Dispatches from India

India before 1991: tiger caged

Prior to reforms sparked by its 1991 balance of payments crisis, India’s development
was suppressed by a “breathtakingly inept approach to economic policy” – rooted in
the memory of British colonial rule – that stifled competition, deterred
entrepreneurship, incentivized corruption, and isolated the country from the global
economy. 1 That year, in a special report describing India as “a tiger caged”, The
Economist declared that “[n]owhere else, not even in communist China or the Soviet
Union, is the gap between what might have been achieved and what has been
achieved as great as in India […,] an economic miracle waiting to happen.”2

Note: This is part one of a two-part series on the roots and impact of India’s 1991 crisis; part two is here.

“A Survey of India: Caged”, The Economist, May 4, 1991. 3
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Part one of a two-part series on the roots and impact of India’s 1991 crisis,
this report explores: the historical context that informed the country’s postindependence economic system (see below); the details of the
interventionist strategy implemented by Nehru, India’s first prime minister
(see page 5); the decision to double down on those policies in the 1960s
and 70s (see page 10); and the timid reforms of the 1980s, which failed to
address India’s increasingly precarious trade and financial imbalances
(see page 13). Finally, an appendix to this report provides a primer on balance
of payments terminology (see page 20).
Part two of this series (“India since 1991: tiger uncaged”) examines: the
immediate lead-up to the 1991 crisis; the chronology of the crisis itself; the
subsequent reforms to India’s economic policy; and the economic revitalization
stimulated by those reforms. An upcoming series of dispatches will address the
impact on India’s macroeconomic stability of its revamped approach to trade and
financial policy, as well as the ways in which the liberalization unleashed in 1991
remains a work in progress.

Historical background: from Company Raj to British Raj
Founded in 1600 under a charter granted by Elizabeth I, the East India Company
(EIC) was one of the globe’s first multinational corporations.4 In its original
incarnation as a commercial enterprise, the EIC generated enormous profits
exporting Indian-made goods to Europe. Between 1650 and 1700, shipments of
cotton textiles from India to Britain more than quadrupled. After British textile mills
lobbied for mercantilist barriers, Parliament banned imports of Indian-made
textiles, with an exception for re-exports to continental Europe (all of which were
required to be shipped via Britain). 5 Indian textile exports continued to grow
through the 1700s, driven by shipments to the continental market, where British
textile producers – even after implementing major improvements in spinning
technology – still could not overcome India’s comparative advantage.6
The EIC functioned as a “franchise of independent entrepreneurs”, tolerating
brazen profiteering by its representatives in exchange for their role in securing and
expanding its domain. Two of its officials, Robert Clive and his son Edward,
amassed the world’s largest single collection of antiquities from the Mughal Empire
(which ruled India for over three centuries) during their service with the EIC. The
Clives filled their Welsh country estate with “loot from India, room after room of
imperial plunder”, assembling a treasure trove that remains in private hands to this
day (though much of it is on loan to museums). 7
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Mughal emperor Shah Alam grants tax-collecting rights to the EIC’s Robert Clive, 1765. 8

By the mid-1700s, however, the EIC had “ceased to become a conventional
corporation”. As it accumulated territory and power, it gradually morphed from a
trading operation into the so-called Company Raj: a de facto colonial government
that collected taxes, issued coins, and fielded a private army. After running into
financial trouble in the 1770s (even as its employees returned to Britain with
enormous fortunes), the EIC was saved from bankruptcy by a loan from
Parliament. In exchange for this rescue – history’s first example of a “too big to
fail” bailout – the British government subjected the EIC to ever-tightening oversight
and regulation. This culminated in the 1858 Government of India Act, which
formally nationalized the EIC and marked the start of the British Raj.4
By the early 1800s, the British government had effective control over the EIC. In
response to continued pressure from its domestic textile industry – which was
eager to expand beyond its protected home market – Britain imposed a one-sided
form of free trade on India. Parliament hiked the import duty on Indian cotton
textiles (including re-exports to continental Europe) to 85%. Meanwhile, the British
colonial authorities imposed steep taxes on Indian-made textile products sold in
their own home market, while subjecting imported British textiles to minimal tariffs. 9
Finally, the pound sterling was deliberately under-valued relative to the Indian
rupee – further boosting British exporters at the expense of Indian industry.10
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Whereas the Indian market was “thrown wide open” to British manufacturers,
heavy tariffs and taxes on Indian textiles and other finished goods relegated the
colony to merely supplying raw materials. 11 Between 1801 and 1831, the volume
of Indian textiles exported to Britain plunged by more than 70%, while the quantity
of textiles imported by India from Britain increased more than fivefold.12
Meanwhile, the corrupt practices of the EIC era remained entrenched under the
British Raj, whose customs officers were so underpaid “that it was possible for
them to live only by extortion”. 13
The result was burgeoning prosperity for Britain at the cost of a steady
impoverishment of India’s economy. At the inception of the Company Raj in the
1750s, the income of the average Indian was equivalent to 29% of British per capita
income. By the time India gained its independence in 1947, its average income
had plummeted to just 8% of the British level. 14

For the leaders of India’s independence movement – including an increasingly
prominent democratic socialist named Jawaharlal Nehru – the lessons of the
colonial era were clear. Political independence would be meaningless unless it
was combined with “economic independence.” 15
To avoid “neo-colonial”
16
exploitation of India’s people and resources by modern versions of the East India
Company – “whose merchants had become rulers” – India would have to
industrialize without relying on imports, foreign investment, or the easily corruptible
private sector. 17
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Post-independence: Nehru and the License Raj
Rooted in India’s leading pro-independence organization, the Indian National Congress
(widely known as Congress) emerged as its dominant political party after 1947 – controlling
India’s central government for 54 of its 70 years since independence. Congress has
historically been led by a member of the Nehru-Gandhi dynasty, named after Jawaharlal
Nehru (India’s first prime minister), in office 1947-64, and his daughter Indira Gandhi (no
relation to the family of Mahatma Gandhi), prime minister 1966-77 and 1980-84. 18

P. M. Nehru and Soviet leader Leonid Brezhnev in Delhi, August 1961. 19

Though not a communist, Nehru was a disciple of the Soviet approach to economic
development. In 1927, he visited Moscow and left “profoundly impressed by what
he saw and heard.”20 He came to view competition as wasteful, once reportedly
asking, “Why do we need nineteen brands of toothpaste?” In a letter to his
daughter, Indira, Nehru wrote that, without central planning, competition between
private enterprises would inevitably lead to “squandered resources.” 21 When India
won its independence in 1947, Nehru – who by then had emerged as Mahatma
Gandhi’s designated political heir – became the country’s first prime minister. 22
Nehru was the architect of the Non-Aligned Movement of nations advocating a
“middle course” between the Cold War’s capitalist and communist blocs. He
attempted to maintain friendly relationships with both sides, paying multiple visits
to the United States as well as to the Soviet Union during his terms in office. 23
Nevertheless, Nehru disparaged developing economies that chose to pursue
market-driven development, calling them “Coca-Cola countries.” 24
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State-owned steel plant in Bhilai, Chhattisgarh, commissioned in 1959 with Soviet assistance. 25

Drawing on his deep distrust of free enterprise and lessons learned from India’s
experience at the hands of the British, Nehru sought out an economic blueprint
that could make India “self-sufficient” while reducing its dependence on foreign
capital and limiting its reliance on the private sector. 26 The U.S.S.R. – where, in
the decade following World War II, industrial output was growing three times faster
than in the U.S.27 – offered what appeared to be an appealing model for the
centrally-planned industrialization of a large, agricultural country facing poverty
and illiteracy. 28
With the help of Soviet aid and advisors, Nehru implemented a highly
interventionist, state-led development strategy consisting of substantial public
ownership of industrial firms, five-year plans drawn up by a central Planning
Commission, an array of controls and restrictions intended to curb imports, and a
convoluted set of licenses and permits designed to curtail the private sector. 29
Nehru’s administration established state-owned enterprises that monopolized
electricity generation, petrochemicals, and telecoms, along with non-industrial
businesses ranging from television broadcasting to hotels. 30
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In industries not reserved for the public sector, even the simplest business
decisions were subject the whims of what came to be known as the License Raj
– a high-handed bureaucracy that took over where the British Raj had left off. 31
Companies had to obtain a “mind-boggling array of permits and licenses” before
they could add capacity, hire or fire workers, diversify into new product lines, adjust
product pricing or volumes, license foreign technology, or shut down a loss-making
plant. 32
The License Raj stifled competition, deterred entrepreneurship, and incentivized
corruption. 33 Because it set a higher bar for applications to expand than for
requests to build new plants, the system prevented successful firms from taking
advantage of economies of scale. 34 Established producers learned to game the
bureaucracy, hoarding licenses not only to accommodate their own production, but
also to shut out potential competitors. 35 Unsurprisingly, the licensing regime
became “a major source of leverage to extract funds from India’s business
community”, with those “generous to the ruling Congress Party […] ‘allowed to
amass huge fortunes’ and those who were ungenerous […] ‘faced with
excruciating delays, tax raids, and government harassment’”. 36

Mocking the public sector’s culture of corruption. 37
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Meanwhile, controls and restrictions on foreign trade – aimed at promoting “selfreliance” – were designed to make life all but impossible for would-be importers.
Before the government would even consider an import request, a business had to
apply for and obtain a “non-availability certificate” – proof that no Indian supplier
could provide the product in question. The bizarre implementation of regulations
barring imports of goods by anyone other than their “actual user” meant that bus
and trucking companies could not import tires for their vehicles, and were instead
forced to procure them from vehicle manufacturers. 38
Certain commodities, including oil, steel, rubber, and newsprint, could only be
brought into the country via monopoly government trading organizations. Imports
of most consumer goods were effectively banned. Finally, “to be on the safe side,”
the system subjected foreign-made goods that did manage to slip through the
cracks to some of the highest tariffs in the world.34 These policies did succeed in
restraining imports, enabling Nehru to manage India’s balance of payments,
conserve foreign exchange, and avoid a politically-damaging devaluation of the
rupee – which remained pegged at 13.33 per pound sterling for nearly two decades
(until 1966, when it was finally devalued and re-pegged to the U.S. dollar – see
next section). 39
The unintended consequences of India’s protectionism, however, meant that the
country’s “anti-import system [was] also an anti-export system.”34 Keeping the
currency artificially over-valued limited exporters’ competitiveness in foreign
markets (Nehru appeared not to be fazed by the irony that one of Mahatma
Gandhi’s key demands of the British Raj had been an end to its overvaluation of
India’s currency). Strict import controls prevented prospective Indian exporters
from acquiring crucial capital equipment and production inputs that lacked
domestically-produced substitutes. In the early 1980s, it took one entrepreneur –
Narayana Murthy, the co-founder of Infosys – three years and fifty trips to Delhi to
obtain a license to import a computer.40
Given the lucrative opportunities available to well-connected cronies in India’s
domestic market, many businesspeople determined that exports were simply not
worth their while. The combination of import barriers, licensing, and entrenched
corruption allowed the politically-savvy to establish monopolies and cartels that
faced little incentive to innovate or improve productivity. Sheltered from
competition and cut off from foreign technology, they were able to generate steady
profits selling Indians low-quality, antiquated goods. 41
In the automobile industry, limits on competition and capacity, combined with price
controls, allowed just two manufacturers – Hindustan Motors and Premier
Automobiles – to establish a duopolistic “sellers’ market”, featuring multi-year
waiting lists for cars whose designs and features remained virtually unchanged for
8
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decades. 42 As a result, used automobiles (which were not subject to price controls)
cost more than new ones in pre-1991 India – illustrating the economic distortion
wrought by the License Raj. 43

Ad for Hindustan Motors’ Ambassador Mark 4, 1979. 44

Envisioned as a means of protecting India from exploitation by industrialists and
foreigners, Nehru’s policies had the effect of limiting the opportunities available to
India’s poor while sheltering a handful of crony capitalists from both domestic and
foreign competition. In the end, his well-intentioned but misguided economic
strategy benefited “only [the] bureaucrats, politicians, and a small elite of protected
businessmen [who] flourished from the management of scarcity.”32
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1960s-1970s: Indira Gandhi and “economic vandalism”

Jacqueline Kennedy, P.M. Nehru, Indira Gandhi, and President Kennedy in Washington, Nov. 1961. 45

By the early 1960s, India’s industrial production and exports were stagnant. Two
brief wars (with China in 1962 and Pakistan in 1965) prompted a doubling of the
defense budget, contributing to a deteriorating fiscal situation. 46 Meanwhile,
consecutive droughts in 1965-66 led to increasing inflation and a depletion of
India’s foreign exchange reserves. In 1966, Indira Gandhi (daughter of Nehru, who
had died in office in 1964) was elected prime minister. In an effort to head off a
balance of payments crisis, Mrs. Gandhi immediately sought assistance from the
International Monetary Fund (IMF) and World Bank. 47
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The two Washington, D.C.-based institutions recommended a devaluation of the
rupee and promised billions of dollars in aid in exchange for broad-based economic
reforms. Though India devalued its currency by a massive 57% (from 13.33 per
pound sterling, or 4.76 per U.S. dollar, to a new peg of 7.50 per U.S. dollar), 48 most
of that pledged assistance did not materialize – officially, due to the inadequacy of
the Indian government’s liberalization package. In reality, the bailout was vetoed
by the administration of Lyndon B. Johnson, in an expression of its irritation with
India’s vocal opposition to the Vietnam War. 49
The result was a political disaster for Indira Gandhi, who had taken a major political
gamble by devaluing the rupee but failed to secure anything in return. She
promptly aborted the reform program and re-cast herself as a radical populist,
under the slogan garibi hatao (“abolish poverty”). “A decade of economic
vandalism followed”, 50 as her administration took a hard leftward turn,
nationalizing most of the country’s banks, insurers, steel mills, and oil
companies. 51 In 1969, Mrs. Gandhi’s government enacted the Monopolies and
Restrictive Trade Practices Act (MRTP), which declared all private companies
with assets above 200 million rupees ($27 million at the then-prevailing exchange
rate) “monopolies” and effectively barred them from expanding.82

Front page of The Times of India on July 20, 1969. 52
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The 1973 Foreign Exchange Regulation Act (FERA) strictly limited dealings in
foreign currency, further stifling Indians’ ability to conduct business internationally.
Movie theaters, which could no longer obtain the dollars necessary to show recent
Hollywood hits, resorted to running ancient Charlie Chaplin films. 53 FERA also
imposed a 40% ceiling on foreign ownership of companies incorporated in India.
Coca-Cola, IBM, Mobil, and Kodak chose to close down their Indian subsidiaries
rather than give up control of their local operations. 54 India endured a constitutional
crisis and an extraordinarily controversial 21-month suspension of democracy
before Indira Gandhi was finally ousted from power in 1977.
As the 1970s drew to a close, the shortcomings of the Nehru-Gandhi state-driven
development model were becoming increasingly indisputable. In 1945, the income
of the average Indian was equivalent to roughly 28% of the global average. By
1979 – the year before Indira Gandhi returned for her third term as prime minister
– that ratio had plunged to a trough of just 17% of the world average.55
Establishment economists coined the belittling term “Hindu rate of growth”,
implicitly attributing India’s lackluster economic performance to the nation’s cultural
and religious traditions. Of course, India’s post-1991 economic record makes clear
that the issue was never a lack of talent, skill, or entrepreneurial dynamism.56
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1980s: timid tinkering amid escalating vulnerability
Indira Gandhi was re-elected in January 1980, following an opposition party’s
move to imprison her that backfired and generated a wave of public sympathy. 57
By then, it “must have been clear to [her]” that the economic policies of her previous
terms in office had stunted India’s economy and failed to deliver on the promise of
her anti-poverty platform. Politically, Mrs. Gandhi and her advisors calculated that
a less-hostile relationship with the private sector offered the best potential for
boosting growth and, by extension, for improving voters’ livelihoods. 58 Building on
a cautious liberalization of import rules that had begun in the late 1970s, her
administration continued a policy of easing the state’s grip on the economy. 59

After the 1973 collapse of the Bretton Woods system of fixed currency pegs,
nations gained the flexibility to introduce more market-driven exchange rate
arrangements. Nevertheless, India chose to simply replace the rupee’s singlecurrency peg (which had alternated between the U.S. dollar and pound sterling)
with a multi-currency peg – linking the currency to a weighted basket comprising
the dollar, yen, pound sterling, and deutsche mark.
Under this “basket peg”, as late as 1981, one U.S. dollar bought just 7.81 rupees
– barely more than the exchange rate of 7.50 per dollar established in 1966,60
when Mrs. Gandhi had been forced to devalue the rupee, in “an act still regarded
by Indian politicians as a national humiliation.” 61

In the early 1980s, following a severe drought and the more-than-doubling of oil
prices in the wake of the 1979 Iranian revolution, India’s current account swung
from a modest surplus to a sizeable deficit. During this period, partial deregulation
contributed to a mini-boom in exports. However, the competiveness of Indian
exporters remained constrained by the government’s reluctance – despite
relatively high domestic inflation – to allow the over-valued rupee to depreciate.
As a result, imports grew at an even faster pace.62
Seeking to pre-empt a possible balance of payments crisis, Indira Gandhi’s new
administration began negotiating with the International Monetary Fund for India’s
second IMF bailout. In contrast to 1966, in 1981 India was able to obtain billions
of dollars in “low-conditionality” loans from the IMF, which at the time was “under
pressure from both borrowers and creditors to play a more active role in helping
the oil-importing developing countries cope” with the oil shocks of the prior
decade. 63
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A current account deficit is principally a trade deficit, which implies a net flow
of capital out of a country. A financial account surplus is the capital that must
flow into a country to offset that trade deficit.
For a detailed primer on balance of payments terminology, please refer to the
appendix on page 20 of this document.

Although the 1981 IMF loans came with virtually no strings attached, the 1980s
proved to be a turning point, 64 as Indira Gandhi and her son Rajiv Gandhi (who
took office following her assassination in 1984) pursued incremental reforms.
Their administrations relaxed the rules that had constrained large companies’
ability to expand, allowed Indian automakers to form joint ventures with foreign
partners, and introduced limited tax incentives for private-sector investment. 65

A “low-key”, soft-spoken airline pilot married to an Italian-born model, Rajiv
Gandhi (prime minister 1984-89) entered politics reluctantly. He was thrust into
the spotlight in 1980, after his younger brother Sanjay – whom Indira Gandhi had
been grooming as her successor – died in a plane crash just five months after
winning a seat in parliament. Rajiv took over as prime minister in 1984, when his
mother was assassinated by her bodyguards. 66
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Rajiv Gandhi, in particular, “seemed to bring a new attitude”, declaring that “[a]
poor country cannot afford to carry on billing the poorest people for its inefficiency
and call itself socialist.”34 Blaming the economy’s unsatisfactory growth on a
combination of overly conservative fiscal policy and excessive red tape, Mr.
Gandhi ran up budget deficits and attempted to implement structural reforms. His
government cut taxes, hiked public sector wages, introduced large-scale subsidies
for exporters, boosted expenditures on foreign-made defense equipment, and
further eased import restrictions. 67
The Congress party waved through Rajiv Gandhi’s spending spree, while diluting
or blocking his bolder policies – including proposed overhauls of the License Raj,
tax code, and capital markets regulation. Mr. Gandhi’s more ambitious ideas faced
opposition not only from within his own party, but also from vested interests,
including India’s industrialists – who had mastered the art of “briefcase politics”
(i.e., bribing bureaucrats in order to secure licenses and shut out would-be
competitors) 68 – as well as public-sector employees. For example, though Mr.
Gandhi was a vocal critic of India’s government-run firms – three quarters of which
were losing money by the end of his term82 – his administration was unable to
privatize or even shut down a single state-owned company.32
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Looser import controls contributed to surging purchases of foreign machinery and
technology.58 In the first half of the 1980s, however, the resulting pressure on
India’s current account was mitigated by robust domestic petroleum production.
Crucially, during this period India was able to fund much of its current account
deficit via subsidized borrowings (i.e., so-called “concessional” loans from the IMF
and others) as well as direct foreign aid, with limited reliance on commercial
financing. 69
The state of India’s balance of payments grew more precarious in the second half
of the 1980s, as Rajiv Gandhi’s administration attempted to “spend [its] way out
of” multiple political setbacks 70 – most notably, a 1987 scandal implicating several
Indian politicians, including the prime minister himself, in kickbacks paid in
connection with a major artillery contract awarded to Bofors, a Swedish arms
manufacturer. 71 Ignoring increasingly frantic warnings from the central bank and
finance ministry, Mr. Gandhi allowed the government’s deficits to balloon to such
an extent that India became more and more dependent on foreign loans.
At first, mounting fiscal deficits were financed by a heavy-handed crowding out of
domestic private-sector borrowing (specifically, by requiring banks to invest a
higher share of deposits in government bonds). 72 Eventually, however, the
government was forced to rely on external sources of financing. With subsidized
forms of credit largely tapped out, this meant borrowing on commercial terms.
International lenders – apparently having learned nothing in the aftermath of the
Latin American debt crisis – were happy to oblige.49 From the mid-1980s to 1990,
the portion of India’s current account deficit that was funded by commercial, nonconcessional loans jumped from 24% to 80%.73
“It was already clear by 1986 that we were in an internal debt trap which would
soon engulf us in an external debt trap. Rather than take any remedial action,
we went merrily along, borrowing more and more at home and on shorter and
shorter terms abroad.” 74
I.G. Patel, former Governor of the Reserve Bank of India
Unsurprisingly, an economic strategy reliant on debt-fueled public spending failed
to narrow India’s trade deficit. Exports, while growing, were unable to keep pace
with the country’s rising import bill.49 The result – escalating current account
deficits – had to be offset with ever-greater financial account surpluses, even as
mounting fiscal deficits meant an increasing share of capital inflows had to be
diverted into financing government debt. Between 1985 and 1991, India’s external
borrowings jumped 118%, to $85 billion; the public-sector portion of that debt
ballooned 156%, to $73 billion. 75 By the late 1980s, interest payments on India’s
external borrowings consumed over a third of the country’s export revenues. 76
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An alternate way of defining a current account deficit is as the difference
between a country’s savings and its investment. Put another way, a
financial account surplus represents the amount of capital a country
running a current account deficit must attract from the rest of the world to
meet the gap between its domestic savings (public and private) and its
domestic investment. 77
Economic theory suggests that when a country’s current account deficit
expands as a result of higher domestic growth, that growth attracts the
kind of incremental foreign investment (e.g., expansions of overseas
manufacturers’ domestic production facilities) that increases the
country’s productive capacity, “enabling [it] to pay off any debts
incurred.” 78 By contrast, when a country’s current account deficit
expands as a result of fiscal profligacy (that is, declining domestic
savings), it is less likely to attract the type of foreign investment that would
increase the country’s ability to repay its external liabilities down the
line. 79
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Prelude to the crisis: India “at the edge of a precipice”
Before 1991, India had “the dubious distinction of being the most controlled
economy in the non-Communist world.” 80 According to Suresh Krishna, chairman
of a Chennai-based industrial conglomerate, “[t]o call it a controlled economy is
an understatement. It was a very suffocating kind of economic system.” In 1981,
Krishna recounts, officials in Delhi refused to allow him to double his plant’s
capacity until he agreed to sell half of his business to the public – at a valuation
set by government bureaucrats. 81 Around the same time, managers at Procter &
Gamble India spent months living in fear of prosecution, after the company
responded to a flu epidemic by producing cough suppressant in excess of its
government-authorized capacity. 82
Indira and Rajiv Gandhi “picked the lowest of low-hanging fruit” during the 1980s. 83
While their relatively modest policy changes helped resuscitate India’s economy,
they failed to lower barriers to competition and trade, and were insufficient to
sustain a decent rate of growth. 84 As early as 1988, the IMF “knew that India was
heading for trouble” and reached out to Rajiv Gandhi’s government to propose a
“stand-by arrangement” – the Fund’s term for an agreement providing financial aid
in exchange for stipulated structural reforms. Mr. Gandhi turned down the plan,
which he feared would compound his already-numerous political liabilities in the
approaching general election.70
By the end of the 1980s, India was lurching toward the edge of a financial
precipice. 85 At the same time, the country’s politics began to descend into
escalating turmoil, and the window of opportunity that Rajiv Gandhi had been
granted to liberalize policy seemed “unlikely to be repeated.” Nevertheless, the
conclusion of The Economist’s May 1991 “tiger caged” report – which predicted
that “[t]he tiger will not be freed for some yet” – was about to proven dramatically
wrong.2 Part two of this series tells the story of the calamitous crisis – amplified
by assassinations, covert airlifts of gold bars, and the collapse of the Soviet Union
– that finally unshackled India’s economy and unleashed a tidal wave of change.

*

*

*

Andrei Stetsenko

August 18, 2017
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Appendix: balance of payments terminology
Each country’s balance of payments represents all monetary transactions between
its citizens, businesses, and government and the rest of the world. The two key
components of a country’s balance of payments are its current account and
financial account. 86
The current account measures international transactions that represent income
for the recipient. It comprises a country’s trade balance (exports less imports)
in goods and services, plus the net flow of factor income (such as dividends from
abroad, or interest paid to foreign creditors) and transfer payments (such as
remittances sent from abroad, or foreign tourists’ expenditures in the country).
The flip-side of the current account is the financial account, which records
international exchanges of assets and liabilities. It measures the net flow of
foreign direct investment (FDI), portfolio investment (comprising both equities
and bonds), and other forms of investment (including loans and acquisitions of
domestic currency). The financial account also includes changes in foreigncurrency reserves.
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It is an accounting identity that the components of any country’s balance of
payments must sum to zero. When a resident of Mumbai buys a ₹5,000 ($78)
Microsoft software application, for example, the transaction gets recorded twice:
once as a -₹5,000 debit under imports (part of the current account), and once as
a +₹5,000 credit to the financial account, as Microsoft has increased its holdings
of Indian currency.

A country, such as India, that runs a current account deficit must offset it by
importing capital – that is, by running an equivalent financial account surplus.
This build-up of liabilities to the rest of the world is associated with future
obligations, such as dividends disbursed to foreign holders of domestic stocks
(which flow through the current account) and repayments of funds borrowed from
foreign lenders (which flow through the financial account).
The mechanism by which mismatches between an economy’s current account and
its financial account are corrected varies depending on its currency’s exchangerate system (see below).
Free-floating currencies (e.g., U.S., Eurozone):
• If the net flow of capital into an economy with a free-floating currency
exceeds its current account deficit, its currency will appreciate (and/or its
domestic prices will inflate).
• Conversely, if not enough capital is available or willing to flow in to cover the
economy’s current account deficit, its currency will depreciate (and/or its
domestic prices will deflate) until its current account deficit narrows and
equilibrium is restored.
Fixed currency exchange rates (e.g., Hong Kong, 1991 India):
• If the net flow of capital into an economy whose currency’s value is fixed
(a.k.a. “pegged”) to another currency (or basket of other currencies) exceeds
its current account deficit, the same mechanism applies as for economies
with managed floating currencies (see next page).
• If not enough capital is available or willing to flow in to cover the economy’s
current account deficit, the central bank must make up the shortfall by
drawing down its foreign-currency reserves.
o If reserves are insufficient, the central bank’s only options are to
restrict outflows (by imposing capital controls) and/or devalue the
currency.

21
© 2017 Farley Capital L.P.

All Rights Reserved

India before 1991: tiger caged

Dispatches from India

Managed floating currencies (e.g., Singapore, present-day India):
• If the net flow of capital into an economy whose currency is neither fixed nor
completely free-floating exceeds its current account deficit, the central bank
can curb the extent of the resulting currency appreciation by printing more
of its currency, selling that newly-created currency, and using the resulting
proceeds to accumulate foreign currency.
o The central bank’s ability to do so is limited only by its willingness to
create more of its currency, which may be subject to political
constraints (see Swiss National Bank, 2015).
o The RBI and other central banks employing this means of curbing
currency appreciation generally “sterilize” the resulting expansion in
the money supply (and its potentially inflationary effect) by selling
bonds to soak up the new cash.
• If not enough capital is available or willing to flow in to cover the economy’s
current account deficit, the central bank can curb the extent of the resulting
currency depreciation by drawing down its foreign-currency reserves.
o Its ability to do is limited by the amount of its accumulated reserves; if
reserves are insufficient, the central bank must allow the currency to
depreciate until equilibrium is restored.

Under the managed float system it employs today, the Reserve
Bank of India (RBI) allows the rupee to fluctuate in response to
market forces – including permitting the currency to depreciate to
help contain current account deficits. In contrast to the hands-off
approach of central banks overseeing completely free-floating
currencies, however, the RBI continues to intervene in the foreign
exchange market. Crucially, the RBI has focused its intervention
on averting excessive rupee appreciation, by purchasing foreign
currency whenever the net inflow of capital into India (i.e., the
country’s financial account surplus) exceeds the amount
necessary to fund India’s current account deficit. 87
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Capital) has no duty or obligation to update the information contained herein. Further,
Farley Capital makes no representation, and it should not be assumed, that past
investment performance is an indication of future results. Any discussion regarding
investment returns or financial projections are provided as illustrative examples only
and no inference shall be made therefrom regarding the potential for returns on any
investment discussed. Moreover, you should be aware that all types of investments
involve a significant degree of risk, and wherever there is potential for profit, there is
also the possibility of loss.
This content is being made available for informational and educational purposes only
and should not be used for any other purpose. The information contained herein does
not constitute and should not be construed as financial, legal, or tax advice, or as an
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cannot guarantee the accuracy or completeness of such information and has not
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reproduced, republished, or posted in whole or in part, in any form without the prior
written consent of Farley Capital.
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