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Abstract : The dramatic depreciation of the Indian Rupee raised alarm bells. It also made the Indian
Government who was in denial mode, wake up and take note of the crisis India is in. The primary
reason for India's current economic crisis is a deceleration of growth. All the economic growth
indicators have reached decadal lows. Was it all avoidable? There are ways of looking at India’s
present economic woes marked by a rapid fall in the value of the rupee caused by persistent inflation of
the past few years and the high current account deficit (CAD) of about $85 billion (4.5 per cent of GDP)
which needs to be funded through uncertain capital inflows year after year. Although the Union
government has undertaken some reforms, more needs to be done. What India really needs and
desperately sois an environment where unnecessary regulation, corruption and red tape is done away
with. The failure of public private partnership has been the key reason for India's infrastructure story
not making any headway. But once the government shows some resolve to sort out bureaucratic
hurdles in time bound and transparent manner, investments in both infrastructure and
manufacturing will become forthcoming. And that would automatically kick start the chain of

economic activity the country has been starved of over past two years.
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INTRODUCTION

The Indian economy is in a dangerous

osition today and the situation can
potentially spiral out of control. International
rating agencies have also been critical of the

overnment's functioning placing India
almost at the bottom of all socio-economic
indices. Inflation is too high. The twin deficits
(Current account and fiscal) are at alarming
levels and need to be brought down.

And yet, there seems to be light at the end of
the tunnel. The Indian economic scenario may
not be, after all, that dark and disappointing.
In fact, according to the RBI chief, Raghuram
Rajan, India is not facing any economic crisis.
Although the economy has slowed, the
country's forex reserves are large enough. He
also said that there is no chance of India
needing the help from IMF for the next five
years. India's external debt to GDP is 22%.
India has reserve of US $280 bn which is 15%
of GDP. This means, the country can pay
three-fourth of its debt from its forex reserves.
Currently short term external debt stands at
10% of GDP. So, the country has enough
reserve to take care of that.
Is the balance of payments crisis facing the
Indian economy today as bad as the crisis
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faced in 1990-91? India's current account

deficit (CAD) worsened to 6.7 per cent of the
GDP in the October-December quarter of
2012. This is well beyond the comfort level of
2 or 2.5 per cent of the GDP. The widening
t de deficit is the primary cause of the
d terioration in the CAD. What is worse, the
rel tively low level of invisibles surplus: net
invisibles surplus declined from $81.8 billion
in April-December 2011 to $78.3 billion in
April-December 2012. Unless strong policy
correctives are introduced now, the crisis of
2013-14 would turn out to be worse than the

crisis of 1991-92.

We are seeing firsthand what happens when
the macro-economy is sick and it would be a
mistake to underestimate the severity of
economic problems, as many policy makers
are doing, confronting us today. It is
conceded that the economy is in a much better
state today than what it was in 1990-91. We
have adequate foreign exchange reserves,
equivalent to some seven months' imports, in
sharp contrast to only one month's reserves in
1990-91. There is no threat of international
payments default, which appeared imminent
in 1991. In contrast to 1991, today we have
adequate food stock, mainly rice and wheat,
with the Food grains Corporation of India

Scanned with CamScanner



N

SANDEEP A. HEGADE

(FCI). In fact, the net availability of food

grains at 203 million tonnes in 2011 is at an all-
time high.

LITERATURE REVIEW:

Causes of Global Financial Crisis have been
analyzed many academicians, Crotty (2009)
locates the deep cause, on the financial side, of
the current crisis, in the New Financial
Architecture (NFA) and the radical financial
deregulation Process associated with its
institutions and Practices. He argues that the
current crisis is but the latest stage in a series
of financial boom and bust cycles, stretching
back to the late 1970s, in which financial
deregulation and innovation alternated with
government bailouts to allow renewed
€xpansion after each crisis, Crotty provides
an enlightening account of disaster gradually
spreading and eventually hitting through a
careful point-by-point refutation of the main

hypothesis and claimg of the proponents of
the NFA.

Morgan (2009) also focuses on the successive
and cumulative failures of the pre-crisis
financial architecture, but concentrates more
specifically on the role of central banks,
tracking down fundamental failures in central
bank policy, both in theoretical design as well
as practical implementation, They are joined
by Perez (2009) and Tregenna (2009), with two
accounts of different pre-crisis developments.
Perez analyses two boom and bust episodes
preceding the current crisis, the 1990s
'dotcom’ internet mania and the liquidity
boom of the early 2000s, arguing that these
constitute two components of a single
structural phenomenon, also to be found prior
and during the 1929 crash and depression.
Financial integration of emerging economies
like India & China with developed nations
and other European countries cannot be
ignored now and so it has become important
to study the impact of global financial
downturn on these countries,

Kumar & Vashisht (2009) in their study have
analyzed the global financia] integration and
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transmission of global financia] .. i 'm
Indian economy. The study shoy, thao the
global downturn affected Ingj, th:t the
distinct channels like; financia] mark Oy,
flows and exchange rates. GDP . du;:rade
almost 2 percent in fiscal year 2008-2009 d ks
deterioration in exports. Areas that ‘le‘tq
attention are removal of entry barrie
corporate for investing in educatip, ™
vocational training, expanding
infrastructure and delivery of urban y,
law and order.

y sica]

tﬂiﬁes,

Patnaik (2008) and Kregel (1998 & 2008) in thei,
study identified that a noteworthy featyre y
the current global crisis has been the failyre of
most mainstream analysts to predict jts Onset
estimate its duration and severity or lay bare'
the mechanisms that contributeq to it
unfolding. This weakness of telescopiC ang
analytical faculty has been most evident with
respect to developing Asia, especially Ching
and India.

Bergsten (2008) & Kohn (2008) explained thyy
even as the global crisis and its effects Were
being recognised with a lag, Asian developing
countries—and these two countries jp
particular -- were seen as the potential shock
absorbers in the global system, with
predictions that their persisting expansion
and relatively high rates of growth would
prevent the global downturn from becominga
meltdown. Such arguments were reinforced
by econometric studies, which found
evidence of divergence of business cycles
across developed and emerging market
economies in the period of globalization.

R Mohan, Deputy Governor, RB[ (2008) in his
speech during IMF-FSF meeting analyzed the
impact of financial turmoil on emerging and
Asian economies. Observations given by him
were that India's growth process is mostly
domestic demand driven and country is
having comfortable foreign exchange
reserves. Further the financial stability in the
country has been achieved by prudent

policies which prevents from excessive risk
trading.
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Ghosh (2006) argues <
resgonding o glzbalﬂfli:aizilla :n success in
atmbutec.l to four sets of decisi o Can. be
devaluation, involvement of II(\)./E‘ making:
liberalization and gradual openin - partal
external' sector. The study has anslup e
the political interventions have }?ezlgic;h ”
in

emergency stabilizati
ion mea
o . sures of

ARGUMENT TO BEWORSETHAN 1991

Despite these strong point is i
argue that the pi= 20?532};1:: .
out to be worse than the 1991 crisis? The mout
disturbing factor is that the Indian econo o=
has now become extremely vulnerablemty
external factors. This was not so in 19910
Three factors may be highlighted in this
context; first, in absolute terms, the current
account deficit may translate into some $100
to $110 billion. What s of great concern s that
the bulk of this deficit, of say, 75 per cent, is
financed by essentially short-term mon’e
namely portfolio investment, externZi
commercial borrowing (ECB) and trade credit
_ all of which are unstable. Only 25 per cent is
financed by Foreign Direct Investment (FDI)
and other long-term flows. Second, the total
external debt amounted to some $375 billion
at the end of December 2012, and the alarming
feature is that about 40 per cent of external
debt matures within a period of one year. At
pest, foreign exchange reserves provide a
cover of less than 80 per cent of external debt.

Current Account Deficit

A current account deficit occurs when a
country is importing more goods and services
than it is exporting (if the reverse was true, it
would beinasurplus). India's current account
deficit has exploded 1125 per cent since 2007,
going from $8 billion to $90 billion. In other
words, India is importing $90 billion more
than it is exporting.

However, in 2007, India had
foreign exchange reserves. It could cover
current account deficit 375 times over.

$300 billion in
its

Cun (|
hav:“:lY. India's foreign exchange reserves
cover%t ne down to $275 billion: it can only
Criate S Ccurrent account deficit 3 times.
urrent account defici
i cit has grown
adily throughout the past 5 years: it did not

];1;:1 i't:da;l:;r; up overnight. Furthermore, two
actors will be at play here. Firstly,

g’:dp\;ih in interest rates in the United States
intema:eirseas ?reates higher incentives for
e In?;-lal investors to invest abroad
M Marlal-.‘ Alreacsly, the impact is being felt.
" ch of this year, foreign exchange

serves have already dropped by $14 billion

d . .
uthe to investors opting to invest intheUSand
other countries versus India.

Secondly, it is important to note that a current
account deficit cannot be labeled as "bad" just
because it is not a current account surplus.
After all, most developed countries run high
current account deficits. A high current
account deficit can be required if a country is
growing and requires imports to fuel growth.
A way to measure the health of a current
account deficitis to compareitto the country's
GDP. Academic studies suggest thata current
account deficit which is 2.5 per cent of a
country'sGDPis sustainable.

What makes India's situation dangerous is
that it is currently at almost 5 per cent of its
GDP. Furthermore, economists polled
around the world are expecting India's GDP
to drop even further this fiscal year.

Foreign Institutional Investments

Foreign Institutional Investments (FIIs) in
India, which had invested some Rs.91, 364
crore since November 2012, are slowly
reversing the flows. This reversal wasa result
of India's deteriorating external economy and
rising global risks, like the Euro zone crisis
and the messing Up of rescue operations of
Cyprus. Time alone will tell whether this
reversal is @ temporary phenomenon OF part

of anemerging trend.
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EXTERNAL FACTORS

After 2010, excess global hquldl_tyhﬂicr)l\;inn%
from the West, the conseqm.ant hlg‘ neem.
ational oil and commodity .prxce.esman_
seamlessly into India's domestic mi

agement of the supply of key resources suih
as land, coal, iron ore and critical food items to

create a potent cocktail onf high inflation ind
low growth, and a bulging CAD. T}'Ee EY
difference between 1991 and 2013 is the
availability of global financial ﬂo‘fvs. In 1991,
western finance capital had not 51gmhcantly
penetrated India. Now, a substantial part of
western capital is tied to India and other
emerging economies where OECD compa-
nies have developed a long-term stake. The
broader logic of the global capital movement
is that it will seamlessly move to every nook
and corner of the world where unexploited
factors of production exist and there js scope
to homogenize the modes of production and

consumption in a global template. This -

relentless process may indeed gather steam
after the United States shows further signs of
recovery. Indeed, some experienced watchers
of the global economic scene have said that a
recovery in the US. will eventually be
beneficial for the emerging economies. This
basic logic will sink into the financial markets
in due course. At present, the prospect of the
U.S. Federal Reserve withdrawing some of
the liquidity it had poured into the global
marketplace is causing emerging market
currencies to sharply depreciate.

There is a more important structural factor.
India's gross domestic savings declined
sharply from 36.8 per cent of GDP in 2007-08
to 30.8 per cent in 2011-12. Consequently,
gross capital information or investment
declined from 38.1 per cent to 35 per cent. If
India could survive the global economic crisis
of 2008, it was largely because India's growth
was sustained largely by domestic savings
and depended much less on inflows of foreign
capital. This strength has now been eroded.
To restore the high saving and investment
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r
rates should therefore form an impor,, b
of our future policy-mix. COmpresSI'n ot
size of the CAD to sustainable levelg the
therefore become imperative. Th;g lshas
important as financing the CAD, Two Polias
recommendations in this context are.
down drastically on imports of golq and C:Ut
India imported a staggering quantity of 1’1?1.
tonnes of gold at a cost of $61 billion j, 201 2
13. India now consumes about one Quarter
total global supplies of gold. This |y, t
import bill contributes about 30 Per ceng E‘;
our trade deficit. In a sense, this is 5 Self.
inflicted wound - gold imports shoulq b
restricted to a small amount, say of $5 billion_
The irony is that now that the American ang
Japanese economies have fully recovered j,
past two quarters and Europe is showip,
signs of recovery, the Indian economy ;g
going through a tailspin. In other words,
while India did reasonably well when the Ug
economy was reeling under the worst globgy
recession since the Great Depression of 1935,
India could not simply cc; * with the after.
effects of the US recovery. As the Americap
economy staged a complete recovery, the Ug
Fed decided to stop pumping in dollars intq
its economy as the investors' confidence was
restored and investors found the US a better
destination and a better bargain thap
emerging economies like India, Brazil, Russia,
Indonesia and Malaysia. Consequently the
currencies of these emerging economies
started a free fall against US dollar. In 1991 j;
was India which was in a crisis; not the world,
Today, most of the world is in a crisis and the
Indian economy is better off than many other
emerging economies. And yet, the situation is
far grimmer this time as this time the common
man is feeling the pinch directly. In contrast,
in 1991, India's crisis was largely a
government crisis which did not affect the
man on the street as much. Economic experts
point toward a contrary phenomenon: that
the fall of the rupee is good for the Indian
economy.

-~

The argument is that the rupee's fall will rein
in the Current Account Deficit, denoting
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much larger imports as compared to exports.
The rupee's depreciation will also inevitably
provide a big and quick boost to India's
overseas remittances as Indians working
overseas would send more dollars back
home. Secondly, discretionary imports, like
fine foods, personal care products and so on
will be discouraged. Third and perhaps most
important, gold imports would inevitably be
squeezed now. Gold imports have been a
huge drain on Indian foreign exchange
reserves and the government has already
taken steps to ensure that importers of gold
are reined in with higher customs duties. The
Indian government can ease the burden on
the rupee and ensure the currency to bounce
back by clearing developmental projects far
more quickly so that more money gets
pumped into the system. India also needs to
release part of its 78-million-tonne food
reserves into the markets as it will generate
more money into the economy and rein in the
spiraling food inflation.

POSITIVE ASPECTS

India is the considered to be the most
attractive investment destination in the
world, according to a survey by global
consultancy firm Ernst & Young (EY). The
Indian economy is expected to grow at 3.4 per
centin the current fiscal, a slight increase from
3.3 per cent in FY 2012-13, as per projections
from the Organisation for Economic Co-
operation and Development (OECD). The
growth is estimated to be even greater in FY
2014-15 (5.1 per cent) and FY 2015-16 (5.7 per
cent).

India's exports have also been doing well,
touching US$ 303 billion in FY 2012-13,
almost double of what it managed (US$ 167
billion) four years ago. Experts express
confidence that the figure will scale US$ 325
billion by the end of the current fiscal. The
US$ 1.2 trillion investment planned in the
infrastructure sector will go a long way in
boosting export performance of Indian
companies and the Indian growth story,
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according Commerce and Industry Ministry,
Government of India. The HSBC Trade
Confidence Index, the largest trade
confidence survey in the world, has
positioned India at the top with 142 points.
The increasing demand due to its population
makes the country a good market for
consumption goods, according to the report.

India's industrial economy is gathering
momentum on the back of improved output
of eight core sector industries - coal, crude oil,
refining, steel, cement, natural gas, fertilizers
and electricity - which, at 8 per cent in
September 2013, rose at its fastest pace in a
year.

The Cabinet Committee on Investments (CCI)
has approved the speedy execution of 36
infrastructure projects entailing investments
of Rs 1,830 billion (US$ 29.28 billion) to boost
investor confidence.

CONCLUSION

There are short and medium term actions
which need to be taken. There is a need for
fiscal correction in the form of reductionintax -
exemptions and tax evasion, and keeping a
check on expenditure. Along with cuts on
wasteful expenditure, it is also important to
bring about an increase in other important
expenditures such as infrastructure and
direct assistance for priority sector. This can
pave the way for a reduction in mandatory
bank lending to the priority sector.

With fiscal correction, the government can
gradually reduce the SLR and CRR and,
hence, financial repression in banks. The
banking sector can then grow faster and play
a greater role in economic development. We
need to explore if FII's can be exempt from
short’ term capital gains tax. Foreign
investments in the retail sector can be brought
in through the creation of a Real Estate
Investment Trust and most importantly we
need to ensure that no part of the government
announces any measures, which would be
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viewed ag business

medium term - we ne
ofc

unfriendly. Over the
ed to address the issue
urrent account deficit by building a robust
exports sector and a strong domestic
Mmanufacturing base.

inflation-indexed bon

than is the case at present. This can reduce

demand for gold and help in other ways. RBI
can also set an example by not buying more
gold, if not by selling its existing gold stock.
This will give it greater moral authority to
advise the public not to buy gold.

RBI can also provide
ds more meaningfully
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