BALANCE OF PAYMENTS

Balance of payments is an overall statement of a country's economic transactions with the rest of
the world over some period- usually one year. It includes all outflows and inflows (payments and
receipts). Countries have either balance of payment surplus or ‘a balance of payment deﬁéit

Balance of payments can be broken down into balance of trade (export & import of goods)

balance of current account (includes the balance of trade, the balance of services and remlttances

and capital account (investment and borrowing). Trade account is a part of the current account

Capital account deals with investment and borrowings and the rest of the BOP is the current
account of which foreign trade is a part.

India’s Balance of Payments (BOP) Crisis in 1991

The 1990s witnessed some major changes on India’s balance of payments front. The decade began
with a crisis caused both by the immediate Gulf war and the cumulative problems of the Indlan
economy. It led to an IMF-sponsored bail out.

The Gulf crisis of 1990-91 and the subsequent rise in crude pnces rudely exposed the madequach
of reserves. India has been dependent on crude imports. International crude pirces are very crucial

for out BOP condition. When there was geopolitical disturbance due to Iraq crisis, crude prices

shot up as our. xmport bill.., Tourism. dropped t depleted our forelgn exchange reservcs

Scheme

Confidence building measures were taken up after the new Rao government was formed in June
1991. The rupee was devalued and brought closer to the market value as earlier it was amﬁcmﬁ'y
overvalued. International investors saw in this reform progress towards market orientation. Indlan
exporters felt encouraged as their eamlngs in foreign currency would fetch them more rupees.

Devaluation is a precursor to the beginning of rupee convertibility. We need to pause and get cIear
about a cluster of concepts- all being interrelated. -

Devaluation And Depreciation

When the exchange rate of a country’s currency is fixed, the central bank may choose to lower.its
value by its decision. That is called devaluation. The result is a new rate that is fixed by the cenjral
bank with respect to a foreign reference currency, for example, US dollar. Depreciation also has
the same effect of lowering the value of the domestic currency but market forces are behind it and
not the policy decision of the central bank. Market forces operate under a floating exchange rate. ...

When the central bank increases the valuc of the currency, 1t 15 called rcvaluation Same Increase

causes and effects of thesc changes on value will discussed ahead in the book. Exchange rate 1s the
value (price) of one currency in terms of another.
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governmental Organisations (NGO) - like charities. India was the topmost country for femittances
in 2016 at $62.7 billion sent by its diaspora. It includes what is sent as a part of what is earned ag
wage, interest, profit or rent.

3 Country;-the stronger-and the more
isiNo ountry grants fulliconvertibility

ther puipose "’:vi_:éFor'“'ifé;_gamj)le, the trade
account con =and i?iertain*“?asscciéiteq aspects like
remittances (W : ‘ nd-relatives in-India); tourism, etc.
Even here, restrictions are imposeq ',fteg a%goint.‘%Co,r?%gjﬁty for investment and borrowing
abroad comes under capital accoun o \%elrt‘?bﬂity;%ij’ €1

resilient its eco
- restricts it

Rupee Convertibility

As an important part of the economic reforms since 1991, rupee was made convertible since 1992
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India's response to the crisis was essentially tailored to build confidence of the international
investing community in India. Foreign institutional investments ( investments into financial assets
like shares, bonds etc) were permitted and Indian companies were permitted to raise resources in
the international capital markets in the form of GDRs. Norms for foreign direct investments were
liberalised and multinational companies were wooed by Central/state governments to invest in
white goods ( consumer durables),infrastructure and other projects. The dramatic change in the
environment led to a surge in capital flows. Foreign investments into India shot up dramatically.

Balance of Payments and Invisibles
Invisibles in international trade, is used as a synonym for "service." Invisibles trade is trade in
services. Visible, in referring to international trade, is used as a synonym for "goods." "Visibles

trade" is trade in goods.

Invisibles are in three parts

e Services
¢ Transfers and
¢ Income.

Services include transportation, financial services, travel, telecommunications, computer services
and professional services. India's export of services increased to well over $110 billion (2012)

overseas assets dia minent-and individuals
. L. At 3§ %7 ?‘5 "t’gh';“-a.e" .

The net inflow on invisible accoun ‘lf;@s‘c%ntlig;,é‘d?;_tqj i:g k major support to the balance of

payments. Invisible receipts have shown robust growth, increase being spurred by increased

private transfer receipts (remittances by Indian living and working abroad).Tourism receipts have

been on the rise. Software exports continue to show exceptional growth rates.

Remittances

India became the largest remittances receiving country at $72 billion in 2015 followed by China at
$64 billion. Kerala, Gujarat, Maharashtra, and Punjab are the maximum inward-remittance
generating states, according to the RBI. The largest remittances came from the UAE and USA.

In recent months, the rupee has weakened considerably vis-a-vis the dollar, and a surge in
remittances is expected as non-resident Indians take advantage of cheaper goods, services and
assets in India, says the WB report. Indian Diaspora which is one of the most prosperous in the
world is sending money home. Controls are lifted and so there are greater inflows. The government
has progressively reduced the red tape. Interest rates are high. RBI increased the amount that can

be remitted home.

Convertibility has four dimensions:
¢ Freedom to convert

¢ Convert at market rate and
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A

i: e Removal of restrictions on convertibility on cument and capital account. That is,

5 liberalization of flows. It means convertibility for more purposes (like FDI in retail); higher
orno caps on existing convertibility regime (49% FDI in insurance etc); more of automatic
1 than approval route; and Indians being allowed greater freedom to take their money abroad.

o "Liberalization of outflows from India
The fuller the convertibility, the more the above four items are relaxed.

Current Account Convertibility: It refers to freedom to convert domestic currency into foreign
currency and vice versa for the following purposes:
1. exports and imports
payments due as interest on loans etc
remittances
travel
education etc

LA W

Capital Account: It covers investment and borrowings. For example, foreign investment in India;
how much Indian companies can borrow. Similarly, Indians to open bank accounts in foreign
couatries; invest abroad; hold assets abroad etc.

v

Capital Account Convertibility |

Full convertibility means freedom to convert rup
current and capital-account purposes with 1east res That ‘means, in the capital account,
‘there should be.100% FDI and FII allowed across ‘more or less (except security related

areas). Similarly,” there should be’ very liberal regime for outflows- thatis, Indians can invest
,__:?F)Load and borrow from abroad. Thgr% sg%uld b"g? ;cig%tgbls on current account transactions
‘either. SR gL '

ign currency and vice versa for both

59 ¢

“Full convertibility was the goal in India since the reforms began. We have a large measure of
capital account convertibility for foreigners and NRIs for investing in India and taking out profits
relating to FDI, portfolio investment and NRI bank deposits in India. For Indian residents and
corporates, some limits still exist on how much they can invest abroad. Indian companies -also need

RBI permission to borrow funds from abroad for some designated purposes. The controls are being
‘relaxed: -~ B

Why do we need fuller capital account convertibility? -

rAdvantages

L e we get foreign capital for investment

e Pl flows can increase liquidity and also modernize our financial sector

< "Creates competition forour domestic players '
* 'Alladvantages of FDI will be available-tectinology, investment and trade(TIT) accrue
* There will be macro economic discipline
* Indians have a wider range of choice for investment and borrowing.

=i

Fears are
* Asthe global financial crisis shows, adoption of fuller convertibility should be calibrated or
it can be quite destabilizing
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e Domestic interests in retail are hurt as it can create unemployment
o Rupee still not being a hard currency, can be subject to volatility with serious effects
e FDI hike in defence also needs to be discussed well before being adopted

Prerequisites for fuller convertibility

Fiscal deficit should be minimal

e Forex reserves should be adequate

NPAs of banks should be minimal

Inflation and interest rates should be moderate

Unless these conditions are met, great steps towards fuller convex’tibility should be kept on hold.

Benefits of fuller convertibility:
First, India needs huge resources, especially to upgrade its infrastructure. Domestic savings alone

are not enough. More foreign funds would come in only if they are sure of free entry and exit.

Second, Indian businesses (especially, the established companies) would be able to access cheaper
foreign funds that would improve their international cost competitiveness.

Third, unhindered access to foreign funds would facilitate Indian companies taking over firms
abroad and developing more Indian MNCs in the process. For example, Tatas acquiring Jaguar ,
the international ste e e

Fourth, Indxan ba & would be al
enable them to-lend at a:lesserifa
otherwise be able to borrow: (

Fifthly, it exerts macro-economic dlsc@lmer

Sixthly, outflows are necessary to balance the inflows or the problem of appreciation will plague
the economy.

Finally, ordinary Indian investors would be able to further diversify their asset portfolios. Fears
relate to Dutch disease. Netherlands experienced Dutch disease as a result of its discovery of oil
and related fuels in 1960s. The foreign exchange inflows led to the Guilder appreciating so much

that the imports shot up and the competitiveness of Dutch industry was affected adversely. Exports

suffered and imports increased due to appreciation. Deindustrialization is the result. The Dutch
disease is something similar to what the emerging market economies have experienced due to
capital inflows, particularly of the portfoho variety.

Tarapore Committee on CAC

Tarapore Committee on CAC that was set up in 1997 and gave a road map for introduction of
capital account convertibility. The objective of the committee was to study economies that had
implemented capital account convertibility and understand the prerequisites for it. They had to
make recommendations on the measures to be taken and the time frame to achieve full capital

account convertibility.
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are met otherwise the CAC is a double edged sword. The report said that the move should be made
in three phase: Phage | (1997-98), Phase II (1998-99) and Phase [T (1999-2000). The transition
from one phase to the next should be made, only if certain preconditions are met. The

preconditions were reduction of fiscal deficit, keeping the inflation in a 3-5% range and reforming
the financial sector, including reduction of non-performing assets,

But it could not be implemented as East Asian CUITeNcy crisis struck in 1997.

Capital Account Convertibility Relaxations So Far

Capital account transactions continue to be regulated under the FEMA which is a highly
liberalized version of the carlier FERA. (

the sectors permitted to have ever Increasing foreign equity participation,
*  The foreign portfolio investment by FIIs js allowed _I_ibera!_l_yj_

require theRBI A(.)r Mlmstxy approval

'significantly undertaken,

. it (toB Gy B 8 2.2 . .
*  Overseas investment fimit (to_ta;{j gllagglal é%gngﬂgn;g@) for Indian companies enhanced.

* Aggregate ceiling on overseas investment by mutual funds enhanced.

* Prepayment limit of external commercia] borrowings (ECBs) without prior Reserve Bank
’ approval increased. '

*  anIndian citizen can jnves; up to $2,50,000 per year in foreign markets (2016)

- Tarapore I On Fuller Rupee Convertibility 2006 ’

phased over three phases starting in 2006-07. A "comprehensive review" should be undertaken in
2011 to chart the future path But, before making the rupee more freely tradeablé, India must
"Improve regulatory and supervisory standards across the banking system" and get its financial

The report sought a ban on participatory notes as a mode of investment in Indjap equities and
casing the direct ivestment routes for foreigners. It suggested that foreign individualg investors
should be brought at par with non-resident Indian investors. The committee recommended the
restrictions on overseas borrowings by Indian firms and banks be cased. It saig that the limit on
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outbound remittances by Indian citizens should be increased. It also recommended that the fiscal
deficit be brought under control otherwise a large deficit will make India's economy vulnerable.to
shocks. It proposed the formation of a monetary policy committee (MPC) which has since been set

up and operating (2017).

(Participatory Notes (P-Notes) are instruments issued by registered - foreign institutional
investors (FII) to overseas investors, who wish to invest in the Indian stock markets without
registering themselves with the market regulator, the Securities and Exchange Board of India-
SEBL They prefer to buy PNs for a variety of reasons and not directly invest in India.Investing
through P-Notes is popular amongst foreign institutional investors. Bu India’s risks can be high if

PNs invest heavily as they are very volatile.)

Internationalization of Rupee

The recent decision by the International Monetary Fund to include the Chinese renminbi in the
Special Drawing Rights basket ; the issuance by International Finance Corporation (IFC) of the
World Bank Group of rupee-denominated offshore masala bonds; and announcements by the
Reserve Bank of India (RBI) allowing Indian companies to issue masala bonds started debate

about ‘internationalization’ the rupee.

A currency is said to be internationalized when other countries' banks and firms and citizens hold
ial security. It is associated with another feature: international currency
international trade transactions. If
“rupees.-:Our firms-can raise dollars in
o.will be an international currency if non-

¢-denominated assets. For example, a

its currency for fi

international ma 3
residents are ¢ rade;in estAn upee-
Russian importer must be able to paxqur her impqrts frqgl_%Sogth Africa in rupees. Similarly, a UK
resident must be able to invest her sanggs%mgﬁngglglgted bonds or shares. In these cases,
non-residents take risks in the rupee as a currency.

These are the core features of an international currency. US dollar, Euro, Yen, Pound, and recently
renminbi are some of the dominant international currencies.

To be an international currency is dependent on three prerequisites. First, the issuing country must
have sufficient scale: there must be so much currency available for non-residents to hold it in terms
of volume of international transactions. It is linked to macroeconomic fundamentals like strength
of the economy, its exports, its resilience etc. Second, the value of the currency must be stable over
time. Stability has multiple aspects: macroeconomic, financial and political. Third, the currency
must be liquid. A currency is liquid if significant quantities of assets can be bought and sold in the
currency, without noticeably affecting its price. This requires depth in financial markets, a large
stock of domestic currency-denominated bonds .Scale, stability and liquidity can be achieved
through strong economic fundamentals and once these are achieved, the rupee will come to be

accepted as an international currency.

an economy with

Internationalization of Rupee will facilitate greater degree of integration of Indi
Key benefits of

rest of the world in terms of foreign trade and international capital flows.
internationalization of Rupee include savings on foreign exchange transactions for Indian
residents- we can pay in rupee for external transactions and need not route them through dollars
etc. Reduced foreign exchange exposure for Indian corporates, reduction in dependence on foreign

exchange reserves for balance of payment stability etc are other benefits.
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- flowever, two points must be made to qualify the same. One, it should be financed
from dependable inflows like FDI. Two, it should be within limits, Foreign investment inflows
Were encouraged into the country to finance the current account deficit (CAD). The steps include
liberalizing long-term external commercial borrowings (ECBs), asking state-run companies to
raise funds from Overseas markets etc. The government also talked to sovereign wealth funds and

pension funds to get them to invest in India. Promoting €xports and measures to reduce imports,
especially non-essentia] ones were taken up. '

DeﬁcitAon the current account means a net outflow of foreign currency and depletion of forex

Ireserves. In India's case, this means a dollar outgo.Therefore, a country with a current accoupt .

deficit has to attract capital flows, which could be in the form of FDINRI deposits/FIy etc to meet
the shortfall. Byt when capital flows are insufficient to meet the deficit, the country's currency

servicing obligations. ft runs into a sovereign debt crisis thus. This is why a current account
deficit in excegs 0f 2.5% of GDP is seen as worrisome in case of India To act against CAD, India
needs to promote €xports and slow down consumption imports such as fye| and gold. Reduction of
subsidies wil] alsq reduce the demand for imported fuel and thus balance trade.
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Exchange Rate

Exchange rate is the price of one currency in terms of another currency. For example,
approximately 66 India rupees are exchanged for 1 US dollar in 2017. That is the exchange rate. 25
years back it was 20 rupees. But that was artificially fixed by the RBI for the reasons stated above.
Since the rupee exchange rate was deregulated- left to the market forces largely- rupee lost its
value and came down to almost close to 70 rupees in late 2013 and since then recovered. The
exchange rate depends upon many factors:
o Growth rate of the economy

« Future potential

o Foreign trade profile which includes import dependency

e Inflation

¢ Forex reserves with RBI

« Interest rates in the country and global majors like US

e Monetary policy of countries like USA

 International commodity prices -

o Extemnal debt levels; particularly the short term commercial debt level

o The extent of convertibility of the currency ‘

o Twin deficits — fiscal and external current account

e Political stability

) nly to facilitate normal operations for
servicing etc. That is, rupee ¢ te is not” managed” by the RBI. It is
i-managed (dirty float). ‘RBI’s significa d forex market intervention is only
when there is manipulation-of forex market that:can create jnstability internally and externally. The
reason for $400 b is built up as the forcign currency re r})g v@r chest is primarily for this reason.

&

sted. RBI buys and'sells foeig:clrrenc
exchan

© %

Currency Mechanisms

There are many ways a currency’s exchange rate is arrived at. Some are: . :
I. In floating rate , the forces of demand and supply determine the valuation and the role of
monetary authority is nil or negligible except in indirect terms like buying and selling

currency 1n the market, changés:eit makes in the interest rates , cash reserves ratio etc .

2. In dirty float the exchange rate is largely market determined but the central bank manages
the rate in a specific band that suits certain national goals like export promotion etc.
Management of the currency valuation is within a band called the target zone and it 1s
declared by the central bank. The objective here is to make exchange rate conducive for
certain macro economic goals liké export promotion and balancing it with import
liberalization; remittances etc. It is also called managed float. -

3. In the fixed exchange rate, the Central Bank artificially and arbitrarily fixes the exchange

' rate which may not have any . relation to market forces. India had the system till 1992

before trade account convertibility was introduced. India had the system as it did not need
any FDI or exports. '

4. 1In the pegged system the currency is pegged to the international hard currency like dollar
so as to signal the commitment of the central bank to stability. Its movements may Of may
not be determined by the hard currency because the valuations that suit the local currency
are independent of the hard cumency. It is essentially meant for imparting stability and
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credibility to the domestic currency in its exchange rate so as to invite investors. The
stability, however, depends on the ability of the country to manage the rate that is necessary
for its exports and gain other benefits. For that, the Central bank should have sufficient
forex reserves to intervene whenever hecessary. Otherwise, there will be speculative

2013 And The Exchange Rate Of Rupee: Why Did The Rupee Slide To
Historic Lows Of Nearly 69 In 2013 .

~*  Eurozone crisis :
* Fedtaper and rate hike .
* Flight to safety :
e Dollar is relatively strong as the US economy came out of recession and growth resurfaced
* Riskaversion for the fofeign investor '
*  GAARfretro taxation laws
* CAD widening

tal account (the net flow of funds through investments

. et current account deficit for many
iProving economiic situation in the US and
developing markets in €xpectation of the
pacting :fhe'_léi;r_'rﬁg:_rii_ci,csi of emerging

c1nter )
Indoneg_ia Turé( d South A frica.
* Inflation:. part of the depreciatioh i¢ ttriky ﬁl&te}tlgé
rate to the inflation differential, i.e. India’s relatively high rate of inflation -versus other
economies. : : . :

mzirkéts, like Indla, Bra21l, l'i:s‘srla,

Steps taken by the RBI and the government of India to stabilise the currency markets:

Issue

) . Details
\\\\%
Capital Qutflow The RBI reduced the limit for outbound investment and remittances from

DU B 188 temoved s ; : -
Encouraging RBI has removed administrative restrictions On mvestment schemes
Capital Inflows offered by banks to non-resident Indians, and removed ceiling on interest

rates on deposit accounts held by NRIs.The govemment liberalised the
FDI limits for [2 sectors, including oil and gas.

Limiting Imports | The Finance Ministry increased the Customs duty on importing precious

and encouraging | metals including gold and platinum.20% of every ot of import of gold
exports - must be exclusively made available for the purpose of export of gold-

F“\.A\‘ . . - . - . .
Oil Import Needs | RB] decided to provide dollar liquidity to three public sector oj]
entire daily dollar requirements. Government also considered increasing
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its import of crude oil from Iran, and pay for it directly in Indian fupees.

Trade Deficit Ministry of Commerce explored the possibility of using local currency fdr
trade with major trading partners.RBI allowed exporters and importers
more flexibility in management of their forward currency contracts.

Curbing RBI increased the short-term emergency borrowing rates for banks,
Speculative in The daily holding requirements under the Cash Reserve Ratio for banks
currency | have been modified. |

MSF was increased to curb borrowing for speculation

International "| Government increased its currency swap limit with Japan from USDI15
Cooperation billion to USD50 billion.

The BRICS nations also agreed on a USDIO0 billion foreign cuxrency
reserve pool as part of their plan to create a BRICS -CRA

As is evident, some were related to capital account; some others were long term and confidence
boosting measures; few are related to immediate relief. From the above sub topic where the reasons
and remedies were given, it 1s clear as to how the currency moves and what policy levers are
~ available to ensure order. The reason for giving in such detail the case of rupee in 2013 is it is‘a

good case stud - :

Since then rupee recovered and fell again i Igoygmbef to close to Rs.69 levels.

What is the Real Value of fhe"Rup"ee?'

Since 1991 when dollar fetched 16+ mpees‘%l?ﬁpeghas*déprecmted to Rs. 65 per dollar by 2017
October. Erosion is caused by the fact that unlike the arbitrary value fixed till 1991, the rupee is
finding its market value according to demand and supply in the market. The factors that influence
the value are: :
¢ Demand and supply
e Net Capital flows
o Performance of economy-and its prospects
o Forex reserves with the RBI
* Interest rates
o Short term debt and the Current Account Deficit(CAD) or CAS
¢ International prices of the commodities on whom the nation depends. For example, the
crude prices in the international markets influence exchange rate of rupee as India depends
for more than 80% of its requirements on imports
e speculators
e Political stability — current government has overwhelming majority in the Lok Sabha and
gives an edge

The prevailing official exchange rate is called the nominal effective exchange rate (NEER)
Adjustment —upward or downward --according to inflation shows real effective exchange rate
(REER). REER is an inflation adjusted exchange rate — the differential between the inflation in
India and India’s trading partners is factored to ammive at the REER. NEER always tends towards

REER even though there may be a time lag to suit the macro-requirements of the economy.
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Forex Reserves

RBI holds foreign exchange reserves which are made up of
* foreign currency held in US Dollars, Euro, British Pound » Japanese Yen etc
* foreign bank deposits
* foreign government securities
* gold reserves ,
* Special Drawing Rights of IMF and International Monetary Fund reserve positions

Reasons For Accumulation of Forex
Today (2017) RBI has $400b of reserves. It is acquired by the RBI for the following reasons
® To gain external account security ' '
. ® To defend the rupee when needed
~® To import essentials for economic and social security
* To enable the country to globalise further
e To deter speculators o
* To enjoy favourable rating by sovereign credit rating agencies which in tum will confer
advantages like borrowing cheap from offshore currency market etc. '

The foreign currency assets '(FCAs), a major component of the overal] reserves, were at $375
billion in Sept_embe_r wh RBI had $400 billion_forex reserves for the first time.

4

ty'Fund (IMF) were $1.5 billion.

The special drawing rights with fhe

The country’s reserve position with the IMF was $2 3 billion.

Adequacy or Otherwise of The Forex Reserves
Whether it is adequate or not is determined by the composition of our flows and external debt. NRI
deposits and FII investment (hot money) are vulnerable. Global crude prices are also a factor in

RBI is diversifying the reserves into SDR and gold since 2008 and the US—c‘entéred global
recession. '

Problems of P.lenty With Large Forex Reserves

But there are problems with huge forex reserves as to
* Cost of acquisition is high
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-o Sterilization costs are high, that is, when rupees are printed to buy dollars, the rupees that
put into market have to be absorbed by floating government securities carrying significant
interest cost through MSBs( discussed in the Monetary Policy Chapter) '

o Market risks associated with their deployment in US securities are evident since 2008

o Returns on such deployment is also miniscule

RBI is diversifyihg the reserves into SDR and gold since 2008 and the US-centered global”
recession.

China, Japan, Switzerland, Saudi Arabia, Taiwan, Russia, Hong Kong and India are the top eight
countries in terms of forex reserves- in the descending order.

Strong Rupee 2017: Causes And Effects

Indian rupee has turned out to be one of the best-performing currencies in the world with a gain of
well over 6% against the U.S. dollar by August 2017. The rupee has been appreciating because of
strong capital inflows. These include portfolio inflows into equities and, more importantly, debt
markets. They also. include higher levels of foreign direct investment and instruments such as
masala bonds. These are driven partly by global liquidity and *partly by the improving
fundamentals of the Indian economy. The Reserve Bank of India’s (RBI) relatively hawkish stance
on the policy rate has attracted funds searching for yield.According to the Reserve Bank of India,
foreign portfolio:investors invested $15.2 billion in India’s equity and debt markets. this year until
Ir tion; foreign dire 't investmentin A til-May.doubled compared to last year.
Oil prices remaining stable at around the $50 ‘mark:too has helped as it helps reduce forex outgo on
oil imports. s reflected in the improved current account deficit, which stood at 0.7% of GDP
in 2016-17 commpared to almost 4:8% in'2012-13.7 -+ '

Foreign exchange reserves are at a record level 0f$393 il

However, strong rupee can cause concerns if our object is to. stimulate investment, create
employment and foster growth, it is a cause for serious concern.

The exchange rate is a determinant of the price competitiveness of exports in world markets and
the price competitiveness of imports in the domestic market. Similarly, it exercises an important
influence on the profitability of domestic firms that produce goods which are exported, or produce
goods which compete with imports. The relative profitability of domestic firms is particularly
important in a large economy such as India, because most exports are goods that can be sold either
in the world market or in the domestic market, while most imports are goods that can be bought

either from abroad or at home.

It is possible that any currency is overvalued or undervalued. Overvaluation of the rupee means

that its price in terms of foreign currencies is too high, compared to what it would be with a more
appropriate exchange rate. This makes our exports expensive in foreign markets and our imports
cheap in the home market. Undervaluation of the rupee means the opposite. Its price in terms of
foreign currencies 1s too low, so that it discriminates against imports and in favour of exports.

In 2017, almost every currency appreciated against the dollar, but the rupec rose the most (along

with the Korean won).
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th kchai{_g_e rate. The appreciating
and enhances the price

rms and is bound to enlarge

overvalued
competitive

Interest rates have been kept at high levels, said to combat inflation—at its lowest in years—but

Substantively to ensure profitability of short-term foreign capital mflows and maintain confidence

In international financia] markets. As inflation rates have come down sharply while nominal

The way forward, NOW, 1S to drop interest fates, which would also help the cxchange rate
depreciate. Together, these would stimulate investment and revive exports which in tum will drive
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Sovereign Wealth Fund

It is a fund of foreign currency that is meant to be invested in global assets. It is set up and
managed by the central bank or a special body (special purpose vehicle) of the government. It is
commonly seen in countries that have substantial foreign currency assets eamed by them from
-~ exports or by foreign investors like MNCs. The fund is invested in shares, bonds, property or
“other areas of potential growth- like energy assets like oil and gas fields, uranium and agricultural
fields. It may also be used to acquire foreign companies. The main reason for it s to earn more than
making investments in government bonds . of foreign central banks. It helps in energy and food
security. Some - of the countries that use sovereign wealth funds (SWFs) have economies that are
rely on one source of income- oil revenues in Norway and the Middle East. -

SWFs diversify their incomes and help them with external account security. India has not set up an
SWF because our reserves are not adequate for our needs and contingencies. Besides, the forex
held by the-RBI is not earned through exports or FDI but is essentially borrowed resources. Our
external debt is about $475 billion and our forex reserves are $ 400 billion.

Rupee Devaluation/Depreciation and Export Performance and Promotion

It is argued that when a currency depreciates due to market forces of éupply and demand or is

devalued by the Central bank, exports go up as in price terms as the country’s goods and services
will be cheaperespecially-in.selation-to.similar.goedsand services-from-competitive countries. In
one of the reasons for the growth

realized for t

However, when rupee loses its value e“-j(t’fe;j_r'il;'?rlly, d@b?" §e‘r§§;ﬁg becomes costlier. Inflation will rise

as imports will become costlier. Government’s subsidy bill and fiscal deficit may rise as it will

have to make imported goods like petroleum products and food affordable to the general public. At
the same time, a cheaper rupee making the imports costly may drive the domestic import —
dependent firms to become either import-substituting or cut corners and raise productivity. The
result can be innovation and indigenous production.

To boost exports, pricing the external value of the rupee low is not the strategy beyond a point.
Sclae, quality, reliability, packaging and so on matter. Price-elasticity of our exports is also to be
considered before depreciation is advocated. That is, price may not boost consumption beyond a
point. Further, competitive devaluation will harm the economy as elaborated above. Also, import

elasticity of Indian exports- about 50% exports like engineering goods, gems and jewellery etc is

high and thus depreciation hurts them.

J curve effect is a theory stating that a country's trade deficit will initially worsen after the
depreciation of its currency. This is because higher prices on foreign imports will be greater than
the reduced volume of imports and the growth in exports initially. When exports become price-
competitive and imports are reduced due to high cost, the BOP turns positive.
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Rupee Appreciation: Why And What It Does

The Indian consumer is a beneficiary too, as costs of a host of imported goods — * from petro
products to electronic, electrical and consumer jtems —would be cheaper.

. increasing proportion of exports consist of imported raw materials and components. Thig s

particularly true of the diamond, high-end textile and engineering industries that use a high
proportion of imported goods in their exports.

The rupee's rise has h to rein in their costs and ,i,_r;qrggggd_;h____ci\r_,gqmpetitiveness

. Helps manage inflation & - v g - :
** Puts pressure on export secto;r%f@ §calcip tié/éﬁfei;bam and export niche products
¢ Forces the industry to cut costs and be competitive on quality terms,

Currency Manipulation

A country depends on the price of its currency in overseas markets- the exchange rate, for a variety

of its macroeconomic objectives. Some want it weak 50 as to export more etc and some want it
balanced if they also have 3 need to import substantially. China is in the former category and India

US wants to have Chinese yuan to move freeiy in foreign exchange markets and find 1ts value.

A weak currency cheapens the price of a country's exports, making them more attractive to
internationa) buyers by undercutting competitors.
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China's economy is primarily export-driven and international competition could be killed only by
currency manipulation. Other countries can not join this currency war as they do not have such
large scale manufacturing capacity nor the population to supply cheap labour skills nor the
authoritarian  government that can take decisions against- popular  will, for examples
environmentally incompatible - projects. Other countries lose by way of growth, jobs, fiscal
receipts, competitiveness, welfare and so on as they lose their global and domestic markets,

vCertain professional economists and policy rhakers are apprehensive that the devaluation driven
growth could ov_erheat the economy and hardland the country into a rapid slowdown hindering the
world recovery. : :

Other countries also reacted in a similar manner. US started quantitative easing one of whose

objectives was to oversupply dollar to weaken it to check imports and boost exports. President’s

Trump’s “America First” is also a response to it. Protectionsim is spreading across the world as a
- result. :

Currency War.

In 2010 by Brazil's Finance Minister ‘Guido Mantega coined the term while describing the
competition between the United States and China to cheapen their currency- US having joined the
war started by China by introducing the QE .As detailed in the note on currency manipulation,
some nations_deli i encies.fo gain in terms of exports_etc.. When the other
nations join :

S
itlon*vis'a

Ligiourre 1oy
00sts ecopomic growth. <

Xow elh

Other countries may not be able toAjoin as their currencies are not fixed but are floated; imports

will be costlier; inflation will shoot up; growth will suffer; jobs will be lost and financial sector
may be destabilized as banks may accumulate non-performing assets(NPA).

A central bank has many tools to lower the exchange rate: increase the money supply by
expanding credit. It can lower interest rates. It can also add credit to a money supply through
open market operations an extreme form of which is Quantitative Easing.

Governments can also aid in currency losing its value through. expansionary fiscal policy: by
spending more or cutting taxes. But its effects can be severely destabilizing and anti-growth unless
the entire ecosystem is in place to take relative advantage of the weak currency from the global
market. -

~ Dollarization

When a country uses the currenicy of another country along with its own currency or by official
substitution, it is called Dollarization. Currency substitution - can be in complete replacement of
domestic currency or along with it. Nepal and Bhutan people hold Indian rupee along with their
own official currencies Nepalese rupee and Bhutanese Ngultrum respectively for financial security
and for trade across the border. Similarly, residents of Zimbabwe hold British Pound or South
African Rand along with Zimbabwe dollar.
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Currency Board

In recent times, currency board came into international headlines in 2001-02when Argentina
adopted it to flush out its extra currency that was losing its value due to fiscal profligacy. When
foreign investors were leaving the country ad the exchange rate of peso was plunging, the decision
was taken to adopt the curtency board mechanism, It sef a fixed exchange rate to US dollar. Jt
ruled that the country should print so many pesos as it had dollars- the ratio between the two being
fixed at a certain level. Thus the country retrieved its financial stabilityand FDI and FII resumed.
Thus, like a central bank; a currency board is a country's monetary authority that issues notes and
coins. That is its only function and is performed in line with the fixed currency exchange rate, In
other words, CB, unlike a central bank, is not the lender of last resort, nor banker to government
nor is it the bank's bank. : .

Global .Reserve -'C'urrency :

- There are some national currencies that are held by central banks around the world as a part of
their foreign exchange reserves as they are accepted in the international markets for all types of
transactions like payment for imports, debt servicing etc. For example, US doHar, Japanese yen,
‘Euro etc. It is held not only by the central banks but also firms and individuals as it is considered
ahard currency or safe-haven currency. U.S. dollar is the most preferred and makes up 64 percent
of all known central bank foreign exchange reserve. More than 85 percent of forex
trading involves the U.S. dollar. 39 percent of the world's debt is issued in dollars.-The reason for
the = dollar omiant’ ’ at in 1944 theBretton Woods
Agreement assigncd a tinigue Hafis, the? the world off thésgold: standard and
“dél ' Zoth cutrencies; Thatiis, US dollar ws
made the globilTesérie’ 1eyzeou] ars-instead.of.gold.-When they wanted

to convert the dollars into gold, U swould exchag-xge. Ugydollar was printed on the basis of gold
holding. It meant that al| counhies?l%lé}d%ﬁér; ,ﬁgﬁﬁf Q%r‘éiﬁated the world; all others used the
dollar to'buy US goods; dollar was in huge demand; others were grossly undervalued. But they felt
inflationary pressures. It worked well when the US held sway over the world- till the end of sixties.
When Japan and Germany. and others were coming up, they defied it and wanted their own
currencies also to emerge as global reserve currencies. When they wanted gold for dollars, Richard
Nixon changed the system and discontinued with the gold standard for the USA. That is, even the
US dollar was not tied to the gold reserves. In other words, since 1971, the amount of currency that
US printed is not linked to gold. Each country followed its own standard (gold standard is followed
when a country promises the holders of its currency to redeem their currencies for their value
in gold upon demand). The next most popular reserve currency is the euro. About 20% (2017) of
. known central bank foreign currency reserves were in euros.Most of the. other currencies are only
used inside their own countres, Whether a currency becomes a reservé currency or not does not
depend on the size of the currency. Swiss economy is worth only $660 billion (2017) but has been
one for many years. China was more than §$5 trillion 10 years back and was not.

(Bretton Woods Agreement 1944  was decided upon  at the United Nations Monetary - and
Financial Conference held in Bretton Woods, New Hampshire, in  1944. The creation of the
International Monetary Fund (IMF) and World Bank Group and valuation of gold and foreign
exchange rates was the contribution of 44 countries that met to create a new international monetary
system. The main goals of the meeting of the 730 delegates were to ensure a foreign exchange rate
system, prevent competitive devaluations and promote economic growth.) -

208




The reasons for any national currency to emerge as a global currency are that it should have
strength in the form of a large economy; it should have performed well for decades; it should be
stable which the central bank should be able to ensure; there should be adequate amount of the
currency in global markets to convert it into other currencies and vice versa. If a currency satisfies
these features, it can be accepted across the world.

If a currency is held by others, it has a great advantage:. other countries will hold it. They do not
hold it as currency as it does not fetch returns. They buy government bonds with it. For example,
US dollar is held, it is held as US government security which fetches some returns. It means, world
will give USA the dollars that it holds and US will exchange it for US government securities.
These securities are thus sold for an interest rate that is negligible-1% or so. It means, the rate at

-which US raises loans is very cheap. That reflects on the global trust in these bonds. US'spends-

the money for its own growth and consumption.

Hard And Soft Currency

In line with the explanation of global reserve currency above, hard currency is any globally
traded currency that is liquid( adequate supply) and stable (does not fluctuate much). Such
currency is in global demand as a store of value. Long-term stability, fiscal and economic policies
of the country, strength of the economy etc are the relevant factors behind the emergence as a hard
currency.lt becomes a safe haven currency.Soft currency exhibits opposite features.

Flight of

When financ 'the under tanding’ that the economy
1s not doing well;’or1samposing controls-that*will'mean-losses; or is hkely to makes policies that
are inimical for investments, governgent facmgrsgkverelgn debt crisis defaulting on its debt etc.
Any of these events will cause loss of conff'denge §rd et seconomy. When flight of capital takes
place, exchange rate drops thus causing even greater flight and harm to the.economy. The
country’s currency will lose value and the purchasing power. High inflation will result .The
problem is worse if the country is import dependent. In:such a situation- elther before after the

capital flight, the country will resort to capital controls.

Capital Controls

In 2017, China imposed regulations targeting “irrational” overseas investments in the property,
entertainment and sports sectors. In 2015, Greece imposed capital controls on foreign currency
outflows. In India, in August 2013, the Reserve Bank of India (RBI) imposed partial capital
restrictions on companies and individuals to stabilise the rapidly weakening rupee. Overseas direct
investment by Indian companies was cut by three-fourths, making it more difficult for local
corporate entities to buy overseas assets. RBI also lowered overseas remittances by locals to
$75,000 a year from $200,000, and prohibited investments in overseas property These measures
were rolled back after the rupee stabilized.

These measures constitute 'capital controls': Any measure taken by a government, central

bank or other regulatory body to limit the flow of foreign capitalin and out of the domestic
economy. These controls include taxes (Tobin tax), quantitative restrictions etc.
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