.3 per cent of the total exposure of all banks. German banks
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2.1.6 c) German Direct Investment Abroad

Table 2.1: German Direct Investment Abroad - € mn

Country 2006 2007 2008 

Russia 3066 6844 3567 

Latvia 0 2 4 

Lithuania 1 -3 -2 

Poland 44 -87 176 

Romania -19 18 0 

Slovakia -399 -63 -48 

Slovenia -14 -2 -13 

Serbia (incl Kosovo) -3 -2 10 

Ukraine -32 31 -3 

 (-) stands for disinvestment

Source: Bundesbank Financial Stability Review 2009

Table 2.2: German Banks’ Exposure to selected countries - € mn

Country Sep-08 Aug-09 

Poland 37200 38200 

Russian Federation 34500 23300 

Hungary 24500 22800 

 Source: Bundesbank Financial Stability Review 2009

reduced their exposure, especially to the Russian Federation, by a
substantial amount of more than €11 billion (over 32 per cent) since the
Lehman insolvency.

2.1.7 Summary and Conclusions

Germany, like other advanced economies, was engulfed by the wave of
financial crisis 2008. As pointed out earlier, the main transmission
mechanism was foreign trade via a huge fall in the level of exports. Given
the significant import related component of German exports, there was a
substantial fall in the former too. Moreover, both external assets and
external liabilities plummeted. While the fall in external assets was related
more to declining foreign bond and equity prices, the fall in external
liabilities followed as German equity prices plummeted in the wake of the
crisis. However, Germany, as in the usual course, remained a net creditor.
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The uptick followed from Q2 2009 onwards causing a surge in imports.
Though there has been an improvement in the trade sector following the
pick-up, credit expansion is likely to remain subdued given the continuing
write-downs by the banking sector. Further, as mentioned in the text,
the dip in employment was inconsequential and this can be attributed to
the industry level flexibility as regards the work-hours and short-term
subsidisation of work by the government. However, there might be an
increase in the level of unemployment once the lure of the short-term
scheme fades. The problem may be exacerbated further if private demand
fails to pick up.

Despite the uptick from Q2 2009, there might be an overall downside
risk to economy’s growth. Exports might not bounce back to pre-crisis
levels if the recovery in the US remains muted. More importantly, domestic
demand will be hampered if the credit growth does not keep pace with
recovery and if unemployment rises due to factors pointed out above.

2.2 The Indian Experience

2.2.1 Introduction

Before the economic reforms of 1991, India resisted integration with the
world economy through a complex web of controls on capital account
transactions. However, with significant changes in its foreign trade and
investment policy as part of the reform process, restrictions on various
components of the capital account have been relaxed. Because of these
liberalisation measures, Indian companies’ access to funds improved
significantly. They raised funds in the form of equity and debt, which
contributed to their growth and expansion. But the contagion of the
recent crisis brought to light the negative aspects of the integration.
Several macroeconomic variables were adversely affected during the
current financial crisis. The Government of India and Reserve Bank of
India (RBI) used various policy measures to mitigate the effects of the
crisis. This paper analyses India’s experience during the current global
crisis from a capital account prospective.

2.2.2 Impact of the Crisis

The experience during the recent financial crisis shows that with the
increased openness of the Indian economy, the ‘decoupling theory’ does
not hold anymore. The global crisis spilled over in India through financial
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as well as real channels. Because of the negligible exposure of Indian
banks to distressed assets, India was not directly affected by the financial
crisis but the indirect effects through trade and capital flows were severe.
After a record inflow of capital, a sudden reversal in trends affected the
Indian economy through various channels. The stock market, which
depended heavily on Foreign Institutional Investment (FII) crashed.
Indian companies found it difficult to raise money in the international
market, the Indian rupee depreciated by 23 percent in just 11 months
and, to contain the deprecation of rupee, RBI released dollars into the
market, leading to a reduction in its foreign exchange reserves. The
recession in the world economy also hampered the growth of exports. A
detailed analysis of the effects of the crisis on the Indian economy is
given below.

2.2.2.1 Drop in Foreign Institutional Investment

Data compiled by the Securities and Exchange Board of India (SEBI)
shows that, after receiving record investments of $45.071  billion from
FIIs between 2004 and 2007, the Indian economy witnessed a reversal
in FII equity flows in 2008 with an outflow of $12.03 billion, which was
primarily a consequence of the global financial crisis. Global investors,
hit by the financial sector meltdown, started selling their holdings in
Indian companies in order to ease liquidity conditions, both because of
the huge losses in their home markets and to look for safer investments
in an uncertain environment.

As shown in Figure 2.10, September and October 2008 was the worst
phase of the global financial crisis, when the investment banking giant
Lehman Brothers filed for bankruptcy, Merrill Lynch was bought over by
Bank of America in a distress sale and government support was provided
to American International Group, Inc. (AIG) to prevent its collapse. During
this period, the outflow of capital was $4.96 billion, which was the largest
for any two consecutive months. After the Bankruptcy of Lehman Brothers
on September 15, 2008, only five trading days saw a positive inflow
until October 31 2008. In this period alone, capital outflow was $ 4.31
billion.

The outflow of capital continued in the month of November of 2008,
although at a slower pace. In the month of December 2009, a mini
recovery was noticed with a net inflow $357.6 million. However, this
process was halted by the Satyam episode, which started another phase
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Fig. 2.10: Foreign institutional Investment (equity) in India

Source: Securities and Exchange Board of India

of capital outflows because of FII’s concerns regarding accounting
practices in Indian companies. In ten trading days following the Satyam
chief’s confession about irregularities in the financial statement of his
company, net outflows by FIIs went up to $959.6 million. In the first half
of February 2009, the net inflow was positive at $93.1 million. However,
after the presentation of the 2009-10 interim budget on February 16,
2009, there was a huge outflow of $559.7 million over the month’s second
half. This was mainly because of the sharp rise in the fiscal deficit, which
surged to around to 5.6 per cent of GDP in 2008-09 from 2.6 per cent in
2007-08 and disappointment over missing policy measures to stimulate
growth.

2.2.2.2 Reaction of India’s Stock Exchange

Being a dominant player in the free float portion of listed companies,
the trading behaviour of FIIs was bound to impact the Indian share
market. The cumulative investment of $67.12 billion until December
2007 by FIIs in the equity market played a crucial role in the astonishing
rise (from 3000 in 2003 to 21000 in 2007) of the Bombay Stock Exchange
Index (called Sensex). However, when the crisis hit the US market, FIIs
started divesting their shareholding in order to ease their liquidity
problems. The reversal in FII inflows led to a steep fall in the BSE index
in 2008.
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Table 2.3 clearly shows that beginning from January 8, 2008 (in just
26 trading days), the BSE dropped by 23.43 per cent (from 20873 on
January 8, 2008, to 16608 on February 12, 2008) because of huge
withdrawals by FIIs. The biggest single-day fall of 1408 pts was recorded
in this period. Between March 2008 and August 2008, the Sensex
fluctuated around 15000 points.

Table 2.3: Fall in BSE Sensex
(In percent)

  FII 
Withdrawal 

Lehman 
Bankruptcy 

Satyam 
Episode 

Interim 
Budget 

Percentage 
Change in 
BSE Index 

20.43 43.46 16.1 15.3 

January 8, 
2008 to 

February 12, 
2008 

September 2, 
2008 to October 

27, 2008 

January 6, 
2009 to 

January 23, 
2009 

February13, 
2009 to March 

9, 2009 

Time Period 

(26 Trading 
days) 

(37 Trading 
days) 

(13 Trading 
days) 

(16 Trading 
days) 

 Source: Reserve Bank of India (RBI)

Evidently (see figure 2.11) the real shock to the stock market came
around the bankruptcy of Lehman Brothers, which not only led to massive
selling by FIIs in the equity market but also created panic among domestic
investors. From September 2, 2008 to October 27, 2008, (37 trading
days) the Sensex dropped by 43.46 per cent.

An important feature of the stock market crash during the crisis was
increased synchronisation of the Indian and US share markets. The
figure (2.11) shows the BSE index on the primary axis and DOWJONES
industrial average on the secondary axis. It is evident from the figure
that movement in BSE and DOWJONES Industrial Average was in the
same direction.

2.2.2.3 Drop in External Commercial Borrowings

Financial sector reforms since 1991 resulted in the downfall of
developmental financial institutions (DFIs) on the one hand and massive
borrowings by the Indian corporate sector in the form of external
commercial borrowings (ECBs) on the other. Developmental finance
institutions like the Industrial Finance Corporation of India (IFCI), the
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Fig. 2.11: Sensex

Source: Reserve Bank of India (RBI)

Industrial Development Bank of India (IDBI), the Industrial Credit and
Investment Corporation of India (ICICI) and state finance corporations
(SFCs) were established to help industrialisation by providing loans at
subsidised rates to industries characterized by long gestation periods.
But interest rate deregulation following financial sector reform increased
competition from banks and the lack of concessional credit rendered the
business model of DFIs unsustainable.2  Based on the recommendations
of various expert groups, ICICI and IDBI were transformed into banks,
which limited the corporate sector’s access to subsidised loans. However,
successive liberalisation of ECB policy opened up an alternate avenue for
low cost financing. As a result, the corporate sector borrowed heavily
from global institutions, which were willing to take risks and provide funds
at lower cost. Between 2003-04 and 2007-08, the net medium-term and
long-term commercial borrowings by Indian Companies totalled $41 billion.

However, two fallouts of the financial crisis led to a considerable fall in
ECBs from $22.7 billion in 2007-08 to $6.93 billion in 2008-09
(Figure 2.12). First, the recession that followed the financial crisis reduced
the demand for goods and services, leading companies to defer
theirinvestment plans. Second, faced with liquidity problems after the
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Figure 2.12: External Commercial Borrowings by India

Source: Reserve Bank of India (RBI)

collapse of Lehman Brothers, the financial sector was reluctant to lend
and lending rates touched record highs. In fact, in many cases, the
lending rates were above the limit prescribed by the Reserve Bank of
India (RBI). Concerned about the falling ECBs, the RBI liberalised its
policies by expanding the list of eligible borrowers, easing all-in-cost
ceilings and relaxing in end-use-stipulations.

Despite these policy measures, borrowings dropped rapidly. In the
four quarters (from the third quarter of 2008-09 to the second quarter
of 2009-10) following the collapse of Lehman Brothers, commercial
borrowings were only $5.3billion which was less than 33 per cent of the
money borrowed between the second quarter of 2007-08 and the first
quarter of 2008-09.

2.2.2.4 Exchange Rate Appreciation and Decline in Foreign Exchange
Reserve

Since the opening up of the financial sector that ensured greater integration
with the world economy, India has been grappling with the problem of
foreign exchange management. The problem that policy makers have
been facing is that movements in exchange rate is influenced more by
capital inflows or outflows than by fundamentals in the real sector.

The financial crisis and subsequent reversal in capital flows led to a
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substantial, downward pressure on the rupee. Figure 2.13, which has
the timeline on the X-axis and rupee per dollar on the y-axis, shows a
sharp depreciation of the rupee between March 2008 and March 2009.
In this period, the exchange rate of the dollar in terms of rupees increased
from Rs.40 to Rs.52, a depreciation of 23 per cent. However, the impact
of the falling rupee may not have been as severe on the economy as the
magnitude of the fall suggests because of the appreciation of the dollar
vis-a-vis other currencies in same period.

The panic in the financial market during the crisis resulted in increased
risk aversion among people world over. Nervous investors fled from stocks,
corporate bonds and real estate to low-yielding US government securities,
which were considered to be the safest investments. This led to increased
demand for the dollar, resulting in its appreciation.

If we plot the rupee exchange rate with euro and pound sterling on
the y-axis (right axis) in the same graph (Figure 2.13), it shows that in
the initial stage, the reversal in capital flows was a dominant factor in
the rupee’s depreciation against all currencies. However, after the
bankruptcy of Lehman Brothers, flight to safety was the primary reason
for the depreciation of the rupee, because the rupee-euro and rupee-
pound sterling exchange rates are moving in a direction opposite to that
of the rupee-dollar exchange rate.

Fig. 2.13: Exchange Rate (Rupees per Dollar, Pound Sterling and Euro)

Source: Reserve Bank of India (RBI)
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Despite the fact that dollar appreciation vis-à-vis other currencies
was partially responsible for the falling rupee, it was a major cause of
concern for policy makers in India. The RBI tried to contain the
depreciation by selling dollars in the open market, reducing in the process
its foreign exchange reserve from a historical high of $315 billion in May
2008 to $245 billion in November 2008 (see Figure 2.14).

(US $ billion)

Fig. 2.14: Foreign Exchange Reserves

Source: Reserve Bank of India (RBI)

However, the RBI’s selling of dollars was not the only reason for the
reduction in reserves; the valuation effect was equally important factor.
Foreign currency assets, which are a major component of total foreign
exchange reserves, consist of dollars and non-US currencies (such as
euro, sterling, yen). Given the fact that the dollar was appreciating
vis-à-vis other reserve currencies, their value in terms of the dollar
declined.

Data on the sale and purchase of the US dollar (see Table 2.4) shows
that, between May 2008 and November 2008, the RBI purchased only
$17.76 billion while it sold $53.5 billion, which implied a net outflow of
$35.8 billion from foreign exchange reserves. However, foreign currency
assets declined by $65.9 billion during the same period, indicating a
valuation effect of around $30 billion.
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Table 2.4: Foreign Exchange Reserve
(US $ million)

Change in Foreign Exchange Reserve between May-08 and November-08 

Foreign 
Currency 

Assets 

Gold SDRs Reserve 
Tranche 
Position 
in IMF 

Total   
  

-65,907 -1,341 -8 328 -66,928 

Sale/Purchase of US Dollars by The Reserve Bank of India 
between May-08 and November-08 

   
Foreign Currency 

  

  Purchase (+) Sale (–) Net (+/–) 

Total 17755 53497 -35742 

 Source: Reserve Bank of India (RBI)

2.2.2.5 Export Growth

India’s export registered a more than 20 per cent growth for six
consecutive years since 2002-03. However, the financial crisis and
subsequent recession in the world economy led to a fall in export growth
to 3.4 per cent in 2008-09. Figure (2.15) shows that until the second
quarter of 2008-09, merchandise export growth was positive: since then
it has been consistently posting a negative growth rate. Similarly, service
exports turned negative in the third quarter of 2008-09.

(In percent)

Fig. 2.15: Year on year aggregate exports growth

Source: Reserve Bank of India (RBI)
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Major commodities that experienced negative growth in the first
quarter of 2009-10 include iron ore (45 per cent), gems and jewellery
(45.2 per cent), iron and steel (65.7 per cent), machinery and instruments
(30.1 per cent) basic chemicals, pharmaceuticals and cosmetics
(21.1 per cent) and petroleum products (46.5 per cent). A region wise
analysis of export performance shows that export growth with major
trading partners declined during the crisis. In the period 2007-08 to
2008-09, the rate of export growth to the US declined from 9.9 per cent
to 1.37 per cent, to the European Union from 27.7 to 11.4 per cent and
to Asia (excluding the Middle East) from 36.4 to 0.64 per cent.

2.2.3 Extent of Exposure

This section takes a look at those areas that may be considered sensitive
and which make the Indian economy vulnerable to changes in
international financial markets.

2.2.3.1 India’s Dependence on External Debt:

External debt, which indicates the contractual liability of residents to
non-residents, plays a key role in the economic transformation of capital-
scarce developing countries. However, it has also been the main source
of crisis; short-term external debts, denominated in foreign currency, in
particular, have been an important factor triggering many emerging
market financial crises in the past.

Because of its cautious approach in allowing accumulation of foreign
currency denominated external debt, India sailed through the crisis, but
the size of its total outstanding external debt, which touched $242.8
billion in September 2009 from $138 billion in 2006, makes it susceptible
to crises that originate elsewhere. The growth in external commercial
borrowings (ECBs) from $26.4 billion in 2006 to $ 66.8 billion in 2009
has been the main reason for the huge increase in external debt.
Consequently, commercial borrowings have become a major constituent
of India’s external debt with a share of 27.8 per cent in total external
debt; non-resident Indian (NRI) deposits (18.9 per cent), short-term
debt (17.5 per cent) and multilateral debt (17.4 per cent) are the other
major components of external debt (see Table 2.5). US dollar-
denominated debts dominate the currency composition with 56.5 per
cent, followed by Indian rupee debt (15.1 per cent) Japanese yen
(13.4 per cent) and Special Drawing Rights (SDRs) (9.2 per cent).3
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Table 2.5: India´s External Debt

(in $ Billions)

  March-
06 

March-
07 

March-
08 

March-
09 

Sept-
09 

ECB 26.6 41.44 62.31 62.42 66.79 

NRI Deposits 36.28 41.24 43.67 41.55 45.97 

Trade Credit 5.42 7.17 10.36 14.57 15.37 

Total long- term 118.59 144.23 178.68 181.23 200.45 

Total short-term 19.54 28.13 45.74 43.36 42.38 

Total 138.13 172.36 224.41 224.59 242.82 

Total debt/GDP 17.07 18.86 19.1 19.38 n/a 

Short term debt/Total debt 14.15 16.32 20.38 19.31 17.45 

Short term debt/Reserves 12.89 14.12 14.77 17.21 15.07 

Reserves/Total debt 109.77 115.56 138.01 112.2 115.84 

Debt service ratio 10.1 4.7 4.8 4.4 4.9 

 Source: Reserve Bank of India (RBI)

The high absolute amount of debt shows an area of concern for policy
makers in India; however, if we analyse debt ratios, the situation looks
comfortable. India’s debt service ratio, defined as the total repayment
of principal and interest as a ratio of current receipts (excluding official
transfers), has improved progressively. It has declined from 35.3 per cent
in 1991 to 4.9 per cent in 2009 because of a moderation in debt service
payments and growth in external receipts. Among the twenty most
indebted countries, India’s debt service ratio was the third lowest in
2007.4

With foreign exchange reserves of $279 billion at the end of year
2009-10, India is quite comfortable in dealing with trade shocks or a
sudden reversal of capital inflows. The Guidotti-Greenspan rule states
that sufficient reserve should be maintained to meet short-term external
debt (one-year or less maturity) and there is consensus that the reserves
should cover about three to four months imports.5  With reserves more
than six times the short-term external debt and an import cover of more
than a year, India is placed comfortably on both fronts. A more stringent
criterion than the coverage of external debt is the coverage of the major
stock of all non-FDI liabilities, on the assumption that all liabilities other
than FDI are relatively liquid and could fly out of a country at short
notice.6  RBI data on India’s investment position (IIP) shows that, in
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December 2009, foreign exchange reserves of $283.5 billion was nearly
adequate to cover the entire stock of non-FDI liabilities of $338.8 billion.

2.2.3.2 Volatile capital flows

An important area of concern for policy makers in India is the rising
share of volatile capital inflows. The experience of the recent financial
crisis highlights the problems associated with this; as shown in the above
section several macroeconomic variables were affected by the reversal
in short-term capital inflows.

(US $ million)

Fig. 2.16: Stable & Non-stable Inflows (net)

Source: Reserve Bank of India (RBI)

Various components of capital flows can be categorised into stable
and non-stable flows depending upon their stability. Stable flows include
FDI, NRI deposits, external assistance, ECBs, rupee debt service and
other capital. Non-stable flows include portfolio investment and short-
term loans. Figure 2.16 shows that between 2004-05 and 2006-07, the
Indian economy received capital inflows amounting to a massive $206.7
billion, of which $117.2 billion was stable and $89.5 billion was unstable.
In the crisis-ridden year of 2008-09, capital inflows amounted to only
$8.68 billion, which was only eight per cent of the $107 billion recorded
in fiscal year 2007-08. A major reason for such low inflows was the
withdrawal of $ 20.5 billion of non-stable flows.

2.2.3.3 Credit rating and cost of borrowings

A low sovereign credit rating is another area of concern for policy makers
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in India. The sovereign credit rating of a country plays an important role
in determining the rate and extent of borrowing. A country’s credit rating
is calculated on the basis of several macroeconomic factors like GDP
growth, inflation, default history, fiscal and external balance, reserve
adequacy, interest rate differential between local and overseas market,
political risk etc. These factors indicate the future ability and willingness
of sovereign governments to service debt obligations on time.7 Although
internationally accepted credit rating agencies like Standard & Poor,
Moody’s and Fitch’s clearly state the variables, their ratings have been
pro-cyclical and unable to anticipate the crisis.

Even if the government of India does not access the cross-border
bond market, its sovereign credit rating becomes an implicit ceiling for
the creditworthiness of Indian corporate houses in India (Bhagwati, 2009).
At the time of the crisis, Standard & Poor downgraded India’s credit
rating from BBB- stable outlook to BBB- a negative outlook similar to
Hungary and Iceland. It immediately raised the cost of borrowings for
Indian companies, leading to considerable reduction in ECBs.
Consequently, several projects that were to be financed with external
funds turned unviable.

A country’s overall creditworthiness is measured on the basis of
quantitative and qualitative variables, which leaves scope for value
judgments and subjectivity in assigning weights. Given the vulnerability
of Indian companies in terms of increased cost of external financing
after the downgrading of India’s sovereign rating, the Indian government
should question the credit rating methodology.

2.2.3.4 International Banking Activities of Commercial Banks in India

The foreign currency borrowings (including inter-bank borrowings and
external commercial borrowings) of Indian banks fell sharply, first around
March 2007 and later, between the period September 2008 and June
2009 (see Figure 2.17 for similar trend denominated in Indian rupees).
Thus, the stock of Indian banks’ foreign currency borrowings was $21
billion at the end of June 2008 but it declined to $13.8 billion at the end
of June 2009.8  This was clear evidence of tighter liquidity in international
banking centres. The increased cost of borrowings made it very difficult
for Indian banks to both rollover their existing credit lines and to obtain
fresh credit. A fall in the sovereign rating of India became an implicit
cap for the credit rating assessment of all commercial banks from India
for the purpose of obtaining liquid resources in foreign currencies.
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(Rs. Crore)

Fig. 2.17: Overseas Foreign Currency Borrowings of Commercial Banks

Source: Commercial Bank Survey (RBI), 2009

A review of the non-debt liabilities of Indian banks reveals that their
non-debt liabilities (not included under external debt statistics of India)
also registered a fall between June 2008 and March 2009. This was
particularly true of bank equity held by non-residents, which declined
from $7.9 billion in June 2008 to $3.7 billion in March 2009. The capital
inflows to Indian banks from American Depository Receipts (ADRs) and
Global Depository Receipts (GDRs) issued by them also dried out and
the volume of such capital inflows was more than halved from $4.6
billion in June 2008 to $2.1 billion in March 2009, though it started
picking up later in the year.9

2.2.4 Summary and Conclusions

The gradual opening of the Indian economy filled the resource gap
between domestic savings and investment; however, it also made
economy vulnerable to shocks originating in other parts of the world.
The global crisis spilled over in India through the financial as well as real
economy channels. Because of the limited exposure of Indian banks to
distressed assets, India was not directly affected by the financial crisis,
but the indirect effects through trade and capital flows were severe.
Although, policymakers have been successful in containing the crisis,
some policy concerns that will have to be addressed still remain.
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2.3 The Japanese Experience

2.3.1 Introduction

Though it is generally presumed that Japan’s major exposure is from
declining exports as global demand slumped, especially in capital and
transport equipment, we in this paper explore how much of Japan’s
slump could be attributed to its financial integration with the rest of the
world. We explore the channels of impact such as the contagion effect
from the international short-term money market, derivatives market
and long-term corporate financing, which affected international
borrowing. The second channel is the stock market, which slumped due
to international deleveraging and the deteriorating outlook for developed
economies.

2.3.2 Impact

2.3.2.1 Real economy

Japanese exports suffered major losses during the last quarter of 2008
and the beginning of 2009 due to the slump in external demand during
the financial crisis. Real exports showed a quarter-on-quarter (qoq) fall
of 10.7 per cent in Q4 of 2008 and a further decline of 28.9 per cent the
following quarter. While the negative impact of the crisis was felt across
Japan’s range of exports, it was most sharply felt in the case of motor
vehicles and related products, which suffered a 50.7 per cent decline
qoq in Q1 2009 after a decline of 11 per cent qoq in Q4 2008. This group
of goods had the second largest share in Japanese exports – 23.8 per
cent in 2008 but by 2009, their share was reduced to 20 per cent and
since then, the second position has been taken up by intermediate goods
with a share of 20.7 per cent in 2009. Intermediate goods were the
most resilient, while other groups such as consumer goods, IT-related
goods and capital goods and parts had a fall in the range of 26 to 27
per cent in the fourth quarter of 2008.

2.3.2.2 Current Account Balance

An analysis of Japanese current account data over the period 2007-09
reveals that the worst period for Japanese trade is over and it is on its
path to recovery. The biggest rise in the monthly deficit occurred in
January 2009 when it touched US$ 9.34 billion. While the country saw a
monthly negative balance earlier in August 2008 as well, this was of a
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smaller magnitude and during a period when exports and imports were
doing relatively well with exports and imports valued at US$61.45 billion
and US$62.74 billion respectively for the month of August. However, in
January 2009, both these numbers had gone down to US$36.31 billion
and US$45.65 billion respectively.

Current account balance as a percentage of GDP started declining
with the outbreak of the financial crisis as indicated by the change in
trend from the third quarter of 2007. However, until the third quarter of
2008, it was because imports as a percentage of GDP were rising at a
faster pace than exports as a percentage of GDP. The rising trend in the
value of imports can be attributed to the rise in oil prices; both exports
and imports, riding on a buoyant global economy, reached their peak in
June 2008. But after this point, both variables declined, with the decline
in exports as a percentage of GDP being faster than the decline in imports
leading to a negative current account balance as a percentage of GDP
over Q3 2008 and Q1 2009. Since then, exports and imports have been
rising with the share of exports in GDP rising at a faster rate than imports.

With the worst of the crisis over, overseas economic conditions have
improved and exports have once again picked up.10  However, consumer
goods exports have been rather sluggish and, in fact, declined by 3.1
per cent in the first quarter of 2010. Motor vehicles and related goods
also showed a decline of 4.7 per cent. The recent recalls by Honda and
Toyota are likely to prevent this segment from getting back on the growth
trajectory in the coming months.11  Overall, real exports in Q1 2010 saw
a growth of 3.6 per cent qoq.

Region specific data on Japanese exports indicates that the sharpest
decline in the demand for Japanese exports has come from the US and
EU. In 2008, US, China and EU were the biggest importers of Japanese
goods with a share of 17.5, 16 and 14.1 per cent respectively. But by
2009, China edged upwards to become Japan’s biggest market with a
share of 18.9 per cent while US’ and EU’s share fell to 16.1 and 12.5 per
cent respectively. Overall, exports to East Asia and newly Industrialised
economies (NIEs) has been increasing, at least partly because many
Asian importers are willing to pay for imports in yens. For Japanese
exporters, this has acted as cushion against the loss of revenue resulting
from the appreciation of the yen against the dollar. While 48 per cent of
Asian exports were paid for in yen, only 14 per cent of US and 29 per
cent of EU export payees did so.
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2.3.2.3 Capital Account of Japan

Japan, a surplus country, has witnessed some deterioration in its international
investment position due to the crisis. Japan, traditionally, has been a net
investor country rather than a recipient country. Though assets and liabilities
data are available only until the end of 2008, they clearly reflect the impact
of the crisis. The figure 2.20 indicates that Japan has become considerably
more integrated with the rest of the world in the last decade, since the sum
of external assets and liabilities as a percentage of GDP shows the extent of
a country’s integration with the rest of the world.

 
Fig. 2.20: External Assets and Liabilities (Scaled to GDP)

Source: BOJ (2010)

An examination of the composition of assets and liabilities of Japan
with the rest of the world i.e. residents’ financial claim on the rest of
world versus the rest of the world’s financial claims on the Japanese,
shows that, in the pre-crisis period, half of Japan’s assets consisted of
portfolio investment abroad. Around 30 per cent was accounted for by
other investments that included debt claims while the rest were accounted
for by foreign direct investment. The liabilities show that Japan received
a relatively low level of FDI vis-à-vis its FDI assets.

In 2008, the composition of Japanese financial claims on the rest of
the world changed dramatically as their portfolio investments declined
because of 30 to 40 per cent fall in stock prices around the world. Similarly,
the rest of the world’s financial claim on Japan has shown a large
reshuffling as international investors have deleveraged their risky asset
position into relatively risk-free investments; i.e., Japan has seen a huge
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Fig. 2.21: Assets and Liabilities 2007

Source: BOJ (2010)

reduction in its portfolio liabilities whereas other investments, including
in government bonds, have risen.

The reshuffling of the international investment position of Japan,
especially in terms of liabilities, that occurred between mid and late
2008 has remained more or less unchanged despite improvements in
late 2009, though there has been a little more emphasis on direct
investments abroad than on portfol io or other investment
opportunities.

2.3.2.4 Investment Flows

Inflows of foreign direct investment (FDI) through non-residents (NR)
into Japan have shown a downward trend through the period 2007-09. In
fact, in the fourth quarter of 2007, it was negative at -$57 million. Also
the volume of FDI inflows from non-residents is much lower than their
portfolio investments – in Q1 2007 it stood at $8145 million and $58194
million respectively, declining to $449 million and $-6428 respectively in
Q4 2009.

A component wise analysis of portfolio investment (NR) shows that
since Q4 2008, there has been a net outflow from bonds and notes.
Overall portfolio investment (NR) flows have also been largely negative
with the exception of Q2 2009. Equity flows through NR has been positive
for the last three quarters and stood at $28,444 million in Q4 2009.
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Fig. 2.22: Assets and Liabilities 2008

Source: BOJ (2010)

 
Figure 2.23: Assets and Liabilities 2009

Source: BOJ (2010)

Looking at net capital flows (which includes both NR and residents),
we can see that, over the period, there has been a net outflow of direct
investments and that it has stayed at relatively low levels. Net portfolio
investments were seen to fluctuate wildly until mid-2008, but this
volatility has diminished since and there have only been a few instances
of net outflows. The balance in the financial account has been climbing
and has been seeing more of net outflows since mid-2008.
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2.3.3 Exposure

2.3.3.1 Short-term money market

In response to the global crisis and the resultant liquidity crisis, most
developed countries have cut policy rates. The policy rates in most of
the developed world were stable for a considerable period preceding
the crisis. However, in Japan, the policy rate, the uncollateralised
overnight call rate, which had been kept low around 0.5 per cent to
fight a prolonged slump, was further reduced to 0.10 per cent in
response to worsening financial and economic conditions after the failure
of Lehman Brothers.

In mid-2008, before the Lehman collapse, the money market in Japan
was more or less stable as the overnight call rate (uncollateralised) was
around 0.5 per cent and the euro-yen interest rate (TIBOR, 3-month)
was stable at around 0.85 per cent. When the global financial climate
deteriorated further, the Japanese money market came under severe
stress, mainly in interbank trading of term instruments as the yen- London
Interbank Offered Rate (LIBOR) relative to overnight indexed swap (OIS)
rates was peaking. This was mainly due to the cautious stance of financial
institutions in funding Japanese banks and firms.

LIBOR is the rate at which banks borrow unsecured short-term funds
from one another in the London money market. It captures the banks’
assessment of liquidity and counterparty risk in interbank transactions.
Overnight indexed swap (OIS) is a fixed interest rate swap with a floating
reference rate (federal fund rate in the US), which serves as a measure
of investor expectations of future federal funds rate. The difference
between LIBOR and OIS, the LIBOR-OIS spread, measures the premium
for liquidity and counterparty risk in interbank transactions that banks’
expect over the expected federal fund rate. LIBOR-OIS spread captures
the illiquidity waves in the market. The LIBOR-OIS spread had risen
gradually in 2008 but shot up after the Lehman debacle, indicating
difficulties in obtaining short-term funding because of uncertainties in
the funding conditions of banks and firms, especially for dollar-
dominated funds. However, the spread gradually narrowed as a result
of effective policy measures to reach the pre-crisis level by January
2010.
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The other important measure of the financial health of an economy
is the yield spread between government bonds and corporate bonds,
which would capture the risk premium for investing in corporate bonds.
The spread for both AAA and BBB-rated corporate bonds were gradually
increasing through 2008 in the US, Europe and Japan. The Lehman
debacle led to a marked increase in the spread for BBB rated bonds.
Although initially the spreads were low for Japan relative to US and
Europe, the spreads had gone up considerably at the peak of the crisis.

Yield spreads between corporate bonds and government bonds in
Japan were narrow for highly rated bonds but high for BBB bonds before
the crisis. As the crisis intensified, yield spreads widened for AA-rated
bonds but the low-rated bonds were sold at a very high premium as
investors have become very selective. By July 2009, the spreads for
highly rated bonds have stopped widening due to policy measures and a
relatively better investment climate as investors started to buy risk assets
that were considered cheap in terms of the risk/return profile. For low-
rated bonds, the spreads were still high. By February 2010, the spreads
had moderated even for low-rated bonds as the investment climate
improved further.

Fig. 2.28: Corporate bond yield spreads in Japan

Source: Monthly Report, BOJ, March 2010

2.3.3.2 CDS Spreads

CDS ‘spread’ or ‘premium’ is the payment liable to the protection buyer
from the seller quoted in basis points per annum of the contract’s notional
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value. As CDS spread can be seen as an insurance premium for protection
received, it serves as a general measure of expected credit events in the
economy as a whole.

CDS premia, in general, were going up in mid-2008 because of
increased uncertainty in counterparties’ financial condition, The premium
for Japanese companies rose much more than their US and European
counterparts, implying a lack of liquidity in the CDS market in Japan.
The spread increased to a record level from mid-2008 to early 2009,
especially for low rated BBB companies. Increased premium for CDS
and increased volatility in the spread made buying CDS protection
unattractive. As the demand for and supply of CDS declined, the bid-ask
spread widened steeply at the end of 2008 and rose to a peak in early
2009. The credit outlook for firms has improved, following the recovery
in the economy and improved export outlook. The availability of easy
credit has improved the CDS premia, which have returned to pre-crisis
levels though low-rated companies have to pay higher premia.

2.3.3.3 Corporate Financing

The liquidity crunch and uncertainty as a resulting from the current
financial crisis has increased the cost of funding for firms. In Japan, as
in the rest of the world, uncertain economic conditions have led to a
sharp decline in demand for commercial papers (CP) and corporate bonds,
reflecting a decrease in investors’ risk appetite. As a result, the year-on-
year growth of the amount of outstanding CP has declined sharply through
late 2008 and 2009. However, because of prompt action by the BOJ,
such as its outright purchases of CP temporarily, and the economic
recovery, albeit slowly, investors’ risk appetite has also gone up resulting
in increased demand for CP.

Corporate bond markets in Japan remained unstable because of
uncertainties regarding the financial condition of the issuing firms that
arose from the decline in corporate earnings and credit ratings, and
decline in investors’ risk appetite. Further, the participation of banks in
the corporate bond market was reduced, as the risk-taking abilities of
banks had gone down due to a sharp fall in share prices. Thus, new
primary issuance had declined while the issuance of low-rated bonds
came to a standstill. As the economy rebounded and the investors
regained confidence, there was an increase in corporate bonds issued
throughout 2009. As a result, credit spreads on corporate bonds narrowed.
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Fig. 2.30: Commercial Papers (amount outstanding)

Source: Monthly Report, BOJ, March 2010

In sum, funding costs for firms have declined as bank lending rates
on new loans, issuance cost of CP and bonds have declined due to record
low policy rates and the availability of liquidity provided by BOJ. The
average contracted interest rates on new loans and discounts (short-
term) have been declining due to an accommodative monetary policy.

2.3.3.4 Stock Market reaction

Stock prices, both Nikkei and Tokyo, were relatively stable in the pre-
crisis period; however, during the crisis, both the indices were moving in
line with US and European stock prices. In mid-2008, stock prices became
more volatile and witnessed a huge slump around the Lehman debacle,
because of uncertainties over the financial health of corporates, lower
expected profits for the subsequent quarters and a sharp deterioration
in the economic outlook as a whole. A further slump was witnessed as
the yen appreciated against major currencies, indicating low expected
profits for exporting firms, particularly manufacturers of transportation
equipment and electric appliances. Deleveraging by international
institutional investors such as hedge funds, because of funding problems
arising out of the liquidity crunch in their respective home markets,
further exerted a downward pressure on stock prices. Both the indices
reached record lows and remained highly volatile, with the Nikkei 225
stock average falling to the 1982 level (BOJ, 2009).
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Fig. 2.31: Index of Stock Prices

Source: BOJ (2010)

Stock prices recovered in early 2009, as there was a hint of optimism
about the green shoots especially in business conditions, corporate profit
expectations, the financial health of the system and the macro economy
as a whole. The yen’s depreciation against the US dollar around this
period also contributed to positive expectations especially in exporting
sectors. A simple plotting of Nikkei stock price index along with dollar-
yen exchange rate shows that stock prices and exchange rate are highly
correlated. However, the trend moderated in the late 2009 when economic
fundamentals did not show much improvement. By the end of 2009,
stock prices turned volatile due to the Dubai shock and an appreciation
of the yen against the dollar.

Due to growing uncertainty around the time of Lehman collapse,
foreign institutional investors such as hedge funds delivered their position
in Japanese stock markets to meet liquidity requirements. In the second
half of 2008 and first half of 2009, institutional investors were net buyers.
However, this was compensated for by the readjustment of portfolios of
domestic banks, insurance companies and individuals, preventing stock
prices from falling significantly. In the second half of 2009, institutional
investors made small net purchases, which increased sharply after early
2010 following a further easing of monetary policy and a depreciation of
the yen against the dollar.
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2.3.3.5 Foreign Exchange Market

In the international foreign exchange market, the dollar was generally
depreciating against most major currencies as it was perceived to be
relatively safe despite being the epicentre of the crisis. The yen has
generally appreciated against the dollar with fluctuations. It depreciated
for a short while in early 2009 as business expectations regained strength
and foreign institutional investors returned to risky assets. In the second
half of 2009, weak recovery in the US followed by the Dubai shock led to
an appreciation of the yen again. However, the downward pressure
exerted by a loose monetary policy and BOJ’s decision to continue the
policy announced in an unscheduled monetary policy meeting in
December 2009 led to some depreciation of the yen against the dollar.

 
Fig. 2.32: Yen against the US$, Euro, and the nominal effective exchange rate

Source: Monthly Report, BOJ, March 2010

2.3.4 Summary and Conclusion

This section is an attempt to gauge the extent of Japan’s global financial
integration and the resultant impact of the recent crisis through various
direct and indirect channels. Given the level of trade and financial integration,
the crisis initially impacted through declining exports, mainly due to a decline
in demand from developed countries. Further, as Japanese economy is fully
integrated to the rest of the world, the crisis spread through financial sector
channels as well. As international confidence declined due to Lehman
Brothers collapse, LIBOR-OIS spread shot up and international short-term
credit had dried up. The high spreads for short-term loans and credit
derivatives, further amplified the impact of the crisis.
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3

Policy Response to Mitigate the Crisis-Impact

A notable feature of the current crisis vis-à-vis past global crises is the
swift and effective global co-ordination in policy response through various
forums such as G-20. Countries around the world have responded with
extraordinary monetary and fiscal policies to mitigate the impact of the
crisis.

This chapter carefully analyses both monetary and fiscal policy
responses in Germany, India and Japan. We discuss the local
macroeconomic environment in detail to gauge a better understanding
of the differences in policy focus in these countries such as Germany’s
lack of monetary freedom, Japan’s overreliance on fiscal policy and India’s
policy mix.

We also explore domestic financial systems and the fiscal health of
these countries. Given the level of international financial exposure, how
well or worse placed these countries are in terms of policy options are
highlighted in this section. Despite a number of green shoots, these
country case studies suggest a ‘wait and watch’ strategy.

3.1 The Case of Germany

3.1.1 Introduction

This chapter serves as a sequel to chapter 2.1, which dealt with the
impact of the financial crisis 2008 on Germany. It highlights the fiscal
and monetary policy response of the German government to the crisis.
In addition, the various financial sector and structural measures
undertaken to arrest the effects of the crisis, along with a framework for
an exit strategy have been discussed in detail.
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3.1.2 Policy response

3.1.2.1 Monetary policy response by the European Central Bank (ECB)

In August 2007, when the short-term, especially overnight money market
rates started surging, the ECB was the first central bank to take swift
action by providing for unlimited central bank liquidity with overnight
maturity at the prevailing policy rate. From August 2007 until early
October 2008, the ECB did not ease its policy rates; it raised them (in
July 2008) by 25 basis points to counter increasing inflationary pressures
and medium-term inflation risks. Between October 2008 and May 2009,
the ECB cut its main refinancing rate by a cumulative 325 basis points,
bringing it to the current level of just one per cent, a level not seen in
the euro area since the Second World War.

After the Lehman collapse, the inter-bank markets literally stopped
working as banks no longer trusted each other. In October 2008,
therefore, the ECB changed the way it sold its loans to the financial
markets and switched to a fixed-price offer without limitations on the
quantity. This guaranteed banks access to as much central bank liquidity
as they needed, as long as they had sufficient, eligible collateral. This
was followed by further expansion of the set of eligible collateral and a
broadening of the maturity spectrum at which the ECB offered
refinancing options.

Thereafter, in May 2009, the ECB initiated a covered bond purchase
programme to bolster the long-term refinancing options of the financial
sector. Covered bonds, known as “Pfandbriefe” in Germany, are long-
term debt securities (low-risk and tightly regulated), issued by banks to
refinance loans to the private and public sectors, especially in the case
of real estate deals. Their markets were strongly affected by the Lehman
episode and the ECB supported these markets to overcome liquidity
problems in an otherwise sound asset class. The introduction of foreign
currency providing operations also formed part of the non-standard
measures adopted by the ECB.

It is clear that during the crisis, the Governing Council of the ECB
took unprecedented action through both standard (interest rate cuts)
and non-standard measures (enhanced credit support). They have
ensured adequate provision of liquidity to the euro area banking system
on favourable conditions.
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3.1.2.2 Financial sector measures

In July 2007, Germany felt the first shock from the subprime mortgage
markets when small and medium enterprise (SME) financier IKB
announced significant risks from commitments to special-purpose vehicles
that had invested significantly in the US real estate market. Some German
banks, particularly Sachsen LB, also encountered problems stemming
from investment in the US real estate market. In response, public and
private banks lent funds totalling €3.5 billion to IKB to bridge short-
term liquidity gaps. Similarly, in August 2007, a savings bank financial
group, Sparkassen-Finanzgruppe, granted a credit line of €17.3 billion
to SachsenLB. In November 2007, a second rescue package was released
through which IKB was granted an additional risk guarantee of €350
million. This was followed by the announcement of a third rescue package,
totalling €1.5 billion, for IKB.

Following the collapse of Lehman Brothers in September 2008, the
liquidity roll-over requirements at mortgage lender, Hypo Real Estate
(HRE), threatened financial stability. Therefore, the German government
and the banking syndicate immediately announced a rescue package of
€35 billion. This took the shape of a comprehensive package in mid-
October, when the government and the banking syndicate extended
liquidity support of €50 billion to HRE. As part of financial sector measures
taken to facilitate financial sector stabilisation, a Financial Market
Stabilisation Fund (Sonderfonds Finanzmarktstabilisierung, SoFFin) was
established in 2008, which injected capital into Commerzbank and HRE.

In April 2009, the Financial Market Stabilisation Amendment Act
(Finanzmarktstabilisierungsergänzungsgesetz) was approved which
introduced the option for public takeover of banks, allowing the October
nationalisation of HRE. In July 2009, the Bad-Bank Act (Gesetz zur
Fortentwicklung der Finanzmarktstabilisierung) was passed allowing
banks to transfer impaired assets to specially created, legal vehicles in
return for SoFFin-guaranteed government bonds and a fee. The scheme
includes additional options supporting bank consolidation, including the
removal of entire business areas from the core bank.

3.1.2.3 Fiscal policy response and other structural measures

A second stimulus package (Konjunkturpaket II) was released in February
2009 with a fiscal cost of about 2 per cent of GDP, distributed across
2009 and 2010. Additionally, the authorities extended the cash-for-
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clunkers scheme (CFC, “Umweltprämie”) to boost car sales and private
consumption.

Moreover, the new fiscal rule (“Schuldenbremse”), anchored in the
constitution in June, now limits the structural deficit of the federal
government to 0.35 per cent of GDP starting in 2016 – to be reached in
roughly equal consolidation steps starting in 2011– and that of the Länder
to balance by 2020, setting clear limits to debt accumulation in the
medium term.

Contribution rates to unemployment and health insurance were brought
down in January and July 2009 respectively. Moreover, labour market
measures taken during the year included measures to enhance the
generosity of the short-time (Kurzarbeit) subsidy scheme, increase subsidy
levels and lengthen the duration of eligibility. In December 2009, the new
government followed up with the Wachstumsbeschleunigungsgesetz, with
tax breaks and transfers of about a quarter per cent of GDP.

The fiscal stimulus announced during 2008 and 2009 amounted to
1.5 per cent of GDP for 2009 and 0.4 per cent of GDP for 2010. The new
government is committed to executing the remaining stimulus in the
pipeline and has added new measures (0.25 per cent of GDP) consisting
of various tax rebates for businesses and higher family benefits for 2010,
bringing the overall stimulus for 2010 up to 0.7 per cent of GDP.

Fiscal stimulus cannot provide insurance against confidence loss
unless it is anchored firmly in a credible medium-term consolidation
strategy aimed at safeguarding fiscal sustainability. Consequently, the
most important and lasting outcome of the stimulus package may well
be the introduction of the new deficit rule to improve long-term fiscal
sustainability. While long discussed, this rule has so far faltered under
political opposition. The authorities are to be commended for using the
stimulus package as an opportunity to push afresh politically for the
introduction of the new deficit rule to improve long-term fiscal
sustainability.

3.1.3 German growth and fiscal outlooks

The fiscal deficit increased considerably in 2009. It reached an estimated
3.3 per cent of GDP, owing to the working of the automatic stabilisers
and the launch of fiscal stimulus packages in late 2008 and early 2009.
The worsening of the fiscal balance will continue this year due to the
introduction of further tax cuts in 2010, with the deficit projected to rise
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to 5.7 per cent of GDP in 2010, which is nearly twice the deficit limit set
by the European Union’s Stability and Growth Pact (SGP). Consequently,
the gross debt ratio is also set to rise from 65 per cent of GDP in 2007 to
77 per cent in 2010.

On June 12, 2009, the German Parliament amended the constitution
to include a new fiscal rule, a mechanism to impose fiscal discipline by
constraining the structural budget deficit to 0.35 per cent of GDP by
2016 for the federal government and requiring balanced structural
budgets for the Länder by 2020. With the new fiscal rule written into the
constitution, Germany is more firmly committed to an exit strategy
from high deficits than many other countries.

OECD’s economic projections for 2010 imply that the federal
government’s structural deficit has to be reduced by around 0.5 per cent
of GDP every year during the transition phase 2011-16. Although phasing
out of some fiscal stimulus measures will help to meet this target,
additional consolidation efforts will still be needed. Going by OECD
projections, the adverse growth effect of consolidation is likely to be
less severe if it is achieved through spending cuts rather than tax hikes.
Therefore, expenditure cuts should be the preferred way to achieve
consolidation.

3.1.4 Exit Strategy

In the G20 meeting at Pittsburgh in 2009, the heads of state of the G20
agreed that the global financial system is still too vulnerable to new
problems to be able to do without government aid. They strongly

Figure 3.1 Real GDP growth and fiscal outlook
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supported continued fiscal stimulus in the 2010 budget in the light of
the still fragile recovery. Nevertheless, surging government indebtedness
calls for a transparent and credible exit strategy. The timing and design
of a future exit strategy depends, first, on the sustainable functioning of
the interbank money market and second, on developments in the inflation
outlook.

Germany’s fiscal strategy combines short-run support for the economy
with a firm commitment to fiscal consolidation in the medium term.
Thus, once the recovery becomes self sustaining (which is projected in
2011), German authorities can start the process of fiscal consolidation.
The exit strategy should ideally have the following features:

Well timed – Timed reversal of the temporarily necessary, large supply
of liquidity is needed to prevent medium-term risks to price stability
and mispricing in the markets.

Transparent – It is important to keep market participants’ expectations
of a sustainable fiscal policy firmly anchored. Failure to do so would
have an adverse impact on interest rate levels and risk premiums on the
capital markets. Therefore, a transparent exit policy, involving clear
communication of the exit strategy to allow markets to adjust to change
in the policy stance, is what is required.

Not Co-ordinated but Co-operative – International co-ordination of
exit strategy is not advisable because of the heterogeneity in the economic
backgrounds and financial conditions of various countries. It also involves
the costly risk of being too late for some countries. Hence, the authorities
should follow a co-operative, instead of a co-ordinated approach for exit
from extraordinary policies.

Apart from initiating a short-term exit strategy, emphasis should be
on developing a long-term exit strategy, targeting areas that are
vulnerable and where exposure is the maximum. Although Germany
has started working on it through measures such as passing of Bad-
Bank Act, the way forward would be to design a road map for a long-
term exit strategy such that another storm can be averted.

3.1.5 Summary and Conclusions

The German economy was severely affected by the financial crisis. It
contracted sharply at the beginning of 2009, as it had done in the fourth
quarter of 2008, but showed signs of recovery in the second quarter of
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2009. The resilience of the German labour market is one of the highlights
of the German experience. Exports that were curtailed by the global
economic downturn picked up again in the second quarter of 2009.
Although the fiscal policy actions taken by the government were
instrumental in overcoming the recession that had set in following the
insolvency of Lehman, the economic slump and the expansionary fiscal
policy response had a profound impact on public budgets and caused
the fiscal deficit to increase considerably in 2009.

3.2 Indian Efforts at Mitigating the Crisis Impact

3.2.1 Introduction

As it became evident that India was not insulated from the financial
crisis and economic recession, the Government of India and RBI
responded with several policy measures to minimise the negative effects
of the crisis on the economy. The government responded with fiscal
stimulus while RBI’s action consisted of monetary accommodation and
anti-cyclical measures.1

3.2.2 Policy Response

3.2.2.1 Fiscal Policy Response

Deficit financing to meet escalating expenses has been an important
policy instrument in developing countries like India where the government
fails to generate sufficient revenues. Except for one year, the fiscal deficit
was always above five per cent between 1980-81 and 2002-03. In 2003,
the government passed the Fiscal Responsibility and Budget Management
Act, which outlined the timeframe for reducing the fiscal deficit to 3 per
cent of GDP and eliminating the revenue deficit. The reduction in fiscal
deficit from 5.91 per cent of GDP in 2002-03 to 2.69 per cent in 2007-08
on the basis of FRBM guidelines, proved vital during the crisis. It generated
the space for an expansionary fiscal stance to boost aggregate demand
to counter the crisis.

The government announced several fiscal stimulus packages between
December 2008 and February 2009. These included measures such as a
reduction in indirect taxes2  and sector specific measures3 . Apart from
these, an increase in government expenditure for the National Rural
Employment Guarantee scheme, debt relief to farmers, the general
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elections (2009), payment of arrears and increments in salary after the
Sixth Pay Commission and higher procurement prices around the crisis
played a major role in sustaining demand, especially in rural areas.
Figure 3.2 shows the decline in the growth of private final consumption
expenditure and gross fixed capital formation. In response, government
increased its expenditure by 56 percent in third quarter of 2008-09.

As a result of theses policy initiatives, revenue receipts declined by 1
per cent of GDP (from 11 per cent of GDP in 2007-08 to 10 per cent of
GDP in 2009-10). The total expenditure increased from 14.4 per cent to
16.6 per cent in the same period, leading to an increase in the fiscal
deficit from 2.6 per cent of GDP in 2007-08 to 5.6 per cent in 2008-09
and 6.5 per cent in 2009-10 (see Figure 3.3).

3.2.2.2 Monetary Policy Response

The government’s response through fiscal policy was cautious, given
the already massive expenditure on various social sector schemes, the
burden imposed by the recommendations of the Sixth Pay Commission
and the difficulties associated with curtailing expenditure and increasing
taxes. However, the Reserve Bank of India reacted quickly by announcing
multiple policy measures through conventional and unconventional
instruments to ease liquidity conditions in the economy.

(In percent)

Figure 3.2: Growth (Y-o-Y) in Major Components of Domestic Demand

Source: Central Statistical Organization (CSO)
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Various policy rates were reduced to increase the rupee liquidity in
banking system. The cash reserve ratio (CRR) was reduced by 400 basis
points (from 9 per cent in August 2008 to five per cent in January 2009).
Similarly, the repo rate was reduced by 425 basis points (from 9 per
cent in August 2008 to 4.75 per cent in May 2009), reverse repo rate by
275 basis point (from 6 per cent in November 2008 to 3.25 per cent in
April 2009) and the statutory liquidity ratio by 100 basis points. In October
2008, the RBI introduced a special 14-day term repo facility to enable
banks to meet the liquidity requirements of mutual funds. The export
credit refinance limit was raised from 15 per cent of outstanding export
credit to 50 per cent and special refinance facilities for financial institutions
(SIDBI/NHB/EXIM) were instituted.4

RBI injected liquidity directly through open market operations by
purchasing government securities. The unwinding of the market
stabilisation scheme (MSS), which was introduced in the wake of depleting
government securities during the period of huge capital inflows, also
became an important policy instrument. In fact, the buyback of securities
worth Rs.1555 billion under MSS was the second most important
component of liquidity injection into the system.

As a result of these policy measures, the liquidity situation improved
significantly. Table 3.1 shows that the potential liquidity in the system
increased by Rs.5.6 trillion or 9.5 per cent of the GDP. The average daily
call money rates declined from 9.9 per cent in October 2008 to 3.17 per
cent in May 2008 following the reduction in CRR and repo rate.

Figure 3.3: Gross Fiscal Deficit (As Percentage to GDP)

Source: Handbook of Statistics on Indian Economy 2008-09, Reserve Bank of India
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Although the RBI increased liquidity significantly, the utilisation of
liquidity by the banking system was limited because of the low credit
demand from the corporate sector and the reluctance of commercial
banks to lend during the recession.

Flush with liquidity and with no corresponding increase in loan
advances to the private sector, the banking sector used the liquidity

Table 3.1: Actual/Potential Release of Primary Liquidity since
Mid-September 2008 till July 2009

(Rs. billion)

           

1 Cash Reserve Ratio (CRR) Reduction  1,600 

2 Open Market Operations  801 

3 MSS Unwinding /Buyback/ De-sequestering  1,555 

4 Term Repo Facility (14 days)  600 

7 Increase in Export Credit Refinance  266 

6 Special Refinance Facility for SCBs (Non-RRBs)  385 

7 Refinance Facility for SIDBI/NHB/EXIM Bank  160 

8 Liquidity Facility for NBFCs through SPV  250 

  Total (1 to 8) 5,617 

 Memo: Statutory Liquidity Ratio (SLR) Reduction  400 

 Source: Reserve Bank of India (RBI)

Figure 3.4: Liquidity Adjustment Facility (LAF), outstanding on
the last Friday of the Month

Source: Economic Survey, 2009-10

Note: Negative sign under LAF indicates injection of liquidity
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adjustment facility (LAF) and invested heavily in government securities.
Figure 3.4 shows that in the year 2009, banks used LAF extensively to
park their funds with RBI despite the very low reverse repo rate. Similarly,
government used easy liquidity conditions to finance its huge fiscal deficit.
As mentioned above, major policy changes occurred in late 2008 and
the beginning of 2009 and government borrowing between September
2008 and August 2009 was Rs.3936.17 billion.

Figure 3.5 shows that advances to the private sector, i.e. non-food
credit as percentage of aggregate deposits, declined from 73.8 per cent
in October 2008 to 68 per cent in July 2009, while investment in
government securities went up from 27.8 per cent to 32.7 per cent in
the same period.

3.2.2.3 Capital Account Liberalisation

The government took several measures to liberalise the capital
account in order to reverse the trends in capital flows. Some of the
important policy measures undertaken during the crisis are following.

(In percent)

Figure 3.5: Scheduled Commercial Banks’ Utilisation of Deposits

Source: Reserve Bank of India (RBI)
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3.2.2.3 (a) Portfolio Investment

 The cumulative, debt investment limit for FIIs in corporate bonds
was raised from $3 billion to $15 billion between October 2008
and February 2009. The FII regulation, pertaining to restriction
of 70:30 ratio of investment in equity and debt respectively, too
was removed by the Securities and Exchange Board of India
(SEBI).5

3.2.2.3 (b) External Commercial Borrowings

 In May 2008, entities in the services sector, viz. hotels, hospitals
and software companies, were allowed to avail ECBs up to $100
million per financial year for import of capital goods under
Approval Route.6

 In September2008, the ECB limit of $100 million was raised to
$500 million per financial year for borrowers in the infrastructure
sector for rupee expenditure under the Approval 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 to enable them to avail of
ECB.

 Because of an increase in the cost of borrowing, all-in-cost
ceilings were increased successively. Table 3.2 shows these
increments.

 In October2008, the government announced that to develop
the telecom sector further in the country, payments for obtaining
licence/permit for 3G spectrum would be considered an end-
use for the purpose of ECB7 .

 In January 2009, corporates engaged in the development of
integrated townships became eligible again to avail of ECB under
the approval route, with a provision to review the policy in June
2009.

3.2.2.3 (c) NRI Deposits

 Interest rate ceilings on Foreign currency non-resident (banks)
(FCNR (B)) deposits of all maturities was increased by 175 basis
points i.e. from Libor/Swap rates minus 75 to Libor/Swap rates
plus 100 basis points between September2008 and November
2008.
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 The interest rate ceiling on Non-resident (external) Rupee
accounts (NR(E)RA) deposits was increased by 175 basis points
i.e. from Libor/Swap rates to Libor/Swap rates plus 175 basis
points between September2008 and November 20088 .

3.2.2.4 Anti-cyclical Measures

The pro-cyclical behaviour of financial institutions and its amplifying
effect on the real economy has been a major cause for concern. Pro-
cyclicality is predicted by the financial accelerator theory, which says
that credit expansion and asset price increases (and bubble) are mutually
reinforcing processes. As asset prices start increasing, the value of
collateral goes up, which makes financing easier, leading in turn to a

Table 3.2: All-in-cost ceilings for ECB and Trade Credit

  All-in-cost ceilings for ECB 
(for approval and automatic 
route) 

All-in-cost 
ceiling for 
trade credit 

May, 2008 

ECB 

  

3 to 5 years  Raised from 6 month Libor + 150 
bps to 6 month Libor + 200 bps   

More than 5 years Raised from 6 month Libor + 
250 bps 6 month Libor +  350 bps 

Trade credits 

  

Up to 1 year Libor + 75 
bps 

1  to 3  years Libor + 125 
bps 

September, 2008 

ECB 

  

 

Minimum average maturity of  
7 years   

Raised from  Libor + 350 bps  to 
Libor + 450 bps 

October, 2008 

ECB 

  

3 to 5 years 6 month Libor + 300 bps 

More than 5 years 6 month Libor + 500 bps 

 

Trade credits Up to 1 year   6 month Libor 
+ 200 bps 

 Source: Reserve Bank of India Monthly Bulletin, October 2009
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further increase in the demand for and price of assets.9  By contrast,
during a downturn, the value of collateral declines, making it difficult for
households and firms to obtain loans and thus, leading to a further fall
in prices.

Countering pro-cyclicality in the financial sector is a formidable
challenge. Dynamic provisioning and sector-specific risk weights are
important anti-cyclical instruments in the hands of authorities during
crisis periods. Banks are required to set aside a general provision against
likely future loss each time they write a loan on the basis of a formula
that is sensitive to the cycle.10

Table 3.3: Risk Weights and Provisioning on Housing Loans and Real
Estate Lending

Year/Month Amount of 
Loan 

Housing 
Loans 

Commercial 
Real Estate 

    Risk 
Weight (%) 

 Provisions 
on 
Standard 
Assets 
(%) 

Risk 
Weight (%) 

Provisions 
on 
Standard 
Assets 
(%) 

May 2002  50  0.25 100 0.25 

January 2007 Up to Rs. 20 lakh 75  0.40 150 2.00 

  Above Rs.20 lakh 75  1.00   

May 2008 Up to Rs.30 lakh 50 (LTV=75%) 0.40   

  100 (LTV>75%)  150 2.00 

 Above Rs.30 lakh 75 (LTV=75%)    

  100 (LTV>75%) 1.00   

November 2008 Up to Rs.30 lakh 50 (LTV=75%) 0.40   

  100 (LTV>75%)    

 Above Rs.30 lakh 75 (LTV=75%) 0.40 100 0.40 

  100 (LTV>75%)    

 Source: Report on Trends and Progress of Banking in India 2008-09

RBI has been active in using these counter cyclical measures to
regulate financial institutions. As Table 3.3 shows, risk weights and
provisioning norms for housing and real estate loans were higher before
the crisis. This was to contain the exposure of the banking system to
sensitive sectors of the economy and thereby prevent mispricing of risk.11

During the crisis, provisioning on standard assets as well as risk weights
were reduced to facilitate credit flow to these sectors.
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3.2.3 Summary and Conclusions

To contain the crisis, the Government of India and RBI responded in a
coordinated manner through multiple policy instruments. The government
announced several fiscal stimulus packages between December 2008
and February 2009, which included reduction in indirect taxes and sector
specific measures. Through various policy measures, the RBI injected
Rs.5.6 trillion into the system to ease liquidity conditions: however, the
utilisation of liquidity by the banking system was limited because of the
low credit demand from the corporate sector and the reluctance of
commercial banks to lend during the recession. The banking sector, flush
with liquidity, used the reverse repo facility and government securities
to park funds. Policy interventions succeeded in containing the crisis as
signs of recovery could be noticed from the second quarter of the 2009-
10. However, a large fiscal deficit and massive liquidity in the economy
have become a prime concerns for the policymakers. The RBI is finding
it difficult to contain the spiralling inflation through tighter monetary
policy. Capital inflows, and the resultant appreciation of rupee in recent
months, warrants purchases of the dollar, which will make the
management of money supply even more difficult.

3.3 Japan’s Policy Response: Over-dependence on Fiscal Policy

Japan’s exposure to the current crisis as discussed in chapter 2.3 is
through both direct and indirect channels where the former includes
declining exports and the latter, the drying up of international short-
term credit, the high spreads for short-term loans and credit derivatives,
currency appreciation and drying up of funds to the stock market. After
briefly reviewing the monetary and fiscal response to the crisis, we explore
the persisting issues of concern with respect to a co-ordinated exit
strategy for Japan. We conclude that though financial exposure is not a
pressing concern, a weak domestic financial system and fragile fiscal
health may aggravate any external shock. Thus, despite of a number of
green shoots, a ‘wait and watch’ strategy is proposed for the exiting
current extraordinary fiscal and monetary policy initiatives.

3.3.1 Monetary Policy Response

The BOJ introduced a series of measures in the wake of the crisis. The
BOJ had openly mentioned in the Monetary Policy Meeting held on
December 1, 2009 that it would maintain an accommodative monetary
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policy stand and would make ample funds available through various
money market operations to offset the liquidity crunch.

The policy rate was at first was reduced to 0.3 per cent in October
2008 and further, by 20 basis points to 0.1 per cent in December 2008.
Given the low policy rate level and expectations of low rates in the near
future, term instrument rates such as the Euroyen interest rate (TIBOR,
3-month) fell to around 0.5 percent. Further, measures taken to increase
liquidity in the market helped reduce the TIBOR rates.

Conventionally, central banks use policy rates, which serve as a
benchmark price for most of the financial products to influence the economy.
In the crisis period, there was little room for further cuts in the policy rate
in Japan; besides, monetary policy transmission was not effective as the
intermediaries that help transmit the monetary policy were impaired. Thus,
unconventional policy measures such as the provision of liquidity in the
interbank market and buying back of stressed financial assets were
followed. The Bank of Japan bought CPs and corporate bonds to increase
the liquidity in the hands of the banks and firms.

Box 3.A: Policy measures taken by central banks after the
failure of Lehman Brothers

1. Rate cuts

a. 0.50% to 0.10%

2. Active liquidity provision in interbank markets

a. Sufficient liquidity provision over calendar and fiscal year-
ends

b. Increase in JGB purchase

c. Interest on excess reserve balances

d. U.S. dollar repo

3. Expansion of asset purchase in financial markets

a. Increase in frequency and size of CP repo

b. Expansion of special funds-supplying

c. Expansion of eligible collateral

d. Purchase of CP and corporate bonds

e. Purchase of stocks held by financial institutions

f. Subordinated loans to banks

Source: BOJ (2009)
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Table 3.4: Reductions in the Policy Interest Rate

Date Target for 
the Uncollateralised 
Overnight Call Rate 

Basic 
Loan 
Rate 

Rate Applied to 
the Complementary 
Deposit Facility 

Feb. 21, 2007 Around 0.5% 0.75% – 

Oct. 31, 2008 Around 0.3% 0.50% 0.10% 

Dec. 19, 2008 Around 0.1% 0.30% 0.10% 

Dec. 1, 2009 Around 0.1% 0.30% 0.10% 

 Source: BOJ (2009)

The outright purchase of CP and corporate bonds to ease the liquidity
constraints of firms, initiated in the autumn 2008, was extended further
to December 2009. Towards the end of 2008 and in the beginning of
2009, BOJ had offered to purchase CP worth of ¥300 trillion ($3.19
trillion)12  while the bidding was around ¥600 to 700 trillion ($6.38 to
7.45 trillion) per month. However, as the issuing conditions of CP improved
with an improvement in the business climate, the bidding amount was
decreased considerably to reach nil in October 2009. Thus, the bank has
terminated the outright purchase of CP by the end of 2009. Similarly,
the bidding amount for corporate bonds, which never exceeded the
tendered amount, also decreased considerably towards the second half
of 2009 as the financial position of firms improved and profit expectations
turned favourable.

With the BOJ stopping the purchase of CP and corporate bonds, the
only short-term measure to continue to provide liquidity was the special
funds-supplying operations against pooled collateral, such as CP and
other corporate debt instruments.

3.3.2 Fiscal Response

One year after the outbreak of the financial crisis, economies all around
the world were in a process of slowdown, including Japan. With the
financial market turmoil and skyrocketing prices for fuel and other
resources, the economic situation was looking bleak and the Japanese
government introduced a number of measures to combat the slump.

A cursory view of Japan’s fiscal health shows that both government
revenues and expenditures have gone up overtime. An analysis of
government revenue shows that tax revenues, in absolute terms, is
shrinking and the increase in expenditure is being financed by issuing
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government bonds. Due to the fiscal policy measures taken after the
Japanese economic crisis in the late 1980s, government bond issuance
and long-term government debt (both central and regional) as a
percentage of GDP has increased alarmingly. As a result, total debt service
as a per cent of GDP also has gone up to around 5 per cent.

Figure 3.7: Break up of Government Revenue

Source: Japan Ministry of Finance, Public Finance Fact Sheet (2010)

Figure 3.6: Fiscal variables as a percentage of GDP

Source: Ministry of Finance (2010)
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Against this background, the Japanese government took up the first
of many measures on August 29, 2008. It was called the Comprehensive
Immediate Policy Package (CIPP) with a total budget of ¥1.8081 trillion.
It had detailed objectives that included supporting people’s day-to-day
well-being and employment, moving towards a low-carbon society by
promoting energy saving equipment etc, which in turn would create
structural changes in the agricultural, forestry and fishery sectors and
ensure necessary financing for SMEs and micro-businesses.

In October 2008, “Measures to Support People’s Daily Lives” and in
December, the “Immediate Policy Package to Safeguard People’s Daily
Lives”, were adopted by the government. These two measures together
provided for emergency household budget support, employment safety
net, easing regulations on corporate stock buy-back, regional regeneration
etc. Further, the government-guaranteed funding of Banks’ Shareholdings
Purchase Corporation (BSPC) was fixed at ¥20 trillion. These measures,
combined with CIPP, amounted to a total of ¥75 trillion, with ¥12 trillion
as its fiscal stimulus component and ¥63 trillion as its financial support
component.

The 2009 budget allocations were made with the three main objectives
of safeguarding people’s lives, safeguarding the Japanese economy and
ensuring future growth. Measures for safeguarding people’s lives included
reducing the unemployment insurance premium, supporting employment
in SMEs, measures for medical services etc. To safeguard the economy
and to ensure growth, the government undertook measures to promote
regional potential by increasing the local allocation of tax to different
regions and ensuring self-sufficiency in food. The growth potential was
sought to be enhanced through subsidies for scientific research and energy
innovation technology, improving the quality of education and providing
a safety net against a poor economic outlook by enhancing the credit-
guarantee and loan system for SMEs and increasing the cap on
government’s equity participation to ¥10 trillion. Tax relief measures
were also introduced in the case of SMEs’ corporate tax, automobiles
with higher environmental standards etc.

Simultaneously, the government actively sought to promote
expenditure reform as envisioned in the “Basics Policy 2006” and
restructured its revenue sources by hiking state contribution to basic
pension benefits to half of the entire contribution, channelling the revenue
allocated for road improvement into general revenue etc. The total
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allocation on the “Policy Package to Address the Economic Crisis”
amounted to ¥14.6987 trillion.

In December 2009, “emergency economic counter measures” were
adopted. These measures sought to support employment through a
reduction in the eligibility criteria for employment adjustment subsidies
and employment in certain priority sectors, promoting the environmental
sector and establishing an “emergency guarantee system to buttress
the economy”, for a total of ¥7.2013 trillion.

With the economy picking up once again, the 2010 budget is more
focused on dealing with the heavy expenditure undertaken during the
previous financial years; allocations have been so made as to fulfil more
of medium and long-term objectives. These include measures for childcare
allowance, free public high school tuition, individual household support
for agriculture etc.

The financing of the various measures have strained the government’s
fiscal position. This is illustrated by the bond dependency ratio, which
went up from 30.5 per cent of GDP in FY 2008 to 48 per cent in FY 2010.
The government has now shifted gears and will be looking to cut down
aggressively on spending. Therefore, it has scrutinised the various
projects undertaken by the Government Revitalization Unit (GRU) and
charted out plans to abolish, postpone and transfer (to the private sector
or local governments) some of these and cut the budget allocation for
others.

3.3.3 Issues of concern

Historically, Japan’s banking institutions have been characterised by low
profits, credit costs and interest rates with a good buffer of stock holding.
The stock holding buffer is generally thought to be a cushion against
unforeseen events. Plotting net income, ROA, and its components show
that Japanese banks profitability were hinging on the cost of credit and
the realised profits or losses from stock holding.

Following the banking crisis in the late 1990s, Japanese banks realised
profits, albeit relatively little, for four consecutive years from 2004 to
2007. The 2008 crisis resulted in a sharp rise in the cost of credit and
the realised profits from stock holdings were small as stock indices
plunged. Although banks in Japan maintain a healthy capital adequacy
ratio as per the Basel norms, their financial sustainability during times
of intense competition, high credit cost and historically low profits remains
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relatively weak as compared to banks in other developed countries.
Though the Japanese government has stepped in to correct the situation
by buying up loss-making stock held by banks, the market risk of holding
stocks, i.e. risk due to unforeseen price changes in the market, remain
a real concern.

Figure 3.9: Cumulative Loans Losses of Japanese Banks since 1992
(in trillions of yen)

Source: Cited in Side, Kang and Tokuoka (2009)

Figure 3.8: Net income ROA and components

Source: FSM, BOJ (2009 b)
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However, their losses related to investments in overseas structured
credit products such as CDS are limited. The loss is limited because
Japanese banks were mainly involved only as investors; given the
reduction in further involvement in the market and adequate capital
reserves, the exposure to structured credit market is not a serious threat.

Table 3.5: Exposures of Japanese Deposit-Taking Institutions to
Structured Credit Products1,2,3,4 [June 2008 Yen (in trillions)]

Deposit–taking institutions 

    
Major banks, 

etc. 

Loss 
ratio 

Book value 23.5 19.4 

Unrealised 
profits/losses –1 –0.9 

Structured credit 
products 

Realised 
profits/losses –1.5 –1.3 

9.9% 

Book value 1 0.9 

Unrealised 
profits/losses –0.1 –0.1 

Subprime related 
products  
  
  

Realised 
profits/losses –0.8 –0.7 

52.1% 

Tier I capital (end–March 2008) 50.1 26 – 

Operating profits before general loan loss 
provision (FY 2007) 6.1 3.5 – 

 Notes: 1. “Subprime-related products” are asset-backed securities (ABS) backed by
subprime loans or collateralised debt obligations (CDOs) and other financial
products referencing these ABS.

2. “Major Banks, etc.” includes Norinchukin Bank, Citibank Japan, and others.
3. Loss ratio = (Unrealised profits/losses + realised profits/losses) /book value

as of the beginning of the period.
4. Realised profits/losses are calculated using data from April 2007 to June

2008.
Source: FSR, BOJ (2008 b).

Other policy measures to strengthen the banking sector included
capital reinforcement for banks, partial relaxation of capital adequacy
requirements in general and for small and medium-sized firms in
particular to enable banks to lend more to these sectors, provisions to
treat loans to firms with sufficient revitalisation plans as normal rather
than stressed loans and indirectly guaranteeing the return to banks by
guaranteeing corporate credit (BOJ, 2009 b).
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3.3.4 Exit Strategy

The exceptional policy measures initiated during the crisis to help the
economy recover need to be unwound to mitigate further imbalances
built into the economy due to a prolonged, easy money policy and a
mistargeted fiscal policy. Policymakers face a difficult dilemma in choosing
between the need to maintain the policy stimulus long enough for private
demand to revive and run the economy and the need to consolidate its
fiscal position. In addition to this timing issue, the choice of policy
instruments to continue is also a challenge.

An illuminating IMF study by Syed, Kang and Tokuoka (2009), chalk
out four important lessons from Japan’s economic crisis in the 1990s.
These are the following:

1. Green shoots do not guarantee a recovery

2. Financial fragilities unaddressed may leave an economy
vulnerable to adverse shocks

3. Well-calibrated macroeconomic stimulus can facil itate
adjustment but carries increasing costs

4. Judging the best time to exit from policy support is difficult; a
clear medium-term plan may help contain the longer-term
legacies of the crisis.

5. Based on the lessons learned from Japan’s past crisis, we
understand that green shoots are not good enough and a
sustained turn around in trade, financial conditions, and private
domestic demand are required for sustained recovery.

The Japanese economy is on the path of recovery due to the roughly
15 trillion yen ($160 billion which 5 per cent of GDP) stimulus package.
However, the Japanese finance minister Kaoru Yosano has voiced his
concern about a precipitous exit from the stimulus because there is a
tinge of doubt over whether the pace of recovery could be sustained.13

Similarly, the BOJ, in its Statement on Monetary Policy states: “Japan’s
economy is picking up, mainly due to various policy measures taken at
home and abroad, although there is not yet sufficient momentum to
support a self-sustaining recovery in domestic private demand,” (BOJ,
March 17, 2010). Though inflation is not a concern, Japan’s dire fiscal
state, with outstanding public debt at around 170 per cent of GDP, is a
real concern.
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The reform strategy in the wake of the 2008 crisis can be grouped
broadly into two categories, namely, short-term extraordinary monetary
and fiscal policy measures, and long-term, structural and institutional
reforms such as corporate governance reforms, prudential regulation
and so on. As the world economy is recovering, there is need for exiting
from the short-term extraordinary measures taken in the course of
fighting the crisis to correct expectations and reinforce public confidence.
As inflationary pressure increases and the government’s fiscal health
deteriorates, a well thought out timeline for partial exit, if not complete
withdrawal of support, is desirable.

3.3.5 Summary and Conclusion

The Bank of Japan has responded with a number of extraordinary
monetary policy measures to increase liquidity and absorb illiquid assets
such as commercial papers and corporate bonds. The BOJ has injected
around $1 trillion of liquidity to mitigate the liquidity crunch in the
economy. The Japanese government’s response to the crisis through
fiscal policy measures includes lending support to small and medium
firms and social security measures such as unemployment benefits. Put
together, Japan has injected around $2 trillion to help the economy see
through the recession.

However, there are a number of concerns that still exist that need to
be addressed for sustainable recovery. Banking health is still poor as
Japanese banks relay more on realised returns from stockholding for
profits rather than interest spread. This makes them highly vulnerable
to market fluctuations and future international crises may seep into the
system through the stock markets. Second, the country’s fiscal health
has deteriorated further due to the stimulus measures. With a low tax
base and high expenditure, the resource gap is widening. Japan has
funded most of its fiscal support to fight different crises by issuing bonds.
The share of bonds in total expenditure for the last fiscal 2009, for the
first time, has crossed that of tax revenues. Clearly, there is need to
examine and reform the tax system to increase the tax base. Further,
with accumulated government debt standing at 170 per cent of GDP, the
fiscal situation is a real concern.

This section suggests a ‘wait and watch’ strategy while attempts are
made to improve the fiscal health of the government. Further, government
spending should be targeted at only high multiplier projects – for instance,
it would be better if the government raised public spending on low income
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groups, who have a high propensity to consumer, rather than on high
gestation construction projects. This would help the economy recover
by boosting consumption.
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Appendix – I
Measures to Ensure Stability in Financial Markets

Measures Amount Outstanding 
(As of March 31. 2010) 

Introduction and expansion of U.S. dollar  funds - 
supplying operations 

* expired at Feb. 1, 2010 

Expansion of the purchases of JGSs with repurchase 
agreements 

3.0 trillion yen 

Increase in outright purchases of JGBs 50.2 trillion yen 

Provision of sufficient funds over the year-end 42 trillion yen as of the end 
of 2009 

Provision of sufficient funds over the fiscal year-end 41 trillion yen as of the end 
of 2009 

3. Steps to Facilitate Corporate Financing Amount Outstanding(As of 
March 31. 2010) 

Increase in the frequency and size of CP repo 
operations 

2.0 trillion yen 

Introduction and expansion of special funds-
supplying operations to facilitate corporate financing 

5.5 trillion yen (expired at 
the end of Mar. 2010) 

Expansion in the range of corporate debt as eligible 
collateral 

9.3 trillion yen 

Introduction of outright purchases of CP * expired at the end of 2009 

Introduction of outright purchases of corporate bonds * expired at the end of 2009 

4. Measures to Secure the Stability of the Financial 
System 

 Amount Outstanding(As of 
March 31. 2010) 

Resumption of stock purchases held by financial 
institutions 

283.5 billion yen 

Provision of subordinated loans to banks * expired at the end of Mar. 
2010 

 Source: BOJ (2009)
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4

Capital Account Liberalization Process: A
framework for Measuring the Global Financial

Exposure

Literature on globalisation, especially financial integration of national
economies with the global market, proliferated in the wake of increased
financial integration and the recent crises. These sought to analyse the
reasons, extent and impact of financial liberalisation. This section briefly
reviews some of the studies that have attempted to measure the extent
of financial integration and points to the gap in measuring the extent of
integration. As an alternative to existing indices, we propose a new
composite index that combines both the de jure and de facto measures
of financial integration. This new measure is then used to compare the
path to financial openness in Germany, India and Japan.

4.1 Measuring the Extent of Capital Controls

There are broadly two groups of measures, namely de jure measures
that capture the extent of a country’s integration as defined in the statutes
and rule books and de facto measures, which capture the level of
integration using outcome based measures.1

4.1.1 De jure Measures

The single most important source of jure measures i.e. official information
on the openness of countries, is the Annual Report on Exchange
Arrangements and Exchange Restrictions (AREAER) published by the
IMF. Until 1996, the report used to contain information on capital controls,
titled “restrictions on payments for capital transactions”. This indicates
whether capital controls were present or not without giving any other
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detail. A number of studies, the most notable being Chinn and Ito (2002)
and Lane and Milesi-Ferretti (2001), have utilised this information to
construct an either/or index (yes/no) or compute the proportion of the
years in a time series during which a country had capital controls (Klein
and Olivei, 1999). Montiel and Reinhart (1999) have attempted to
construct a multivariate index appending the country information in the
AREAER. However, measurement errors and subjectivity are serious
concerns in these attempts.

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

Quinn (2003) and Mody and Murshid (2005) have used IMF data on
closed capital and current accounts, exports restrictions and multiple
exchange rates to construct a comprehensive index. The former includes
59 countries for the period 1950-99 and the latter, over 150 countries
for the period 1966-2000. Edwards (2007) has attempted to extend the
index with country specific information from national sources.

There is another strand of literature that utilises the official dates of
implementation of controls/liberalisation (Levine and Zervos, 1998;
Bekaert, Harvey and Lundblad, 2001). However, these measures cannot
be classified as de jure; besides, these also suffer most of the
shortcomings of the de jure measures.

4.1.1.1 Critique of De Jure Measures2

One of the important shortcomings of AREAER-based de jure measures
is that it is highly aggregative and subjective. AREAER does not provide
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detailed information on which features of capital account has been
liberalised and to what extent. Thus, it is very difficult to construct a
measure that captures the nuances of liberalisation using this information.
However, this problem has been solved to some extent as AREAER now
publishes more detailed information on capital controls. Capital controls
might be different, depending on the parties involved (i.e. resident or
non-resident) and the direction of capital flows (i.e. inflows or outflows).
AREAER presents restrictions pertaining to residents only, thus making
it an inadequate and partial measure of capital controls.

The other general shortcoming of de jure measures is that it is silent
on the effectiveness of the control i.e. the level of implementation. Strong
controls in books do not imply strong implementation and compliance.
First, the stipulated control might take time to reach the intended target
due to procedural hurdles; second, de jure measures do not capture the
extent to which residents and non-residents circumvent the controls
(Edwards, 1999).

4.1.2 De Facto Measures

As the name suggests, de facto measures capture the actual level of
control (integration) based on the outcomes that result because of the
controls (liberalisation). These measures use readily available economic
variables to capture the extent of controls. These measures could be
classified broadly in two categories based on the focus of information,
namely interest rate-based measures and capital flows-based measures.

4.1.3 Measure Based on Capital Flows

The level of capital flows i.e. the sum of inflows and outflows, to GDP
captures the extent of capital openness exercised in a country (Edison
et al., 2004; Kraay, 1998). Two types of flow measures are used in the
literature: the gross flow, which is the sum of total inflows and out flows
and captures overall integration as it includes both flows; second, net
flows which captures the exact direction. Alfaro et al (2004) use net FDI
flows to GDP as a measure of de facto capital integration. However, the
gross flows as a proportion of GDP is considered to be a better measure
as it is less volatile and better represents a country’s global integration3 .
A number of studies including Hermes and Lensink (2003) and Carkovic
and Levine (2005) use gross inflows, especially FDI, as a measure of
openness. A caveat to flow measures is that they are prone to high
measurement errors.
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4.1.4 Measure Based on Capital Stocks

A number of other studies have used accumulated or stock of gross capital
flows as a proportion of GDP to capture long-term integration (Lane and
Milesi-Ferretti, 2001; Lane and Milesi-Ferretti, 2007). Some recent studies
such as Kose et al (2006) and Coricelli et al (2008) use subcomponents,
such as the ratio of portfolio and direct investment assets and liabilities to
GDP and short-term debt as a fraction of total external debt, other than
the sum of stock of external liabilities and assets as percentage of GDP.

An innovative de facto measure is proposed in Edison and Warnock
(2003) which uses the International Finance Corporation Global index
(IFCG) and International Finance Corporation Investible Index (IFCI)
from the International Finance Corporation. IFCG, as the name implies,
includes all the investible stocks available in a country but the IFCI
stands for the portion that is available for foreigners. Thus, the ratio of
IFCI to IFCG would capture the restrictions imposed on the foreigners.

The main criticism against de facto measures is that they do not
really capture the extent of intended control. It is also an imprecise
measure of integration as it could fluctuate widely due to local and global
business cycles and conditions in local financial markets.4

4.2 Financial Integration and Openness Indices for Germany, India
and Japan

Many of the studies mentioned above have constructed the indices for
capital openness for Germany, India and Japan. De jure measures for
these economies have not changed much, but de facto measures show
that they are far more integrated financially now than in the last decade.
In the following section, we briefly discuss and compare alternative
measures of integration for Germany, India and Japan.

4.2.1 De jure measures for Germany, India and Japan

This section compares and evaluates indices constructed by Grilli and
Milesi-Ferretti (1995), Miniane (2004), Chinn and Ito (2006) and Edwards
((2007). These measures do not capture the extent of capital account
relaxation in Germany, India and Japan in the past decades. Some of
the studies, such as the one by Grilli and Milesi-Ferretti (1995) using
AREAER, show hardly any improvement in terms of greater openness,
especially in the case of India’s capital account despite considerable



Framework for Measuring the Global Financial Exposure

89

policy reforms. However, recent studies such as Edwards (2007), using
a finer classification of controls from recent AREAER, show that capital
controls across countries have been eased significantly. His study indicates
that India has moved from 25 to 75 on a scale of 100 indicating
considerable liberalisation.

Table 4.1: De jure measures for Germany, India and Japan

 
IMF (AREAER, 

1996)! 

Lane and 
Milesi–Ferretti 

(2001) 

Chinn Ito 
(2006)~ 

Edwards 
(2007)# 

Miniane 
(2004)$ 

Germany 

1970–80 0 – 2.54 96.3 – 

1981–90 0 0.171 2.54 98.8 0.239 

1991–00 0 0.307 2.54 100 0.205 

2001–05 – – 2.47 – – 

India 

1970–80 1 – –1.13 25 – 

1981–90 1 0.005 –1.13 25 0.917 

1991–00 1 0.034 –1.04 75 0.92 

2001–05 – – –1.04 – – 

Japan 

1970–80 0 – 1.03 – – 

1981–90 1 0.086 2.39 – 0.521 

1991–00 1 0.162 2.42 – 0.35 

2001–05 – – 2.37 – – 

 Notes: ! AREAER information on restrictions on payments for capital transactions was
discontinued in 1996. Dummy-variable (1=yes,0=no)

~ A Dummy for the presence of multiple exchange rates, current account
transactions, restrictions on capital account transactions and indicating the
requirement of the surrender of export proceeds. The higher the value, the
more open the country is.

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

$ based on AREAER; ranging from 0 to 1, the lower the number, more open it is

4.2.2 De facto measures for Germany, India and Japan

The de facto measures are broken into flow-based and stock-based
measures. It is evident that Germany and Japan remain predominantly
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capital-exporting countries while India is still a net recipient of foreign
investment. While the flow measures indicate that India is on an equal
footing with Germany and Japan, the stock-based measures show a
different picture.

4.2.2.1 Flow-based measures

Figure 4.1 shows that net FDI as a percentage of GDP has been the
highest for Germany. For both Japan and India, net FDI has an almost
equivalent share in the GDP but it is clear from Figure 4.1 that it is
outward FDI that dominates inward FDI in the case of Japan. Net FDI as
a percentage of GDP for India was approximately two per cent in 2008.

Figure 4.1: Net FDI as a percentage of GDP

Source: Self-calculations based on the data collected from International Financial
Statistics (IFS), World Economic Outlook (WEO), IMF.

Note: Data for India is available only from 1993 onwards.

As Figure 4.2 shows, net portfolio investment as a percentage of GDP
has been extremely volatile for Germany. While the share of net portfolio
investment in GDP has risen substantially for Japan since 1990 (before
falling steeply after 2007), it still exhibits fluctuations. Further, Japan’s
portfolio investment abroad has been consistently higher than the inward
portfolio investment for almost the entire period. On the other hand,
portfolio liabilities outweigh assets in the case of India for which the
data is not available before 2000. It can be said that the share of net
portfolio investment in GDP since 2000 has risen steadily for India and
increased considerably in 2007 before falling in 2008.
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Figure 4.2: Net Portfolio Investment as a percentage of GDP

Source: Self-calculations based on the data collected from International Financial
Statistics (IFS), World Economic Outlook (WEO), IMF.

4.2.2.2 Stock-Based measures

Two stock-based measures have been used, namely gross liabilities as a
percentage of GDP and gross assets as a percentage of GDP. Gross
liabilities are captured by the sum of the economy’s stock of inward FDI
and that of portfolio liabilities while gross assets consists of the stock of
FDI abroad and portfolio assets.

Figure 4.3 shows that gross liabilities as a percentage of GDP has
been following an upward trend for all three countries.5  However, there
was a fall for all the three economies in 2008, which might be attributable
to the financial crisis that started the same year. More importantly, the
share of gross liabilities in GDP is the highest for Germany followed by
Japan. The share in the case of India is significantly low in comparison.

As shown in Figure 4.4, gross assets account for a large percentage
of GDP for Germany and are significantly high for Japan. For India, on
the other hand, the share is extremely low even though it has been on
an upward trend since 1996.
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Figure 4.3: Gross Stock of Liabilities as a percentage of GDP

Source: Self calculation based on the data collected from International Financial Statistics
(IFS), World Economic Outlook (WEO), IMF.

Figure 4.4: Gross Stock Assets as a percentage of GDP

Source: Self-calculation based on data collected from International Financial Statistics
(IFS), World Economic Outlook (WEO), IMF.
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4.3 Indices of Financial Integration and Economic Openness

Given the limitations of existing indices, we propose a new composite
index, which includes both de jure and de facto factors to overcome
many of the shortcomings of the conventional measures discussed in
the literature. The new composite index would include the ratios of export
to GDP, imports to GDP, total inflow and outflow of FDI to GDP and
portfolio investment to GDP, de jure measures indicating the relative
ease of borrowing abroad for domestic banks and corporations and ease
with which foreigners can invest in the domestic stock market. We believe
that the new composite index is a more holistic measure of financial
globalisation.

4.3.1 Principal Component Analysis

The common variations in the variables were extracted using principal
component analysis (PCA). PCA is a useful dimension reduction technique
when there are large numbers of closely related variables.

Principal components Y1 to Yp can be expressed as follows,

Y1 = a11X1 + a21X2 + ... + ap1Xp

Y2 = a12X1 + a22X2 + ... + ap2Xp.

Yn = a1nX1 + a2nX2 + ... + apnXp

PCA extracts the linear combination Y1, a weighted linear combination
of the original variables, to explain the maximum of total variability in
the original variables whereas Y2 explains maximum amount of the
remaining variance. As the second component is orthogonal to the first
principal component, they could be introduced together in any analysis.
PCA decomposes the idiosyncratic variation that is specific to each series
from the factors that are common to all series, where the latter serves
the function of an index that accounts for common variation. Thus, PCA
contains the most important information in the original explanatory
variables.

The eigenvalues give the proportion of total variation in the original
data explained by Y1. The rule of thumb is to retain all the components
that have an eigenvalue greater than one or in an eigenvalue scree plot,
all the components prior to the “flat” part. However, as there no single
dominant component in our principal component analysis for any of the
countries, we construct a new principal component as a linear combination
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of all principal components with weights given by the eigenvector to
account for all the variations in the original variables.

4.3.2 Index of Global Integration

The Index of global integration includes trade openness measures such
as the ratios of exports and imports to GDP, financial openness measures
such as the ratio of total inflow and outflow of FDI to GDP and portfolio
investment to GDP along with two de jure measures indicating the relative
ease of borrowing abroad for domestic banks and corporations, and the
ease with which foreigners can invest in the domestic stock market. The
Capital Account Liberalisation Index, adapted from Kaminsky and
Schmukler (2008), measures the extent to which banks and corporations
are allowed to freely borrow abroad. The Stock Market Liberalisation
Index, adapted from Kaminsky and Schmukler (2008), measures the
extent to which foreign investors are allowed to hold domestic equity
without restrictions (except for certain specific sectors). The higher the
value of these indices are, the more liberalised the country is.

All the variables, including de jure measures, are coded as the lower
value indicates lesser integration and higher value indicating otherwise.
Further, all the original variables are standardised, i.e. rescaled to have
a mean of zero and a standard deviation of one to ensure that all variables
contribute evenly to the principal components.

4.3.2.1 Index of Global Integration for Germany

In the German case, the proportion explained by the first few principal
components are 73, 14 and 10 per cent respectively. Components 4 and
5 are dropped as they account for a negligible amount of variation. The
contribution of each variable to the individual components is mixed, i.e.,
though most of the original variables load into the first component, de
jure measures for capital account heavily load into components 2 and 3.
Thus, we have decided to use first three components. The final composite
index named as ‘Index of Global Integration’ is a weighted average of
the first three principal components that account for 98 per cent of total
variation.
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Table 4.2: Principal components (Eigenvalues)

Component Eigenvalue Proportion Cumulative 

Comp1 3.68 0.74 0.74 

Comp2 0.70 0.14 0.88 

Comp3 0.50 0.10 0.98 

Comp4 0.10 0.02 1.00 

Comp5 0.01 0.00 1.00 

 Source: Authors’ calculations

Table 4.3: Principal components (eigenvectors)

 Variable Comp1 Comp2 Comp3 Comp4 Comp5 

 zexporttogdp 0.48 0.12 0.50 0.08 0.48 

 zimportstogdp 0.49 0.10 0.47 0.18 0.49 

 Zfditogdp 0.42 0.55 0.44 0.57 0.42 

 zportfoliogdp 0.48 0.30 0.20 0.80 0.48 

 Zka 0.35 0.77 0.54 0.06 0.35 

 Source: Authors’ calculations

4.3.2.2 Index of Global Integration for India

Similarly, since only the first two components explain 96 percent of total
variations in the original variables and most of the original variables
load into the first two components, we retain only those two components
to construct the composite index of global integration.

Table 4.4: Principal components (Eigenvalues)

Component Eigenvalue Proportion Cumulative 

Comp1 4.90 0.82 0.82 

Comp2 0.84 0.14 0.96 

Comp3 0.10 0.02 0.97 

Comp4 0.08 0.01 0.99 

Comp5 0.05 0.01 1.00 

Comp6 0.03 0.00 1.00 

 Source: Authors’ calculations
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Table 4.5: Principal components (eigenvectors)

Variable Comp1 Comp2 Comp3 Comp4 Comp5 Comp6 

Zexporttogdp 0.45 0.03 0.25 0.17 0.08 0.84 

Zimportstogdp 0.43 0.15 0.67 0.32 0.13 0.48 

Zfditogdp 0.41 0.36 0.03 0.82 0.17 0.07 

Zportfoliogdp 0.38 0.55 0.62 0.41 0.07 0.07 

Zka 0.39 0.51 0.24 0.18 0.71 0.05 

Zsm 0.38 0.54 0.22 0.10 0.66 0.24 

 Source: Authors’ calculations

4.3.2.3 Index of Global Integration for Japan

To construct the index of global integration for Japan, we retain the first
four principal components that explain around 97 percent of total
variation. Thus, the composite index is a weighted combination of the
first four principal components.

Table 4.6: Principal components (Eigenvalues)

Component Eigenvalue Proportion Cumulative 

Comp1 3.13 0.52 0.52 

Comp2 2.14 0.36 0.88 

Comp3 0.35 0.06 0.94 

Comp4 0.23 0.04 0.97 

Comp5 0.10 0.02 0.99 

Comp6 0.05 0.01 1.00 

 
Source: Authors’ calculations

Table 4.7: Principal components (Eigenvectors)

Variable Comp1 Comp2 Comp3 Comp4 Comp5 Comp6 

Zexporttogdp 0.13 0.65 0.22 0.07 0.13 0.70 

Zimportstogdp 0.05 0.67 0.02 0.06 0.28 0.68 

Zfditogdp 0.49 0.12 0.64 0.53 0.21 0.09 

Zportfoliogdp 0.52 0.07 0.06 0.72 0.43 0.14 

Zka 0.48 0.14 0.73 0.41 0.19 0.12 

Sm 0.48 0.31 0.07 0.16 0.80 0.04 

 Source: Authors’ calculations
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Figure 4.5: The Index of Global Integration for Germany, India and Japan

Source: Authors’ calculations

The index for Germany shows a sharp increase in the beginning of
the period, indicating ongoing capital account reforms in the late 1960s
and early 1970s. Further improvement in integration is mainly explained
by the de facto integration in both trade and financial transactions. A
sharp kink is observed in the late 1990s due to a measurement error
attributable to the introduction of the euro. More integration in the 2000s
is mainly due to increase in trade integration rather than financial
integration.

India, as described in the literature, was closed to external transaction
in the beginning of the period. A strong fillip to integration came with
liberalisation policies that have gradually changed the de jure measures
that curtailed international financial transactions. Measures such as
allowing Indian banks and corporations to borrow abroad and allowing
foreign investors in the Indian securities market in the early 1990s are
vividly captured in the index. However, further integration has been
slow and gradual, fuelled by all the de facto variables included in the
index. However, the trade aspect of overall openness assumes larger
weight.
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Japan had dramatically liberalised its capital account in the mid-
1970s, which is captured by a steep increase in the index. However, the
complete lack of integration shown in the beginning of the period is
mainly due to lack of availability of data for that period. Though the
extent of integration slowed down at the time of the Japanese economic
crisis in the late 1980s and throughout the 1990s, the recent increasing
trend in trade integration explains the jump in Japan’s integration with
the rest of the world. As trade integration contributes more to the index,
the impact of the current crisis is more pronounced in the case of Japan
than it is for other economies.

The usefulness of these indices is mainly in identifying the time period
of global integration of these economies. As our period of analysis starts
only in 1970, Germany was well into reforming its capital account. Thus,
the period of German global integration could be thought of as late as
the 1960s to the early 1970s, and for Japan, it is between the late 1970s
to early 1980s.

4.3.3 Index of Financial Openness

The index of financial openness includes FDI to GDP ratio, portfolio
investments to GDP ratio, and two de jure indices of capital account and
stock market control. As against the index of global integration, this
measure includes only financial flows, particularly FDI and portfolio flows.

The index for Germany shows a considerable increase in the late
1970s which marks the successful completion of liberalising all forms of
capital flows. The sharp fall around 2000 is mainly due to valuation
effects of shifting to the euro. The sharp fall during the current crisis is
due to a decline in both FDI and portfolio flows in and out of Germany.
On the other hand, the index for Japan shows a consistent upward slope,
indicating more and more capital account liberalisation. As against the
index of global integration for Japan, this index does not show drastic
swings; however, the slump in 2000 and later during the current crisis
could be attributed to withdrawal of international capital flows.

The index of financial openness for India is more revealing as it is
not as high as the index of global integration for India. A sharp increase
in the early 1990s can be attributed mainly to de jure changes whereas
the upward swing in the mid 2000s is mainly due to de facto factors
such as FDI and portfolio inflows in the face strong economic
fundamentals. Thus, the index of financial openness provides a better
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framework vis-à-vis the index of global integration to analyse the extent
of integration of an economy.

4.4 Summary and Conclusion

As discussed at the onset, our index combines both the de jure and de
facto measures to arrive at a composite measure. This measure does
not suffer from the shortcomings discussed in the literature as it
combines the both enacted measures (de jure) and the way it is
implemented (de facto). However, our index of financial openness is
sensitive to the measures chosen. As total flows are less volatile than
the individual flows, alternate financial openness indices show different
pictures.

However, the index of global integration, which incorporates both
trade and financial flows, is far more stable. This is true especially for
Germany and India; Japan shows high volatility due to substantial
volatility in both trade and financial flows at the time of boom and bust
towards the end of the 1980s.

These indices show that combining both de jure and de facto measures

Figure 4.6: Index of Financial Openness (FDI, PF, KA, SA)

Source: Authors’ calculations
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do provide us more information than using either singly. However, it is
still vulnerable to the way de jure measures are measured. Thus, a
metric for de jure measure that takes both control and recontrol into
account would substantially improve the quality of the composite indices.

Notes and References

1. For a review of de jure and de facto measures of financial integration, see
Edison and Warnock (2001), Stulz (2005), Edwards, (2007) and Kose et al.
(2009). These measures are also denoted as actual and legal measures of capital
mobility (Edwards, 2007)

2. Refer to Kose et al. (2009) Stulz (2005) for a thorough discussion on the
shortcomings in de jure measures.

3. Measures based on flow variables are very sensitive due to high volatility.
4. Due to this contamination and resultant endogeneity, it is difficult to make any

causal inference using these measures.
5. The data for India is available from 1996 onwards only.
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5

Capital Account Management: An Essential Policy
Choice for Managing Global Financial Exposure

Recent literature argues for viewing capital account liberalisation as a
‘process’ as against viewing it as ‘events at points in time’. Most of the
existing studies that analyse the impact of crises and extent of financial
integration are inadequate as they view liberalisation as events. This
inadequacy would also mean that these studies do not provide much
insight for developing countries on how to proceed with the liberalisation
process, what to initiate first and at what pace.

In this chapter, we attempt to capture the capital account
management process in Germany, India and Japan. We use a novel
framework of ‘episode analysis’ where we define liberalisation episodes
as periods in which considerable liberalisation initiatives- both opening
up and controlling - were undertaken. Our use of quarterly time series
data tries to capture the minute changes in the macroeconomic variables
that have a significant bearing on new policy formulations.

As Germany and later Japan were two of the few advanced economies
that went ahead with the liberalisation of their capital account, we provide
an analytical review of the capital account liberalisation experience of
Germany and Japan in respective sections. We explore what were the
triggers that made liberalisation possible were, how these countries
responded in the face of destabilising capital flows and how effective
were they in controlling the flows.

5.1 The German Experience with Capital Account Liberalisation

5.1.1 Introduction

Germany was one of the first few advanced economies to go ahead with
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the liberalisation of its capital account. A study of its capital account
since the 1950s provides an interesting insight into the liberalisation
process and the effectiveness of capital controls. The reason for
undertaking research on this issue is the need to draw lessons from the
liberalisation experience of developed countries and to assess their
applicability to present-day, emerging market countries.  To do so, this
paper examines the triggers that elicited policy responses, brings out
the differences in policy responses before and after the collapse of the
Bretton Woods system and analyses whether these policy responses
were effective. These are:

 To examine the triggers which were responsible for demanding
policy responses.

 To analyse whether these policy responses were effective.

 To bring out the differences in policy responses pre and post
Bretton Woods collapse.

The paper is divided into four sections. The second section deals
with the various episodes in Germany’s capital account convertibility.
For this purpose, historical data has been amplified by using quarterly
data. The third section contains the policy review and brings out the
stark differences in policy responses before and after the collapse of the
Bretton Woods system. The fourth section provides an overview of the
entire sequencing of the liberalisation process.

5.1.2   Episodes of Germany’s capital account liberalisation (A
quarterly analysis)

This section deals with five episodes of Germany’s capital account
liberalisation process. Each episode details the trigger behind the
introduction of reforms, their impact on macroeconomic fundamentals
and the various policy responses of the Bundesbank. Quarterly data has
been used to analyse the trigger and the impact of such reforms.

5.1.2.1 Steps toward full capital account liberalisation: (1958-59)

Following the Korean War in 1951, Germany witnessed persistent export
surpluses for the rest of 1950s. Combined with the settlement of its
external debt problems in 1952, this generated current account surpluses
which in turn, encouraged capital exports. In fact, German direct
investment abroad began to be liberalised as early as 1952.1  However,
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the downside of rising current account surpluses was the large inflow of
foreign exchange, which led to imported inflation. A boom in 1954 was
followed by a credit squeeze in 1955-56 in the form of interest rate
hikes.2  High interest rates along with current account surpluses built up
pressures for speculative capital inflows, which at that time were
restricted.3

Gradually, however, steps were taken to fully liberalise the capital
account. Further, as a pre-requisite to capital account liberalisation, full
current account liberalisation was carried out under GATTS in 1957. The
‘Treaty of Rome’ in 1957 marked the first step towards full capital account
liberalisation. Subsequently, both outflows and inflows were liberalised
by 1959, though liberalisation of the former was relatively faster.

Box 5.A: Reforms towards full capital account liberalisation

Period Reforms 

1958 (Jan-Aug)  
 

 Permission for residents to maintain foreign currency accounts 
abroad. (O) 

 Liberalisation of inward investment by non-residents.(I) 
 Liberalisation of transactions in German bonds denominated in 

foreign currency. (I) 
 

1959 (May-
August) 

 Abolition of all remaining restrictions on import of capital.(I) 
 Easing of regulations concerning investment abroad by 

residents.(O) 

 Note: O= Outflows, I= Inflows
Source: Bakker, A., Chapple, B. (2002), “Advanced Country Experiences with Capital

Account Liberalisation”, IMF Occasional Paper 214.

Liberalisation of capital outflows was driven, to a large extent, by the
need to park the rising current account surpluses abroad in order to reduce
imported inflation. The liberalisation of capital inflows could have been
driven by the motive to avoid exchange rate appreciation vis-à-vis the US
dollar, arising from high gains in productivity and growth in the 1950s.4

The intent, however, was far from fulfilled. After the reforms, Germany
witnessed a huge influx of short-term speculative capital flows. Along
with current account surpluses, this exacerbated the problem of imported
inflation. The Bundesbank lowered interest rates to stem the inflows
and encourage outflows while tightening domestic liquidity through
minimum reserve requirements. The policy was successful in that the
balance of payments (BOP) was in a deficit in 1959.5  However, interest
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rates started rising from Q3 1959, which triggered a speculative attack
in the next year (as discussed below). The discount rate in Germany
rose from 2.75 per cent in Q2 1959 to 4 per cent in Q4 1959 and the
interest rate differential with the US widened (Table 5.1).6

Inflation started falling from Q2 1958 and reached a trough in Q2
1959 (-0.43 per cent).Much of this can be attributed to tightening of
domestic liquidity through minimum reserve requirements, as interest
(discount) rates were low. Inflation, however, started rising from Q2
1959 onwards. Since the discount rates were near constant for a large
part of 1959 and even increased in the last two quarters, this rise in
inflation might have been due to the speculative inflow attack.

Table 5.1: Discount Rates (percent per annum)

Period US Germany  

Q1 1959 2.9 2.8 

Q2 1959 3.5 2.8 

Q3 1959 3.8 3.0 

Q4 1959 4.0 4.0 

Q1 1960 4.0 4.0 

Q2 1960 3.7 5.0 

Q3 1960 3.0 5.0 

Q4 1960 3.0 4.0 

 Source: International Financial Statistics (IFS), IMF

A spurt in speculative short-term inflows7  led to another boom in
1960. The Bundesbank lowered the interest rates, regardless of the
inflationary consequences. Interest rates were lowered in Q4 1960 and
in subsequent quarters.8  This, however, failed to regulate the speculative
flows, causing a steep rise in inflation (from less than 1 per cent in Q4
1960 to approximately 2 per cent in Q2 1961). The Bundesbank finally
revalued the Deutsche Mark (DM) for the first time, by approximately 5
per cent in March 1961.9

While the intent behind the liberalisation of outflows was more or
less fulfilled, it backfired in the case of liberalisation of inflows as the DM
had to be revalued. External competitiveness was affected to a large
extent in that the current account slipped into a deficit in 1962. The
current account deficit was equal to DM 1.7 bn in 1962 as compared to
a surplus of approximately DM 3 bn in 1961 (refer to Figure 5.1 in the
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next episode). Total reserves minus gold fell by 16 per cent between Q1
and Q3 1961 as a result.10

5.1.2.2 Further liberalisation of outflows coupled with new restrictions
on inflows (1966-67)

Since Q1 1962, the volume of imports exceeded that of exports.
Consequently, the current account recorded deficits in 1962 and most of
1963. Though there were surpluses in Q1 and Q2 1964, persistent deficits
since Q3 1964 (Figure 5.1) provided an incentive to policymakers to
hike interest rates, which had remained constant at three per cent since
Q2 1961. They now had enough room to do so, given that the fear of
imported inflation resulting from a possible speculative attack was less
pronounced as compared to the situation that existed when there were
current account surpluses.11
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Figure 5.1: Current Account Balance (DM in millions)

Source: Bundesbank

The hike in interest rates led to the first post-war recession in 1967.12

Interest rates were brought down soon as a step to pull the economy out
of recession. The discount rate was reduced from five per cent in Q4
1966 to three  per cent in Q4 1967 while inflation fell significantly from
above four per cent in Q1 1966 to below one  per cent in Q4 1967.

In 1966-67, measures were taken to liberalise capital outflows further.
With almost persistent current account deficits since 1962, the
liberalisation of outflows can be linked mainly to an overall EU initiative.
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Box 5.B: Further liberalisation of capital outflows

Period Reforms 

1966 
January 

Extension of permission for outward direct investment to the OECD 
areas (previously allowed only in the EEC countries) (O) 

1967 
November 

Easing of limitations on export of banknotes and on settlement 
requirements. (O) 

 Note: O=Outflows
Source: Bakker, A., Chapple, B. (2002), “Advanced Country Experiences with Capital

Account Liberalisation”, IMF Occasional Paper 214.

The economy returned to current account surpluses after the third
quarter of 1966. These surpluses increased from approximately DM 2
billion in Q4 1966 to DM 4.4 billion in Q4 1968. The spurt in capital
outflows that followed is attributable to this. Net long-term capital flows
increased from approximately DM 1.1 billion in Q4 1966 to approximately
DM 9.4 billion in Q4 1969.13  At the same time, short-term capital flows
from the US14  and other European economies15  flooded the German
economy, which led to another speculative attack in 1968-69. Thus,
there were concurrent short-term speculative inflows as well as long-
term outflows in 1968. CPI inflation rose from less than one per cent in
Q4 1967 to more than two per cent in Q2 1969. As a response, a new set
of restrictions were imposed on capital inflows in 196816  but to no avail.
Finally, the DM had to be revalued once again in October1969 – this
time, by 8.5 per cent.17  In his paper, “Controlling Money in an Open
Economy: The German Case,” M. Willms says, “Until September 1969,
one of the most important instruments used by the German central bank
for neutralising the inflow of short-term foreign capital was to vary the
forward exchange rate for US dollars and to alter the maturity of its
forward contracts with commercial banks”.18

The intent was fulfilled in that the reforms were able to offset a part
of the current account surplus. This was manifested in a surge in net
long-term capital outflows from 1968 onwards. However, capital flows
from the US and other European economies into the German economy
continued, adding to imported inflation as mentioned above. The
authorities were, hence, left with no choice but to revalue the currency
against the US dollar.

5.1.2.3 Abolition of controls and steps toward further liberalisation:
(1974-75)

At the beginning of the decade of 1970s, inflation was rising at an alarming
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rate, primarily due to double-digit wage increases in late 1969 and early
1970.19  In response to this, the Bundesbank hiked interest rates in the
first two quarters of 197020  though they were reduced thereafter. However,
the interest rate differential between the US and Germany widened from
one per cent in Q1 1970 to more than three per cent in Q1 1971, which
caused a spurt in the inflow of short-term capital, while there was a near
cessation of the export of long-term capital.21  Inward portfolio investment
(balance)22  peaked in Q2 1972 (Figure 5.2) though it fell sharply in the
subsequent quarters.
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Note: the encircled portion in the diagram above represents the peak of speculative
short-term inflows in Germany.

Source: Quarterly figures computed from monthly data available in the Bundesbank

Against this backdrop, the DM was unilaterally floated in May 1971.
It was later revalued under the Smithsonian Agreement 24  and also came
under attack at the time of Britain’s exit from the snake agreement25  in
1972.26  Since revaluation was not an option, several restrictions were
imposed on capital inflows. Some of these were “prohibition of payment
of interest on bank deposits and of purchases by non-residents of money
market paper, imposition of a cash reserve (Bardepot) requirement for
liabilities incurred vis-à-vis non-residents and prohibition of sales of
fixed-interest securities to non-residents.”27   However, they proved to
be ineffective in that the instruments to which these restrictions did not
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apply continued to be attractive to speculative investors. As a result,
CPI inflation rose from 4.4 per cent in Q1 1971 to 5.68 per cent in Q4
1971. Germany switched to a floating exchange rate regime in March
1973, i.e. Q4 1972, in the wake of the Bretton Woods collapse 28  and the
DM appreciated significantly thereafter. DM appreciated by approximately
26.4 per cent between Q4 1972 and Q2 1975.

Although capital controls were tightened immediately after the
introduction of the floating rate regime to avoid excessive appreciation
of the DM against the dollar, they had to be abolished subsequently. It
was soon realised that high interest rates (especially against the US)
would, in all probability, attract additional speculative short-term flows.
The focus, hence, shifted away from exchange rate considerations towards
monetary stability.29  Against this backdrop, steps were taken to abolish
capital controls in 1974-75 (Box 5.C). More significantly, the shift in
focus towards monetary stability was now guided by principles of
aggregate demand policies rather  than safeguarding the currency as
was true in the previous decade.30

In this regard, one important development in the decade of 1970s
was the introduction of monetary targeting in 1974 (which came into
effect in 1975) by the Bundesbank. This concept came to be called the
‘new assignment’, wherein interest rates were used in accordance with
the monetary growth target set by the Bundesbank. The main purpose
of this initiative was to check inflation, which in fact, was above seven
per cent at the beginning of 1974. 31

Box 5.C:  Abolition of restrictions on inflows

Period Reforms 

1974 
(January-
September) 

 Abolition of minimum reserve requirement on growth of 
external bank liabilities. (L) 

 Reduction of Bardepot requirement and abolition of 
authorisation requirements for sale to non-residents of credit 
instruments other than domestic fixed-interest securities with 
maturity of less than 4 years. (L) 

 Abolition of Bardepot requirement. (L) 

 
1975 

 Abolition of prohibition on paying interest on deutsche mark 
deposits held by nonresidents. (L) 

 Abolition of authorisation requirements for sales to non-
residents of securities with maturity of 2 to 4 years.  (L) 

 Note: L= Loosening of controls on inflows
Source: Bakker, A., Chapple, B. (2002), “Advanced Country Experiences with Capital

Account Liberalisation”, IMF Occasional Paper 214.
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Slow growth in business activity led to a downward revision in interest
rates towards the end of 1974. Germany witnessed another post-war
recession in 1975, when GDP declined by one per cent. The appreciation
of the DM following the switch to a flexible exchange rate regime further
intensified recession through a loss in competitiveness, although it
reduced the prices of imports (especially that of oil).32
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Figure 5.3:   Portfolio investment in Germany (DM in millions)

Source: Quarterly figures computed from monthly data available in the Bundesbank

Figure 5.3 shows the trend in portfolio investment for the period Q1
1973- Q4 1976. The fall in portfolio investment between Q3 1973 and
Q3 1974 is quite puzzling in that the interest rate differential actually
widened (from less than two per cent in Q1 1973 to more than four per
cent in Q4 1973) in this period. After the third quarter of 1975, there
was an almost continuous rise in portfolio investment, which may have
been due to expectations that the DM would appreciate and/or
expectations of that the inflation rate would fall. These expectations
indeed turned out to be true, as inflation fell from over six per cent in Q2
1975 to 4.4 per cent in Q2 1976.  The removal of restrictions on capital
inflows (Box 5.C) might also be largely responsible for the rise in portfolio
investment during that period.

The focus on price stability led to a fall in inflation from seven per
cent in 1973 to 4.3 per cent in 1976. However, there were times when
the Bundesbank accorded primacy to exchange rate considerations as



The Macroeconomic Impact of Financial Crisis 2008-09

110

against monetary stability. This normally applied in times of excessive
appreciation.33  Since, price stability was now governed by aggregate
demand principles, there were times when monetary targets were
overshot depending on the performance of the real sector.34

Hence, a switch to a floating rate regime, followed by monetary
targeting and the abolition of capital controls augured well for the German
economy. Even though inflation was high for most of the 1970s, it
remained well below the OECD average.35  Some capital restrictions were
reintroduced in the late 1970s but they were abolished subsequently.
These involved “reintroduction of authorisation requirements for sales
to non-residents of securities with a maturity less than 4 years in 1977
and reintroduction of minimum reserve requirement on growth of external
bank liabilities in January 1978.” 36

5.1.2.4 A period of intense capital account management (1980-81)

Germany was witnessing a situation of current account surpluses, along
with falling inflation, at the onset of 1979. During the Bonn summit in
197837 , Germany was asked to reflate in order to address the problem
of deficits in other countries.38  The stimulus provided by Germany
coincided with the oil price shock in 1979, which led to an annual deficit
in its current account for the first time since 1965.

When we plot the data for the current account for the period Q1
1978- Q4 1983, Figure 5.4 shows that it entered the negative zone in
Q2 1979 and remained there till the end of Q3 1981, after which it
records surpluses. At the same time, CPI inflation rose from less than
three per cent in Q1 1979 to above five per cent in Q1 1980. The rise in
inflation was countered by a hike in the level of interest rates. Discount
rate shot up from four per cent in Q1 1979 to 7.5 per cent in Q2 1980.
However, it started falling thereafter, reaching four per cent in Q4 1983.

Portfolio investment for the period Q1 1979-Q4 1983 was
characterised by sharp spikes. However, the balance did not enter the
negative territory i.e. purchases continued to exceed sales except for
some part of Q1 1980 (DM -163 mn) and Q4 1981-Q1 1982. A rise
followed thereafter, which, to a large extent, may be attributed to general
optimism due to an  improvement in the current account balance as
shown in Figure 5.4.39  Portfolio investment in Germany reached
approximately DM 6.3 bn in Q3 1983.
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Box 5.D:  A complete abolition of controls on capital inflows

Period Reforms 

1980 
March 

Relaxation of restrictions on sale of short-term paper to non-residents. 
(L) 

1981 
March 

All restrictions on sale of short-term deutsche mark paper to non-
residents abolished. (L) 

 Note: L= Loosening of controls on capital inflows
Source: Bakker, A., Chapple, B. (2002), “Advanced Country Experiences with Capital

Account Liberalisation”, IMF Occasional Paper 214.

One interesting feature of this episode is that the current account
surpluses were being parked abroad, thereby lowering the level of foreign
exchange reserves. Total reserves minus gold fell from approximately
$47 billions in Q3 1981 to $42.6 billions in Q4 1983. Increased capital
outflows, thus, contributed to the depreciation of the exchange rate.
Nominal exchange rate depreciated by 45 per cent between Q1 1971
and Q4 1983.

The appreciation of the DM in general after 1973 led to a loss of
German exports to its European partners. Hence, Germany encouraged
other European economies for a joint float of their currencies against
the US dollar. However, the latter were not willing to give up their
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independent monetary policies.40  The formation of the European Monetary
System (EMS) marked the precursor to full capital account liberalisation
in Germany. The objective was to integrate the EU members and, thereby,
facilitate liberalisation of capital flows.41  The main trigger for reforms
was to promote the acceptance of the DM as the international reserve
currency. The intent was almost fulfilled, primarily because the surge in
speculative inflows post Q4 1981 did not trigger inflationary pressures
despite the presence of current account surpluses after the same quarter.
With the formation of the EMS, price stability became the main objective
of the Bundesbank which might offer an explanation for the containment
of inflationary pressures after that.

5.1.2.5 Capital Account Liberalisation 1983-88 (an overview)

After 1983, Germany recorded huge and persistent current account
surpluses, which were mostly parked abroad. Surprisingly, the exchange
rate, after depreciating from Q1 1984 to Q2 1985, appreciated until the
last quarter of 1987. The exchange rate appreciated by 45 per cent from
Q2 1985 to Q4 1987.
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Besides, inflation exhibited a downward trend for most of the episode.
More importantly, the economy witnessed deflation from Q2 1986 to Q2
198742  with the trough at Q4 1986 (-.9 per cent), after which inflation
rose steeply. Deflation, for the most part, can be attributed to the third
oil shock, which led to a collapse in oil prices in March 1986. The interest
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rate, on the other hand, declined consistently for almost the entire period
apart from the last two quarters. The discount rate fell from four per
cent in Q1 1984 to 2.5 per cent in Q4 1987. The rise, thereafter, may
find its reasoning in rising inflation after the second quarter of 1987.
Inflation reached 1.66 per cent in Q4 1988.

Portfolio investment in Germany rose for a large part of the episode
under consideration. It, however, fell in Q3 and Q4 1987,43  perhaps due
to the stock market crash in that year. The abolition of coupon tax on
interest income on assets held by non-residents, undertaken in August
1984, might have served as an important factor causing a spurt in portfolio
investment in Germany, post-Q3 1984.
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Figure 5.6:  Portfolio Investment in Germany (DM in millions)

Note: Quarterly figures computed from monthly data available in Bundesbank

One noticeable feature of this episode is that despite the rise in
current account surpluses and portfolio investments after Q3 1984,
inflation actually fell. Since, exchange rate appreciated in the same period,
this serves as evidence that monetary targeting was the main focus of
the Bundesbank in that period. Further, portfolio investments rose despite
the negative interest rate differentials with the US 44  and dismal GDP
numbers.45  Rising current account surpluses and falling inflation may
have been the possible triggers for this.
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5.1.3 German experience of Capital account management

In this section, we examine three main aspects of Germany’s experience
with capital account liberalisation under two separate categories i.e.
fixed exchange rate regime (during the Bretton Woods regime) and
flexible float regime (post-Bretton Woods). The Bretton Woods system
was formed in 1944. It collapsed in 1973 in the wake of high current
account deficits in the US economy and a declining confidence in its
currency.

5.1.3.1 Management of the speculative attacks

There were a number of speculative attacks after Germany had almost
completely liberalised its capital account in the late 1950s. However, we
list only three of them because these called for policy action as elaborated
below.

a) Fixed exchange rate regime:

Germany faced two speculative attacks during the fixed exchange
rate regime. Both were precipitated by an excess inflow of short-
term capital. The first speculative attack during 1959-60 was
caused mainly by a huge inflow of capital from the US. With a
view to stave off inflationary pressures, the Bundesbank had to
revalue the DM by five per cent in 1961. The policy response did
not prove to be effective in that the CPI inflation actually rose in
subsequent years. More importantly, speculative short-term
inflows continued to rise, peaking in 1963 before they started
declining (Figure 5.7).

The second speculative attack followed in 1968. Given rising
inflation, the DM was revalued by 8.5 per cent in September
1969.46  The response, as in the case of the previous revaluation,
was not favourable in that inflation still exhibited an upward
trend thereafter (in fact, the rate of increase was higher after
revaluation) and the influx of short-term speculative flows
continued to rise in 1970. (Figure 5.7)

According to the Bundesbank Act of 1957, the aim of the bank
was to maintain price stability with a view to safeguard the
currency (DM). Hence, during the Bretton Woods regime, the
main priority of the Bundesbank was to stabilise the internal
value of the mark by achieving price stability. The episodes of
speculative inflow attacks demonstrated that the Bundesbank
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was more willing to tolerate inflation than face the wrath of the
exporters.47  However, the revaluation of the DM twice proved
that the interests of the exporters had to be kept subservient to
overall monetary interests.

The Bundesbank tried to manage the fixed exchange rate by
imposing restrictions on capital inflows. Since, the controls turned
out to be ineffective by and large, revaluation had to be the last
resort. Thus, monetary management, in a way, overpowered
exchange rate management.

b) Flexible exchange rate regime:

The third speculative attack followed in the early 1970s. However,
the management differed as the system of Bretton Woods was
on the brink of a collapse. The DM was revalued in 1971 under
the Smithsonian Agreement followed by the formation of the
snake tunnel in 1972. Finally, there was a switch to a flexible
exchange rate regime in 1973. After the switch, the exchange
rate was left free to appreciate48 . More importantly, the new
assignment introduced in 1974 turned out to be effective in
that the Bundesbank was able to rein in inflation which declined
from 7 per cent in 1973 to 2.7 per cent in 1978. Speculative
short-term inflows, however, continued, perhaps because of
expectations that the DM would appreciate (Figure 5.8).49
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It was realised that the existence of the impossible trinity was indeed
true i.e. fixed exchange rate, mobile capital flows and independent
monetary policy could not ever be compatible with each other and that
one of them had to be relaxed. The Bundesbank dispensed with the first
one. Hence, the switch to a flexible exchange rate regime and monetary
targeting demonstrated that a rise in speculative short-term inflows,
exchange rate appreciation and then a further rise in speculative short-
term inflows does not necessarily increase total inflation. This is because
the central bank is now freed from the responsibility of exchange rate
management to a large extent.50

5.1.3.2 Competitiveness of the export economy

Since Germany has always been an export-oriented economy, it is
imperative to examine the effects of changes in the real effective exchange
rate (REER)51  on the overall competitiveness of the economy. The change
in the exchange rate regime is also important in this context.

a) Fixed exchange rate regime:52

In the case of the fixed exchange rate regime, a discussion on
competitiveness becomes relevant against the backdrop of the
two revaluations in DM mentioned above. Although the current
account balance was declining since 1958, it slipped into a deficit
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in 1962 and 1965. This was mainly due to the revaluation of DM
in 1961, which caused a deterioration in Germany’s terms of
trade. While the current account recorded huge surpluses just
before the second revaluation in 1969, there was a sharp decline
in the balance in 1969 and 1970, which can be attributed again
to the deterioration in terms of trade following the revaluation.
During the fixed exchange rate regime, the focus of the
Bundesbank was to maintain price stability in such a way as to
safeguard the currency. However, the two revaluations proved
that, sometimes, the interest of exporters had to be kept
subservient to overall monetary interests.

b) Flexible exchange rate regime

Under the flexible exchange rate regime, REER based on CPI is
used to determine the competitiveness of Germany’s external
sector. After the collapse of the Bretton Woods system and the
switch to a flexible exchange rate regime, REER shows
appreciation for 1973 as a whole but depreciation in the next
two years (Figure 5.9).53  The current account balance rose after
1973 and peaked in 1974, after which it followed a downward
trend. With a switch to the flexible exchange rate regime, the
only way to retain external competitiveness was by containing
inflation. The concept of monetary targeting ensured just that.
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5.1.3.3 Management of persistent surpluses

Management of persistent surpluses can be discussed under two aspects.
One of them is capital exports and the other is the pressure from the
rest of the world to reduce the amount of surpluses.54  Germany did not
have persistent surpluses in the 1960s and 1970s. Hence, the question
of their management became important only in the 1980s. Much of these
surpluses were then exported. More importantly, “short-term capital
outflows were the main vehicles behind the recycling of the current
account surplus”.55  Exchange rate both appreciated and depreciated in
phases but, on the whole, there was depreciation in the 1980s56  (Figure
5.9). The depreciation in the real exchange rate boosted exports and
hence, current account surpluses, which were then parked abroad.
Moreover, capital outflows fed back into the exchange rate, causing further
depreciation and, thus, created a virtuous cycle.

5.1.3.4 Germany as a part of the European Economic Community (EEC)57

An important feature of Germany’s capital account liberalisation is its
being a part of the EEC. Hence, its liberalisation process was guided by
the objectives of the EEC. The EEC was formed with the principle objective
of encouraging the free movement of people, goods and services and
capital amongst the EEC member states. The objective was to develop a
common market.

It was in 1957 that the Treaty of Rome advocated liberalisation of
capital flows within the EEC member states. Germany’s then Minister of
Economics, Ludwig Erhard, offered full support for complete capital
account liberalisation. More importantly, “Liberalisation of inflows was
not a weighty issue as its capital markets were still not developed and
foreigners already had access to German securities.”58  Therefore,
Germany did not really push hard for full liberalisation. Further, it was
never in favour of discriminatory measures against third countries and
always advocated the ‘erga omnes principle’.

The EEC and the Monetary Committee came out with two directives
i.e. the first directive of 1960 and the second directive of 1962. The first
directive listed the sequencing of liberalisation of capital flows while the
second directive dealt mostly with the rules applicable to the Belgium-
Luxemburg dual exchange rate regime. A third directive, dealing with
the removal of domestic regulations against non-residents, was prepared
and discussed many times but failed to be accepted by the member
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states, especially Germany as it had dispensed with exchange controls
while many other member states had not. Hence, it was reluctant to
remove domestic regulations unless other states were willing to abolish
their exchange controls.

5.1.3.5 The political dimension to the process of liberalisation

There were quite a few political struggles attached to the various aspects
of capital account liberalisation and its management. As mentioned in
the earlier section, it was Ludwig Erhard who guided the process of
liberalisation in its initial stages. More importantly, he was constantly in
a tussle with Karl Blessing (the president of the Bundesbank at that
time) regarding the revaluation of the DM in the light of speculative
inflow attacks. Erhard was in favour of a rise in interest rates in 1965,
which caused the 1966-67 recession. Combined with huge budget deficits,
this brought about his exit as Chancellor in 1966. He was succeeded by
Kurt Georg Kiesinger. Willy Brandt became vice chancellor and Karl Schiller
was appointed the Minister of Economics. It was Schiller who first
propagated the case for an independent monetary policy (governed by
aggregate demand policies) along with a flexible exchange rate regime.
The events at the end of the decade once again spurred an influx of
short-term capital, which forced the Bundesbank president Karl Klasen
to tighten capital controls in 1970. Schiller and Klasen were thus,always
at loggerheads and the former quit in 1972. Helmut Schmidt, who
replaced Schiller, forced the Bundesbank to account for the problem of
unemployment while devising monetary policy.59

5.1.4 Sequencing of the liberalisation process

The matrix below indicates that Germany went ahead with liberalisation
of capital outflows prior to that of inflows. While short-term capital
outflows were first on the list as compared to the long-term ones, the
reverse was the case with inflows. The point that needs to be underscored
is that Germany had almost fully liberalised its capital account by the
end of the 1950s and the EEC directives mentioned in the earlier section
were not of much relevance in Germany’s case.

Although, as mentioned earlier, the capital account was liberalised
fully by 1959, Germany had to resort to capital controls soon in the
wake of speculative attacks of inflows. Much of the 1960s and 1970s
were thus, devoted to capital account management. However,
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simultaneous steps were also taken to liberalise outflows, like the one in
1966 when outward direct investment, previously restricted only to EEC
member states, was extended to the OECD area.

5.1.5 Summary and Conclusions

Germany’s process of capital account liberalisation was initiated in the
1950s under the provisions listed in the Treaty of Rome (1957). The
main trigger behind the liberalisation drive was to park rising trade
surpluses abroad. Though the main intention was to liberalise outflows,
Germany went ahead with almost full liberalisation of inflows too by
1959. This was mainly triggered by the fear that rising productivity gains
may result in an appreciation of the Deutsche Mark (DM) against the US
dollar. This is where Germany went wrong, as the intention with which

Box 5.E: Sequencing of the liberalisation process

 Inflows Outflows 

Short-
term 

1. 1958: Liberalisation of inward 
investment by non-residents. 

2. 1959:Abolition of all remaining 
restrictions on import of capital. 

3. 1962: Merger of free market 
for capital transactions with 
official exchange market.  

4. 1980-81: a) Relaxation of 
restrictions on sale of short-
term paper to non-residents. b) 
All restrictions on sale of short-
term deutsche mark paper to 
non-residents abolished.  

 

1. 1958: Permission for residents 
to maintain foreign currency 
accounts abroad.  

2. 1958: Liberalisation of 
transactions in German bonds 
denominated in foreign 
currency. 

3. 1959: Easing of regulations 
concerning investment abroad 
by residents. 

4. 1962: Merger of free market 
for capital transactions with 
official exchange market. 

5. 1963: Abolition of restrictions 
on investments in foreign 
securities by residents. 

6. 1967: Easing of limitations on 
export of banknotes and on 
settlement requirements.     

Long-
term 

1. 1958: Liberalisation of inward 
investment by non-residents.  

1. 1959: Easing of regulations 
concerning investment abroad 
by residents.  

2. 1966: Extension of permission 
for outward direct investment 
to the OECD area (previously 
allowed only in EEC countries) 

Source: Bakker, A., Chapple, B. (2002), “Advanced Country Experiences with Capital
Account Liberalization”, IMF Occasional Paper 214.
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the inflows were liberalised was not fulfilled in that the DM had to be
revalued twice in the course of the 1960s.

Germany’s main focus was to retain its external competitiveness and
it was primarily involved with safeguarding its currency in the initial
years of liberalisation. Given the conflict between exchange rate and
monetary management, the Bundesbank resorted to the imposition of
controls during the 1960s and 1970s. Further, the interests of exporters
had to be sacrificed at the time of the DM revaluations.

The Bundesbank’s performance as regards maintenance of inflation
has been commendable after 1973 i.e. after the switch to a flexible
exchange rate regime. The shift of focus, away from exchange rate
management towards monetary management, could be the reason behind
this. It was soon realised that Germany, like other countries, could not
solve the riddle of the impossible trinity. Though Germany resorted to
stricter controls on capital inflows immediately after the switch to a
floating exchange rate regime, it had to abandon them gradually. It was
only during the 1980s that Germany had completely dispensed with all
restrictions on capital inflows, thus achieving full liberalisation of its
capital account.

Hence, Germany had officially liberalised in the late 1950s in a big-
bang fashion. It was, however, engaged with the task of capital account
management as the macroeconomic conditions during that period
demanded. Germany’s experience, thus, proves that liberalisation of
capital account does not take away the responsibility to manage it.

5.2 The Indian Capital Account Liberalisation and the Management
of Capital Flows

5.2.1 Introduction

Full-scale liberalisation of the Indian economy and its integration with
the world economy began in 1991. In June 1991, the Indian government
initiated a programme of macroeconomic stabilisation and structural
adjustment, supported by the IMF and the World Bank. Since then,
restrictions on various components of current and capital account have
been relaxed.

The purpose of this research paper is to provide a review of the
liberalisation process in India’s capital account and its management. It
seeks to find out whether the Indian experience of liberalisation has
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been able to produce the desired results. The analysis should offer some
new lessons for future policy formulations in other emerging market
economies (EMEs). Keeping this purpose in view, the entire period of
capital account liberalisation (1991-2010) will be grouped into five time-
windows. Each time-window represents a milestone, when concerted
efforts were made to open up of the Indian economy. Figure 5.10 shows
the increasing significance of net capital inflows between 1991 and 2010
(from $7.1billion in 1990-91 to $53 billion in 2009-10). A comparison of
net flows with the current account deficit shows that net flows have
been larger than the current account deficit, creating absorption and
related liquidity management problems.

Figure 5.10: Capital Inflow into India (1980-81 to 2009-10)

Source: RBI (2010)

5.2.2 Liberalisation Process: The Indian Experience

In the following sections, we attempt to group major liberalisation moves
into five time windows, spread between 1991 and 2008. Our objective is
to

I. review the macroeconomic triggers, which induced a particular
policy response

II. outline the desired purpose of policy changes and

III. analyse the impact of the policy change

5.2.2.1 A Period of External and Internal Disequilibria (July 1991-
September1992)

In 1991, the Indian economy experienced a classic external and internal
disequilibrium i.e. high fiscal deficit, inflation, rising debt-service ratio,
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a deteriorating current account and inadequate adjustment in the
exchange rate. Inflation in the 1980s was modest at around six per
cent; however, it accelerated at the beginning of the 1990s. The wholesale
price inflation peaked at 15.85 per cent in 1990-91. The Economic Survey
of 1990 attributes high inflation to three main causes: a) supply demand
imbalances of some essential items b) fiscal imbalances leading to high
liquidity growth and c) inadequate levels of food stocks and a tight balance
of payments position that limited the manoeuvrability of government to
bring down prices by drawing down stocks or by imports.

Table 5.2 Macroeconomic Environment (1982-83 to 1993-94)

Timeline 

Inflation 
(Wholesale 
Price Index - 
Annual 
Average ) 

CAD/ 
GDP 
(%) 

Central 
Government 
(Gross Fiscal 
Deficit as 
percentage of 
GDP) 

Import 
Cover of 
Reserves 
(in 
months) 

Call/Notice 
Money Rates 
(Per cent 
Per Annum) 

1982-83    4.9 –1.7 5.56 3.6 8.78 

1983-84    7.5 –1.5 5.86 4.1 8.63 

1984-85    6.5 –1.2 6.99 4.5 9.95 

1985-86    4.4 –2.1 7.77 4.5 10 

1986-87    5.8 –1.9 8.37 4.4 9.99 

1987-88    8.1 –1.8 7.56 3.8 9.88 

1988-89    7.5 –2.7 7.28 2.4 9.77 

1989-90    7.5 –2.3 7.31 1.9 11.49 

1990-91   10.3 –3.0 7.84 2.5 15.85 

1991-92   13.7 –0.3 5.55 5.3 19.57 

1992-93    10.1 –1.7 5.34 4.9 14.42 

1993-94    8.4 –0.4 6.96 8.6 6.99 

 Source: RBI (2010) and CMIE Database

The central government’s gross fiscal deficit reached 7.84 per cent
(see Table 5.2) in 1990-91, while the combined deficits of the central
and state governments as a percentage of GDP reached 9.4 percent in
the same year. Two important factors contributed to such a high fiscal
deficit. First, after the second oil shock of 1979, the subsidy burden on
the exchequer rose to 2 per cent of GDP in 1990-91. Second, while
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growth in the 1980s was driven by government expenditure, direct taxes
were progressively declining, leading to a wide gap in expenditures and
receipts. The current account also stared deteriorating after the second
oil shock; throughout the 1980s,   interest payments and imports rose
faster than export growth. However, the immediate cause of the crisis
was the Gulf war of 1990. It affected India on three fronts. First, crude
prices increased substantially (from $14.87 per barrel  in 1988 to $23.19
per barrel in 1990) leading to a higher import bill. Second, as workers
from the Gulf region returned home, remittances declined from $2.6
billion in 1988-89 to $2 billion in 1990-91. Third, higher oil prices resulted
in a slowdown in the world economy, which led to a slowdown in exports.
The current account deficit increased from 1.8 per cent of GDP in 1987-
88 to 3 per cent in 1991 (see Table 5.2).

In 1991, an urgent concern was the depleting foreign exchange
reserves. After the second oil shock, there was some recovery in the
mid-1980s, with a reserve accumulation of $6.5 billion in 1986-87.
However, the third oil shock of 1990 led to a sharp fall in reserves.
Reserves declined to $896 million on 16 January 199160  from $3.11
billion at the end of August 1990, sufficient to cover only a few weeks of
import. During this period, the government made drawings from the
IMF under compensatory and contingency financing. The low exchange
reserves triggered a number of consequences. Sources of commercial
borrowing dried up as credit rating agencies downgraded India’s sovereign
credit rating. Short-term credit by way of external bankers’ acceptance
line and six-month credit were available at 0.25 per cent above LIBOR
until November 1990; the rate increased to 0.65 per cent in March 1991
and further to 1.25 percent above LIBOR in May 1991.61  Simultaneously,
withdrawal of deposits by non-resident Indians (NRIs) began.
“Recognising that an inappropriate exchange rate regime, unsustainable
current account deficit and a rise in short-term debt in relation to official
reserves were amongst the key contributing factors to the crisis, a series
of reform measures were initiated”.62   Some of the important policy
measures undertaken during the crisis are mentioned in Box 5.F.

The Impact of Reform

The immediate policy response of the government to the 1991 crisis was
to impose several restrictions on imports to reduce the current account
deficit (CAD) and generate additional funds to close the substantial
financial gap. The government was successful in curbing imports and
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reducing CAD to 0.3 per cent of GDP 1991-92 from 3 per cent in 1990-
91 (see table 5.2). However, raising external funds was difficult, given
the weakened international confidence in the economy and the erosion
in the country’s credit rating. The government got round this problem
by mobilising funds from international organisations like the IMF and
World Bank and by introducing India Development Bonds targeted at
NRIs and their corporate bodies.

Apart from these schemes to finance immediate requirements, the
thrust of policy reform in India was tilted towards inducing a
compositional shift in capital flows away from debt to non-debt-creating
flows, viz., foreign direct investment (FDI) and foreign portfolio
investment, strict regulation of external commercial borrowings (ECBs),
especially short-term debt and discouraging the more volatile flows
from NRIs.63

The policy measures undertaken (see box 5.F) produced the desired
result in terms of the trends and composition of capital inflows. While
private debt flows declined, non-debt flows, i.e. portfolio investment
and foreign direct investment (FDI), increased.  Portfolio investment
constituted more than 40 per cent of total capital inflows for three
consecutive years (1993-94, 1994-95, 1995-96). Foreign direct
investment also increased steadily (see Figure 5.11).

Box 5.F: Policy Changes in 1991-92 (July 1991-September1992)

In 1991, trade liberalisation was a major component of economic reform; in
1991-92, around 3000 tariff lines were freed from licensing restriction.

In July 1991, government liberalised foreign investment policy. As against
case-by-case basis approvals within a ceiling on foreign equity participation of
40 per cent, the  new policy provided automatic approval of direct foreign
investment up to 51 per cent equity holding in 34 high priority industries.

In March 1992, the Liberalised Exchange Rate Management (LERM) system, a
dual exchange rate system, replaced the single official rate  and introduced
partial convertibility of the rupee.

In September 1992, foreign investors were allowed to acquire shares in Indian
companies to the extent of 24 per cent.

In September 1992, RBI allowed disinvestment of equity by foreign investors
at market rates    on stock exchanges, along with permission to repatriate the
proceeds of such disinvestment.
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5.2.2.2 Aftermath of the Asian Crisis (April-August, 1998)

India signed Article VIII of the IMF’s Articles64  of Agreement in 1994;
accordingly, the rupee was made convertible for current account
transactions in the same year. To liberalise the capital account, a
committee was appointed under S. S. Tarapore. In 1997, the committee
made its recommendations and outlined a timeframe for fuller capital
account convertibility. However, the East Asian crisis of 1997 was a major
setback to the implementation process. The experiences of the fairly
open, East Asian economies led to growing criticism of the reform process,
which made the government cautious.

Although India was not directly affected by the Asian crisis, the
contagion from the crisis adversely affected capital flows to all emerging
markets, including India. As is evident from the Figure 5.12, short-term
loans declined sharply after the first quarter of 1997-98; portfolio
investment followed suit. Short-term loans declined from $580 million
in first quarter of 1997-98 to $23 million in the second quarter; it turned
negative in the third quarter of that year. Portfolio investment declined
from $735 million (Figure 5.13) in the first quarter of 1997-98 to $86
million in the fourth quarter of the year. Because of the decline in capital
inflows, the rupee depreciated against the dollar – from Rs.35.92 per
dollar in August 1997 to Rs.39.22 per dollar in December 1997, a
deprecation of 9.2 per cent65 .

In Million Dollars

Figure 5.11: Capital Inflows into India (1990-91 Q1 to 1995-96 Q4)

Source: RBI (2010)
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In Million Dollars

Figure 5.12: Capital Inflow (debt) into India
(1995-96 Q1 to 1999-00 Q4)

Source: RBI (2010)

In Million Dollars

Figure 5.13: Capital Inflow (non-debt) into India
(1995-96 Q1 to 1999-00Q4)

Source: RBI (2010)

Note: Net inflow considers only inflow by non-residents.
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The problems of the Indian economy were compounded by the
economic sanctions imposed by some developed countries following a
nuclear test in May 1998. Standard and Poor downgraded the outlook on
India’s long-term foreign currency issuer credit rating from stable to
negative. As a result, the cost of borrowing for Indian firms increased
and commercial borrowings, both short-term as well as medium and
long-term declined. As is evident from figure 5.12 short-term loans and
banking capital flows turned negative to -$930 million and -$1480 million
respectively.  Faced with a possible deceleration in the Indian growth
rate, portfolio investment, for the first time after liberalisation, registered
negative growth (see figure 5.13).

Table 5.3: Macroeconomic Environment (1990-91 to 1998-99)

Timeline Inflation 
(Wholesale 
Price Index 
- Annual 
Average ) 

CAD/ 
GDP 

Central 
Government 
(Gross Fiscal 
Deficit as 
percentage of 
GDP) 

Import 
Cover of 
Reserves 
(in 
months) 

Call/Notice 
Money 
Rates 
(Percent 
Per Annum) 

1990-91 10.20 –3.0 7.84 2.5 15.85 

1991-92 13.78 –0.3 5.55 5.3 19.57 

1992-93 10.05 –1.7 5.34 4.9 14.42 

1993-94 2.59 –0.4 6.96 8.6 6.99 

1994-95 12.59 –1.0 5.68 8.4 9.4 

1995-96 7.99 –1.6 5.05 6.0 17.73 

1996-97 4.62 –1.2 4.84 6.5 7.84 

1997-98 4.38 –1.4 5.82 6.9 8.69 

1998-99 5.95 –1.0 6.47 8.2 7.83 

 
Source: RBI (2010) and CMIE Database

In response, the government took some steps to liberalise the capital
account. Apart from the Asian crisis, augmenting government resources
was another factor that prompted liberalisation. From 1997, the issue of
ad-hoc treasury bills, which were an important source of government
finances, was abolished. The government liberalised portfolio investment
by allowing foreign institutional investment (FIIs) to invest in dated
government securities subject to a ceiling.
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Impact of Reform

Despite these measures, the adverse negative market sentiment created
in the international capital market due to the downgrading of India’s
sovereign rating to non-investment grade66  limited the improvement
in capital inflows. That the impact of the liberalisation was not
encouraging is evident from the figure 5.12 – external commercial
borrowings and short-term borrowings remained negligible. Portfolio
investment showed some improvement with net inflows registering an
average of around $700 million (see figure 5.14) for seven quarters
from Q4 of 1998. Anticipating the ineffectiveness of policy measures,

Box 5.G: Policy Changes in 1998 (April-August)

In April 1998: FIIs permitted to invest in dated government securities subject to
a ceiling.

In June 1998: forward cover allowed in equity. FIIs permitted to invest in equity
derivatives.

In August 1998:   limits for investments by FIIs/NRIs/OCBs in Indian companies
were enhanced.

(a) The ceiling of 24 per cent of paid-up equity on investment by FIIs in the
primary and secondary markets was raised to 30 per cent subject to
approval by the Board of Directors of the company.

(b) The ceiling on the holding of a single FII or concerned FII group in any
Indian company was raised from five per cent to ten per cent of total
paid-up capital.

(c) The aggregate ceiling for FII investment i.e., 24 per cent or 30 per cent,
as the case may be, would be exclusive of investments made by NRIs/
OCBs under the portfolio investment scheme.

In August 1998: several relaxations were made in external commercial
borrowings (ECBs). Some of them are as follows.

 ECBs were permitted for project related rupee expenditure in all sectors
(except stock markets and real estate).

 The average minimum maturity was relaxed and fixed at five years for
all ECBs above $20 million.

 The average maturity requirement under long-term maturity window,
outside the ECB cap, was reduced to 8 and 16 years for ECBs up to $100
million and $200 million respectively.

Source: RBI Annual Report (1999)
NRI: Non-resident Indian
OCB: Overseas Corporate Bodies
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the government introduced Resurgent India Bonds67  (RIBs). The RIBs
were designed to compensate for the shortfall in the normally expected
level of capital inflows in relation to the current account deficit.68  The
total mobilisation through RIBs amounted to the equivalent of
$4.23 billion, the bulk of which was in US dollars ($3.99 billion). The
Reserve Bank’s purchase from the State Bank of India on account of
RIBs amounted to $3.71 billion up to end-March 1999, which was
reflected in an increase in India’s foreign currency assets by $3.55
billion during 1998-99.69

In Million Dollars

Figure 5.14: Capital Inflow (Non-debt) in India (1998-99 Q1 to 2000-01 Q4)

Source: RBI (2010)

Despite innovative schemes like RIB and a current account deficit of
one per cent of GDP, the rupee depreciated vis-à-vis the dollar, both in
nominal and real terms.

5.2.2.3 Liberalisation to Support Growth (March-September, 2001)

Two liberalisation packages of the external sector, 1991 and 1998, were
taken under the compelling circumstances of a BoP crisis and Asian
crisis respectively. However, the government took several measures to
open the economy in 2001 when external sector variables were
comfortable. The current account deficit as a percentage of GDP was
only 0.6 per cent in 2000-01 (see table 5.4); import cover reserves of
around 9 months was well above the internationally accepted norm of
six months.
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In Percent

Figure 5.15: Macroeconomic Aggregates
(1994-95 to 2007-08)

Source: RBI Handbook of Statistics (2009)

Table 5.4: Macroeconomic Environment (1995-96 to 2002-03)

Timeline Inflation 
(Wholesale 
Price Index - 
Annual 
Average ) 

CAD/ 
GDP 

Central 
Government 
(Gross Fiscal 
Deficit as 
percentage of 
GDP) 

Import 
Cover of 
Reserves 
(in 
months) 

Call/Notice 
Money Rates 
(Percent Per 
Annum) 

1995-96 7.99 –1.6 5.05 6 17.73 

1996-97 4.61 –1.2 4.84 6.5 7.84 

1997-98 4.40 –1.4 5.82 6.9 8.69 

1998-99 5.95 –1 6.47 8.2 7.83 

1999-00 3.27 –1 5.36 8.2 8.87 

2000-01 7.16 –0.6 5.65 8.8 9.15 

2001-02 3.60 0.7 6.19 11.5 7.16 

2002-03 3.41 1.2 5.91 14.2 5.89 

 Source: RBI (2010) and CMIE Database
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While the external sector was in a comfortable position,
macroeconomic variables were showing signs of deterioration. Real GDP
at factor cost growth was 4.4 per cent (see figure 5.15) in 2000-01 as
against 6.4 per cent in 1999-00 and 6.7 in 1998-99. Similarly, gross
domestic capital formation (GDCF) also declined to 24.1 per cent in
2000-01 from 25.9 in 1999-00. To arrest decelerating growth, capital
account liberalisation measures, based on the Tarapore Committee
(1997) recommendations, were taken. It was argued that external
capital inflows would supplement domestic resources and lead to higher
growth.70  Apart from increasing the resource base, FDI was expected
to bring other benefits like technological up-gradation, access to global
managerial skills and practices, optimal utilisation of human and natural
resources making Indian industry internationally competitive, opening
up export markets, providing backward and forward linkages and access
to international quality goods and services.71  Similarly, an increase in
portfolio investment was expected to improve liquidity in the equity
market and lead to financial sector development. Some of the important
measures undertaken to achieve these goals are given below in the
box.

Box 5.H: Policy Changes in 2001 (March-September)

In March 2001:  the ceiling on total ownership by all FIIs of a firm was raised
from 40 per cent to 49 per cent. A shareholder resolution was required.

In May 2001, the government significantly liberalised the FDI policy for crucial
sectors including banks, drugs and pharmaceuticals and some areas of
telecommunication. The defence equipment industry was opened to the private
sector with an FDI limit of 26 per cent. FDI to the extent of 100 per cent was
permitted in pharmaceuticals, hotels, airports, tourism, courier services, township
development and mass rapid transport system (MRTS) in all metropolitan cities
(RBI).

In September 2001, the ceiling on total ownership by all FIIs of a firm was raised
from 49 per cent to “the sectoral cap for the industry”. A shareholder resolution
was required.

Impact of Reform

Reforms did not produce the desired result immediately; as shown in
Figure 5.16, both portfolio and FDI declined in the subsequent year.
However, in the year 2003-04, portfolio investment recorded a massive
increase of more than $10 billion (from $979 million in 2002-03 to $11356
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million) while FDI started increasing from 2004-05 onwards (see
figure 5.16).

Although the benefits of foreign capital in pushing investment and
growth are debatable, the huge capital inflows coincided with increased
GDP growth and an improvement in Gross Domestic Capital Formation
(GDCF) (see figure 5.15).

In Million Dollars

Figure 5.16: Capital Inflow (Non-debt) in India
(1997-98 to 2005-06)

Source: RBI (2010)

5.2.2.4 A period of Inflow Surge (May–September, 2007)

In the financial year 2007-08, the Indian economy witnessed a surge
in capital inflows, which created a macroeconomic management
problem. The huge amount of capital inflow necessitated the
liberalisation of capital account for resident firms and individuals in
the hope of triggering an offsetting capital outflow. The country received
$107 billion dollars of net capital inflows during the year against $45
billion in 2006-07 and $25 billion in 2005-06.  If we look at the
composition of inflows, portfolio investments were dominant with net
inflows of $29.3 billion followed by commercial borrowings ($22.6
billion).
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(Net $ Million)

Figure 5.17: Capital Inflow (Non-Debt) in India (2004-05 Q1 to 2007-08 Q4)

Source: RBI (2010)

Note: Net inflow considers only inflow by non-residents.

(Net $ Million)

Figure 5.18: Capital Inflow (Debt) in India (2004-05 Q1 to 2007-08 Q4)

Source: RBI (2010)

Foreign direct investment in India was $34.2 billion. However, outward
foreign direct investment of $18.8 billion dollars meant that the net
inflow was only $15.4 billion dollars. NRI deposits were a paltry $179
million dollars, because the government reduced the rate of interest on
Non-Resident External Rupee Accounts to Libor/Swap rates from Libor/
Swap plus 50 bps and Foreign Currency Non-Resident Bank Deposits
from Libor/Swap minus 25 bps to Libor/Swap minus 75 bps. An analysis
of quarterly data shows that capital inflows, both debt and non-debt,
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were huge in the second and third quarter of 2007-08 (see Figures 5.17
and 5.18). In fact, these two quarters accounted for around 70 per cent
of net capital inflows received in financial year of 2007-08.

Table 5.5: Macroeconomic Environment (2001-02   to 2008-09)

Timeline Inflation 
(Wholesale 
Price Index - 
Annual 
Average ) 

CAD/ 
GDP 

Central 
Government 
(Gross Fiscal 
Deficit as 
percentage of 
GDP) 

Import 
Cover of 
Reserves 
(in 
months) 

Call/Notice 
Money Rates 
(Percent Per 
Annum) 

2001-02    3.60 0.7 6.19 11.5 7.16 

2002-03    3.41 1.2 5.91 14.2 5.89 

2003-04    5.46 2.3 4.48 16.9 4.62 

2004-05    6.48 –0.4 3.99 14.3 4.65 

2005-06    4.38 –1.2 4.08 11.6 5.6 

2006-07    5.42 –1.1 3.45 12.5 7.22 

2007-08    4.75 –1.5 2.69 14.4 6.07 

2008-09    8.34 –2.6 6.14 10.3 7.06 

 Source: RBI (2010) and CMIE Database

Large-scale inflows created complexity in monetary management
with the triple objectives of maintaining orderly conditions in the exchange
market, price stability and interest rates. This trilemma is known as
impossible trinity, where liberalisation of capital flows is difficult to
reconcile with orderly conditions in the exchange market and autonomy
of domestic monetary policy72.

Capital flows can either finance current account deficit or lead to an
accumulation in foreign exchange reserves depending on the exchange
rate regime. While capital inflows were a massive $107 billion, the current
account deficit was a reasonable limit $17 billion, which was 1.5 per cent
of GDP (see Table 5.5). With a free exchange rate float, a net increase in
capital inflows will lead to exchange rate appreciation, which in turn will
lead to an increase in imports and a decline in export, widening the current
account deficit. However, if the exchange rate is fixed, then capital inflows
will lead to an increase in foreign exchange reserves. The Indian economy
has been following a policy of managed float where RBI intervenes in the
market to contain exchange rate fluctuations. As a result, foreign exchange
reserves of RBI increased by $110 billion in 2007-08.
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Despite heavy intervention by the RBI, capital inflows exerted pressure
on the exchange rate and led to an appreciation of the rupee. The rupee
appreciation was initially against the dollar, which did not pose much of a
problem because the dollar itself was declining. However, later, the rupee
started to appreciate against all major currencies and began to hurt not
only exporters of goods and services but also the import-competing sector.
As shown in the figure 5.19, the rupee appreciated from Rs.44.33 per
dollar in January 2007 to Rs. 40.02 per dollar in April 2008.

Figure 5.19 : Exchange Rate Management (Jan 2007 to Apr 2008)

Source: RBI (2010)

The rupee appreciation was despite unprecedented effort by the
Reserve Bank of India, which tried to contain the appreciating rupee by
buying dollars (see Figure 5.19) from the market and accumulating
substantial reserves in the process. Since the liquidity injected into system
through RBI’s dollar purchases carried with it the risk of exerting a
downward pressure on interest rates, which could have both stoked
inflation and reduced commercial bank profitability if credit off-take was
poor, the RBI sterilised its intervention by selling government bonds,
resulting in a huge accumulation of foreign assets while depleting
domestic assets.73 As evident from Figure 5.20, net foreign assets as
percentage of reserve money increased from 121.2 percent in Q4 of
2006 to 140.9 percent Q2 of 2008, while domestic assets declined from
–22.8 to –40.1 in the same period.74  Since the difference between the
return on domestic assets and foreign assets was positive, this imposed
a quasi-fiscal cost on the economy.
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In Percent

Figure 5.20: Sources of Reserve Money (2006 Q1-2008 Q3)

Source: RBI (2010)

In order to minimise the cost of capital flows to the economy, the
government took several steps to liberalise the capital account for resident
units. Some of the important policy measures undertaken during the
crisis are given in the box below.

Impact of Reform

Liberalisation of capital inflows started 1991-92 and, as mentioned above,
by 2001, India’s capital account was fairly open. However, the government
was very cautious about liberalising outflows, particularly portfolio
investment. The caution arose because of two reasons. First, capital
inflows were treated as temporary and it was believed that liberalising
outflows could make the financial system vulnerable and bring about
economic instability. It was suggested that if these flows result in excess
volatility, RBI should intervene. Second, the global experience has been
that the removal of capital outflow controls resulted in an increase in
net capital inflows. This was seen in several countries such as Britain in
1979, Italy, New Zealand and Spain in the mid to late1980s, and
Colombia, Egypt and Mexico in the 1990s.75

In 2007-08, capital inflows, which were greater than the economy’s
absorption capacity, created problems of macroeconomic management.
RBI’s efforts to sterilise these flows were not encouraging. As figure 5.21
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Box 5.I: Policy Changes in 2007 (May–September)

In May 2007, the limit of US$50,000 per financial year under the liberalised
remittance scheme for resident individuals enhanced to US$100,000 per financial
year for any permitted current or capital account transactions or a combination
of both.

In May 2007, SEBI decided that mutual funds could invest in ADRs/GDRs/
foreign securities, subject to an overall limit of US$4 billion.

In June 2007, the limit for portfolio investment (outward) by listed Indian
companies in the equity of listed foreign companies was raised from 25 per cent
to 35 per cent of the net worth of the investing company.

In September 2007, the limit for portfolio investment by listed Indian companies
in the equity of listed foreign companies was raised from 35 per cent to 50 per
cent of the net worth of the investing company as on the date of its last audited
balance sheet. Furthermore, the requirement of reciprocal 10 per cent
shareholding in Indian companies has been dispensed with.

In September 2007, the liberalised remittance scheme for resident individuals
was further liberalised. Accordingly, it was decided to enhance the existing limit
of US$100,000 per financial year to US$200,000 per financial year (April-March).

In September 2007, in order to facilitate overseas investments by mutual
funds, SEBI decided to raise the aggregate ceiling for overseas investments by
mutual funds to US$5 billion.

shows, portfolio investment abroad is still around $100 million per annum.
The primary reasons for such a low level of portfolio investment abroad
are better domestic returns and restrictions on investment in the foreign
bond market. Because of the huge FII inflow, asset prices went up
considerably and capital gains on domestic assets outperformed similar
assets in other countries. Investment in the foreign debt market by
resident commercial banks is restricted to bonds rated by international
rating agencies, subject to the condition that  the maturity of the securities
invested in does not exceed the maturity of underlying FCNR (B)
deposits,76 and the return on the bonds which confirms rating criteria
yields lower return than domestic bond market.

5.2.2.5 Global Financial Crisis Period (April-October, 2008)

After record inflows of capital in 2007-08, the Indian economy
witnessed the spillover effects of the financial crisis, which reversed
the trends in capital inflows. Capital inflows declined from $107 billion
2007-08 to $7 billion in 2008-09. Net portfolio investment was the
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worst affected with FIIs withdrawing about $14 billion in 2008-09
against an inflow of around $30 billion in 2007-08. Indian companies
found it difficult to raise money in the international market, given the
tight liquidity conditions. Net borrowings declined from $22 billion in
2007-08 to $8 billion in 2008-09. Similarly, short-term trade credit
was also badly affected; net borrowings, which were $17 billion in
2007-08, declined to minus $5.7 billion. However, foreign direct
investment increased marginally from $15 billion in 2007-08 to $17
billion in 2008-09.

The sudden reversal in trends affected the Indian economy through
various channels. Stock markets, heavily dependent on FII investments,
crashed more than 60 per cent between January 2008 and March 2009.
Capital outflows led to a substantial downward pressure on the rupee.
Between March 2008 and March 2009, the rate of the dollar in terms of
the rupee increased from Rs.40 to Rs. 52 (see figure 5.24), a sharp
rupee depreciation of 23 per cent. The RBI tried to contain the depreciation
of rupee by selling $35.7 billion (net) in the open market between May
2008 and November 2008.77  A similar effect was noticed in the real
sector. Exports, after registering a more than 20 per cent annual growth
rate for six consecutive years from 2002-03, declined. The average annual
inflation rate in 2008-09 was 8.3 per cent. However, in the second half
of the financial year, inflation showed a decline.

(Net $ Million)

Figure 5.21: Overseas Investment (2005-06 to 2009-10 Q4)

Source: RBI (2010)
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(Net $ Million)

Figure 5.22: Capital Inflow (Non-Debt) in India
(2004-05 Q1 – 2009-10 Q4)

Source: RBI (2010)
Note: Net inflow considers only inflow by non-residents.

(Net inflow $ Million)

Figure 5.23: Capital Inflow (Debt) in India
(2004-05 Q1 – 2009-10 Q4)

Source: RBI (2010)
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Figure 5.24: Exchange Rate Management (Jan 2008 – Nov 2009)

Source: RBI (2010)

In order to contain the crisis, the Government of India and RBI
responded with several policy measures. The government responded
with fiscal stimulus packages while RBI’s action took the form of monetary
accommodation, anti-cyclical measures and liberalisation of capital inflow.
The government announced several fiscal stimulus packages between
December 2008 and February 2009, which included a reduction in indirect
taxes and sector specific measures. As a result of these measures, the
central government’s fiscal deficit increased from 2.6 per cent of GDP in
2007-08 to 5.6 per cent in 2008-09 and 6.5 per cent in 2009-10. To
ease liquidity conditions in the economy, the Reserve Bank of India
injected potential liquidity of Rs.5.6 trillion or 9.5 per cent of the GDP.
The average daily call money rate declined from 9.9 percent in October
2008 to 3.17 in May 2008 because of the reduction in Cash Reserve
Ratio (CRR) and repo rates.

The government took several measures to liberalise the capital
account in order to reverse trends in capital flows. Some of the important
policy measures undertaken during the crisis are given in the box 5.J.

Impact of Reform

Capital inflows in India resumed in 2009-10 with the economy receiving
$53 billion against $7 billion in 2008-09. Portfolio investment was the
main contributor to capital inflows with $32 billion followed by FDI and
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short-term loans. It is difficult to disaggregate the effects of reform and
economic recovery on capital inflows. However, if we analyse the impact
of reform on each component of capital inflow, the result is a mixed one.
Short-term loans to India were $53 billion in 2009-10 compared to $47
billion in 2007-08 and $41 billion in 2008-09. However, the repayment
of short-term loans was equally high at $45 billion as compared to $31
billion in 2007-08 and $43 billion in 2008-09. The impact of reform on
commercial borrowings was not encouraging; borrowings amounted to
only $14 billion in 2009-10 against $15 billion during the crisis year. The
repayment of ECBs, as in the case of short-term loan repayments, was
high resulting in a net inflow of only $2.5 billion. Outward foreign direct
investment declined from $17 billion in 2008-09 to $11 billion in 2009-
10, despite the liberalisation of such investment related policy. Although
the effects of reforms were nominal, the resumption of capital inflows
led to an appreciation of the rupee.

5.2.3 Review of Capital Account Liberalisation in India

Unlike many developing countries, India resisted integration with the
international capital market for three reasons. First, given its colonial

Box 5.J: Policy Changes in 2008 (April-October)

In April 2008, SEBI increased the aggregate ceiling for overseas investment
by mutual funds to US$7 billion.

In May 2008, entities in the services sector, viz. hotels, hospitals and software
companies, were allowed to avail of ECBs up to US$100 million per financial
year for import of capital goods under Approval Route.

Between May 2008 and October 2008, the all in cost ceiling on external
commercial borrowings and short-term trade credit were liberalised.

In June 2008, Indian companies were permitted to invest in excess of 400 per
cent of their net worth, as on the date of the last audited balance sheet, in the
energy and natural resources sectors such as oil, gas, coal and mineral ores.
Such investments required the prior approval of the RBI.

Between June 2008 and October 2008, portfolio investment ceiling for
corporate bonds was raised from $1.5 billion to $6 billion.

In October 2008, AD Category-1 banks were permitted to borrow funds from
their head office, overseas branches and correspondents and overdrafts in
Nostro78  accounts up to a limit of 50 per cent of their unimpaired Tier-I capital
as at the close of the previous quarter or US$10 million (or its equivalent),
whichever was higher. This was against the then existing limit of 25 per cent
(excluding borrowings for financing of export credit in foreign currency and
capital instruments).
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past, foreign capital was looked at with suspicion; second, the argument
by leading industrialists that industrialisation was still nascent and needed
protection found acceptance with the government and three, the
government’s determination to ensure ‘self reliance”. However, in 1991,
a mix of economic necessity and external pressure led to a paradigm
shift in policy towards foreign capital.

After the first phase of liberalisation in 1991, the Indian economy
has been very cautious in opening the capital account. The Tarapore
Committee, formed in 1997, prepared the roadmap for capital account
convertibility (CAC). The committee’s survey of international experience
with CAC revealed that countries that initiated the move to CAC on the
basis of strong fundamentals were able to modulate the pace of instituting
CAC without undertaking large and dramatic shifts in their macroeconomic
policy stance.79  Although India did not fulfil the macroeconomic
preconditions suggested by the Tarapore committee, the process of
liberalisation has moved on apace. Gross capital flows to GDP ratio,
which was only 16.8 per cent in 1993, had gone up to 64.5 per cent in
2008 and reflects India’s increased integration with the global economy.
Some important aspects of capital account liberalisation and management
of capital flows are discussed in the following sections.

5.2.3.1 Sequencing of the Reform Process

In the initial part of the liberalisation era, the emphasis was on capital
inflows, particularly on non-debt long-term components (such as FDI).
Debt inflows were discouraged. However, a continuously declining debt
service ratio80  (from 35.3 per cent in 1990-91 to 5.9 per cent in 2004-
05) and adequate foreign exchange reserves gave policy makers the
confidence to exploit the positive aspect of debt flows. The policy
regarding medium and long-term commercial borrowings has been
progressively liberalised in recent years. As a result of this, outstanding
external commercial borrowings have gone up from $22 billion in 2003-
04 to $70 billion in 2009-10.

An interesting feature of India’s liberalisation sequencing was the
opening up of the Indian equity market to FIIs in 1992. FIIs were allowed
to invest in Indian stocks because of the depth and maturity of the
market. Individual non-residents were not allowed to invest in Indian
stocks directly. Today, FIIs constitute a major force in the Indian capital
market, often leading and guiding the market.



The Macroeconomic Impact of Financial Crisis 2008-09

144

Until 2001, the focus of liberalisation was on inflows. The Indian
government was apprehensive about liberalising outflows. The possibility
of capital flight and the consequent possibility of destability in the financial
system were the major reasons for concern. However, in 2001-02, the
magnitude of capital inflows, combined with current account surplus (in
2001-02, 2002-03and 2003-04), gave the government confidence to
provide residents the opportunity to explore international market and
diversify their risk. Major policy changes were announced between 2001
and 2005 to boost outward investment by firms, individuals and mutual
funds.

Box 5.K: Sequencing of Reform

 Inflows Outflows 

Short-
term 

 2. Portfolio Investment: In 1992, 
FIIs were given permission to 
participate in the Indian equity 
market. 

4. Bank: In October 1997, 
borrowings by authorised dealers 
was raised from $ 10 million to 15 
per cent of unimpaired Tier-I 
capital or $ 10 million, whichever 
is higher.  

6.  Portfolio Investment 
 Firms: In January 2003, 

listed Indian companies were 
permitted to invest up to 25 
per cent of their net worth 
overseas    

 Mutual Funds: In April 2003 
 Individuals: In February 

2004 
 

Long-
term 

 
1. FDI: July 1991, government 

liberalised foreign direct 
investment policy 

 
5. ECBs: In 1998, several 

relaxations  related to maturity 
and eligibility  were made  

 
 3. Outward FDI: In 2002, the 

upper limit for automatic 
approval was raised from $4 
million  to $100 million per 
annum 

Source: Developed by the authors

5.2.3.2 Dynamic provisioning and Financial Stability

Pro-cyclical behaviour of financial institutions and its amplifying effect
on the real economy has been a major cause for concern.  Pro-cyclicality
is predicted by the financial accelerator theory, which says that credit
expansion and asset price increases and bubbles are mutually reinforcing
processes.  As asset prices start increasing, the value of collateral goes
up which makes financing easier, leading to further increase in the demand
for and price of assets.81  The expansion and boom in the asset market
attracts foreign investment, which also leads to asset price inflation and
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the appreciation of the domestic currency, which in turn makes the market
even more attractive to foreign investors. 82

In a downturn, the value of collateral declines, making it difficult for
households and firms to obtain loans. This leads to a further fall in prices
and encourages the liquidation of asset holdings by foreign investors;
this again pushes asset prices further down. The consequent depreciation
of domestic currency compounds problems for the economy.

Table 5.6: Dynamic provisioning in India

  Capital Mkt. Housing Other Retail 
Commercial. 
Real Estate NBFCs-ND-SI 

  
Risk 

Weights 
Pro-

visions 
Risk 

Weights 
Pro-

visions 
Risk 

Weights 
Pro-

visions 
Risk 

Weights 
Pro-

visions 
Risk 

Weights 
Pro-

visions 

4-Dec 100 0.25 75 0.25 125 0.25 100 0.25 100 0.25 

5-Jul 125 0.25 75 0.25 125 0.25 125 0.25 100 0.25 

5-Nov 125 0.4 75 0.4 125 0.4 125 0.4 100 0.4 

6-May 125 1 75 1 125 1 150 1 100 0.4 

7-Jan 125 2 75 1 125 2 150 2 125 2 

7-May 125 2 50-75 1 125 2 150 2 125 2 

8-May 125 2 50-100 1 125 2 150 2 125 2 

8-Nov 125 0.4 50-100 0.4 125 0.4 100 0.4 100 0.4 

9-Nov 125 0.4 50-100 0.4 125 0.4 100 1 100 0.4 

 Source: RBI Financial Stability Report (2010)

NBFC-ND-SI: Systemically Important Non-Deposit taking NBFCs

Countering pro-cyclicality or ensuring financial sector stability is a
formidable challenge; dynamic provisioning and sector-specific risk
weights are important anti-cyclical instruments in the hand of authorities.
Banks are required to set aside a general provision against likely future
loss, each time they write a loan on the basis of a formula which is
sensitive to the cycle83.

 The RBI has been active in using these counter cyclical measures to
regulate financial institutions. As Table 5.6 shows, before the crisis, risk
weights and provisioning norms for housing and real estate loans were
higher. The reason was to contain the exposure of banking system to
sensitive sectors of the economy and thus prevent mispricing of risk.84

During the crisis, provisioning on all standard assets (see table 5.6) as
well as risk weights of sectors like commercial real estate and NBFC-ND-
SI   were reduced to facilitate credit flow to these sectors.
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5.2.3.3 Capital controls in India

The experiences of East Asia and Latin America show that capital flows
are double-edged sword. “While inflow of capital augment investible the
investible resources, the sudden and massive outflow creates havoc”.85

Given the volatile nature of capital flows and their destabilising impact
on the domestic financial system, developing countries exercise control
over such capital flows. The objective of control also includes retaining
control over monetary policy and minimising the sterilisation cost.

Capital control measures can be divided into two broad categories.
The first, direct or administrative control, involves outright prohibition,
explicit quantitative limits and approval procedure. The second, indirect
or market based controls, consists of explicit or implicit taxation of cross-
border capital flows and a dual or multiple exchange rate regime.
Administrative controls are considered more effective in terms of
controlling capital flows. However, they are not considered market friendly
as investors cannot build their cost into their portfolio calculation. In
addition, the ability of administrators to keep up with new forms of
derivatives is limited.86

Learning from the experience of developing countries in East Asia and
Latin America, gradual liberalisation in India has been going along with
checks and balances. India has preferred administrative measures over
market-based methods to capital control flows. There are several
administrative restrictions, especially on debt creating flows. “Portfolio
investment in both corporate and government debt are governed by overall
quantitative limits; the access of the nonfinancial, corporate sector to
external debt has been liberalised gradually, but is subject to criteria
related to purpose, interest rate spreads and magnitudes of borrowing”.87

A tightly regulated banking sector, in terms of both foreign currency buying
and investment in overseas markets, was one of the main reasons for the
Indian economy not getting affected directly by the financial crisis.

5.2.3.4 Impossible Trinity

The impossible trinity theory says that the combination of an open capital
account, a fixed exchange rate and an independent monetary policy is
not possible.

An open capital account means equalisation of the domestic interest
rate with the international interest rate- a departure will lead to excess
capital movement. If an economy has a fixed exchange rate policy and
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faces recession, it cannot use monetary policy to rectify the problem.
Monetary policy operates through a reduction in the interest rate, which
push investment and aggregate demand, a reduction in the interest rate
would result in an outflow of capital that could encourage the sale of
foreign currency and, in the process, reduce money supply. This, however,
will lead to a rise in the interest rate However, India’s management of
the openness of the capital account, exchange rate and monetary policy
is different from the premises of the impossible trinity theory.

In India’s case, the debt part of capital inflows, which should be
sensitive to interest rate movements, is not fully open. As mentioned
above, there are several administrative controls; The cumulative
investment limit in FII investment is $5 billion in government bonds and
$15 billion in corporate bonds. External commercial borrowings and short-
term trade credits are controlled by all-in-cost ceilings. ECBs are also
controlled by a borrowing limit, which is $40 billion per annum. The
rates of interest paid on NRI deposits are decided by the RBI. Hence, a
rising rate of interest is unlikely to bring excess capital inflows as
suggested by the impossible trinity. Of course, one can argue that a
reduction in the interest rate below the international rate of interest can

Table 5.7: Extent of Capital controls in India (May 2010)

Portfolio 
investment  

Equity: Sectoral Limits (Private sector banks 74 per cent, 
public sector banks 20 per cent, insurance 26 per cent) 
Debt: 
• Corporate Bonds: Cumulative investment limit of  

$15 Billion 
• Government bonds: Cumulative investment limit 

of  $5 Billion 

External 
Commercial 
borrowings 

Annual ceiling : $40 billion 
All in cost ceilings: 300 bps above Libor for loans of 
three to five years and 500 basis points above Libor for 
loans of above five years. 

Short Term 
Trade Credit 

All in cost ceilings: 6 month Libor + 200 bps 

Inflows 

Banking Sector Banks are permitted to borrow funds from their 
overseas branches and correspondent banks to the 
extent of 50 per cent of their unimpaired Tier-I capital 
or US$10 million, whichever is higher. 

Outflows Outflows 
(Portfolio 
Investment) 

Individuals: to US$200,000 
Firms: 50 per cent of the net worth of the investing 
company 
Mutual Funds: US$7 billion 

 Source: Compiled by authers from various government of India and RBI sources.
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result in an outflow of capital; however, given its high rates of interest
compared to developed countries , India is unlikely to face this problem
in near future.

Similarly, the exchange rate in India is not fixed. The RBI has followed
a managed floating exchange rate regime; it tries to maintain stability
in the exchange rate through intervention in the foreign exchange market.
However, the nominal exchange rate has fluctuated between Rs. 39 and
Rs 51 per dollar over the last three years.

Nevertheless, if we draw the repo rate along with policy rates of the
European Union and US, domestic policy rates would appear to be
following them. The logical conclusion of this exercise would be the
interdependence or lack of autonomy for Indian monetary policy.
However, “in a globalised economy, business cycles are getting
increasingly synchronised. To that extent, monetary policy actions also
seem to be synchronised”.88  But Indian monetary policy remains fairly
independent, policy rate changes in India are guided by domestic growth
and stability considerations rather than by efforts to equalise rates
with international rates of interest in order to attract optimum level of
capital inflows.

To sum up, India has successfully managed the impossible trinity;
the major burden of management has been on the capital account
particularly the debt part, which remains highly regulated. The exchange
rate also fluctuated in response of capital inflows; whenever, the
fluctuation affected the economy, the RBI intervened by selling or buying
dollars, resulting in a huge accumulation of foreign exchange reserves.
The increased liquidity resulting from the purchase of dollars was sterilised
successfully. The carrying cost of sterilisation i.e. the difference between
interest paid by the RBI on domestic securities and the return on foreign
assets has gone down in recent years because excess reserves held by
the RBI has been invested in high risk return portfolios.

5.2.4 Summary and Conclusions

Economic liberalisation, which started in 1991 because of economic
necessity and external pressure, has resulted in significantly opening
the capital account. In the first ten years, reform measures were
reactive to the situation created by the BoP crisis, East Asian Crisis
and the economic sanctions imposed in 1998. However, significant
steps were taken voluntarily in 2001 to liberalise the external sector;
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the motive this time was to gain from the increased resource base
and technological improvement. Initially the focus of reform was on
inflows, particularly non-debt inflows; however, increasing foreign
exchange reserves and a declining debt service ratio gave government
confidence to liberalise the policies related to overseas investment by
residents and debt inflows. Policy measures have resulted in a
significant increase in capital inflows. Although the impact of capital
inflows on the real sector is a debatable issue, the increase in capital
inflows since 2001-02 coincides with an acceleration in investment
and in GDP growth.

India’s experience of capital account management has contributed
significantly to financial stability by maintaining or reducing various
restrictions on capital flows. By following an intermediate regime of
exchange rate management and partial capital mobility, India was able
to withstand the recent global financial crisis and remained insulated
from various risks. Before embarking on the path of further liberalisation
of capital flows, it is important that the domestic financial market is
developed further to allow for better absorption of abrupt changes in the
volume and types of capital flows.

5.3 The Japan’s Capital Account Liberalisation Experience

5.3.1 Introduction

Japan had initiated its trade and foreign exchange liberalisation process
in the 1960s, when the Japanese model of economic development was
gaining intellectual support. Both GDP and industrial production were
growing at around five to six per cent per annum, a pace unheard of in
Japanese history. This helped Japan break away from the image of a
third grade industrial economy to a world exporter. Although a surplus
country by the 1960s, the Japanese were wary of capital account
liberalisation because it feared ‘unwanted’ foreign investments and a
possible flight of domestic resources. However, following the OECD
decision that all member countries should liberalise their capital accounts,
Japan did liberalise with judicious management of short-term flows in
the fixed exchanged era and manipulating capital flows to attain exchange
rate stability.

The aim of this paper is to provide an analytical review of Japan’s
capital account liberalisation experience. The ultimate goal is to find out
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whether the Japanese experience offers useful insights for other emerging
market economies. We attempt to capture the liberalisation episodes in
Japan and the triggers that made it possible. We define liberalisation
episodes as windows of period in which a considerable amount of
liberalisation was initiated with substantial implications for net capital
flows.

The research paper is organised in five parts. Section 2 provides five
milestones in the liberalisation process in Japan. This section is the
backbone of our work and offers historical macroeconomic analysis by
using quarterly data. Section 3 explains Japan’s capital account
management and sequencing experience. We analyse two cases of
excessive inflows and its management and the role of sequencing in the
liberalisation process. Section 4 summarises the major findings of our
research and draws conclusions for policy options in this area.

5.3.2 Five Milestones of Liberalisation process in Japan

In the period immediately preceding the initiation of reform i.e. the
second half of the 1950s, economic growth, though cruising along 4
per cent in real terms, had witnessed a marginal slowdown vis-à-vis
the first half89 . In the external sector, the yen, with a de facto peg to
the US dollar, was stable for a long period through the 1950s and
marginally appreciated towards the end of the decade. True to the
nature of a catching up country emerging from the WW-II defeat, Japan
had a current account deficit (CAD) throughout the 1950s. Towards the
end of the decade, thanks to its machinery and intermediate goods
export, its current account was turning positive. Export competitiveness
measured by terms of trade (ToT), i.e., the import price as a fraction of
export price, shows that Japan had enjoyed the best competitive
advantage in the 1950s, which further improved towards the end of
the decade. All nominal interest rates were high and stable as in many
of the fast growing economies today. Thus, the macroeconomic
environment characterised by high income growth, industrial production,
export competitiveness, stable money and financial markets and price
stability, coupled with prudent government spending which kept public
debt under control, set the stage for a gradual current account, and
subsequently capital account, liberalisation in Japan. The index of
industrial production (IIP) for this period clearly depicts the upbeat
mood in the economy (see 5.25).
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Figure 5.25: GDP and IIP Growth (1957q2 – 1960q1)

Source: IMF IFS

5.3.2.1 First Episode: Foreign Exchange Liberalisation (1960 June - Nov)

The first set of liberalisation measures, though modest, was introduced
in 1960. The predominant feature of liberalisation in this period was the
relaxation of import restrictions and tariffs. Prior to this period, exports
were fully liberalised whereas imports were strictly regulated through
import licensing. As Japan was a signatory to GATT (June 1960), as per
the multilateral agreement, about 40 per cent of imports were liberalised.

Japanese policy makers were very clear about the sequencing of
external sector reforms. In 1962, the Minister of Finance, Mr. Sato had
categorically stated, “As for the order of liberalisation, the current account
should be liberalised first, followed by the liberalisation of non-resident
capital account transactions, then finally by the liberalisation of resident
capital account transactions”.90

The clear preference for trade reforms first and then capital account
liberalisation was mainly due to pressure from multilateral organisations
and the US in the wake of the US balance of payment crisis in the 1958-
59. The ‘plan for trade and exchange liberalisation’, starting June 1960,
was implemented through the next four years to reach complete trade
liberalisation by 1964. Along with trade liberalisation, Japan had
liberalised trade-related exchange rate controls like foreign exchange
budget system and tourists’ access to foreign exchange.

Interestingly, as spelt out by Mr. Sato, in preference for non-resident
investment for the capital starving economy, Japan opened itself to short-
term flows mainly through non-resident free yen accounts. The free yen
account, with an authorised foreign bank in Japan, could be credited
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with the proceeds of recent transactions by non-residents who were
permitted to convert it into any foreign currency. Convertibility was not
possible in other yen accounts. The free yen account served as a medium
to settle international transactions.91

This attempt of partial liberalisation of the exchange rate and capital
control led to some form of pure capital flows as significant prepayment
and postponed payments by the residents. Even though Japan never
had a set target for foreign exchange reserves, allowing non-resident
free yen accounts increased official reserves.92  Moreover allowing some
amount of short-term flows helped domestic banks to access cheaper
funds in an economy where prevailing market rates were high.

Other notable changes in this period included allowing the yen for
trade-related, external payments. Further, Japanese individuals and
enterprises were allowed to access foreign currency short-term loans
from authorised foreign exchange banks in Japan on a case-by-case
basis.  Because such borrowings were routed through authorised banks,
it ensured thorough monitoring of short-term credit despite an increase
in the availability of credit.

Box 5.L: Initiating capital account reforms: 1960 (June - Nov)

Reforms Remarks Analysis 

Using yen for trade related 
external payments was 
liberalised  

 

Non-resident free yen 
accounts were introduced 

Used as a cheap 
source of funds for 
domestic banks and 
ultimately for private 
enterprises 

Individuals and private 
enterprises allowed to 
borrow short-term foreign-
currency from authorised 
foreign exchange banks 

However it was 
permitted on case-by-
case basis 

Macroeconomic environment 
was conducive to introduce full 
current account liberalisation 
and start capital account 
reforms.  

 
A growth rate faster than the average OECD growth rate and the

high nominal interest rates prevailing in Japan during this period led to
a deluge of short-term capital flows through non-resident free yen
accounts. Fukao (2003) states that genuine interest rate arbitrage
conditions was the main reason for inflows.
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Figure 5.26 depicts both short-term and long-term capital flow for
the period 1960 Q1 to 1964 Q4. Soon after the introduction of free yen
accounts in July 1960, short-term capital flows surged to around ¥10
billion ($27 million) in the third quarter of 1960. The short-term flows
were quite high as a percentage of total flows and reserves though it
was small in the absolute amounts. In particular, it was destabilising as
the flows had risen from 6.7 per cent to 15.6 per cent of foreign exchange
reserves (see Box 5.M).

Long-term capital flows also grew steadily, mainly through foreign
loans and FDI, especially as the resident enterprises were allowed to
issue overseas foreign-currency denominated bonds and stocks in 1961.

Figure 5.26: Capital flows (all figures are in Millions of $)

Source: MoF, Japan

Because of the sharp increase in the inflow of short-term capital,
inflation shot up in the first quarter of 1963 and the period average was
around two per cent, considerably higher than that of late 1950s. The
exchange rate had appreciated in the third quarter of 1962 (see Table
5.8 for details). As a result, the current account turned negative after
Q4 1962. Due to the appreciation of yen, the terms of trade (ToT) had
turned adverse. The short-term nominal interest rate i.e. money market
rate, declined by 30 per cent due to excessive capital inflows. All the
classic symptoms of excessive capital flows such as increasing inflation,
exchange rate appreciation, worsening CAD and export competitiveness
and declining nominal domestic interest rates were seen in this period.
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Despite a deteriorating macroeconomic environment and trade
competitiveness, growth remained buoyant at around four per cent.

Table 5.8: Macroeconomic Environment (1961q1 – 1964q1)

 
Exchange 
Rate 

Market 
Liquidity 
(M2/Forex) 

Money 
Market Rate 

Inflation 
(cpi) 

Terms 
of Trade 

CAD as 
a % of 
GDP 

Q1 1961 358.20 1.66 8.09 1.69 0.46 –0.59 

Q2 1961 361.73 1.82 8.03 0.88 0.48 –1.56 

Q3 1961 361.77 2.36 8.34 2.03 0.48 –2.29 

Q4 1961 361.77 2.72 8.70 3.42 0.48 –1.96 

Q1 1962 361.00 2.67 8.76 1.11 0.48 –0.66 

Q2 1962 361.75 2.65 8.76 1.54 0.47 0.08 

Q3 1962 358.35 2.62 8.76 0.63 0.47 0.66 

Q4 1962 358.20 2.55 9.07 1.07 0.47 0.51 

Q1 1963 358.85 2.66 8.15 4.31 0.47 –0.22 

Q2 1963 362.40 2.72 7.18 1.60 0.47 –0.64 

Q3 1963 362.02 2.87 7.30 0.66 0.48 –1.06 

Q4 1963 361.95 3.07 7.54 0.58 0.48 –1.42 

Q1 1964 361.90 3.32 8.21 0.49 0.48 –1.37 

Q2 1964 362.56 3.58 9.74 1.63 0.48 –0.46 

Q3 1964 360.70 3.73 11.20 0.64 0.47 0.04 

Q4 1964 358.30 3.82 10.95 2.31 0.47 0.81 

 Source: MoF, Japan

To counter the negative effects of the sudden inflow of capital, a
number of controls such as reserve requirements for free yen accounts
and restrictions on short-term foreign currency borrowings by domestic
firms were introduced, starting from June 1962. High reserve
requirements on the free yen accounts rendered free yen deposits less
profitable for the authorised foreign exchange banks, leading to lower
interest rates on free yen accounts and discouraging capital flow through
this channel.

Despite the introduction of reserve requirements for free yen accounts
in June 1962, short-term capital flows remained buoyant until 1963 Q4
(see Figure 5.26). The main reason might have been the interest rate
difference.
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5.3.2.2 Second Episode: Initiating Short-Term Inflows Liberalisation (1964
April - May)

The controls introduced to curb short-term capital flows resulted in a
decline in inflation in the fourth quarter of 1965. The inflation rate
averaged 1.5 per cent for the period 1964 – 66. Further, real growth rate
and industrial production improved considerably; the current account
turned positive and the exchange rate stabilised, ToT improved and
interest rates remained stable. The major reasons for the high growth
observed in the Japanese economy in the 1960’s was its ability to mass
produce goods, particularly automobiles and high demand from the West.

As many of the woes associated with excessive short-term flows were
short lived, the Japanese government went ahead and relaxed short-
term flows further. Non-residents were allowed to create special accounts
with securities firms in Japan to invest in domestic portfolios. Intensive
controls on foreign exchange, such as the foreign currency budget that
determined the maximum foreign currency that government
departments/ministries may spend, were abolished. Other reforms
included complete trade liberalisation, which accounted for almost 93
per cent of imports. However, the trade reforms were due to the GATT
accord and Japan gaining IMF Article VIII status (April 1964).93  Japan
joined the OECD in 1964, which meant that it had to liberalise
international financial transactions, particularly foreign direct investment.

Though non-residents were allowed to invest in the Japanese
securities market through a special account in local securities companies,
this period witnessed further tightening of capital flows, especially
restrictions on outstanding balance of external short-term debt (euro
money and free yen accounts) in July 1964.94

As a result, short-term inflows declined and turned negative from
the last quarter of 1964 and remained negative through 1967 (see
Figure 5.27). More interestingly, long-term net inflows were also negative
as outward FDI outpaced FDI inflows.

The period between 1964 Q1 to 1966 Q4 was a stable period, despite
the drying up of short-term capital inflows. Economic growth and
industrial production was growing at around four per cent. Inflation was
stable around 1.5 per cent, market liquidity was rising, and the domestic
interest rate was stable at around six per cent. In the external sector,
while ToT remained strong and the exchange rate appreciated marginally,
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the current account balance had improved considerably reaching a surplus
of two per cent of GDP.

The slump in GDP growth in 1968 as well as 1961 needs special
discussion. As the yen was pegged to the US dollar at 360 throughout
this period, the Bank of Japan (BoJ) had very little control over the
growth of money stock and inflation in Japan. As achieving balance of
payments equilibrium was a major goal of the BOJ, Japanese baseline
inflation i.e. inflation in traded goods, had to go with U.S. inflation.95  In
both the slumps, the BOJ had to raise the discount rate to attain balance
of payment equilibrium in the wake of raising inflation in the US96 .

Box 5.M: Further short term inflows liberalisation: 1964 (April - May)

Reforms Remarks Analysis 

1. 93% of imports were 
liberalised  

 

IMF Article 8 status (April 
1964), GATT accord are 
important reasons behind 
trade reforms and OECD 
membership (April 1964) 
mandates some capital 
account liberalisation 

2. Abolishing the foreign-
currency budget 

 

3. Non-resident special 
accounts to invest in 
securities by non-
residents were allowed 

 

Though there were 
excessive capital 
inflows, macroeconomic 
health indicators were 
mostly stable and the 
woes associated with 
short-term flows were 
transitory. Thus, there 
was a platform for 
further liberalisation.  

 

Figure 5.27: Capital flows (1964Q1 – 1967Q1)

Source: IMF IFS
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Figure 5.28: Macroeconomic environment: (1967 Q2 – 1969 Q4)

Source: IMF IFS

5.3.2.3 Third Episode: Initiating Foreign Capital Liberalisation Packages97

(June 1967 – Feb 68)

A relatively stable macroeconomic environment, positive current account
balance and, more importantly, the OECD mandate and pressure from
other western countries to liberalise capital account set the stage for
full-fledged capital account liberalisation in the second half of the 1960s
in Japan as well as in many of the other OECD countries.

5.3.2.3.1 First Foreign Capital Liberalisation Package: June 1967 – Feb 1968

However, true to their preference for inflows rather than the outflows,
the comprehensive liberalisation programme introduced in June 1967
began with inward capital flows through both FDI and portfolio
investments. The first foreign capital liberalisation package granted
automatic authorisation for up to 50 per cent holdings in 33 industries
and up to 100 per cent in 17 industries. The exceptions were critical
industries such as agriculture, forestry and fisheries, mining, petroleum
and leather and leather product manufacturing. Further, regulations on
portfolio investment in Japanese stocks were allowed through the
automatic route subject to the condition that the purpose of purchasing
shares was not to control the management of the firm.

5.3.2.3.2 Second and Third Foreign Capital Liberalisation Packages: 1970
(April-Dec)

Subsequently, non-residents, both individuals and enterprises including
institutional investors, were allowed to purchase foreign securities via
Japanese securities companies in April 1970. Further liberalisation in
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inward FDI included allowing investments in the banking and insurance
industries. The period discussed above, i.e. during 1967-1970, witnessed
the maximum amount of liberalisation with the announcement of three
foreign capital liberalisation packages.

Figure 5.29: Capital inflows and outflows

Source: MoF, Japan

As mentioned earlier, the opening up of portfolio investments for
non-residents led to a huge inflow of short-term capital, especially into
the share market and through export prepayments (See Figure 5.29).
Short-term capital flows, both as a percentage of total flows and as a
percentage of foreign exchange reserves, though fluctuating, increased
considerably indicating that short-term flows outpaced long-term flows
in this period despite a policy preference for long-term capital. This
was mainly due to Japanese firms operating abroad. Many of the
subsidiaries of Japanese firms borrowed dollar funds that were cheaper
and transferred the amounts to their parents in Japan as prepayment
for contracted exports. These funds were then converted into yen funds
and used for buying yen assets, especially in the stock market.98  At

Box 5.N: First Foreign Capital Liberalisation Package:
June 1967 – Feb 68

Reforms Remarks Analysis 

1. First foreign capital 
liberalisation package 

Automatic authorisation for up to 50% 
holdings for 33 industries and up to 
100% for 17 industries 

 

2. Easing of regulations on 
portfolio investment in 
Japanese stocks 

automatic approval for stock acquisition   

 



Capital Account Management

159

the same time, outward investments, both FDI and portfolio, gradually
increased from 1971 onwards (the negative number indicates net
outflow).

In 1970-71, the overheating of the US economy and the subsequent
current account deficit in the US meant that Japan was running a huge
surplus. In the period that followed, many of the European countries
delinked their currencies from the dollar and floated them. There was an
expectation that the Japanese yen would also be floated and,
subsequently, revalued. This led to a huge inflow of short-term capital
into Japan (see Figure 5.29).

Box 5.O: Second and Third Foreign capital liberalisation
packages: 1970 (April - Dec)

Reforms Remarks Analysis 

Start of liberalisation 
of outward portfolio 
investment in 
securities 
 

Authorised the purchase of 
foreign securities by 
institutional investors and 
general investors via 
securities companies 

Third foreign capital 
liberalisation 
package  

Allowed investments in 
banking and insurance 
industries 

Restrictions on yen 
conversion  

 

Growth rate and industrial 
production dipped, inflation 
started rising, investment 
declined more than savings 
and interest rates went down.  
Short term flows shoot up 
through non-resident free yen 
accounts 
Exchange rate appreciated  
Reserves rose  

 
The most dramatic impact of the huge short-term flows in this period

was on share prices, which doubled between Q1 1971 to Q4 1972. Money
market rates rose to record highs. Strong capital and exchange rate
controls, such as the imposition of yen conversion quotas, restrictions
on banks with respect to short-term foreign borrowings etc., brought it
down considerably from the Q4 1970. Inflation was stable around 1.5
per cent throughout the period. Real economic growth and industrial
production were on the rise.

CAD was increasing until Q4 1971 and declined thereafter because
of a sharp appreciation of the yen appreciation triggered by large short-
term flows. The yen has appreciated by around 25 per cent during this
period.
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Figure 5.30: Macroeconomic environment: (1967 Q2 – 1970 Q4)

Source: IMF IFS

As the excessive inflow of short-term capital started in late 1969,
the Japanese government had introduced a number of controls to check
the inflow. In particular, restrictions on yen conversion and restrictions
on outstanding balance of free yen accounts were introduced between
February  1970 and August 1971. Further in June 1972, the reserve
requirement for free yen account was set at 25 per cent and raised to 50
per cent in July 1972.

The controls introduced in 1972, combined with the impact of the oil
shock and the collapse of the Bretton Woods system, resulted in the
drying up of capital inflows. Short-term net flows for the year 1975 were
negative indicating huge outflow of capital.99

Figure 5.31: Net Capital Flows: 1973q3 – 1975q2

Source: IMF IFS
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The government immediately reversed the policy to encourage inflows
and discourage outflows.100  Reserve requirements for non-resident free
yen accounts were brought down to 10 per cent from 50 per cent in
December 1973 and further to nil in September 1974. The yen conversion
limit was abolished. The ban on foreign investment in Japanese
government bonds was also abolished in August 1974. The Japanese
government, fearing a large appreciation in the yen, attempted to increase
domestic inflation and resorted to other means such as the abolition of
export supports, incentives for imports and outward investment while
maintaining extremely loose monetary and fiscal policy in this period101 .

5.3.2.4 Fourth Episode: Comprehensive FDI liberalisation (May 1973–
June 1975)

The period between 1972 and 1973 was highly turbulent as the Bretton
Woods system collapsed and many of the developed countries moved to
a free float or group floating system.102  The international short-term
money market, especially the Eurodollar market, had become illiquid.
Further, the oil shock in 1972 worsened the external position of most of
the developed countries. As a result, international capital flows declined.

Japan’s strong resistance to revaluing the yen and its attempts to
increase the inflation rate in an attempt to reduce current account
imbalances resulted in the economy becoming overheated.103  When the
yen was revalued eventually, officials faced the twin problems of a strong
yen and high domestic inflation. The inflation rate, already in double
digits, was pushed further upwards by the oil shock of 1973.  This led to
selling pressure on yen.

The Japanese government’s response was to relax the controls on
inflows. Simultaneously, controls on outflows were tightened. Outflows
were also stemmed through the adoption of voluntary restraint by banks
and other financial institutions on foreign investments. Apart from relaxing
many of the controls on short-term inflows introduced in 1972 in the
time of excessive capital inflows, the major policy change in this period
includes 100 per cent liberalisation of foreign direct investments into
Japan excluding only four critical industries.

Figure 5.32 shows that long-term capital inflows were boosted in
this period as more and more industries were opened up for foreign FDI
investment. Due to stringent capital controls and other external events
discussed above such as the drying up of international liquidity, short-
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term capital inflows had declined. As most of the controls were lifted
subsequently and the world economy emerged out of the first oil shock,
short-term capital inflows to Japan had picked up and remained robust
through 1979.

The stability of short-term flows in and out of Japan in this period
could be attributed to the floating exchange rate system. The two large
inflow episodes discussed earlier particularly in the period around 1970-
71, was mainly the result of foreign exchange risk hedging by the
residents and foreign nationals as in a fixed exchange rate system sudden
and disruptive exchange rate movements were expected. Under the free
float environment, exchange rate risk is relatively well managed; thus,
excessive flows in the free yen account and export prepayments were
much less.104

Figure 5.32: Net Capital Flows: 1974 Q1 – 1979 Q4

Source: IMF IFS

The growth rate remained stable at around three per cent. This was
lower than the long run average for Japan. The low average growth rate

Box 5.P: Comprehensive FDI liberalisation: 1973 – 75 (May - June)

Reforms Remarks Analysis 

Final foreign 
capital 
liberalisation 
package  
 

100% liberalisation 
excluding only four 
industries 

Growth rate and industrial production 
plummeted and remained turbulent 
throughout the 1970s, inflation shot up 
but stabilised in the second half 
Exchange rate further appreciated  
Capital account turned negative – price 
competitiveness deteriorated  
Nominal interest rate shot up  
Short term flows started rising   
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can be attributed to the oil shock and increased import prices. Inflation
around this period of robust long-term and short-term inflows was stable,
fluctuating around the two per cent mark. Market liquidity was stable in
the first half of the period but increased considerably in the second half,
indicating the role of capital inflows into the economy. Short-term interest
rates were going down in the first half but rose considerably in the second
half, probably indicating the Bank of Japan’s effort to suck out the excess
liquidity in the market.105

Figure 5.33: Macroeconomic environment: (1975q2 – 1980q2)

Source: IMF IFS

Due to excessive capital flows, the exchange rate further appreciated
by 25 per cent in this period, which also marked a gradual deterioration
in the terms of trade. The ToT was around five, indicating that the import
price index was only half the export price index, implying lesser
competitiveness of exports. With a continually appreciating yen, the
export competitiveness of Japanese exports declined considerably to
reach an inflection point where the import costs were equal to export
price. As ToT deteriorated, the CAD slowly turned negative from Q4
1978 (see Figure 5.34).

Given the excessive capital flows towards the end of 1978 and 1979
and the negative impact on exchange rate and ToT, a number of controls
were reintroduced. Reserve requirements for the free yen account were
increased to 100 per cent in March 1978. Non-residents were banned
from investing in short and medium-term domestic bonds. These controls,
however, did not have an immediate impact on flows as both short-term
and long-term capital inflows increased in 1979-80. The exchange rate
depreciated by 13 per cent and a further decline in CAD was checked.
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5.3.2.5 Fifth Episode: Comprehensive Revision of Foreign Exchange and
Foreign Trade Management Law (May 1980)

This reform was the culmination of the reform and re-controls exercise
followed all through the 1970s. Comprehensive revision of the foreign
exchange and foreign trade management law passed in 1980 changed
the regulatory philosophy from a ‘prohibited, if not permitted’ approach
to a prior notification system, which allowed all kinds of activities if they
were not explicitly prohibited. In particular, external borrowings and
inward and outward portfolio securities investment were decontrolled106 .
Residents were allowed to use foreign exchange freely as long as they
did it through authorised foreign exchange banks. Non-residents were
allowed to deposit both yen and foreign currencies in Japanese banks.
This was, however, subject to interest rate controls prevailing in the
domestic market. All restrictions on FII portfolio investments into Japan
were fully liberalised.

Short-term inflows into Japan during 1974 to 1986 (the last episode)
showed an interesting picture. Short-term inflows were high in the
preceding era right after the reforms in the 1960s when there was a
shortage of money funds in Japan while in the 1970s and 1980s, Japanese
banks were allowed to open branches in foreign countries in a bid to tap
into external funds to mobilise resources for funding loans in Japan.107

Net capital outflows, especially short-term portfolio investments into
the US and in US government securities had considerably increased in

Figure 5.34: External environment: (1975q2 – 1980q2)

Source: IMF IFS
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this period mainly due to the relatively high interest rates in the US.
Moreover, permission to pension trusts and the postal life insurance
system up to 10 per cent of their total assets to invest abroad was other
reasons for the high capital outflow in this period.

The other interesting puzzle is the low FDI into Japan even after
removing de jure restrictions on investment into Japan by foreigners.
This was in sharp contrast to the huge increase in FDI inflows to the US
and Germany. There are two main reasons cited in the literature for the
relative paucity of FDI into Japan: first, the inherent peculiarities of
Japanese culture and language and second, government restrictions,
either partial or full, until the mid 1970s. The relative lack of FDI inflows
even after considerable reform can be attributed partially also to some
of the de facto controls imposed by the government through special
ordinances.108

Figure 5.35: Net Capital Flows: (1980 Q1 – 1986 Q4)

Source: IMF IFS

This period constituted the inflection point in the Japanese growth
story. From being one of the fastest growing countries with an annual

 Box 5.Q: Comprehensive capital reforms: 1980 (Dec)

Reforms Remarks Analysis 

Comprehensive revision of 
Foreign Exchange and 
Foreign Trade Manage-
ment Law 
 

Shift to prior notification 
system especially external 
borrowings, and inward and 
outward portfolio securities 
investment  

Growth rate, inflation 
CAD and interest rates 
stabilised  
Exchange rate was 
stable but depreciated 
considerably from 
1985 onwards  
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average growth of between four and five per cent, Japan slumped to a
lower growth trajectory with an average annual growth rate of around
two per cent. The major reason is the oil shocks and subsequent
deterioration in terms of trade. To accommodate the deceleration in
growth, money market rates had gradually declined to prevailing OECD
levels. However, despite turbulent economic growth, industrial production,
and declining export competitiveness, inflation remained low and stable.

Figure 5.36: Macroeconomic environment: (1980q1 – 1986q4)

Source: IMF IFS

5.3.3 Japan’s Capital Account Management Experience Analysed

This section reviews capital account management and the sequencing of
liberalisation in Japan based on the episode analysis discussed in section
two.

5.3.3.1 Capital Account Management Reviewed

As was the trend among the OECD countries in the 1950s and 1960s,
Japan, under pressure from GATT, IMF and the US government, went for
full current account liberalisation in the early 1960s. As some form of
capital flows were required to facilitate trade transactions, short-term
free yen accounts for foreigners were allowed.

Though free yen accounts were meant only to facilitate trade, due to
international interest rate differentials, these accounts were used as a
tool for pure international financial flows, especially through prepayments
and postponed payments for contracted exports. The implications of
this on the capital flows were profound as the flows had surged between
1961 and 1963. Though the absolute size of net flows was small relative
to foreign exchange reserves, it was destabilising (Fukao, 1990). This
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prompted the authorities to introduce stringent controls such as reserve
requirements for yen accounts and restrictions on short-term borrowings.
Due to the stringent controls, short-term flows declined towards the last
quarter of 1964 because high reserve requirements made yen accounts
less profitable. The controls had worked well mainly because the
authorities could plug all the channels of capital flows. Or to put it
differently, only a few channels were available for international capital
flows. Thus, this experience shows that even without full capital account
liberalisation, countries with extensive external trade and a fixed
exchange rate regime, would still be vulnerable if it did not have enough
exchange reserves.

The second incident of excessive short-term flows into Japan followed
the liberalisation of portfolio investments by foreigners in Japanese
securities and liberalisation that allowed residents to borrow abroad in
1970. The period following this was the most turbulent in the international
financial markets. As most OCED countries had delinked their currencies
from the US dollar and revalued their currencies, there was strong
expectation that the yen would follow suit. Thus, there was huge demand
for yen-dominated assets. Short-term capital started to flow through 1)
foreigners’ investment in Japanese securities 2) free yen accounts and
3) Japanese companies borrowing abroad and converting them to yen to
buy yen assets at home. The effects were dramatic, especially on the
stock markets.

The authorities responded swiftly to check capital inflows by
introducing quotas on yen conversion and short-term foreign borrowing
and resorted to encouraging capital outflows. Thus, the policy of
encouraging capital outflows and restricting inflows using controls and
other measures to ease balance of payment surpluses helped manage
this period of high capital inflows.

The analysis in section 2 shows that Japanese authorities’ attempted
to curb excessive capital flows into the economy, first in 1963 and then
in the early 1970s and were moderately successful though maintaining
a fixed exchange rate system and monetary independence was difficult.
Fuako captures the difficulty in controlling capital flows while maintaining
monetary independence as “Japan could neither stop capital inflows nor
maintain an independent monetary policy in the early 1970s. Monetary
policy remained very loose in 1972 and money supply (M2) rose by 27
per cent. In 1973, Japan experienced serious inflation. To make matters
worse, the first oil crisis broke out in late 1973… In this context, it is
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necessary to take account of the following factors: (i) For a large and
relatively closed economy like Japan with an export/GDP ratio of
10 per cent in the early 1970s, it was not possible to abandon independent
monetary policy as a macro instrument (ii) The losers (the Japanese
export industries) were politically very noisy while the winners (the
Japanese import industries and household sector) were quiet (iii)
Tightening of exchange controls tended to punish honest parties that
did not sell dollars at the time.”109

There was constant pressure from trade partners who had a bilateral
balance of payment deficit with Japan to revalue the yen. High inflation
in the US seeped into Japanese economy in this period. Thus, Japan in
the 1960s was a classic case of the trilemma called the ‘impossible
trinity’.110

In the 1970s, capital controls and a floating exchange rate system
had more or less solved the problem of excessive short-term flows.
However, the issue then was a persistent current account surplus and
the resultant build up of foreign exchange reserves. Japan managed the
situation by encouraging capital outflows, especially long-term
investments abroad. Thus, relaxing capital restrictions on capital outflows
was a solution in the face of an excessive inflow of capital.

With regard to long-term inward flows, Japan had endorsed foreign
investments into Japan in selected industries that would promote their
industrial development. Though foreign direct investments were gradually
liberalised from 1967 to 1975, there were administrative hurdles such
as the prior-approval system to channel investments into certain sectors
and discourage investment in ‘unwanted’ sectors111 .

5.3.3.2 Sequencing Experience

The focus of the capital account liberalisation debate in recent times
revolves around sequencing of the liberalisation process. Financial crises
in the 1990s have shown that not all the capital flows at all times lead to
a crisis. Thus, it is imperative to appropriately time and sequence
liberalisation to avoid crises. From our discussion in section two, we
observe that Japan followed the following sequence of liberalisation (see
table 5.9):

1. Liberalised the current account, especially exports, followed by
imports and finally capital flows.112
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2. Liberalised non-resident flows, both short-term and long-term
(inward capital flows)

3. Liberalised resident flows, both short-term and long-term
(outward capital flows)

Though the plan for sequencing liberalisation was well thought out,
the actual implementation was based on macroeconomic environment
and investment needs and, to some extent, external pressure. There
was a gradualist approach to liberalisation, especially in decontrolling
flows and liberalising foreign exchange controls.

Initially, capital liberalisation was carried out to facilitate trade flows.
Non-resident free yen accounts that aimed at facilitating trade payments
were the first source of short-term capital flows. Export prepayment
through free yen accounts remained a major source of capital flows into
Japan until the early 1970s. Further liberalisation of the activities of
financial institutions and a floating exchange rate made this source
redundant from the mid-1970s onwards.

With regard to the type of capital account transactions, non-resident
inward flows were preferred over all other flows: for example, inward
foreign direct investment and portfolio investment preceded liberalisation
of outward investment. With this move, especially from the late 1960s,
portfolio investment into the Japanese stock market was a major source
of short-term flows. Despite the opening up of long-term investment
flows into Japan, inward investment remained low due to administrative
delays, which served as an informal control.113

A number of controls such as reserve requirement and position limits
were introduced to curb inflows whenever there was an excessive inflow,
especially in 1960 and 1970. These controls were moderately successful
in reducing short-term capital flows, mainly because of the system of
authorised foreign exchange banks and voluntary restraints.

This process of gradual and cautious but non-linear liberalisation
could be described as a ‘situational management’ approach,114  as there
is no predetermined effort to go with liberalisation. This approach has
worked well for Japan.

5.3.4 Summary and Conclusion

The Japanese capital account management experience analysed in this
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paper shows that Japan has followed a unique, non-linear and a gradual
approach to liberalisation. However, a burgeoning export surplus, strong
yen and pressure from deficit economies hastened the reform process.

The Japanese authorities had a fairly clear idea of the type of flows
that post-war Japan required. They have stuck to the sequence of
liberalising trade, capital inflows and finally outflows. The aim of capital
account liberalisation was to facilitate trade and then to support industrial
policy by encouraging foreign participation in selected sectors. The
argument for delayed liberalisation of capital outflows was guided by
the appreciation that full opening of the capital account to both domestic
financial and non-financial firms and individuals would mean that
residents might take advantage of the relatively high returns on their
savings prevailing in the rest of the world. Thus, Japanese capital account
liberalisation policy can be viewed as a reflection of their willingness to
borrow from and lend to foreigners tempered by domestic conditions
such as the prevailing savings and interest rate.

Table 5.9: Sequencing Experience

 Inflows  Outflows  

1. Short term inflows through bank 
accounts (1960) 

2. Limited portfolio investments 
(1964)  

3. Controls in the face of excessive 
inflows (1964) 

4. More liberalisation on portfolio 
inflows (1968) 

5. Re-control in the face of excessive 
inflows (1970) 

6. Relaxation of Controls (1973-74) 
7. Re-control (1978)  

Outward portfolio invest-
ment (1970) 

Short term 
flows  

Liberalisation of all flows with exceptions in the time of emergency 
(1980) 

1. Some part of inward FDI 
liberalisation  (1960)  

2. More FDI liberalisation (1967)  
3. Full FDI  liberalisation (1975)  

Outward FDI 
investment (1969)  

Long term 
flows  

Liberalisation of all flows with exceptions in a time of emergency 
(1980)  

 Source: Based on Fukao (1993), Bakker and Chapple (2002) and Aramaki (2006)
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(end 1977 to 1978); and (VI) A re-switching of policy toward encouraging
capital inflow, in response to the independent fall of the yen consequent to
the second oil shock (1979 to 1980)”.



177

Appendix–II
Time Line of Capital Account Liberalisation

in Japan

Time Window Reforms

1949 April – Nov Exchange rate was fixed at 360 yens per 1 USD and 11
banks were authorised to deal with foreign exchange

1955 October Joined GATT

June 1960 Plan for Trade and Exchange liberalisation

1960 (June-Nov) Using yen for trade related external payments was liberalised
Non-resident, free yen accounts were introduced
Individuals and private enterprises are allowed to borrow
short-term foreign-currency from authorised foreign
exchange banks

1964 (April-May) Obtained IMF Article VIII status and joined OECD
93 per cent  of imports were liberalised
Abolished the foreign-currency budget
Non-resident special accounts to invest in securities by non-
residents were allowed

1967–68 (June-Feb) First foreign capital liberalisation package
Easing of regulations on portfolio investment in Japanese
stocks
Yen conversion quota (limits on the amount of foreign
exchange that could be converted into yen and invested in
Japan)

1970 (April - Dec) Start of liberalisation of outward portfolio investment in
securities
Third foreign capital liberalisation package
Restrictions on yen conversion

1971 (Jan to July) Both financial institutions such as pension trust and
insurance companies, and individuals were allowed to
purchase and sell in foreign securities.

1971 August Controls on export prepayment and limits on outstanding
balance in free yen accounts

1971 December Moved to Smithsonian rate at Y308/$ (IMF Parity)

1972 June-Oct Tightening of prepayment for exports
Reserve requirement for free non-resident yen account
raised to 25 per cent and then to 50 per cent
Foreigners’ investment in Japanese securities limited to
the amount sold by other foreigners

1973 February Yen floated

1973–75 (May-June) Fourth and fifth foreign capital liberalisation package



The Macroeconomic Impact of Financial Crisis 2008-09

178

Time Window Reforms

Marginal reserve requirements on non-resident free yen
account abolished
Yen conversion limit relaxed
Foreigners allowed in bond market and subsequently in
government bills market

1977 March All the ‘voluntary restrains’ on banks and other financial
institutions were abolished

1978 March Interest rate control on free yen accounts and 100 per
cent reserve requirements introduced

1980 (March-Dec) Repealed interest controls and reserve requirements on
free yen accounts
Comprehensive revision of Foreign Exchange and Foreign
Trade Management Law
Full liberalisation of foreign currency deposits, short-term
investments and real estate investments abroad by the
residents
Exchange control only in case of emergency

Note: Adopted from Fukao (1993), Bakker and Chapple (2002) and Aramaki (2006)



179

6

Capital Account Management: Lessons from the
Comparative Analysis

In the previous chapters, we analysed the experience of Germany, India
and Japan as they tried or are trying to cope with external shocks to
their national economies. Though Germany and Japan had liberalised
their capital accounts much earlier in the 1960s and 1970s, their central
banks continued to intervene in the market to stabilise the value of their
national currencies, primarily to protect the competitiveness of their
export industries. This often took the form of controlling volatile capital
flows into these countries. Thus, the policy packages used in the process
were targeted at de facto capital account management.

In this chapter, we review the effectiveness of capital account
management carried out by Germany and Japan as two capital-exporting
countries during much of the 1960s through to the 1970s and 1980s.
For India, as a capital importing country, the review of effectiveness is
confined to the policy package for capital account management during
the last 20 years. This review should deliver lessons for improving the
effectiveness of capital controls from the experience of these countries.
Since the international financial environment has changed considerably,
we are aware that the experience of Germany and Japan in managing
their capital account has to be adapted in the context of a more integrated
financial world where information flows more rapidly across borders than
before.

The final part of this chapter is devoted to detailing the pre-requisites
that are essential for effective capital account management. The focus
here is on the “institutional embeddedness” of the economic system.
Institutional embeddedness refers to the inner compatibility of the
national institutional setup and its role in shaping economic policy and
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achieving desired results. This concluding part should provide some final
remarks, which are not necessarily equal to a bashing of neo-liberal
economic policies but more an appeal to treat capital account
management as an essential part of national economic policy. Thus, the
debate about full capital account convertibility may be put to rest by
including a clear policy space for the situational application of capital
controls.

6.1 Liberalising Capital Flows: A Short Historical Comparison

Sections 5.1, 5.2 and 5.3 provided detailed descriptions of the capital
account management experience in Germany, India and Japan
respectively. The macroeconomic triggers leading to various policy
responses were systematically analysed there with the help of five major
“event-based” time windows. These time windows represented important
milestones in the capital account liberalisation process. This section
provides a brief report of the policy responses that were triggered by
these events. Table 6.1 provides a comparative summary of the
liberalisation timing and approach.

Table 6.1: Liberalisation Approach for Capital Flows: A summary

 Germany Japan India 

Period of  
Liberalisation (de 

jure) 

1957–1973 1964–1980 1991–Ongoing 

Capital Account 
Management (de 

facto) 

Continued 
between 1973 

and 1984 

Continued 
between 1980 

and 1992 

Regular and Active 
Management 

Liberalisation 
Approach 

Initial “Big-Bang”  
(completed in 

1959) 

Gradual Gradual and 
Calibrated 

Sequencing Not a significant 
Issue  

Important Strong emphasis 

 From a historical perspective, Germany began its capital account
liberalisation in the early 1950s.1  In terms of sequencing, it should be
emphasised that the EU elected to embark upon trade liberalisation prior
to initiating capital account openness and Germany, as a member state,
followed the same sequence. This has put forward, in essence, a specific
model of liberalisation sequencing, which is still an issue subject to debate
by researchers. A Customs Union was introduced in the European
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Community (in the early stages of the European Union) with economic
integration and regional security as its fundamental objectives. The
process of capital account liberalisation of European countries had been
implemented as part of the economic integration plan known as the
“European Union (EU)”. The ultimate goal of the EU was to execute the
liberalisation plan on trade and capital accounts with a view to pursuing
the path towards a single currency in its monetary union.

Capital flow liberalisation in Germany, and amongst other EU
members, led to the adjustment in several regulatory and supervisory
measures, standards and processes of monitoring and transparency.
Several amendments on tax reform, collateral agreements, credit transfer
as well as related code of conduct were introduced in the banking and
financial sectors. Encouragements to market participants and the
application of international accounting standards ensured market
competition and strengthened companies’ operations. Code of conduct
on fund settlements were modified in such a way that transaction cost
would be minimised.

Although Germany had adopted a “big-bang” liberalisation approach
and most of the capital account liberalisation process was officially
completed by 1959, de facto, it continued to control various types of
capital flows (particularly, short-term capital inflows) depending upon
its economic necessities. Germany liberalised its financial markets
(particularly, money markets) to non-residents in a piecemeal manner
and imposed many new controls aimed at managing short-term capital
inflows intermittently between 1969 and 1973. Thus, capital account
management continued in Germany until about 1984.

Unlike Germany, which initiated a process of capital account
liberalisation in the EU, Japan started with capital account liberalisation
primarily after becoming a member of the OECD in 1964.2  The de jure
liberalisation was completed in 1980. However, the process of capital
account liberalisation proceeded very gradually. As detailed in Section
5.3, the Japanese authorities were particularly interested in maintaining
a certain measure of exchange rate stability. This was seen as a major
policy objective to promote the development of a strong competitive
domestic industrial base with substantial export capacity. To this end,
both capital controls and direct interventions in the foreign exchange
market were used as regular tools. Typically, the controls on volatile
portfolio inflows were tightened and those on portfolio outflows loosened
whenever there was an upward pressure on the yen. The reverse policy
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was adopted when the yen faced downward pressure. Thus, Japan
continued active capital account management between 1980 and 1992.
When it comes to sequencing, capital inflows were liberalised earlier
than capital outflows. With regard to the types of capital account
transactions, non-resident inward flows were preferred over all other
flows. For example, inward foreign direct investment and portfolio
investment preceded liberalisation of outward investment. Despite the
opening up of long-term investment flows into Japan, inward investment
remained low due to administrative delays, which served as an informal
control.3

Between the 1980s and the 1990s, the gradual approach to capital
account liberalisation remained with new introductions of deregulated
rules to facilitate inward investment. Regulations on the conversion of
foreign currency-denominated funds into yen were eased while interest
rates on time and demand deposits were liberalised. By 1996, massive
reforms of capital markets, such as cross-border capital flows and
introduction of derivatives instruments, which had direct impact on capital
account liberalisation, were implemented. It should be noted that these
reforms not only hinged upon the liberalisation process but also covered,
to a large degree, the institutionalisation process that played an important
role in the overall development of the financial sector including
transparency, disclosure practices and laws on financial products.

In the category of emerging market economies, India is a late starter
in the capital account liberalisation process. The grand economic reforms,
which started in 1991, provided the necessary impetus for initiating the
liberalisation process and this process is still ongoing. Very much like
Japan, India has also opted for a gradualist approach towards capital
account liberalisation. In the first ten years, reform measures were more
in response to various situations created by the balance of payments
crisis, East Asian Crisis (1998) and the economic sanctions imposed in
1998. However, India took many steps voluntarily in 2001 to liberalise
the external sector, the motive this time was to gain from the increased
resource base and technological improvement that resulted from inviting
foreign capital in the form of direct investment. In terms of sequencing,
the focus of reform initially was on inflows, particularly non-debt inflows.
However, increasing foreign exchange reserves and a declining debt-
service ratio gave the government the confidence to liberalise policies
related to overseas investment by residents and debt inflows.

The Indian central bank has pursued active capital account



Lessons from the Comparative Study

183

management over the last two decades without an official announcement
of full capital account convertibility. The main policy goal has been to
support the “managed float” of the Indian rupee. The interventions of
the central bank in the foreign exchange market have remained an
important policy tool to reduce excess dollar liquidity resulting from
huge capital flows. Controls on the volume of portfolio inflows into India,
ceilings on private debt inflows and limits on capital outflows have been
actively changed to match the changing financial environment in the
domestic economy.

6.2 Effectiveness of the Capital Account Management in Germany,
Japan and India

The effectiveness of capital controls has frequently been assessed on
the basis of their impact on capital flows and policy objectives, such as
maintaining exchange rate stability, providing greater monetary policy
autonomy and preserving domestic macroeconomic and financial stability.
There are several dimensions for the evaluation of the effectiveness of
capital flows:

1. Achieving desired structure of capital flows

2. Achieving the desired volume of capital flows

3. Reducing the volatility of (particular types of) capital flows

4. Increasing the space for the manoeuvring of domestic monetary
policy, and

5. Generating protective buffers, such as an increase in foreign
reserves

A commonly mentioned issue in measuring the effectiveness of capital
controls is that capital controls itself could create incentives for
circumvention. In this context, effectiveness would depend upon the
size of these incentives relative to the cost of circumvention. One
argument in favour of effective controls is that capital flows become less
sensitive to domestic interest rates, which allows economic policy to be
oriented towards domestic objectives.

In this section, we would like to explore whether Germany, India and
Japan have succeeded in achieving the policy goals that they set out to
achieve through capital account management.
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6.2.1 The Effectiveness of the German Capital Account
Management

Germany mostly used “market-based” types of selective controls. Most of
these controls were aimed at managing speculative, short-term capital
flows. Some examples of these controls were the special minimum reserve
requirements for non-residents (April 1970) and limited or suspended
interest payments abroad (May 1971). During the Bretton Woods System,
Germany tried both exchange rate management as well as monetary
management.4  The successive abolition of capital controls after that was
accompanied by monetary targeting in 1974. The new policy orientation
was effective in fostering the acceptance of price stability as a primary
goal. The link between the liberalisation of capital movements and the
goals of monetary policy has been important for Germany in particular and
for Europe in general. It was believed that by establishing domestic price
stability as a common primary goal of monetary policy, an important element
of divergence between members of the European Monetary System (EMS)
would be removed and the chances of combining free capital movements
with stable exchange rates would increase. The validity of this argument
can be gauged in those cases where a group of countries are in a regional
trading bloc and/or have strong trade ties with each other.

In a seminal paper written by Hewson and Sakakibara (1977), the
authors attempted to analyse the effectiveness of German capital controls
on capital flows on the basis of a general equilibrium portfolio model
developed earlier. The regression results (based on the data for the period
January 1969 to April 1973) seem to support “the contention that while
the German capital controls were effective with regard to an important
range of items in the capital account, their effectiveness was undermined
by offsetting movement in items which were either uncontrolled or not
entirely restricted”.5  As an example, the authors refer to the minimum
reserve requirement imposed on bank borrowings from non-residents.
This control significantly reduced the external liabilities of German banks.
However, this effect was almost completely offset by a comparable
increase in non-banking flows. This evidence is consistent with the fact
that German banks shifted a significant amount of business to their
foreign branches during the period considered in the study.6  It is important
to note that the liabilities of German non-bank residents to foreign
branches of German banks were not subjected to the minimum reserve
requirements. The “bardepot” and the tightening of other administrative
controls seem to have created a similar offsetting impact on total capital
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flows, though short-term capital inflows were contained by these
measures. Thus, the effectiveness of capital controls tends to be lower
in a more developed financial system.7

Bakker and Chapple (2002) suggest that, in times of currency unrest,
neither direct nor indirect controls were capable of curbing speculation
since these were circumvented on a large scale and enforcement was
not sufficiently rigorous.8  The authorities were also discouraged by the
fact that new loopholes were continuously being exploited by German
industry and commercial banks.9

6.2.2 The Effectiveness of Japanese Capital Account Management

Japan’s motive for capital controls were a mixture of exchange control
and industrial policy considerations. Controls on inward direct investment
formed part of domestic industrial policy and restricted the overall share
of foreign ownership in Japanese industries. Many of the controls took the
form of administrative guidelines.10  A well-functioning administrative
system effectively protected domestic industry through controls on inward
capital flows.

There appears to be some agreement that Japanese capital controls
were less successful and were only partially effective in insulating
Japanese short-term markets from world markets. Controls were effective
as long as financial markets remained underdeveloped and market
participants did not act in a particularly sophisticated manner. The limited
effectiveness of controls in influencing the exchange rate was partly due
to the fact that some avenues  for capital flows always remained open,
allowing for a shift in the composition of such flows. In addition, it was
difficult for authorities to encourage those types of capital flows, which
would help the authorities to achieve their exchange rate objectives.
Consequently, authorities were not able to simultaneously stabilise the
exchange rate and pursue an independent monetary policy, even with
extensive capital controls.

The experience of Japan in gradually liberalising capital flows shows
that deregulation in one area can create momentum for further change
in another area. Thus, for example, “real-demand” principle lost its
effectiveness after 1980 because borrowing, lending and depositing in
foreign currency at free market rates was liberalised a year earlier.
Furthermore, the Japanese experience also indicates that attempts to
shield the domestic financial sector from the impact of liberalisation
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may actually increase the risk of it being impacted more strongly. For
example, Arora (1995) points out that the rapid international expansion
of Japanese banks and securities companies in the 1980s was partly in
response to the slow removal of domestic controls.

Victor (1987) argues that Japan had one of the more effective and
efficiently administered capital controls system than any other industrial
country in the world. Japan’s experience, thus, can be utilised to identify
some of the variables that contributed to the effectiveness of the capital
controls. The initial legal base of Japan’s capital controls was provided
by the Foreign Exchange and Foreign Trade Control Law passed in 1949
under which foreign exchange transactions were prohibited in principle
unless permitted in exceptional cases. Private holdings of foreign
exchange were restricted and export receipts had to be sold to authorised
foreign exchange banks. Thus, authorised foreign exchange banks were
a very important vehicle for effective foreign exchange management.
Besides, the holdings of yen by non-residents were subject to controls
and private capital movements were, in effect, prohibited. However, the
system of capital controls was unable to stem large-scale inflows, once
the expectation of a large exchange rate adjustment took hold.

6.2.3 The Effectiveness of Indian Capital Account Management

India has preferred administrative measures over market-based methods
to control capital flows. There are several administrative restrictions,
especially on debt-creating flows. Portfolio investment in both corporate
and government debt are governed by overall quantitative limits.
Similarly, the access of the nonfinancial corporate sector to external
debt has been liberalised gradually, but is subject to adherence to criteria
related to purpose, interest rate spreads and magnitude of borrowing.11

Even banking sector cross-border flows are tightly regulated in terms of
both foreign currency buying and investment in the overseas market.

There is a general feeling that various controls on capital inflows and
outflows gave India’s macroeconomic policy an extra degree of freedom.
Capital controls are assumed to have insulated the country from the
Asian crisis and the current global financial crisis. It would be appropriate
to examine the effectiveness of Indian capital controls with reference to
the following four goals, which are often stated by the Indian central
bank (RBI) or the stock-exchange supervisory body (called SEBI) as
implicit goals:
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(i) To reduce the volume of inflows into India in order to end the
real appreciation of the rupee

(ii) To change the composition of the capital flows away from debt
to non-debt flows

(iii) To increase the maturity of loan inflows, and

(iv) To dampen volatility, turnover and to undercut a speculative
bubble in the Mumbai Stock Exchange

In terms of the first objective, India’s capital controls have not been
able to impact the volume of capital inflows; both debt and non-debt
inflows have increased over time. Every sudden surge in capital inflows
since 1993 has put an upward pressure on the value of the rupee. This
forced the Indian central bank to intervene regularly in the foreign
exchange market to iron out the short-term volatility in the nominal
exchange rate and to guard against a real appreciation of the rupee.
Since March 1993, India has subscribed to this policy of “managed float”.
In the jargon of open economy macroeconomics, this system has clearly
been an “intermediate” exchange rate regime. The combination of a
managed float and partial capital controls has helped India resolve,
largely, the trilemma of the famed “Impossible Trinity”.12

In terms of the second objective, capital controls imposed by India
have succeeded, to some extent, in altering the composition of capital
inflows from debt flows to non-debt flows. Thus, inward foreign direct
investment and portfolio investment are the two most important
components of non-debt capital flows to India. On the other hand, new
capital controls on external commercial borrowings and banks borrowings
introduced in 2007 have reduced the volume of debt inflows.13

The effectiveness of India’s capital controls in increasing the maturity
structure of loan inflows is not clear. Although no direct data is available
on the subject to see the de facto increase in the maturity structure of
loans inflows, there is some anecdotal evidence that medium and long-
term external commercial borrowings have become more popular than
short-term loans.

The literature does provide some theoretical evidence on the impact
of capital controls in reducing the volatility of the stock. However, in the
case of India, capital controls have been able to reduce volatility of
stock prices in the Mumbai stock exchange. Beginning on January 8,
2008 (in just 26 trading days), the BSE dropped by 23.43  per cent
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(from 20873 on January 8, 2008 to 16,608 on February 12, 2008) because
of huge withdrawal of FIIs.  The biggest single-day fall of 1408 pts was
recorded in this period. The real shock to the stock market came around
the bankruptcy of Lehman Brothers, which not only led to massive selling
by FIIs in the equity market but also created panic among domestic
investors. From September 2, 2008 to October 27, 2008 (37 trading
days) the Sensex dropped 43.46 per cent. However, a recent report
published by the Indian Ministry of Finance (2010) on foreign portfolio
investment points out that evidence does not support the hypothesis
that foreign institutional investors have exited en masse in times of
domestic stress14  with serious impact on the stock market in terms of
price volatility.

To sum up, capital controls have helped India achieve many of its
desired objectives. In terms of the standard indicators of the effectiveness
of capital controls, one could claim that controls have been effective in
India because of the following:

(a) Despite strong inflows, there has been no major real appreciation
of the exchange rate

(b) Monetary independence has not been lost, and a wedge between
domestic and foreign interest rates has been successfully created
and maintained and

(c) Black market premia on the exchange rate have declined
drastically to negligible levels with a concomitant decline in
capital flight.15

6.3 Lessons from the Experience of Germany, India and Japan

The experience of capital account management by Germany, India and
Japan and a retrospective review of its effectiveness delivers diverse
lessons for other developing economies. However, it is important to
mention that the experience of developed countries must be viewed in
the light of a changed financial environment. The liberalisation and
deregulation of national financial systems have brought about many
changes in the way global financial markets operate. The following major
changes can be placed on record for consideration:

1. Financial markets have become more complex and extensive.
The range of financial products has increased over time.

2. There is continued broadening of the derivatives markets.
Advances in technology, financial engineering and risk
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management have helped enhance both the supply and demand
for more innovative products.

3. National financial markets are more integrated across borders
today than before.

4. There is a closer link between short and long-term financial
markets. The boundaries between the two are getting
increasingly blurred.

5. Financial markets have experienced increased securitisation. One
aspect of the securitisation process has been the increase in
corporate bond issuance.

6. Speculative attacks on financial markets are more frequent and
extensive.

7. Financially active multinational companies participate actively
in financial markets. They often move with their idle cash to
reap arbitrage benefits.

8. Improved communication and information flows have made
financial markets more dynamic and transparent. Information
is available in real-time to all interested parties.

6.3.1 Lessons for Emerging Economies

The details in the previous sections bring to light the fact that countries
have followed very diverse patterns in managing their capital accounts,
depending upon their economic and political necessities and the
international financial environment. Thus, Germany’s experience is
influenced considerably by its membership of the EMS. By contrast, the
Japanese experience was guided by its objectives of maintaining the
competitiveness of its export industry and the stability of its exchange
rate. The Indian experience of capital account management is aimed at
aimed at ensuring that it has the space to maintain monetary policy
independence, can maintain control over the supply of foreign capital to
finance current account deficits and guard against the appreciation of
the rupee.

Any discussion of the lessons to be learned from our comparative
study has to be with reference to the policy objectives that are the main
motives for introducing or removing capital controls. In the following
section, we are presenting our analysis of the major lessons with reference
to the following groups of objectives.
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1. To complement national macroeconomic policies and goals

2.  To achieve financial stability

3. To improve effectiveness of capital controls

4. To support prudential regulations and international co-ordination

6.3.1.1 Lessons to complement national macroeconomic policies and
goals

The literature about national policy space talks about introducing (capital)
controls, which provide increasingly more national policy space for policy
makers. The controls should assist to practice independent economic
policies and/or to complement national economic goals. The main motive
for the introduction of capital controls was to limit exchange rate
movements and preserve a degree of independence in monetary policy.
In some cases (such as Japan and India), the motives were linked to the
desire to protect and stimulate the domestic industrial base. The following
lessons may be relevant when using capital controls to complement
national economic policy:

1. Capital controls (and related foreign exchange controls) do help
in avoiding short-term exchange rate fluctuations. This lesson
is reinforced by the Japanese experience, where the Bank of
Japan was able to influence the appreciation of yen in the short-
run. Even in the Indian case, there are many examples of controls
(and interventions) by the Reserve Bank of India in the foreign
exchange market to limit the appreciation of the rupee.

2. Capital controls do provide space for monetary policy
manoeuvrability. This lesson is borne by the experience of
Germany and India. Germany is a classical example of efforts at
maintaining the independence of its monetary policy. However,
in many situations, it was the credibility of its macroeconomic
policies, which helped achieve a desirable impact on the exchange
rate.16  In the case of India, the volume of capital flows was kept
under control by various limits on debt and equity inflows. Though
there is anecdotal evidence that the asset bubble in India was
influenced by foreign capital, inflationary tendencies in the
economy were managed prudently by the RBI.

3. Capital controls can support industrial policy through selective
FDI. Both Japan and India have allowed gradual entry of foreign
firms through foreign direct investment. The types of industries
were judiciously selected to protect domestic industry and to
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allow targeted entry to foreign firms in areas where foreign
technology was needed.

4. Capital controls help in changing the composition of flows away
from debt flows (India). Debt flows (particularly short-term debt
flows, such as trade finance and foreign currency funding) are
known to be riskier and take the earliest opportunity to leave
the country. India has succeeded in increasing non-debt equity
flows. (see section 5.2 for details)

6.3.1.2 Lessons to achieve financial stability

Given the changes in the international financial environment (listed in
section 6.3) and the increase in volatility in financial markets, concerns
regarding financial risks and consequent financial crises have become
real. The latest global financial crisis and its adverse impact have created
a new debate about national and international financial stability. On the
aspect of financial stability, the following lessons could be drawn from
the experiences of these countries:

1. Controls on inflows are more effective in ensuring financial
stability than controls on outflows. This is particularly true of
controls on volatile short-term inflows (such as short-term
portfolio investment and foreign currency debts), which have a
tendency to dry out in times of liquidity shortages and crisis.
The success of controls on inflows is apparent from the experience
of many countries. The main reason is that there are fewer
incentives to evade controls on capital inflows than on outflows.

2. A well-developed financial system helps mitigate the effects of
volatile capital flows on the real economy. The presence of a
broad spectrum of financial institutions, availability of an array
of financial assets and a sound regulatory/supervisory framework
can provide the cushion to absorb the negative effects of a sudden
change in capital flows. This obviously should not be interpreted
as a call for deregulating financial markets and institutions. On
the contrary, a well-developed financial system offers protection
against the circumvention of capital controls and the emergence
of off-shore financial markets.

3. Prudential supervision of the financial derivatives markets
increases the effectiveness of capital controls. It is known that
a large part of financial derivative markets is over-the-counter
(OTC) and responsible for the off-balance sheet business of
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financial institutions. As an examination of the regulatory
framework for the supervision of OTC derivatives market in India
makes clear (Arora and Rathinam, 2010), the involvement of
Indian financial institutions in the global derivatives markets
was limited because of the strict control exercised by the RBI.
This reinforces the point that capital controls needed to be
supplemented with other prudential supervision for their success.

6.3.1.3 Lessons to improve the effectiveness of capital controls

The global financial crisis 2008-09 has changed the flavour of the debate
on the need for capital controls. The arguments have started to tilt towards
a general appreciation for capital controls because of their insulating
effect on emerging market economies. The debate on capital controls
has gained new fervour because of the changes in the IMF’s views on
capital controls. In a recent IMF staff position note (Ostry et al. February
2010), the authors argue as follows:

“If the economy is operating near potential, if the level of reserves is
adequate, if the exchange rate is not undervalued, and if the flows
are likely to be transitory, then use of capital controls – in addition to
both prudential and macroeconomic policy – is justified as part of
the policy toolkit to manage inflows.”

Acknowledging the problems associated with increased capital inflows
in emerging markets, the IMF (April 2010) recently recommended the
following policy options.

 Flexible exchange rate policy that allows appreciation of the
domestic currency

 Reserve accumulation (using sterilised or unsteril ised
intervention as appropriate)

 Reduction in interest rates if the inflation outlook permits

 Tightened fiscal policy when the overall macroeconomic policy
stance is too loose

 Reinforcement of prudential regulation

 Liberalisation of capital outflows

In this changed environment, where capital controls may be gaining
ground, it is necessary to talk about those lessons, which could help
improve the effectiveness of capital controls.
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1. Capital controls of shorter duration are more effective than those
that are maintained for long periods. Capital controls of short
duration have a signalling effect on market participants.
Moreover, long-lasting capital controls provide incentives to
market participants to search for loopholes and increase the
risk of circumvention.

2. Capital controls are more effective if combined with exchange
controls. Both Japan and India have used strict exchange controls
as a subset of capital controls. Japan had a very well administered
system of authorised foreign exchange banks, which worked as
the vehicles for enforcing exchange controls imposed by the
Bank of Japan. India still has a system of authorised foreign
exchange dealers, who are licensed by the RBI and have to
report their operations on a regular basis.

3. Capital controls have been more effective when they form part
of a more comprehensive set of regulations, including controls
on domestic financial institutions. This is particularly important
for avoiding any circumvention of controls through other
channels. Any dichotomy in capital controls and domestic market
rules can create easy loopholes. A good example of stress on
capital controls is provided by the real-demand principle imposed
in Japan for the use of foreign exchange. This principle lost its
effectiveness after 1980 when borrowing, lending and depositing
in foreign currency at free market rates was liberalised in that
year.

4. The co-operation of the banking system is essential for enforcing
capital controls. Reference must again be made to the authorised
foreign exchange banks, which were used as an instrument of
exchange control management in Japan.

5. Researchers like Obstfeld (1998) and Eichengreen et.al. (1999)
have found the idea of preventing destabilising outflows by
limiting inflows to be more promising than directly trying to
stop outflows. Eichengreen et.al. (1999) argues that to restrain
inflows, controls do not have to be perfect. They just need to
make avoidance costly enough to reduce destabilising flows.

6. From the experience of Germany as a member of the EMS, it
became evident that regional co-operation can improve the
effectiveness of capital controls. Though EMS had abolished
capital controls within the member states to move towards a
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single currency and unified monetary policy much earlier, it had
reserved for some time the option to invoke and enforce capital
controls against non-member states.17  Furthermore, co-
ordinated efforts at developing regional capital controls vis-à-
vis the rest of the world are more effective, where a group of
countries are in a regional trading bloc and/or have strong trade
ties with each other.

6.3.1.4 To support prudential regulations and international co-operation

Since the eruption of the global financial crisis, the existing regulatory
framework for supervising cross-border movements of capital has been
under constant attack. It is often said that international finance is still
“under-regulated”. Everywhere, there are fresh calls for a new financial
architecture and reform of the present regulatory system to reduce the
likelihood of destructive financial instability and speculative attacks on
national financial systems. To this end, it is being suggested that
responsibility for oversight of cross-border trade in financial services
needs to be assigned to institutions that have the information and the
tools to shoulder this responsibility. We are providing here some aspects
of prudential regulations relating to capital controls, which are intended
to fuel the debate on control and supervision of financial markets and
institutions:

1. The contribution of foreign capital in asset price bubbles and
increasing leverage is often mentioned in different countries. In
the case of Japan, foreign capital is assumed to have fuelled the
asset price boom leading to the collapse of the Tokyo Stock
Exchange in 1992. Even in India, foreign capital has been named
as contributing to the real estate market boom. Capital controls
should provide for regular scrutiny with prudential regulations
so that its role in asset price bubble-building and increasing
leverage may be analysed periodically. A return to administrative
controls (similar to the Japanese and Indian guidelines) would
help in checking the source and purpose of capital inflows and
may check excessive leverage, excessive risk taking and
unproductive speculative fuelling of asset prices.18

2. International asset and liability management (ALM) is a regular
part of the operations of any bank, which is involved in cross-
border business. In times of crisis, particularly when  the
international inter-bank market experiences liquidity shortage,
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banks usually find it harder to access the short-term financial
markets for ALM or they perform this job at substantially higher
cost than in normal times. Although the Bank for International
Settlements (BIS) in Basel has the mandate to collect data
regarding international banking (foreign currency business of
residents and local currency transaction of non-residents)
business of its member states, evidently there is need to improve
the BIS mandate from just collecting data to monitoring and
enforcing disciplinary rules against the member states that show
increased exposure to particular kinds of markets or business.
Co-ordinated efforts or capital controls, which provide limits on
overall exposure to particular markets (such as OTC markets),
may be a useful lesson.

3. Substantial differences exist between countries in areas (such
as taxation accounting standards, corporate governance and
other prudential rules), which are directly related to capital
controls. These differences provide room for arbitrage between
two countries and allow circumvention of capital controls. The
example of the European Union is a good example in this regard;
it has tried to harmonise its regulations in various areas such as
accounting standards19  and prudential supervision. Though it
may have completely dispensed with the need for capital controls
within the EU, for other regions that are not fully integrated,
harmonisation of regulations may ensure effective enforcement
of capital controls.

6.4  Institutional Embeddedness: A Pre-requisite for Effective
Capital Account Management

Despite their position on de jure capital account convertibility, the
experience of Germany and Japan showed that they actively managed
their capital accounts. In the case of Japan, capital account management
was necessitated both by economic considerations and policy choices.
The effectiveness of its efforts at capital account management was only
partial and it was  sometimes ineffective in achieving desired results
(Fukao 1990, Bakker and Chapple 2002). It is assumed that problems
associated with the Japanese experience of liberalisation were related
to weak institutional embeddedness. It is argued that reluctant and
delayed liberalisation of the domestic financial markets (mostly under
external pressure) and protection of domestic financial institutions may
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have contributed to the difficulties. By contrast, Germany has had a
preference for liberalisation with institutionalisation.20  Abdelal (2007)
believes that institutionalisation appears to be a function of ideology
and not of power.21  In the Indian context, the sharing of responsibilities
for the supervision of Indian financial markets between two equally strong
institutions is a good example of embeddedness. The RBI is not only the
custodian of monetary policy but also supervises banks, and is the primary
regulator for the money markets, including the foreign exchange market.
The Securities and Exchange Board of India has the exclusive mandate
to supervise and regulate the Indian capital markets.

In this concluding part, we would like to emphasise the importance
of institutional embeddedness as a pre-requisite for effective capital
account management; we first define the term and later show its
significance in capital account management.

6.4.1 Meaning of Institutional Embeddedness

Institutional embeddedness refers to the nature of the national
institutional system and its role in shaping economic policy and action.
The subject of institutional embeddedness emerged originally in the
context of organisational theories. It is argued that organisations are
embedded in and shaped by their (national) institutional context. From
this point of view, co-operation between partners (and their strategies)
will be hampered (and their strategies will not be successful) if such
institutional backgrounds are incompatible with each other. It is argued
further that institutions, which show high levels of complementarity and
compatibility, will be the most successful. Further, it can be said that
good management of institutions can improve the levels of
complementarity and compatibility. In an economic system, an example
of institutional embeddedness, which governs financial markets and
monetary arrangements, could be the relationship between banks and
industry, the role of stock exchange in industrial financing and the
mechanisms for liquidity creation in the system. Four competing and
mutually complementary forms of governance define the nature of
institutional embeddedness:

1. Governance by state control

2. Governance by the market

3. Governance by regulation, and

4. Governance by supranational interdependence
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6.4.2 Importance of Institutional Embeddedness in Financial
Liberalisation

Economic literature offers strong links between financial liberalisation
and financial crises. It is argued, for example, by Rodrik (1998) and
Stiglitz (2000), that unfettered capital flows are disruptive to financial
stability and growth. They question the benefits of financial globalisation
and support calls for capital controls. There is also a consensus that at
the core of the link between crises and financial liberalisation is the lack
of good corporate governance and the existence of weak government
policies and institutions. The argument, thus, goes on to indicate that
governments should sequence reforms, first improving government
institutions and better regulating domestic financial institutions and only
then deregulating the financial industry and opening the capital account.
In fact, Calvo (1998) and Fischer (1998) argue that (identification and
awareness of) weaknesses in the domestic financial sector before financial
liberalisation are important in determining the risks associated with
financial liberalisation. Prasad et al. (2003) add empirical support to the
idea that good institutions, governance, and macroeconomic
fundamentals prior to financial liberalisation are crucial to reaping its
potential benefits. This lends credence to the argument that capital
controls do not have any intrinsic good or bad value; the institutional
context in which they are applied decides their eventual success and
value.

Kaminsky and Schmukler (2008) suggest that discussions about
[capital account] sequencing may be irrelevant if institutional changes:

1. Are not undertaken by the governments independently

2. Are introduced only in response to certain shocks

3. Never predate liberalisation

4. Happen mostly as a result of the existence of deregulated
financial markets

In other words, governments may have few incentives to promote
reforms in countries with repressed financial sectors. This was the
situation in Japan where complete reregulation of the domestic financial
system did not occur until capital account liberalisation was close to
completion.22  The argument is partly relevant in explaining the slow
changes in the Indian financial system.

However, once financial reforms are introduced and the benefits of a
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liberalised financial system are reaped in a complementary institutional
context, it has a positive impact on domestic institutions. The reform
process starts feeding on itself. For example, removing restrictions on
international capital flows allows domestic financial institutions to
compete internationally and may make them more efficient and
competitive as a result. Thus, as liberalisation persists and institutions
improve, markets tend to stabilise in the long run.

6.5 Summary and Conclusions

The debate on financial system reform and capital controls is far from
over. However, it is often mentioned that the usefulness of capital controls
for advanced economies has diminished gradually, particularly after the
change over to a floating exchange regime. The experience of Germany
and Japan endorses this viewpoint. For developing economies, the
financial liberalisation process is still a top priority, though it has not
been without difficulties. The Indian example supports the ongoing
process of financial liberalisation with a very cautious attempt at ensuring
institutional embeddedness at each stage of the reform process. There
is strong realisation that liberalisation of the capital account without
institutional embeddedness can be highly damaging.

The global financial crisis 2008-09 has opened up a new debate on
the regulatory framework in which financial markets operate. This time,
the openness of developed economies has proven fatal for them. Both
Germany and Japan have had high exposure to the crisis (see Sections
2.1 and 2.3 for details). For the first time, there is a realisation in “finance-
led” capitalism that the neo-liberal, market-based system has its inherent
weaknesses and market failure is intimately linked with policy regimes.
The crisis has proved that international finance is still “under-regulated”
and the need for reregulation is emerging again.

In the case of India, the slow process of liberalisation has provided
the insulation, which shielded it from external shocks. Indian financial
institutions had almost no exposure to the sub-prime crisis. Nevertheless,
India suffered from the indirect effects of the financial crisis, where the
“sudden stop” in short-term capital flows to India increased the risks
associated with liquidity shortages. The reduced demand for Indian
exports was another indirect impact on the Indian economy.

To sum up, the calibrated intermediate policy regime in India and
other emerging market economies has created a new interest in their
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economic systems. The hybrid capital market system, which was tending
to become similar to the co-ordinated market systems of Germany and
Japan, has all of a sudden gained an identity of its own. It is now likely
that a new model of capitalism is emerging in India and would be a
subject of analysis. The credibility of the Indian model, however, will
depend on how far it is able to instil confidence in economic institutions
and reduce uncertainties in economic decision-making.

Notes and References

1. he United States, Switzerland and Canada adopted a more liberal approach in
the early 1950s. They began liberalising even before their adoption of the OECD
Code, though most of them later resorted to controls (and benefited from the
safeguards of the Code), either in response to balance-of-payments difficulties
or to avoid excessive capital flows.

2. As a matter of fact, the liberalisation process of the Japanese economy started
from trade, which could be traced back to the 1940s with a particular intensity
of trade liberalisation during the 1960s. Economic policy shifted from trade-
oriented liberalisation to capital account liberalisation in the 1970s. One of the
reasons that led to the transition was that Japan had reached a situation of
stable growth, brought about by the end of labour migration from the agricultural
sector to the industrial or manufacturing sector Moreover there was a higher
demand for new financial instruments that could obtain higher rates of return.
However, the process of capital account liberalisation proceeded very gradually.

3. See Fukao (2003) for a discussion on how administrative procedures were used
to steer inward investments into the sectors that required it. It needs to be
mentioned that Japan had a restrictive stance towards inward FDI.

4. The German Mark was revalued twice in 1961 and 1969.
5. Hewson and Sakakibara (1977),  p. 664.
6. The controls contributed to the growth of German Mark deposits in Luxembourg.
7. Bakker and Chapple (2002), p. 18.
8. Bakker and Chapple (2002) p. 17.
9. Shifts and leads and lags in current account transactions was a common loophole!
10. Often, a prior approval system was in place and the approval process was used

to discourage or retard investment.
11. Rakesh Mohan (2009)
12. Acharya (2010)
13. It is believed that a part of the decrease in the external commercial borrowings

has to do with the recent increase in the cost of borrowing for Indian firms after
India  sovereign credit rating was downgraded

14. Scenarios of massive sales by foreigners, when India is facing difficulties, do
not fit available evidence. Ministry of Finance, India (2010), pp. 52-53.

15. Jadhav (2003), p. 39.
16. It must, however, be noted that monetary policy in Germany (and in the EMS)

was not always able to offset the impact of expansionary capital flows.
17. EU still maintains the legal option to make use of capital controls. The restrictions
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on capital movements vis-à-vis third countries existed until 1993.
18. New capital controls can be devised in the area of regulatory liquidity ratios for

institutions entering a particular market segments (to ensure liquidity), capital
ratios may be increased (to contain excessive risk taking and reduce leverage),
minimum reserve requirement may be introduced for participating in particular
markets (for dampening stock market volatility)

19. All listed companies in the European Union were asked to follow International
Financial Reporting Standards (IFRS) from January 2005 and present their
financial accounts uniformly according to the new rules.

20. As mentioned in chapter 1, German capitalism is often known as institutional
capitalism

21. The institutional significance and the role given to the German banks in the
German economic system is often given as an example of institutional
embeddedness.

22. Bakker and Chapple (2002), p. 40
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