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Discussants Comments by Montek S. Ahluwalia on the Paper on 
“Financial Policies and the Prevention of Financial Crisis in 

Emerging Markets”  
by Frederic Mishkin, NBER Conference, Vermont 

 

 

I  would l ike to join the other panel ists in complimenting Rick Mishkin 
on an excel lent paper. The twelve areas of f inancial  pol icy he has identi f ied 
ref lect the current internat ional consensus on how to avoid f inancial  cr ises 
and most developing countr ies are moving broadly in the direct ions 
indicated. Marty has asked me to comment on the paper from the Indian 
perspect ive, so I  wi l l  focus on how India's f inancial  pol ic ies measure up 
against the template provided in the Mishkin paper. 

A few words on recent economic developments in India may be useful  
by way of background information. India experienced a severe foreign 
exchange cr isis in 1991 which led to the adoption of a programme of 
economic stabi l ization and structural reforms. The reforms were similar to 
those attempted by several other countr ies and involved a basic re-
orientation of economic pol icy towards economic l iberal izat ion and greater 
integration with the global economy. They were broad based, in the sense of 
covering several areas such as industr ial pol icy, trade pol icy, pr ice 
decontrol , foreign investment pol icy and f inancial  l iberal ization. However, 
the pace of reforms in India was much more gradual ist than in most other 
countries, ref lect ing the dif f iculty in generat ing a pol i t ical consensus in a 
large and highly plural ist  democracy. The slow pace has taxed the patience 
of many otherwise sympathet ic observers but i t  is important to note that the 
reforms have yielded posit ive results. The economy stabi l ized very quickly 
after the crisis of 1991 and the average growth in the post reforms period 
1992-2000 was about 6.5%, making India one of the f ive or six fastest 
growing countr ies in this period. 

An interesting feature of India's experience is the change from i ts 
fragi le posit ion in 1991, when i t  was overcome by a cr isis,  to the much 
stronger posit ion in 1997 and 1998 when i t  was able to escape the East 
Asian contagion. I t  is relevant to ask how far this was due to India's pol ic ies 
having been brought in l ine with the prescript ions of the Mishkin paper and I  
hope I can throw some l ight on this question. 

(i)   Prudential Norms and Supervision 
Reforms in the banking sector were an integral part of India's reform 

programme and some steps were taken even before the East Asian cr isis 
improve prudential  norms and to strengthen supervision. The process 
acquired a new urgency after East Asia, when f inancial  sector weaknesses 
came to be seen as one of the principal causes of crises in emerging 
markets and there was a growing consensus that prudential  norms and 
supervision standards should be raised to international ly accepted levels. 

There has been a signif icant improvement in capital  adequacy 
requirements and prudential  norms in recent years. Banks are currently 
expected to maintain a minimum capital  to r isk assets rat io of 9% and this is 
to be increased to 10% by March 2002. The norms for income recognit ion, 
classif ication of non-performing assets and provisioning have also been 
t ightened. However, since internat ional norms are being implemented in a 
phased manner. Indian norms remain below the Basle Committee's minimum 
standards in some important respects. Loans are classif ied as sub-standard 
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only when debt service payments become overdue for 180 days whereas the 
international-norm is 90 days. The extent of provisioning for di f ferent 
categories of assets is also below the international level.  The ult imate 
object ive is to al ign the norms with internat ional levels, but a f i rm deadl ine 
has not been specif ied. 

A number of steps have also been taken to improve accounting 
standards and disclosure by the banks and to strengthen supervision. 
Tradit ional on-si te supervision is being supplemented by a system of offsi te 
supervision based on a regular f low of information from the banks and this is 
expected to al low closer and more continuous monitoring of asset qual i ty,  
capital  adequacy, large exposures, connected lending etc. 

The need to strengthen regulat ion by establ ishing a system for prompt 
corrective act ion, which is specif ical ly mentioned in the Mishkin paper, has 
been recognized. The RBI has circulated a discussion paper on this subject, 
proposing a system which establ ishes object ive tr igger points in three 
different dimensions of bank performance - capital  adequacy, percentage of 
non-performing assets, and return on assets. I f  a bank's performance in any 
dimension deteriorates to a def ined tr igger point,  i t  wi l l  automatical ly invi te a 
set of mandatory actions by RBI. In addit ion, there are certain types of  
discretionary action which may be taken to improve performance. 
Implementat ion of this system wil l  def ini tely improve the qual i ty of 
supervision. 

I t  is relat ively easy to prescribe new norms, and even to introduce new 
supervisory systems, but this does not automatical ly ensure an improvement 
in the functioning of banks. That requires insti tut ional changes in the internal 
functioning of banks, including especial ly improvements in the systems of 
credit  evaluat ion and risk assessment, the qual i ty of human resources and 
the qual i ty of internal controls and governance. These changes can only be 
achieved over a period of t ime. I  ful ly agree with the speaker who said that 
even after we decide to go down this route, i t  may take ten years to get 
there! 'This is especial ly so when reforms are being introduced in a non-
crisis environment where the need for change may not be evident to al l 
concerned. 1 

This is wel l  i l lustrated by the posit ion regarding capital  adequacy in 
the Indian banking system. At present, 97 out of the 101 banks operat ing in 
India are above the 9% minimum level of capital  to r isk weighted assets. 
However, an independent credit *  rat ing agency has pointed out that the 
posit ion would look much less comfortable i f  the norms for classifying loans 
as substandard were immediately set at internat ional levels and provisions 
had to be made accordingly. The problem would be further aggravated i f  the 
banks fol lowed international practice in making provisions wherever loans 
are expected to deteriorate based on recent trends. The study found that 
most banks might fal l  below the 9% minimum. 

The di lemma facing the regulatory authori ty is evident.  A faster 
transit ion to international norms would have pushed many more banks below 
the accepted capital  adequacy level,  effectively restr ict ing their abi l i ty to 
expand credit  and possibly having a concretionary impact on economic 
activi ty.  However, i t  would have strengthened the banking system faster. Al l  
banks would have been under greater pressure to improve performance and 
the belter capital ized and more eff ic ient banks would have gained market 
share relat ive to the weaker banks. 

 
1 A f inanc ia l  c r is is ,  wi th  a  v is ib le  co l lapse of  some f inanc ia l  ins t i tu t ions,  creates a sense of  
urgency about  the need for  rest ructur ing and the process is  fac i l i ta ted i f  fa i led ins t i tu t ions 
are taken over  by fore ign banks wi th  large scale  rep lacement  o f  management  systems and 
changes of  senior  personnel .  
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A pecul iar feature of the Indian experience is that the benefits 
expected from better norms in terms of improved lending qual i ty may be 
great ly reduced because the macro-economic environment is characterized 
by a high f iscal defici t . 2 The high def ici t  has produced high interest rates and 
have had the expected adverse selection consequence of discouraging high 
qual i ty low r isk borrowers. The crowding out on the side of demand for credit  
is reinforced on the supply side by the fact that banks have to meet high 
capital  adequacy requirements for commercial  assets whi le government 
securi t ies are treated as zero r isk assets, creating a strong regulatory 
incent ive for invest ing in government securi t ies. The net result  is that banks 
are encouraged to invest in government securi t ies, effectively crowding out 
bank credit  to the private sector.  The fact that Indian banks hold substantial  
volumes of government securit ies contr ibutes to the f inancial  stabi l i ty of the 
system, but only at the cost of crowding out credit to the private sector,  with 
a result ing loss in eff ic iency. 

 ( i i)     Reducing Government Ownership of Banks 
The area where India's f inancial  pol ic ies di f fer most dist inctly from the 

international consensus relates to the role of publ ic ownership of (he 
banking system. The mainstream view, ref lected in the Mishkin paper, is that 
government ownership of f inancial  insti tut ions is fundamental ly inconsistent 
with sound banking and the role of '  government should therefore be 
drastical ly reduced, i f  not completely el iminated. However, publ ic sector 
banks account for 82% of the total  assets of the banking system in India and 
privat izat ion is not on the agenda. 

Government pol icy towards publ ic ownership is being modif ied to al low 
publ ic sector banks to raise equity capital  from the market but this di lut ion is 
being driven not by the desire to reduce government 's role in management 
but by the desire to meet capital  adequacy requirements without having to 
provide capital  from the budget. Ini t ia l ly,  the reforms permitted di lut ion 
provided government equity remained at least 51%. More recently,  the 
government has announced i ts intention to reduce i ts shareholding to a 
minori ty posit ion (33%). in order to meet the addit ional capital  needs of the 
banks, but i t  has also slated that whi le the government 's shareholding wi l l  be 
reduced to a minority posit ion, the "publ ic sector character" of the banking 
system wil l  be maintained. The exact meaning of this phrase has not been 
clari f ied, but i t  c learly impl ies that government wi l l  remain signif icant ly 
involved in management. 

Sceptics doubt whether any signif icant improvement can be achieved 
as long as government remains the largest single (albeit minori ty) owner, 
with the rest of the equity dispersed over a large number of shareholders. 
There are also doubts about whether suff ic ient private equity could be 
attracted to recapital ise the banks on these terms, since the shares issued 
by the publ ic sector banks in the f i rst  stage of equity di lut ion are current ly 
trading at a substant ial  discount to the issue price. However, the pol i t ical 
resistance to privatisation of the banking system is very strong. 3 In this 

                                                 
2 The need to  reduce the f isca l  def ic i t  was recognized as a  pr ior i ty ob ject ive f rom the very 
beginn ing o f  the re forms but  progress in  th is  area has been d isappoint ing and the 
consol idated def ic i t  o f  the Centra l  and State Governments is  a lmost  10% of  GDP -  about  
the same as jus t  before the 1991 cr is is .  
 
3 Part  of  the prob lem is  rooted in  h is tor ica l  exper ience wi th  pr ivate sector  bank ing,  before 
the nat ional isat ion of  the major  banks in  1969.  The banks were seen as capt ive banks of  
indust r ia l  houses wi th  a  great  deal  o f  connected lending.  Lending to  agr icu l ture and smal l  
enterpr ises was min imal .  The exper ience of  pr ivat izat ion of  the banks in  many develop ing 
count r ies  in the past  twenty years  is  a lso not  par t icu lar ly encouraging.  
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situat ion, the best that can be expected is that reducing government equity 
to a minori ty posit ion would enable the go\eminent to give bank 
managements a degree of f lexibi l i ty and autonomy that would substant ial ly 
improve their funct ioning. 

I t  is di f f icult to judge how much autonomy is real ly possible. Reducing 
government equity to a minori ty wi l l  certainly enable government to free the 
banks from many of the cumbersome rules and procedures which are 
otherwise automatical ly appl ied to any inst i tut ion in which government has 
more than 50% equity. They could be given much greater f lexibi l i ty in hir ing 
and promotion and their salary structure could be del inked from the salary 
structure of the government and the rest of the publ ic sector.  In principle,  
the publ ic sector banks could be al lowed to function as board managed 
insti tut ions, in which the board would include some Government 
representat ives, but would also include independent, professional ly 
competent persons to represent private shareholders.  I t  has been argued 
that i f  the top management team in such banks is appointed by the board, 
and not by the government as at present,  the banks could achieve a 
signif icantly higher degree of management autonomy, and therefore of 
eff ic iency, even i f  i t  is less than is possible in a ful ly private sector bank. 

Whatever happens to the publ ic sector banks, India's f inancial  reforms 
wi l l  defini tely reduce the dominance of the banking sector by the publ ic 
sector banks because the private sector segment (consist ing of Indian 
private sector banks and foreign banks) is l ikely to expand very rapidly. An 
essential  part of banking reforms was the grant of banking l icenses to new 
Indian private sector banks and a more  l iberal pol icy for expansion of 
branches of foreign banks. As a result,  the share of the private sector 
segment in total  assets of the banking system, which was only 8% in 1990-
91, increased to 18% in 1999-2000. The new private sector banks and the   
foreign banks do not have as large a branch network as the publ ic sector 
banks, but they have other competi t ive advantages: they are less burdened 
with excess staff ,  have a high degree of managerial  and operational 
f lexibi l i ty, and are adopting information technology much more rapidly, 
enabl ing them to offer better services and also a wider range of products.  
Besides, the advantages of a very large network of br ick and mortar  
branches are l ikely to reduce over t ime as information technology makes i t  
possible to access qual i ty cl ients without a larger number of branches. With 
cont inued f inancial l iberal izat ion, the share of the private sector segment 
could easi ly expand to 30% over  the next f ive years. 

Competi t ion from eff ic ient private sector banks and foreign banks wi l l  
put pressure on the publ ic sector banks to improve their performance and 
the stronger publ ic sector banks can achieve much higher levels of eff ic iency 
i f  given operat ional f lexibi l i ty.  There is some evidence that they are making 
an effort .  Several banks have attempted to reduce excess staff  by offer ing 
generous voluntary ret irement package. Though strongly opposed by the 
unions, this ini t iat ive has received a very posit ive response, with more than 
10% of the employees opting for ret i rement. Further cost savings could be 
achieved by closing down loss making branches, which have tended to   
prol i ferate. Reduction in government equity to minori ty posit ion wi l l  make i t  
easier for the government to al low bank managements to explore these 
options without having the issues pol i t ic ized. 

The real chal lenge wi l l  be how to deal with the weak publ ic sector 
banks which wi l l  be squeezed between the private sector banks which are 
expanding market share and the stronger publ ic sector banks which wi l l  l ight 
to maintain their  share. Several publ ic sector banks have been ident i f ied as 
being weak on the basis of capital  adequacy and various eff iciency related 
cri ter ia. Of these, three were identi f ied as the. weakest,  cal l ing for one of 
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three options (a) closure or merger with another publ ic sector bank, (b) 
change of ownership i .e. privat izat ion and (c) comprehensive restructuring 
with a one t ime clean up of the balance sheet and continued operat ion as a 
publ ic sector bank. The government has ruled out the f i rst  two options and 
indicated that i t  wi l l  recapital ise these banks, provided a restructur ing plan is 
drawn up by the banks' managements, which is acceptable to the 
government and the RBI. 

The credibi l i ty of this approach depends upon the extent of 
restructuring and cost reduction that can be brought about. There wi l l  have 
to be a substantial reduct ion in staff ,  possible acceptance of a freeze on 
wages and also closure of a suff ic ient number of loss making branches to 
create a smaller,  leaner bank, which could become prof i table. Without 
radical restructuring i t  wi l l  be di f f icul t  for these banks to survive in the more 
competi t ive environment they are l ikely to face in future. 

The worst outcome for the future of publ ic sector banks would be one 
in which regulatory forbearance - always a danger when there are publ ic 
sector banks - al lows these banks to continue to operate despite inadequate 
capital  and without any signif icant restructuring. I f  c losure or restructuring 
and privat ization is not found to be pol i t ical ly acceptable, the regulatory 
system should at least insist on compliance with capital  adequacy norms so 
that banks which fai l  to perform become "narrow banks", functioning as 
deposit  taking insti tut ions investing mainly in government securi t ies, which 
does not require a strong capital  base and dues not pose any threat to 
f inancial  stabi l i ty.  This would at least al low more eff ic ient banks (both publ ic 
sector and private sector banks) to expand and f i l l  the space vacated by the 
weak banks, sending the r ight signal to other banks for the future. 

The Indian banking system is also burdened with another feature 
which is not in l ine with mainstream views on good banking though i t  exists 
in other countr ies also in one form or another. Ibis is the practice of directed 
credit .  Al l  Indian banks are required to ensure that 40% of their  loans and 
advances portfol io is directed towards what is cal led the "pr ior i ty sector" i .e.  
agriculture, small  scale industry, small  transport operators etc. Banks are 
not directed to lend to specif ic borrowers, but only to ensure suff ic ient 
al location of funds to broadly defined sectors and the banks are expected to 
use normal credit assessment cri ter ia to ident i fy creditworthy borrowers 
within these sectors. However, this is clearly a quasi-f iscal activ i ty.  A large 
port ion of pr ior i ty sector lending is to small  farmers and micro-enterprises 
and the interest rate for these loans is capped at the prime lending rate,  
which impl ies a signif icant subsidy given the high administrat ive costs and 
higher default  r isk of such loans. Str ict  adherence to sound banking 
principles cal ls for a removal of quasi-f iscal burdens. I f  subsidies have to be 
given, they should be given expl ic i t ly through the budget, a process which 
would „ automatical ly be subject to demands for scrutiny, transparency and 
most of al l ,  ef fectiveness. 

c)       Legal and Judicial Issues  

The legal and judicial  system, which is l isted as one of the twelve 
cri t ical  areas, is indeed a major problem area for banks in India, as in many 
emerging market countries. Indian banks are greatly hampered by legal 
procedures which make i t  di f f icul t  to attach col lateral  (especial ly real estate) 
and real ize i ts sale value. The procedures regarding bankruptcy are also 
extremely cumbersome and l iquidation of insolvent companies can take 
several years. This is undoubtedly one of the principle reasons for the 
relat ively high level of non-performing assets in the banking system. 

The government ini t ial ly sought to deal with the problem by 
establ ishing special ized Debt Recovery Tribunals designed to enable banks 
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to take act ion for debt recovery within the exist ing laws through special ized 
courts empowered to use simpler procedures. This has helped to some 
extent,  but the real lacuna is the lack of a  modern bankruptcy law which 
would represent an appropriate balance between the r ights of debtors and 
creditors, and al low creditors to force l iquidation in the event of default  after 
giving debtors a reasonable t ime to f ind a mutual ly acceptable solution. The 
government has announced i ts intention to amend the exist ing legislat ion 
along these l ines and this would represent a major improvement in the 
situat ion. 

c)      Capital Controls  

India's pol icy towards capital  controls di f fers from the view advocated 
in the paper that controls on capital  movement are not only ineff ic ient,  but 
also infeasible in the longer run because of leakages, and therefore should 
be avoided. This was also the view advocated by the IMF before the Fast 
Asian crisis but i ts approach has become more nuanced since then. Free 
mobil i ty of capital  is st i l l  regarded as a  f i rst  best pol icy but the Fund now 
recognizes that i t  may be r isky to move to ful l  capital  mobi l i ty unt i l  the    
f inancial  sector has been suff ic iently strengthened. 4 An alternative view, 
art iculated by Jagdish Bhagwati  and John Wil l iamson, holds that whi le there 
ma\ be eff ic iency gains from l iberal iz ing capital  movements, the benefi ts are 
small  and also uncertain. Bhagwati  has argued that whereas there is a very 
strong empirical basis for assert ing signif icant benefi ts from l iberal izat ion of 
trade and foreign direct investment, there is much less evidence for claiming 
simi lar benefi ts from l iberal ization of capital  movements general ly.  On this 
view, emerging market countries should l iberal ise inf lows of foreign direct 
investment, but they should cont inue to be cautious on l iberal izing other 
capital  f lows. I t  is sometimes argued that ful l  capital  mobi l i ty is necessary to 
enable countries to attract much needed foreign direct investment. This 
argument is not part icularly convincing since China does not al low ful l  
capital  mobi l i ty and vet i t  is clearly the most successful  country in attract ing 
FDI. Foreign investors clearly need the assurance of being able to repatriate 
their capital  at wi l l ,  but ful l  capital  mobi l i ty may not be necessary. 

India's pol icies are in l ine with the Bhagwati-Wil l iamson prescript ions. 
Both foreign direct investment and portfol io investment in Indian stock 
markets have been great ly l iberal ized and these investors are also al lowed 
to l iquidate their investments and exit  at wi l l .  Debt f lows on the other hand 
are str ict ly control led. Borrowing abroad requires government permission 
and the system is managed to ensure that total  foreign borrowing in any year 
stays within some pre-determined "prudent" level.  Furthermore, there are 
minimum maturi ty requirements which rule out short term borrowing, except 
for normal trade credit.  

This pol icy paid dividends at the t ime of the Hast Asian cr isis because 
India's external debt indicators had improved considerably compared to the 
si tuat ion in 1991 and this was surely one factor explaining why India did not 
suffer from contagion. Most important, India's short term foreign debt was 
only 25% of total  foreign exchange reserves, compared with wel l  over 100% 
for some of the cr isis hi t  countries. This made India much less vulnerable to 

                                                 
4 I t  is  interest ing to note that  the IMP pos i t ion is  somewhat  asymmetr ic  s ince count r ies  that  
have l ibera l ized the capi ta l  account  but  do not  have s t rong f inanc ia l  sys tems are not  be ing 
adv ised to  re- impose cont ro ls .  Th is  would  be understandable i f  f inanc ia l  systems could be 
s t rengthened very qu ick ly,  but  as we have seen th is  is  not  a  pract ica l  poss ib i l i ty .  I f  
s t rengthening the f inanc ia l  s> s tems is  indeed a process which could  take ten years ,  then 
there is  a  case for  cons ider ing whether  count r ies  that  have l ibera l ized capi ta l  cont ro ls  
premature ly should not  re- impose some form of  cont ro l .  However ,  there are no takers  for  
th is  po in t  o f  v iew in  the Fund. 
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a cessat ion of commercial  bank lending which was the principal cause of the 
massive reversal of capital  f lows in Fast Asia. 

India's capital  control  regime not only restr icts short term capital 
inf lows but also controls capital  outf lows by Indian residents. While residents 
can obtain foreign exchange to make payments abroad for al l  current 
transact ions they are not al lowed to transfer funds abroad for capital  
transact ions other than for repayment of external debt.  In recent years, the 
system has been operated more l iberal ly to al low Indian f irms to create or 
acquire production or market ing capacity abroad as part of the f i rm's global 
expansion plans, or in support of an export drive. However, transfer of funds 
from India to hold f inancial  assets abroad as an act of portfol io 
diversi f icat ion is not al lowed. 

The original rat ionale for control l ing capita! outf lows was that i t  wi l l  
increase the resources available for investment domestical ly and this was 
perhaps justi f iable at a t ime when foreign investment was not welcome and 
capital  controls were seen as a » way to maximize the avai labi l i ty of 
resources for domestic investment. With foreign investment now welcome, 
this argument is no longer appl icable since any capital  outf low for 
investment abroad only vacates investment space at home, which in pr inciple 
could be f i l led by foreign investment provided productive investment 
opportunit ies exist. In other words, l iberal iz ing capital  controls need not 
reduce the total  level of investment but only al ter i ts composit ion, with 
foreign investors acquir ing domestic assets whi le domestic residents 
diversi fy there portfol io by investing abroad. 

Indian pol icy makers are also keen to retain controls on capital  
outf lows for another reason. In the absence of capital  controls i t  is feared 
that a speculat ive attack on the currency could create expectat ions of 
devaluat ion which might tr igger capital  f l ight which would prove self-fulf i l l ing. 
I t  is of course recognised that controls are porous and signif icant leakages 
take place over t ime, but i t  is fel t  that controls can be effect ive in preventing 
sudden outf lows in a cris is si tuat ion. This is not to say that capital  outf lows 
should not be al lowed under any circumstances. On the contrary, i t  is argued 
that the exist ing system can be operated to achieve whatever level of capital  
outf low is fel t  to be manageable in normal t imes, but the system of controls 
should be retained so that a sudden outf low can be prevented. 

India is l ikely to continue with i ts present cautious pol icy on capital  
controls and a measure of caut ion in this area is perhaps just i f ied on 
sequencing grounds. I t  would be better to gel the f iscal def ici t  under control  
and have more progress on f inancial  reforms before l iberal iz ing the capital  
account.  However there can be l i t t le doubt that the compulsions of 
global isat ion wi l l  inevi tably push India towards al lowing greater f lexibi l i ty. 
Indian f i rms wi l l  certainly need much greater freedom to invest abroad. 
Foreign investors locat ing production faci l i t ies in India wil l  also demand 
greater freedom. At present, they have ful l  f reedom to lake out their 
investment and exit at wi l l ,  but they are subject to the same restr ict ions in 
their day to day operations that apply to other Indian companies e.g. they 
cannot borrow abroad without permission and such borrowings must conform 
to minimum maturi ty requirements even i f  they are from the parent company 
to i ts subsidiary in India. They are l ikely to demand f lexibi l i ty for capital  
transact ions comparable to that avai lable in other countries. As the f inancial  
sector deepens, there wi l l  also be demands from inst i tut ions such as mutual 
funds and insurance companies to diversi fy their  investments by holding 
some foreign assets. 

India is l ikely to respond to these pressures by loosening exist ing 
restr ict ions in steps as i t  gains confidence in how to handle macro-economic 
shocks in an open economy. However, as capital  f lows are l iberal ized. 
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India's vulnerabi l i ty on this account wi l l  also increase, and with i t  the 
compulsion to bring other f inancial  pol ic ies in l ine with the requirements of 
cris is prevention. 

d)   Exchange Rate Policies 
On exchange rate pol ic ies. India's practice compares wel l  with the 

f lexible exchange rate approach recommended in the Mishkin paper. The 
Reserve Bank of India has stated on many occasions that the exchange rate 
wi l l  be determined by market fundamentals (which i t  has been careful  not to 
define) and there is certainly no commitment to maintaining a part icular 
exchange rate. Past experience shows that the rupee has depreciated 
steadi ly against the US dol lar (around 5% per year for the period 1996-200) 
and no reasonable investor would have any ground for bel ieving that there is 
any kind of implici t  exchange guarantee. 

The exchange rate regime is not a completely free f loat in which the 
authori t ies abstain from any intervention, nor can this be expected, given the 
thinness of the foreign exchange market.  The Reserve Bank intervenes 
(ei ther through direct intervention in foreign exchange markets or through 
interest rate interventions) whenever i t  feels that the movement of the rupee 
is being driven by "temporary imbalances of demand and supply" or by 
"speculat ive pressure". I t  is of course di f f icul t  to tel l  whether a movement at  
any part icular t ime reflects these factors or a change in fundamentals and 
this judgment necessari ly must be left  to the RBI. However i t  is clear that the 
RBI’s interventions are in the nature of " leaning against the wind" to calm 
markets, rather than f ight ing against al l  odds to maintain a part icular rate. 

The RBI has been cri t ic ized for asymmetr ic behaviour because i t  is 
seen to f ight much harder to prevent a nominal appreciat ion of the rupee 
than a depreciat ion. This happened during the period 1994 to 1996, when 
there were substant ial  inf lows of port fol io capital .  The rupee would have 
appreciated vis-a-vis the dol lar i f  left  to market forces but this was 
effect ively prevented by the RBI's active intervention, which led to a 
substant ial  bui ld up of foreign exchange reserves. In retrospect,  the RBI's 
action seems entirely just i f ied. His bui ld up of reserves cannot be said to 
have been excessive, especial ly in the l ight of the East Asian crisis and the 
increased importance now accorded to maintaining high levels of reserves. 
Besides, the resistance to an appreciat ion in the nominal rate in that period 
also seems justi f ied since the real effect ive exchange rate (REER) had 
already appreciated because the rupee was stable against the dol lar which 
had appreciated against other currencies in this period. Further appreciation 
against the dol lar would only have worsened the si tuat ion. Since the inf lat ion 
rate in India exceeded the inf lat ion rate in i ts major trading partners by 3 to 
4% per year in this period, maintenance of the REER required „ a nominal 
depreciat ion not appreciat ion. 

The relevance of the REER as a guide for exchange rate pol icy in 
India has varied. In certain periods, especial ly 1994-96. the objective of 
stabi l iz ing the REER was off ic ial ly stated on several occasions but the RBI 
never off ic ial ly adopted an announced REER target.  More recently,  the RBI 
has described the REER as only one of the many factors that are relevant in 
determining what the exchange rate should be. This "constructive ambiguity" 
is perhaps unavoidable when operating a managed f loat ing exchange rate 
regime. 

India's exchange rate pol ic ies certainly helped to avoid problems 
which affected many other countries at the t ime of the East Asian cr isis.  The 
rupee came under pressure on several occasions in 1998, but the absence of 
a r igid exchange rate target meant that i t  was able to adjust in a series of 
small  steps without attracting much cri t ic ism from foreign investors including 
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portfol io investors. Between June, 1997 and October 2000 the rupee 
depreciated against the dol lar by around 23% which was about half  of the 
depreciat ion in Thai land and Malaysia and only a l i t t le lower than Korea 
(which rebounded strongly in 2000). At no stage however did India look as i f  
i t  was facing a currency crisis. 

The logical development of exchange rate pol icy in future would be to 
learn to al low greater exchange rate f lexibi l i ty with less frequent intervention 
by the RBI. The need for such f lexibi l i ty wi l l  undoubtedly increase as capital  
controls are progressively l iberal ized increasing the possible pressure in 
foreign exchange markets from this source. The fact that import tari f fs are 
st i l l  high, and the government has indicated that they wi l l  be lowered to East 
Asian levels in the medium term, suggests that there must be room for 
compensating depreciation to accompany tari f f  reductions. This adjustment 
would be much easier to achieve in a f lexible exchange rate regime. 

One consequence of al lowing greater f lexibi l i ty in the exchange rate is 
that the need for hedging instruments wi l l  expand. This in turn wi l l  put 
pressure on the system to l iberal ise capital  transact ions since i t  is not 
possible to develop an eff ic ient market for hedging foreign exchange risk 
with the restr ict ive capital  controls. Banks in part icular wil l  have to be given 
more f lexibi l i ty to take posit ions in forward markets subject to reasonable 
r isk l imitat ions. 

To summarize, India's f inancial  pol ic ies are moving towards the 
direct ion indicated in the Mishkin paper in many respects but important gaps 
remain in some areas. Sonic of these gaps, especial ly those relat ing to 
prudential  norms wi l l  be closed in a phased manner. There are important 
di f ferences in certain areas, such as for example the role of government 
ownership in the f inancial  system and the pol icy » towards capital  controls. 
Some of these di fferences e.g. on capital  controls, can be just i f ied on 
sequencing grounds. On the whole, pol ic ies are converging towards those 
that are currently seen to be necessary avoid f inancial  crises. 

 

***** 


