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PREFACE TO FOURTH EDITION

I have great pleasure in presenting the fourth revised edition in the hands of
esteemed readers/students. FIIs/FDIs are playing their important role in International
Finance, particularly in India, i.e., Bharat for its overall growth. Till 2011, there
were only BSE and NSE stock exchanges with international repute to which three
more additions have been made in May 2012 and May 2013, i.e., Multi
Commodity Exchange MCX-SX which has also started trading in currency
options under European type from 9-2-2012, United Stock Exchange from May,
2012 and Universal Commodity Exchange, Mumbai, since 19-4-2013.

The year 2018 is going to witness the total availability of over 50 books
written in English and Hindi Languages by me for B.Com./M.Com./MMS/BMS/
CAIIB/JAIIB and also for professional bankers. Special attention has been given
to provide latest data and details in certain chapters, since it is the need of the
hour.

Demonetisation of high denomination currency notes of  ` 1,000 and ` 500
which was done on 8th Nov. 2016 greatly affected the export market and
reduction in GDP estimates. The Long Term Loans at the end of March 2015
were $ 391.1 bn and foreign reserves at the end of Sept. 2017 were $ 403 bn.

I am indebted to my wife Smt. Veena Agarwal M.A. (Eco.) without whose
support and encouragement, presentation of so many books would not have been
possible.

Suggestions for improving the content of the book are always welcome.

O.P. AGARWAL
704/11-D, Springleaf Bldg.,

Lokhandwala Complex,
Date: 11.01.2018 Kandivli (E), Mumbai - 400 101.
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PREFACE TO FIRST EDITION

Reason for Writing: As a guest faculty, I used extensive set of teaching
materials in the classroom and relied more on teaching materials and notes and
less on major textbooks.

After liberalisation and globalisation in 1991, the scope and content of
International Finance have been fast evolving due to deregulation of financial
markets/product innovations and technological advancements. In writing this
edition, my goal has been to provide well organised/comprehensive/up-to-date
coverage of topics and consolidation of materials as per syllabus of Mumbai and
Delhi Universities. The contents of text is presented in a USER-FRIENDLY
fashion. The book is intended for use at Management Studies (MBA) and
M.Com. levels.

Managerial Perspective: The topic’s presentation never loses sight that it
is teaching students how to make managerial decisions. This book is founded in
the belief that the fundamental job of the financial executive is to maximise
shareholder’s wealth. This belief permeates the DECISION MAKING PROCESS.

Acknowledgements: I am indebted to my daughter Smt. Shubha S. Govil,
M.Sc. who helped in insight throughout the development process. Last but not
the least, I thank my family, Mrs. Veena Agarwal M.A. (Eco.) for her support at
her 61 years of age without which this book would not have become a reality.

O.P. AGARWAL
704/11-D, Springleaf Bldg.,

Lokhandwala Complex,
Date: 7th November, 2008 Kandivli (E), Mumbai - 400 101.
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1.0 DEFINITION OF MULTI-NATIONAL CORPORATION (MNC)
Multi-national Corporation (MNC) or international Corporation/transnational corporation is

an organisation doing business in more than one nation. MNC produces/markets, invests and operates
across the globe. MNC engages in various activities like, exporting/importing and manufacturing
in different countries. MNCs have worldwide involvement and an international perspective as regards
its management and decision-making. MNCs invest considerably in opportunities of production and
take managerial decisions based on a global perspective, by integrating operations. MNCs are huge
industrial/business organisations. MNCs (Transnational) mostly uses the inputs of the host country
where it operates unlike a multi-national corporation.

The essential nature of the multi-national enterprises lies, in the fact that its managerial headquarters are located
in one country (referred for convenience as the home country) while the enterprise carries out operations in a
number of other countries as well (host countries). Obviously, what is meant is a CORPORATION that controls
production facilities in more than one country, such facilities having been acquired through the process of foreign
direct investment. Firms that participate in international business, however large they maybe, solely by exporting or
by hunting technology are not multi-national Enterprises.  – International Labour Organisation

Multi-national corporation responds to the specific needs of the various nations, markets regarding
product/price and promotion. Thus, MNC operates is more than one country, but operates like a
DOMESTIC COMPANY of the country concerned. MNCs are incorporated or unincorporated
enterprises comprising parent enterprises and their foreign affiliates.

1.1 REASONS FOR GROWTH OF MNCs
MNCs exercise massive control over world economy. Several factors contributed for the growth

of MNCs, such as:
(a) Expansion of Market Territory: Increase in percentage income and GDP growth has

brought about a rise in the living standards of the citizens. These factors, in turn, has contributed
(1)

MULTI-NATIONAL
CORPORATION (MNC) AND

ITS INTERNATIONAL
ENVIRONMENT
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2 International Financial Management

towards the expansion of market territory. Put simply, the large operations of the MNCs build the
image — one which is necessary for the expansion of market territory.

MNCs enjoy the following advantages over domestic companies, namely,
(b) Marketing-wise —
 Availability of more reliable and up to date data and information
 Enjoy market reputation
 Lesser difficulties in marketing the products
 Adopt more effective advertising and sales promotion techniques
 Availability of quick transportation and warehousing facilities

(c) Finance-wise —
 Large and substantial resources at its disposal
 Use funds more effectively and economically, the excess funds of a country are funnelled

to meet the requirements in other countries
 Easy access to overseas capital markets
 Mobilise resources of high quality, quite easily
 Access to foreign banks and international financial institutions

(d) Technology-wise: MNCs are invited since they are rich in advanced technology and develop
by continuous research. The developing countries regard the transfer of the technology by the MNCs
as useful for the following reasons: —

 Insufficient resources to develop technology.
 Paucity of financial resources to exploit natural resources.
 Non-utilisation of men, material and capital optimally.
 Import of raw materials need foreign exchange resources — one which is not available in

developing nations.
 Failure in marketing the products due to severe competition.

(e) Product Innovation: MNCs collect information regarding the tastes and preferences of
consumers and accordingly, invents new products. The MNCs took birth in the early 1860s. It was
after the Second World War that multi-nationals have grown rapidly. In the early days, the US was
the home of most of the MNCs. Now, there are over 50,000 MNCs with a large number of Chinese,
Indian, Japanese and European multi-nationals. In the list of first 20 MNCs, Japan has a major share.
MNCs have been emerging from the developing countries too. South Korea has, for example, boasts
of well-known MNCs like, Samsung, Hyundai, LG, and Daewoo. Japanese companies, have product-
lines that are much too broad. Of the top 10 Corporations in the US only one, GEC is a classic
conglomerate; whereas in Japan all are conglomerates barring only 2, namely, Toyota Motor and
Nippon Telegraph and Telephone.
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ADVANTAGES OF MNCs

Overseas Investments in India

Foreign Direct Investment (FDI) inflows touched the level to $ 11.4 billion in June 2007, as compared to
previous quarter when it has the figure of $ 4.9 billion in March 2007, hence increase by 185%.*

The same in March 2006 was barely $ 1.7 billion. FDI comes from Mauritius/Japan/Cyprus/USA/Singapore. It
comes in the sectors of service/telecom/electrical equipment/real estate and transportation industries. Receipt of
FDI in the following years was:

2007-08 $ 34.2 billion
2008-09 $ 34.9 billion
2010-11 $ 25.9 billion
2011-12 $ 33.0 billion
2014-15 $ 30.93 billion
2015-16 $ 40.00 billion

* Times of India /E.T. Newspaper.
 New FDI Norms for retail trade have been declared by RBI on 20-09-2012.
The highest ever FDI in a year after 2000-01 was received in 2014-16.

1.2 INTERNATIONAL ENVIRONMENT
Private sector development has been encouraged to exploit the resources of the nation to increase

the production capacity of the economy in terms of types of products, industrial as well as consumer
goods. Private industries enjoyed the privilege as the monopolistic enterprises and dictated their
terms to both the national and international market. Public sector industries miserably failed in their
objectives and could not reach the goal of wealth maximisation. As a result, most of the public
sector industries ran into losses. In addition to this, the Government of India could not control the

To Host Country

(i) Investment/employment and income levels
increase after MNC’s set-up operations.

(ii) Industrial and economic development increase
due to growth in ancillary and service industries.

(iii) Gets latest technologies from overseas.
(iv) Gets sophisticated and latest management

techniques.
(v) Domestic suppliers of various inputs get

stimulation and increased business.
(vi) Creates competition among domestic

companies.
(vii) Makes use of Research and Development.

(viii) Advantage of culture brought from overseas.
(ix) Increase exports out of goods produced by

MNCs.

To Home Country

(i) Opportunities for marketing the products
are created.

(ii) Creates employment opportunities both at
home and abroad.

(iii) Industrial activity gets fully activated.
(iv) Contributes to favourable Balance of

Payments in the long run.
(v) Gets the benefit of foreign culture brought

in by MNC.
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expenditure and thus failed to increase the revenue substantially. This, in turn, forced the Central
Government to borrow funds from the International Monetary Fund. (IMF) to maintain the Balance
of Payments. Continuous borrowing from IMF and IBRD increased the financial risks of India and
it reached a point where the government had to yield to the pressure of international financial institutions.
As a pre-condition to extend further financial facilities, international financial institutions prevailed
upon India to junk its mixed economic policy and instead embrace a financial policy — one, which
is in tune with the global economic policy. In other words, IMF and IBRD insisted that India introduce
liberalisation/privatisation and globalisation. Liberalisation is a corollary to globalisation. Liberalisation
means to reduce unnecessary restrictions and controls on business units imposed by the government.
It involves simplification, relaxing trade and industry from unnecessary bureaucratic hurdles. The
unreasonable restrictions, controls, licenses and permit, etc., delay the process of sanctions required
for start of new ventures and also the operations of existing units. As such, the Indian economic
environment changed in the year 1991 so much so that it changed the total concept of business in
the country. Liberalised licensing policy encouraged new industries from within and overseas.
Competitive environment has been witnessed all over the country for all types of products. Competitive
business forced the business houses to treat customers as supreme. To achieve this goal as well as
wealth maximisation, new business strategies are being practiced, self-introspection of the corporates
are also being witnessed. These changes are not only experienced in the field of industries but also
in agriculture and service sector all over the world. The traditional methods adopted for managing
the business enterprise are of no use now. The overall objective of the business concerns is to increase
their base. Prior to 1991, Indian corporates were concentrating on wealth creation or wealth
maximisation well within the country. Their focus was on fulfilling the desires of Indian investors.
However, now the economy has thrown open to global market not only to the products but also to
raise funds from different countries. Corporates are expected to create wealth for global investors.
The multi-national companies have to increase the wealth of the investors on a global basis. This
necessitated the carrying out of business in MORE THAN one country and forced the management
of the business houses to learn the operation of different currencies in the world.

The inexorable tide of globalisation sweeping across the nations in trade and commerce, the
freeing of capital flow transfers and the liberalisation of domestic markets permitting entry of foreign
investors are also changing the complexities of risk management making it a truly GLOBAL
phenomenon. The rapid spread of equity culture in the public has thrust more statutory and other
responsibilities on corporations. It has given the public a voice vis-a-vis how corporations manage
their risk exposures in the interest of all stakeholders and not merely of those shareholders.

Corporate governance norms are significantly changing due to stakeholders’ pressures bringing
risk management of corporations before the public through the print media, television besides the
availability of global information through internet have also made the rest of the global citizenry
more aware of how lapses in risk management are tackled elsewhere. As a result, they are demanding
international risk standards in risk exposure management in their own countries via., change of local
laws and their enforcement. The outcry in India in the year 2003 in respect of Coca-Cola, Pepsi
and manufacturers of bottled mineral water, for lack of adequate safety standards is an offshoot of
what is happening elsewhere; namely, public wanting more stringent standards enforced.

Environment constitutes a major variable within which an organisation has to operate, it refers
to the totality of all factors which are external to and beyond the control of enterprises. External
environment in reference to international environment means opportunities and threats which can
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be used to workout appropriate strategies suitable to the scenario. This century perhaps differ from
the past with regard to the scope of newer fields that have emerged in terms of professional opportunities.
As India gets more liberalised, there will be available broad variety of jobs in service sector which
will turnout to be a key provider of employment.

Financial markets of the world are increasingly integrating. Many countries have been moving
towards deregulation. Financial opportunities have increased manifold across markets — be it the
debt market or equity market. Almost all products and services face global competition (separate
printed sheets).

1.3 ECONOMIC LIBERALISATION

Indian Economic Gradualism
The basic hypothesis, on which the economic philosophy of reforms rests is that the unfettered

market mechanism is a better guide or signal for allocation of resources. It brings out greater efficiency,
in the process and pattern of allocation, and the use of financial and real resources. Higher efficiency
not only brings gains in productivity but also enables higher rate of growth. The disturbing side
effect of reform is that the process of transition or change in allocation is painful, and the greater
the degree of regulation of market forces and faster its reversal, the more dislocating is the change
emerging from altered allocation of resources. Reforms have to cover several sectors of the economy,
such as, industry, agriculture, fiscal, banking, financial and capital market, trade and tariff, BoP
and exchange rate. They could cover all sectors at one go with speedier implementation. Alternatively,
they could be sequenced and implemented gradually in phases. Many economies have gone in for
total reforms at one go, replacing all major economic regulations by the market mechanism. Others
have taken a more secure route for dismantling controls and regulations in phases. This approach
of gradualism has the advantages in mitigating the pains of reforms in the initial phases. The pains
of reform are reflected in higher unemployment, increasing inflation and growing inequality, while,
the gains of reforms are — higher growth, lower prices, better allocative efficiency, higher productivity
and productivity based gains in wages and salaries, and returns on capital. The marketisation of
economy may not benefit those in the lower strata of society who are beyond the reach of the market
economy. The reforms therefore have to be tailored in such a way as to ensure, higher consumption,
especially, among the lower strata of society to elevate their living standards through direct government
action. This alone can guarantee the execution of reforms with a human face.

Economic reform process has been pursued, in different emerging markets in varied patterns
and pace. Several emerging market economies in Asia and Latin America adopted the former path
of faster reforms. India pursued the path of gradual sequencing of reforms. The central distinguishing
feature of the process of economic reform in India has been gradualism.

In today’s economic world, the economic philosophy of liberalisation cannot be based on the
theoretical model of free market and laissez faire economy. Reform toward market mechanism, whether
in agriculture, industry, commodity and forex markets, banking and financial services, capital market,
and foreign trade, need to be qualified with realities of several market imperfections and inefficiencies.

In many cases looking to these market inefficiencies, liberalisation can do exactly opposite of
what it was intended to do. The Asian Crisis of 1997, is a classic example of how faster and
indiscriminate liberalisation can hamper realisation of its goals and cause traumatic adjustments costs.
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Latin American economies also paid the price of full scale liberalisation in the form of periodic
exchange crises and economic chaos. It is, therefore, imperative to first reform the market mechanism
simultaneously while liberalisation is in progress. Put simply, market reforms should create stable
market structure resilient enough to withstand destabilising tendencies and influences.

Market is an institution, and is built-up and improved gradually. The policy changes provide
stimulus for better, orderly, and broad-based functioning of the market. However, this is required
to be assisted by simultaneous infrastructural improvements in the mechanism and operation of the
market. The mechanism, therefore, needs judicious tempering and careful and constructive supervision,
and regulation by either government or self-regulatory organisations. “The Washington Consensus
policies were based on a simplistic model of the market economy, the competitive equilibrium model,
in which Adam Smith’s invisible hand works, and works perfectly. The market system requires
competition and perfect information. But competition is limited and perfect information is far from
perfect and well functioning competitive markets can not be established overnight. Ideology ignores
these matters; it says simply move quickly to a market economy as you can. But economic theory
and history show how disastrous it can be to ignore sequencing.” Gradualism in reforms in India
has paid dividends since the improvements in the market mechanism have preceded or coincided
with the gradual and not abrupt policy changes. The trauma states have been skipped or bypassed.
It has worked in generating productivity gains and bringing about greater efficiency in the use and
allocation of resources. The policy of gradual changes have enabled supply side also to respond to
pent up demand in a smoother and more orderly fashion without causing much disruptions and pressures
on prices as well as on existing production capacities and resources.

India pursued the path of gradual reform process with industrial reforms of price and output
controls in the 1980s. These were followed by BoP and exchange rate and fiscal reforms in 1991.
Financial, and foreign trade and tariff reforms were also kicked off in the mid-1990s.

BoP Reform
Forex crisis of 1990, rang an alarm bell for introducing steps to bring an orderly reform in

financial sector and external account to raise savings in the economy and create stable and sustainable
Balance of Payments position. Following the two-step devaluation of the rupee, capital account was
partially opened up in 1994, by allowing Foreign Institutional Investors (FIIs) to invest in new issues
and stock market. More liberal Foreign Direct Investment (FDI) policy was directed to bring in higher
inflows of foreign capital. Opening up the capital account did work very quickly in redressing the
savings-investment mismatch, bring downward pressure on interest rates by infusing fresh liquidity,
improved forex reserve position, raised export growth, gave adequate protection to import competing
industries, and helped stabilise rupee in the forex market.

Liberalisation of gold import policy also played a critical role in promoting a viable and sustainable
Balance of Payments pattern but was not restricting higher imports of gold during 2008 to 2012.
As such, the Central Government increased the import duty by 2% (6% on Standard bars and 10%
on Tola bars) in budget 2013-14. Smuggling of gold had always created distortions in India’s BoP
situation. It deprived the economy of external resources, which could have been mobilised for
development through official channels. The BoP reform, therefore, in addition to developing sustainable
BoP equilibrium also managed to bridge domestic savings gap and eased pressure on domestic liquidity.
The portfolio investments as well as the Foreign Direct Investment were primarily guided by the
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signals from the stock market and capital market, unlike the earlier regime where the investments
flowed into areas where industrial licenses were cleared.

The first two phases of reform, the opening up of domestic industrial economy and liberalisation
of foreign investment, (both direct and portfolio) brought about a tremendous impetus to the growth
of the economy. In the economy starved of resources and facing supply scarcities in several industries,
rapid growth in industrial investment brought multiplier effect on industrial growth and employment.

Coinciding with these phases, the financial sector also underwent a major reform process. Interest
rate deregulation, lowering Statutory Liquidity Ratio (SLR) from 25% to 20.0% and Cash Reserve
Ratio (CRR) to 4.0% from 2017 for banks, and the entry of private sector banks in 2002 and in
2014 and injected greater flexibility, dynamism, and competitive spirit in banking and financial services
industries paving the way for faster integration to full convertibility.

India’s policy of gradualism in adoption of economic reforms has catapulted the economy
into 7% growth orbit with healthy BoP status and perspective. Full convertibility after the year
2015 will bridge the final capital inadequacy gap, and by raising the investment rate from 4 to 5%
shift the economy into 7% growth trajectory.

1.4 FINANCIAL MARKET REFORMS
The road to full convertibility passes through the pathway of domestic financial liberalisation.

Financial regulation before liberalisation learnt heavily on the administered interest rate regime. In
the capital and credit short economy like, India until the beginning of 1990s, the pressure on the
interest rate was upward, and in order to make credit and capital available for investment at lower
costs, a cap on interest rates was imposed. Inter-bank call money, bank deposit and lending, and
long-term bond interest rates faced ceilings. In order to promote long-term investment in industry,
the long-term bond or debenture rates were fixed at a lower level than the bank lending rates. The
demand for bank credit always remained higher than funds available with banks due to preemption
of a large share of banks’ resources by Reserve Bank of India (RBI) and Government by way of
high Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR) requirements. The profitability
rates of trade, business and industry were, however, much higher than the bank lending base rates,
and this continued to keep pressure on commercial credit availability from banks. The bank lending
rates in 1991, were higher than the debenture interest rate by 4 to 5%. This compartmentalisation
of markets for short-term and long-term capital, and the Government preempting large resources
for its long-term borrowings from the banks, created a peculiar feature, which is unconventional in
economic and financial theory. The yield curve, which usually slopes upward, was downward sloping
and inverted in the Indian financial market for a very long period.

It was imperative to remove pricing controls and distortion arising therefrom in the financial
markets before proceeding towards convertibility. The financial markets needed to be more market-
driven with greater competition and flexibility. The final test of liberalisation lies in more efficient
and transparent functioning of the market. While deregulation of the financial markets involved removal
of administered controls on interest rates, it also necessitated other steps. Firstly, the technological
upgradation of the market to improve market efficiency and transparency was the primary prerequisite
for all further improvements yielding right results. Secondly, freer market presupposes prudential,
proactive and effective regulation to avoid irregularities and manipulations as well as crisis situations.
In fact, a proactive regulation relies more on an ongoing monitoring to prevent these occurrences.
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During 1990s, financial liberalisation in India witnessed deregulation of the market along with
its infrastructural improvement, and more prudential and healthy regulation. The ceiling on debenture
interest rates was removed in 1992. This was also followed by the RBI gradually freeing deposit
interest rates and lending rates so that by 1996, all interest rates in the banking sector and capital
markets were free from any control. The pressure on short-term funds was also gradually reduced
by the RBI via., lowering the CRR and SLR.

The behaviour of financial markets under liberalisation can be divided into two phases. The
phase of rising interest rates from 1990 to 1996 and phase of declining interest rates thereafter.
Both these phases were in harmony with the liberalisation in other sectors of the economy, responses
of the economy, and changing global economic and financial environment. The success of financial
liberalisation in India is again attributable to the ideology of gradualism, the step-by- step approach,
avoided abrupt changes in policies and resultant dislocations. As a result, that hardships and trauma
across the financial sector and economy could be averted.

Yield Curve Transformation
One of the most significant achievements of financial reform has been the transformation of

falling yield curve in the Indian market into rising one. The fundamental tenet of finance, the rising
yield curve, indicating premium for time in the use of funds or time value of money, was not fulfilled
in the capital market of India. Administered interest rate and its regulation, low rates of interest on
Government securities, high SLR requirements forcing banks to hold Government securities despite
low returns, and basic liquidity gap both in the short-term as well as long-term markets, all worked
to give a downward sloping yield curve. The fundamental logic of policy behind this was that since
the economy was short of resources and needed growth through high investment rate, long-term
interest rates needed to be kept lower to enable the government and corporate sector to borrow at
lower rate and achieve higher investment rate. Laudable objective though, the policy does create
distortions in the financial markets, financial flows, investment patterns and also productivity and
efficiency of capital. Downward sloping yield curve, which prevailed in the Indian market until 1995,
turned positive in 1996 and in 2008.

The positive yield curve also coincided with the declining interest rate phase, which began in
1996. Yet another change in the yield curve, especially, for the Government securities, has been
that the yield curve was getting flatter than earlier, indicating a shorter spread between the securities
of short and long maturities. The spread between the yield on 1 year and 10-year Government paper
which was 3% (9.87% and 12.87%) in 1997-98 narrowed down to 1.03% (4.24% and 5.27%) in
interest on Government securities and riskier private security also came down due to better availability
of finance, which was in dearth earlier. Some top AAA corporates were able to borrow long-term
in the market at rates 7-7.5% very close to the rates on Government paper.

The migration from the high interest rate regime to low interest rate one has been very gradual
and smooth without causing any disruption in the financial system. This soft landing of the financial
system has been truly remarkable. Interest rate on 10-year Government securities, which was 14%
in 1996, halved to 7% in 2002 and to 5.27% in 2004 but enhanced to 7% again from 2015 onwards.

The overall balance of payments position has also played a crucial role in the transformation
in the Indian financial system. 2.7% of GDP in 2010-11 and 4% of GDP in 2011-12. The perpetual
liquidity crunch, which the system suffered from so long, became history. Ever since 1996, India’s
Balance of Payments has been in a sizable and increasing surplus to $ 403 bn. in July 2017. The
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accretion in forex reserves every year since 1996-97 has been rising from a low of $ 3.8 bn in 1998-
99 and a high of $ 36 bn in 2003-04. Capital account surplus from direct as well as portfolio investment
has been the contributing factor to this high liquidity flow from abroad. Growing current account
surplus emanating from buoyant service exports of software and declining trade deficit during 1998-
2010, further added to the accretion in forex reserves, which has kept the liquidity situation more
easy as below: May 2008 – $ 316.2 billion, May 2010 – $ 272.0 billion. The banking sector has
been the centre of transformation following the financial reforms. Increasing competition, deregulation
of interest rates, lower CRR and SLR and infusion of latest technology had revitalised the banking
sector. Higher efficiency of the sector is visible from declining spreads between lending and deposit
rates, better, faster and cost-efficient customer-service, higher employee productivity. Higher capital
adequacy 11.5%, higher and increasing NPAs, presently in 2017-18, 9.3% should be reduced to
3%, better financial results adequate capital adequacy by ` 2.11 lakh crores in 2017-18 and 2018-
19 and profitability of banks have given boost to the valuation of their shares in the stock markets.

India has become a $ 2.067 Trillion economy in 2014 (as per World Bank Report. E.T.
4-7-2015). In just 7 years, India has added one trillion to its economy. But India is still in the Lower
Middle Income category. India’s Gross National Income (GNI) per person has risen to $ 1,610
which converts to ` 1,01,430 at exchange rate.

Prerequisites of Efficient Market
Financial liberalisation and openness is supposed to bring large foreign capital inflows into

the economy. Deregulation also involves greater play of market forces. Hence, an important prerequisite
of successful financial liberalisation is ensuring elimination of market imperfections and promotion
of healthy and proactive institutional framework of supervision. It also presupposes accounting and
audit standards and practices comparable to international standards, transparency in disclosure of
information and financial reporting and healthy corporate governance.

The market imperfections may arise out of the very nature of the markets. It may be narrow
with small and limited number of players and dominated by a few large players. Encouraging the
markets to develop broader base with greater depth where a large number of players operate and
no single player or group of players has any dominance, is the primary prerequisite of an efficient
market. Apart from this technical nature of market structure, the market imperfections may arise
due to the market’s functioning and practices, infrastructure, and regulatory and governance procedures.

The market trading, settlement and payments systems needed to match with the international
standards of major markets like, New York, London, Hong Kong, and Tokyo. In many emerging
markets, this was the most primary requirement of reform based on the market system and mechanism
A faulty market mechanism can not only hinder smoother progress of reforms but also cause
misallocation of resources out of line with that occurring under perfect market system and mechanism.
Adoption of state-of-the-art hardware and software technology for markets have to ensure the efficiency
of market mechanism and functioning. Screen-based-trading, dematerialisation of securities, uniform
trading and settlement cycles and procedures have homogenised the market in all the emerging
economies. There have also to be improvements in regulatory and governance standards. These
improvements cannot be expected over a short period. The weaknesses that generate market crisis
are the warning signals for action towards changes involving greater streamlining of control system.
Such a control system without being too rigid should not leave any loose ends open for market abuse
or excesses.
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As has been the experience for centuries in different countries, different systems and different
environments, markets move in cycles, and the testing time for the market behaviour is the transition
from one cycle to another. The systemic, infrastructural and regulatory weaknesses reveal themselves
during the critical turns. Crisis or collapse necessitates action with regard to systemic and regulatory
improvements.

In addition to the exchange rate rigidity of the pegged system, an important aspect, which many
observers and researchers believe to have contributed to the Asian Crisis, is the financial vulnerability
caused by the weak financial and corporate sector institutions. In this regard, it needs to be noted
that, “Growing vulnerability was the result of private sector decisions rather than public sector deficits.
These private sector activities took place, however, in the context of government policies that did
not do enough to discourage excessive risk-taking, while providing too little regulatory control and
insufficient transparency to allow markets to recognise and correct these problems. At the root of
the problem were weak and poorly supervised financial sectors against the backdrop of large capital
inflows. Equally, inadequate corporate governance and lack of transparency masked the poor quality
and riskiness of investment. In addition, although macro-economic policies were generally sound,
pegged exchange rates regimes and implicit guarantees tilted incentives towards excessive short-
term borrowings.”

The role of information cannot be more emphasised in the functioning, perfection and efficiency
of a market. Market encompasses turnover, players, participants but also information and its quality.
In increasingly information-based economies globally, influence of information in the market has
been greatly compounded and become critical in price formation and movements.

Capital market plays a critical role in the process of financial reforms and its success. A number
of steps were taken to reform the capital market. At the broad policy level, a number of changes
were made to remove several restrictions in the operation of the capital market. They relate to the
pricing of equity and debt issues, and Foreign Institutional Investor (FII) participation in the capital
market. They were the epoch making steps in the development of the capital market.

That said, routing investments through capital market presupposes the existence of an efficient
functioning of the capital market. In the latter half of 1990s, a number of measures have been taken
to improve the infrastructure and efficiency of the stock market.

FIIs have now been a feature of the Indian capital market with the outstanding investment
crossing ` 1,39,408 crores in 2012-13. They are going to be not only an integral part of the market
but also a critical factor in the investment climate and growth in the country. The growing Indian
markets and vibrant corporate sector growth in India offers a huge opportunity to foreign investors
to capture value in Indian equities in a wide range of industries. The global equity resources have
to flow to the Indian market to find its equilibrium in India’s equity stocks now valued at over
` 3,29,815 crore and nearing 90% of its GNP.

Globalisation has enabled India to build a vibrant and efficient financial system. Finance or
capital is no longer in short supply for the purposes of investment and capital formation. Lower
interest rates and adequate availability of finance even for household sector, which was until
liberalisation, denied finance, manifest the systemic development and change in banking and financial
structure and its approach. Retail finance for housing and education has emerged as a significant
and new wealth creator in the economy. Better infrastructure, prudent and proactive regulation, and
greater transparency have helped improve the efficiency of the financial system. Under globalisation,
it has worked as an important catalyst for faster development.
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Financial reforms over the last one-and-a-half decades have transformed the Indian financial
system and capital market into a globally competitive and state-of-the-art markets. Large discrepancies
in interest rates, its structure and yield curves have been eliminated. Interest differentials between
the domestic and global interest rates have also considerably narrowed.

Full convertibility is the last stop in financial reforms. With the current Indian financial
environment, the financial system was not well poised for capital account convertibility before 2017
to improve its efficiency further, bridge the last mile in resource gap or mismatch and step up the
investment rate beyond 30% to achieve 7% growth.

1.5 BALANCE OF PAYMENTS (BoP) SCENARIO AND RUPEE
EXCHANGE RATE

Balance of Payments (BoP)
Economic policies of a country, particularly, the trade policy, foreign investment policy, exchange

rate and currency convertibility policies, foreign exchange allocation/availability policy etc., and
even monetary and fiscal policies may be influenced by the Balance of Payments (BoP) and foreign
exchange reserves positions of the nation. These policies affect the business and the economy.

In simple terms, the balance of international payments, usually referred to as the Balance of
Payments, is a systematic and summary record of a country’s economic and financial transactions
with the rest of the world, over a period of time.

The IMF Publication ‘Balance of Payments Manual’ describes the concept as follows:
“The Balance of Payments is a statistical statement for a given period showing:
1. Transactions in goods and services and income between an economy and the rest of the

world;
2. Changes of ownership and other changes in that country’s monetary gold, Special Drawing

Rights (SDRs) and claims on and liabilities to the rest of the world; and
3. Unrequited transfers and counterpart entries that are needed to balance, in the accounting

sense, any entries for the foregoing transactions and changes which are not mutually
offsetting.”

Purchase of foreign services like, transport and insurance, tourist expenditure abroad and income
paid on loans and investments (by foreigners) in the home country from the important invisible entries
on the debit side.

Capital Account
The capital account consists of short-term and long-term capital transactions.
Capital account represent debit and capital inflow represents credit. For instance, if an American

company invests $ 100 million in India, then this transaction will be represented as a DEBIT in the
U.S. Balance of Payments and a CREDIT in the Balance of Payments of India.

The payment of interest on loans and dividend payments are recorded in the current account,
since they are really payments for the services of capital. As mentioned above, the interest paid on
loans given by foreigners or dividend on foreign investments in the home country are debits for the
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home country; while, on the other hand, interest received loans given abroad and dividend on
investments abroad are credits.

Balance of Payments of India — Major items

(i) Current Account
— exports, imports, trade balance invisibles (net) non-factor services/income/transfers, goods and services
balance.

(ii) Capital Account
Capital account balance —
external assistance (net), external commercial borrowings (net), short-term debts, banking investment (net)
of which non-resident deposits (net), foreign investment (net) of which (A) FDI (net) (B) Portfolio (net).

(iii) Errors and Omissions
(iv) Overall balance (includes total current a/c balance, capital account balance and errors and omissions)

Unilateral Transfers Account
Unilateral transfers is another term for gifts and includes private remittances, government grants,

repatriations and disaster relief.
Unilateral payments received, from abroad are credits and those made abroad are debits.

Official Reserve Account
Official reserves represent the holdings by the government or official agencies of the means

of payment that are generally accepted for the settlement of international claims. Presently, this amount
is $ 403 bn. in the year 2017 (July end).

Balance of Trade and Balance of Payments
The balance of trade takes into account only those transactions arising out of the exports and

imports of the visible items, it does not consider the exchange of invisible items, such as, the services
rendered by shipping, insurance and banking; payment of interest, and dividend or expenditure by
tourists. Likewise, the Balance of Payments takes into account the exchange of both visible and
invisible items (the current account items) and the capital account items (such as, foreign investments,
external assistance, external lending and borrowing, debt service, NRI deposits etc.) The balance
trade includes only the visible items (merchandise trade) of the current account; the Balance of Payments
includes the balance trade plus the invisible transactions of the current account and the capital account
transactions. Hence, Balance of Payments represents a better picture of a country’s economic and
financial transactions with the rest of the world than the balance of trade.

Nature of Balance of Payments Accounting
The transactions that fall under Balance of Payments are recorded in standard double-entry

book-keeping, under which each international transaction undertaken by the country will result in a
credit entry and debit entry of equal size. As international transactions are recorded in double-entry
book-keeping, the Balance of Payments must always balance, i.e., the total amount of debits must
equal the total amount of credits. Sometimes, the balancing item errors and omissions must be added
to ‘balance’ the Balance of Payments.
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Components of Balance of Payments
The format of the balance of payments given below shows the important types of transactions

that figure in it. The various debit and credit entries are generally grouped under the following heads:
1. Current Account
2. Capital Account
3. Unilateral Payments Account
4. Official Reserves Assets Account.

Current Account
The current account includes all transactions which give rise to or use up national income.
The Current Account consists of two major items, namely, (a) merchandise exports and imports;

and (b) invisible exports and imports.
Merchandise exports, i.e., sale of goods abroad, are credit entries because all transactions giving

rise to monetary claims on foreigners represent credits. On the other hand, merchandise imports,
i.e., purchase of goods from abroad, are debit entries because all transactions giving rise to foreign
money claims on the home country represent debits.

Merchandise imports and exports form the most important international transactions of most
of the countries.

Invisible exports, i.e., sale of services, are credit entries and invisible imports, i.e., purchase
of services, are debit entries.

The important invisible exports include sale abroad of services like, transport and insurance,
foreign tourist expenditure in the home country and income received on loans and investments abroad
(interests or dividends).

INDIA’S BALANCE OF PAYMENTS

Item 2009-10 2009-10 2010-11

10 Q1 Q2 Q3 Q4 Q1 Q2

1 2 3 4 5 6 7 8

1. Exports 182.2 39.2 43.4 47.2 52.5 56.3 54.3
2. Imports 300.6 65.4 73.0 78.1 84.1 87.8 89.6
3. Trade Balance (1 – 2) –118.4 –26.3 –29.6 –30.9 –31.6 –31.6 –35.4
4. Net invisibles 80 22.1 20.4 18.7 18.8 19.4 19.6
5. Current Account Balance

(3 + 4) –38.4 –4.2 –9.2 –12.2 –12.8 –12.1 –15.8
6. Gross Capital Inflows 345.7 77.8 96.0 81.6 90.3 95.0 112.8
7. Gross Capital outflows 292.3 74.2 76.7 66.9 74.5 78.8 92.3
8. Net Capital Account (6 – 7) 53.4 3.7 19.3 14.6 15.8 16.2 20.5
9. Overall Balance (5 + 8) 13.4 0.1 9.4 1.8 2.1 3.7 3.3

(Source: Handbook of Statistics on Indian Economy, 2011)
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Structural Changes in India’s BoP
Since 1990, when India faced one of the worst crises in its balance of payments history with

reserves plummeting to a mere $2 bn giving import cover of less than one months’ imports, economic
reforms gradually lifted the Indian economy into higher growth orbit exceeding $3 bn. In 2012 and
in 2014, it recovered from the mid-1990s crisis and has grown steadily, building its balance of payments
strength. When in 1998, Asian economies were gripped in the vortex of forex crisis and spreading
it to the neighbouring economies, India could not only buck the trend but also piloted rupee in the
forex market in a safe and stable zone. Post-Asian crisis, India’s balance of payments turned from
strength-to-strength and its forex policy had won global commendation. With the opening up of the
external sector of the economy, the structure of India’s balance of payments has undergone a favourable
structural change. The total balance in BoP is now equal to 9 months’ imports.

Strengthening of Current Account
(i) Unlike many countries where capital account transactions have grown substantially compared

to trade transactions after liberalisation, India has shown healthy growth in current account
transactions. The current account transactions have immediate and direct influence on the
GNP, while capital movements bring indirect as well as lagged impact on GNP. The share
of current account transactions in BoP, which accounted to 4.4% of all transactions in 2012-
13 reduced to 4.1% in 2013-14.

(ii) The trade transactions showed in its share of entire balance of payments.
(iii) The current account deficit of $ 9.7 billion (3.5% of GNP) in 1990-91 declined to $ 5.9

billion (1.9% of GNP) in 1995-96 and turned into shortage of $ 14.3 billion (2.5% of GNP)
by 2003-04 and rose to 4.1% in 2013-14. The current account went into deficit of $ 5.9
billion in 2006-07 (April to Sept. 2006) and $13.3 bn. in 2013-14.

(iv) Trade deficit of $ 9.5 billion (3.3% of GNP) in 2006-07 rose consistently to a high $ 29.8
billion (4.4% of GNP) in 2008-09.

(v) Exports have shown a buoyant growth from $ 126 billion in 2006-07 to $ 185 billion in
2008-09 (annual average growth of 24%) and to $ 314 bn. in 2013-14. The share of exports
in GNP also doubled from 6.6% to 13%. The reforms have given a boost to India’s
manufactured goods in the world market. It is a clear signal of Indian economy’s greater
participation and integration with the global economy, deriving greater national benefits
from the gains made in foreign trade.

The substantial scaling down of import duty rate consistently throughout the 1990s and afterwards
also caused imports to grow faster. Imports were 67% hitherto exports in 2006-07 while reduced to
59.5% in 2008-09. However, imports grew at a rate of 16.7% in 2007-08 compared to previous year
but increased by 22.72% in 2008-09 compared to exports. Hence, in spite of removal of import quotas
and steep reduction of tariff, trade deficit as percentage of GNP increased by the end of the decade
of 2008-09.
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Item Rupees crore US $ million

2006-07 2007-08 2008-09 2006-07 2007-08 2008-09 2012-13

1 2 3 4 5 6 7 8

A. CURRENT ACCOUNT

1. Exports, f.o.b. 5,82,87 16,67,757 7,98,956 1,28,888 1,66,163 1,75,184
2. Imports, c.i.f. 8,62,833 10,36,289 13,41,069 1,90,670 2,57,789 2,94,587
3. Trade Balance –2,79,962 3,68,532 –8,0,113 –61,782 –91,626 –1,19,403
4. Invisibles, Net 2,35,579 2,99,618 4,09,842 52,217 74,592 89,586

(a) ‘Non-facto Services 1,33,064 1,51,059 2,28,778 29,469 37,565 49,818
of which:

Software Services 1,41,356 1,62,020 2,15,588 31,300 40,300 47,000
(b) Income –33,234 –19,888 -21,116 –7,331 –4,917 –4,511
(c) Private Transfers 1,34,608 1,67,495 2,01,050 29,825 41,705 44,047
(d) Official Transfers 1,141 952 1,130 254 239 232

5. Current Account Balance –44,383 –68,914 –1,32,271 –9,565 –17,034 –29,817 $19.9 bn

B. CAPITAL ACCOUNT

1. Foreign Investment, Net (a + b) 66,791 1,80,788 11,760 14,753 44,957 3,462

(a) Direct Investment
of which: 34,910 61,793 76,822 7,693 15,401 17,496

(i) In India 1,02,652 1,37,434 1,58,579 22,739 34,236 34,982
Equity 73,969 1,07,320 1,25,362 16,394 26,758 27,809
Re-invested Earnings 26,371 28,859 29,705 5,828 7,168 6,426
Other Capital 2,312 1,255 3,512 517 310 747
(ii) Abroad –67,742 –75,641 –81,757 –15,046 –18,835 –17,486
Equity –56,711 –87,936 –63,478 –12,604 –14,421 –13,558
Re-invested Earnings –4,868 –4,363 –4,985 –1,076 –1,084 –1,084
Other Capital –6,163 –13,342 –13,294 –1,366 –3,330 –2,844

(b) Portfolio Investment 31,881 1,18,995 -65,062 7,060 29,556 –14,034
In India 31,630 1,18,348 –64,206 7,004 29,394 –13,855
Abroad 251 647 –856 56 162 –179

2. External Assistance, Net 7,973 8,465 12,435 1,775 2,114 2,638
Disbursements 16,978 17,022 23,535 3,767 4,241 5,042
Amortisation –9,005 –8,557 –11,100 –1,992 –2,127 –2,404

3. Commercial Borrowings, Net 72,365 91,180 38,009 16,103 22,633 8,158
Disbursements 93,932 1,22,270 71,626 20,883 30,376 15,382

Amortisation –21.567 –31.090 –33.617 –4.780 –7.743 –7.224
4. Short-term Credit, Net 30.096 68,878 –31,160 6,612 17,183 –5,795
5. Banking Capital

of which: 8,477 47,148 –19,868 1.913 11,757 –3.397
NRI Deposits, Net 19,574 706 20,431 4,321 179 4,290

6. Rupee Debt Service –725 –488 –476 –162 –121 –101
7. Other Capital, Net @ 18,696 37,802 21,681 4,209 9,470 4.181
8. Total Capital Account 2,03,673 4,33,773 32,381 45,203 1,07,993 9,146 $ 203.71 bn
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C. Errors and Omissions 4,344 4,830 2,775 9&8 1,205 591

D. Overall Balance $223.0 bn
[A(5) + B(8) + C) 1,63,634 3,69,689 –97,115 36,606 92,164 –20,080

E. Monetary Movements (F + G) –1,63,634 –3,69,689 97,115 –36,606 –92,164 20,080

F. IMF, Net 0 0 0 0 0 0

G. Reserves and Monetary Gold –1,63,634 –3,69,689 97,115 –36,606 –92,164 20,080
(Increase –, Decrease +)

@ : Includes delayed export receipts, advance payments against imports, net funds held abroad and advances
Note: 1. Gold and silver brought by returning Indians have been included under imports, with a contra entry in private

transfer receipts.
2. Data on exports and imports differ from those given by DGCI&S on account of differences in coverage,

valuation and timing.

(vi) One of the reasons for the forex crisis among the Asian countries was that during the period
of reform and high foreign capital inflow, the current account in these economies did not
get broad-based to take care of debt servicing. The forex reserves were built-up primarily
from capital account and not current account strength. In contrast, India’s current account
has shown a healthy growth in line, perhaps a little more than in line, with the capital
account expansion, which has to naturally occur following the reform. India’s build-up of
reserves has much stable and stronger base of current account and would, therefore, provide
an enduring force to India’s balance of payments, its forex reserves build-up and the exchange
rate of rupee.

Vibrant Capital Account
(i) Unlike the Asian countries which relied extensively on capital account transactions for growth,

India’s moderation as regards gradually opening up capital account instead of making it free for
all, saved her from the potential crisis. Although capital account transactions have shown a marginal
decline following liberalisation in its share in all BoP transactions, there has been a remarkable
change in its structure. This is in line with the global policy of enhancing the flow of private capital
through the capital market instruments and its intermediaries and reducing the emphasis on both
multilateral and bilateral loans and aid. This change has been caused by several factors. With the
opening up of the country’s capital market in 1994, the foreign portfolio investment in stock market
in equities and debt has gone up. Net portfolio investment of FIIs, which was $ 7.0 billion in 2006-
07, increased to $ 19.0 billion in 2012-13 (till Dec. 2012).

(ii) The Foreign Direct Investment also received a boost, thanks to the liberal policy of opening
several sectors of the economy and allowing 100% equity investment in some sectors and raising
limit to 49% and 74% respectively, in several others. Foreign Direct Investment, which was a mere
$ 22.7 million in 2006-07, increased to $ 30.93 bn. in 2014-15 and $ 40.1 bn in 2015-16. Although
this has been an impressive achievement, India has so far not been able to attract investment in the
range of $100-150 billion, which would have catapulated its growth rate to the higher trajectory of
8% to 10%.

(iii) Although Non-resident Deposits inflow has continued to show sustained growth with net
inflows rising from $ 43.67 billion in 2007-08 to $ 70.8 billion in 2012-13, its relative share in
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total capital account transactions has come down. The total NRI deposits stood at $ 38 billion in
March 2007. It forms an important segment of India’s balance of payments and would continue to
show healthy growth due to the close cultural links of the NRIs with India.

(iv) Foreign investment, both direct and portfolio, which was less than 17% of total capital
account transactions in 2006-07, accounted for 14.2% of capital account transactions in 2008-09.
Compared to a mere $ 14.7 billion 2006-07 foreign investment (direct and portfolio) it grew steeply
to a high of $ 44.9 billion in 2007-08 (though decreased to $ 3.4 billion in 2008-09) and stood at
record $ 15 billion in 2004-05. Throughout this 20-year period, foreign investment totalled $ 80
billion and played a crucial role in building economic growth, lower inflation, and stronger balance
of payments position. Cumulative FII investment in the Indian equity had gone up from as under:

2004-05 2005-06 2006-07 2007-08 2008-09

$ 35.9 bn $ 43.8 bn $ 51.9 bn $ 68.0 bn $ 59.4 bn

Total investment at the end of 31-3-2013 was ` 1,39,408 crores as against ` 13 crores during
1992-93.

(v) The importance of external assistance has fallen from 12% to 7% over the same period. It
manifests the magnitude of change, which the liberalisation globally has brought on the balance of
payment front. Capital flows now are also more market determined and governed, which also requires
more synchronous monetary policy. Interest rate differentials and differentials in returns on equity
assets have been the prime movers behind the capital flows between nations and also in India.

INDIA’S BALANCE OF PAYMENTS INDICATORS

Trade Trade Current Foreign Debt Short-term External
Deficit Deficit account Exchange Servicing Debt as % of Debt
as % as % deficit as % cover in months’ as % of Forex as % of
GNP exports GNP imports GNP Reserves GNP

2003-04 2.5 21 2.5 16 2.8 4.6 21.3

2004-05 5.8 45 –0.9 14 1.9 3.2 19.4

2012-13 4.4

2013-14 4.1

Healthiest External Debt Profile
An aspect of India’s external economy, which has shown a very positive development and is

imparting strength to its balance of payments, is its external debt profile. India prudently resisted
the temptation of opening up capital account and allowing the flood of short-term debt unlike what
many Asian countries did. I avoided the debt trap and kept its BoP more stable. India’s external
debt of $ 115 bn at 17.3% of GNP is the lowest among the emerging markets. Its short-term debt
as a percentage of total external debt remained at a low level of 6.1% in 2005. Short-term debt as
a percentage of forex reserves has declined from 19.4% to 3.2% during 1998-2005. Debt servicing
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ratio is also in a healthy range showing decline from 16.3% in 2003 to 6.2% in 2005. This exemplary
record of India’s external debt profile offers a balanced and healthy structure to India’s BoP and
renders it an enduring strength. It is this feature of India’s BoP that enabled it to effectively repulse
the Asian crisis of 1998 and will continue to provide positive support and remarkable resilience to
its BoP.

INDIA’S EXTERNAL DEBT PROFILE
March End ($ Billion)

Long- Short- Total External Short-term Short-term Total Debt
term term External Debt to Debt to Total Debt to External Serving
Debt Debt Debt GDP External Forex Debt to Forex to Curr.

(%) Debt Reserves Reserves (%) Receipts

2003 100.3 4.7 105 20.4 4.5 3.7 140 16
2004 107.3 4.4 111.7 17.8 4 4.6 100 16.3
2005 115.8 7.5 123.3 17.3 6.1 3.2 87 6.2
2015 391.1 84.7 475.8 23.8 84

Source: Economic Survey, Government of India.

Factors inimical to growth as on Fiscal 2008
 Sharp elevation in global commodity inflation, especially food and oil
 Tightening in credit and equity markets following sub-prime crisis in the US
 Global slowdown in growth

Impact of adverse global environment on India
 Lower growth
 Widening of current account deficit
 Pressure on fiscal system through widening subsidy bills

Surge in Inflation
 Mostly on account of rising global commodity prices
 Coordinated policy action can bring inflation down to 3% by March 2018
 Tight monetary stance necessary

1.6 JAPAN ON BRINK OF RECESSION
On 13-8-2008, Japan declared its economy contracted in the second quarter as falling exports

and weak consumer spending sent Asia’s largest economy hurtling toward its fast reflected the rapidly
deteriorating global economic climate, with fears of a recession in the eurozone also mounting as
the fallout of the US financial crisis around the world.

Japan’s Gross Domestic Product (GDP) shrank by 0.6% in the three months to June from the
previous quarter, the cabinet office said, marking the first time in a year that the world’s second-
biggest economy has contracted. The economy shrank by 2.4% on an annualised basis, matching
market expectations.
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The slump put Japan on the cusp of outright recession, which is usually defined as two or
more straight quarters of economic contraction. The last time it happened in Japan was in 2001,
when the recession lasted for three quarters. Tokyo share prices slumped 2.1% as the weak growth
figures added to the jitters about problems in the US banking sector. GDP growth for the first quarter
of 2008 was also revised down to 0.8% quarter-on-quarter from 1% previously.

“Economic growth will remain very weak throughout this fiscal year”, said Mamoru Yamazaki,
chief economist for Japan at RBS Securities. “The increase in oil and commodity prices is damaging
corporate profits while rising inflation is hurting households”.

After suffering a series of on-off recessions in the 1990s, following the bursting of the economic
bubble, Japan had been slowly recovering on the back of brisk exports and business investment.
Japan’s government, however, last week effectively declared an end to the country’s longest period
of economic expansion in post-war times. Even so, the economy is considered to be in much better
shape than it was during previous downturns, particularly, the corporate sector which has benefited
from several years of bumper earnings.

“The fundamentals of the economy are much better than in the previous post-bubble cycles”,
Lehman Brothers’ chief Japan economist Kenichi Kawasaki wrote in a note to clients. “The downside
risks remain elevated, but we expect that this cyclical downturn will be a relatively mild one.”

Japan is not the only major industrialised nation to have suffered an economic contraction
this year. Canada’s economy shrank in the first quarter and Italy suffered negative growth in the
second quarter. The US economy also shrank slightly in the fourth quarter last year but has since
been bolstered by stimulus measures.

While Japan’s contraction was partly a hangover from the robust first-quarter growth, the slowing
global economy took a heavy toll on exports, which tumbled 2.3%. Household spending fell 0.5%
as soaring commodity and food prices, coupled with sluggish wages, prompted consumers to tighten
their purse strings. Business investment was another weak spot, dropping 0.2% as cautious companies
spent less on new equipment and factories. Reflecting a slowing global economy, Japan’s current
account surplus plunged 67.4% in June from a year earlier to 493.9 billion yen (4.5 billion dollars)
as exports to the United States and Europe fell. The trade surplus alone tumbled 81.3% to 2,521
billion yen.

1.7 BANK OF ENGLAND CUTS GROWTH FORECASTS,
UNEMPLOYMENT RISES

The Bank of England cut its forecast for UK economic growth and held out the prospect of
lower interest rates as unemployment rose the most in almost 16 years. Governor Mervyn King said
the inflation rate will fall below the 2% target in two years if policy-makers keep the benchmark
interest rate at 5%. Claims for jobless benefits climbed 20,100 in July to 8,64,700, the biggest increase
since December 1992, a government report showed.

The pound and government bond yields fell after the reports, which suggested the Central Bank
may have room to lower interest rates as the economy heads towards a recession. Higher unemployment
may prompt consumers to curtail spending and exacerbate the worst housing market slump since
the early 1990s.
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“It may still be summer, but there is a feeling of chill in the economic air”, King said. The
economy faces a “difficult and painful adjustment” that “cannot be avoided, as a result, inflation is
rising and growth is slowing”. The pound fell to a 21-month low against the dollar. BNP Paribas
SA, Economist Alan Clarke said the Bank of England may reduce its benchmark rate in
November, 2009 not in the first quarter of 2009, as he previously predicted. Unemployment rose
for a sixth straight month, with the jobless rate climbing to 2.7% from 2.6% in June. Wages grew
at the slowest pace in five years. The economy will grow about 0.1% on a 2009, compared with a
previous forecast of 1%, the Bank of England projections show. “Broadly, flat output means there
is a possibility of a quarter or two of negative growth”, Bloomberg.

1.8GLOBAL BANK MAJORS FIND INDIA HOT, VIE FOR LICENCE
Some of the top global financial services firms and banks have sought a banking licence in

India, a market considered to be perhaps the most attractive only after China.
A host of banks, including Credit Suisse, Rabo Group and ANZ, are now looking at having a

branch presence in the country, according to officials in the banking industry. Banking regulator,
the Reserve Bank of India (RBI), in recent months, has granted fresh banking licences to UBS –
Switzerland’s largest bank, Dresdner Bank and United Overseas Bank.

Rabobank wants to upgrade its Indian Finance Company into a Bank even while continuing
its support to YES bank

Rabobank Group, the Dutch Group, is now in the process of submitting an application for a
banking licence. The move at a time, when the group already holds a 18.2% stake in another local
private bank YES bank.

Sources close to the development said that Rabo had appointed lawyers to work on the banking
licence. Also, some of the senior members of the group have met the RBI in connection with this
proposal.

Rabobank International Holdings has a 18.2% stake in YES Bank. The new private bank was
promoted by Rana Kapoor and Late Ashok Kapur, now controls 33.6% of the equity in the bank.
Initially, Rabo had a 20% stake in the bank while both promoters jointly held 49% in the bank.
However, Rabo had received RBI approval to increase its shareholding in the bank to 20%, post-
IPO.

According to the current RBI regulation, a foreign bank, which does not have an Indian operation,
can hold a 10% stake while those with Indian operations have to restrict their equity holding to
5%. Banking industry officials said that going by the current regulations, Rabo will have to prune
its stake-holding in the bank.

Rabo said, “As we are evaluating expansion in the growing Indian market, we will continue
to develop the most appropriate strategy, involving all members of Rabobank Group. We are
investigating ways to upgrade our Indian finance company into a bank even while continuing with
our support to YES Bank. Our holding in YES bank will also be part of the constantly evolving
plans and impacting regulations as we move in the future.”

ANZ has also started work on obtaining a banking licence in the country. StanChart had taken
over the operations of ANZ Grindlays for $ 1.34 billion in 2000.

However, some bankers reckon that the Central Bank my not be very enthused by the ongoing
flipflops of the banks, such as, ANZ relating to their Indian strategy. An ANZ spokesperson said,
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“ANZ would like to develop its presence in India as part of its strategy to develop a super regional
bank. We recognise this will take sometime in India and we are not expecting any major developments
in the near term.”

Even with a slow-down in the economy, most banks feel that the medium and long-term prospects
of India is quite intact. Also, most banking groups want to increase their presence in India and China
as a counter weight to Western markets, where growth in revenues are lower or have dipped due to
the sub-prime crisis. For some of the existing players, such as, StanChart, Citibank and HSBC, India
is one of their top markets. In order to commence operations in India, the foreign banks are required
to open subsidiary company.

Indications from Beijing point to a recent major policy shift to protecting growth rather than
curbing inflation. While no government initiative have been announced yet, many economists believe
China’s growth will not be allowed to drift too far. Still, signs point to more slowing in the global
economy in store even if it does not become recessionary.

1.9 CHINA’S ECONOMIC INDICATORS
Major economic indicators of China for the year 2011-12 were as under: —
GDP : 7.7% (as against India’s 5.3%)

(6.9% in 2016-17 as against India’s 7.1%)
Per Capita GDP : $ 9,146
Investment Ratio : 48%
Foreign Exchange Reserves : $ 2,400 bn. (as on June 2017)

India Losing Out to China
In 2006, when New York Times correspondent first visited India and China, the economic race

was on, with heavy bets being placed on which one would win the developing world sweepstakes.
Many Westerners fervently hoped that a democratic country would triumph economically over

an autocratic regime.
Now, the contest is emphatically over. China has plunged headlong into the 21st century while

India is still lurching toward it. That is evident not just in columns of dry statistics but in the rhythm
and sensibility of each country. While China often seems to eradicate its past as it single-mindedly
constructs its future, India nibbles more judiciously at its complex history.

Visits to crowded Indian urban centers unleash sensory assaults: colorful dress and lilting chatter
provide a backdrop to every manner of commerce, from small shops to peddlers to beggars. That
makes for engaging tourism, but not so for achieving faster economic development. In contrast to
China's full-throated, monochromatic embrace of large-scale manufacturing, India more closely
resembles a nation of shopkeepers.

To be sure, India has achieved enviable success in business services, like the glistening call
centres in Bengaluru and elsewhere. But in the global jousting for manufacturing jobs, India does
not get its share.

Now, after, years of sky-rocketing growth, China’s gross domestic product per capita of $9,146
is more than twice India's. And its economy grew by 6.9 in 2016-17, while India expanded at a
7.1%.
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After years of sky-rocketing growth, China’s gross domestic product per capita of $9,146 was more than
twice that of India’s.

China’s investment rate of 48% of GDP — a key metric for development — also exceeded
India’s. At 36, India’s number is robust, particularly, in comparison with Western countries. But
the impact of that spending can be hard to discern; on a recent 12-day visit to India, not many rupees
appeared to have been lavished on Mumbai’s glorious Victoria Terminus, also known as Chhatrapati
Shivaji Terminus, since it was constructed in the l880s.

Parts of Mumbai’s built financial district — Bandra Kurla Complex — already looks aged,
perhaps because of cheap construction or poor maintenance or both. It is hardly a serious competitor
to Shanghai’s shiny Pudong.

China has 16 subway systems to India’s five. As China builds a superhighway to Tibet, Indian
drivers battle potholed roads that they share with every manner of vehicle and live animal. India's
electrical grid is still largely government controlled, which helped contribute to a disastrous blackout
last summer that affected more than 600 million, people. Yet, Morgan Stanley stands resolutely behind
its 2010 prediction that India will be growing faster than China by the middle of this decade.

It isn’t going to happen, India’s better demographics notwithstanding. For one thing, many of
India's youths are unskilled and work as peddlers or not at all. For another, despite all the reforms
instituted by India since its move away from socialism In 1991, much more would have to change.
Corruption, inefficiency restrictive trade practices and labour laws have to be addressed.

Democratic it may be, but India’s ability to govern is compromised by suffocating bureaucracy,
regular arm-wrestling with states over prerogatives like, taxation and deeply embedded property rights
that make implementing China-scale development projects impossible. Unable to modernise its horribly
congested cities, India’s population has remained more rural than China's, further depressing growth.

‘China’ and ‘corruption’ may be, almost synonymous to many, but India was ranked even worse
In corruption in Transparency International’s Annual Corruption Perceptions Index. At its best, the
Indian justice system — a British legacy — grinds exceptionally slowly. To be sure, summary executions
don’t occur in India and its legal system is more transparent and rule-based than China’s. But a
recent visit coincided with the tragic gang rape of a young Indian woman that led to her death; the
government's ham-handed initial response was to ban protesters from assembling and impound vans
with tinted windows like the one in which she was abducted.

India’s rigid social structure limits inter-generational economic mobility and fosters acceptance
of vast wealth disparities. In Mumbai, where more than half the population lives in slums often
devoid of electricity or running water. As against this, Reliance Industries Chairman, Mukesh Ambani
spent a reported $1 billion to construct a 27-story home in a residential neighbourhood.

Position of India-China Trade
2015-16 Trade deficit $ 118.35 bn.
2014-15 $ 71.64 bn. (Imports were $ 58.25 bn. and exports were only $ 13.38 bn.) deficit

of $ 44.87 bn.


