
. CHAPTER-IX 

SUMMARY AND CONCLUDING OBSERVATIONS - - . ' ~· ' . . . 

The fall of the Berli~ Wall i11 ~ 989 and the erid of the cold war removed political and · 
economk barriers oetween th~ _East anc(the We~t ~ndi unleashed a wave of global 
econ.cnni~e integ,ration at a faster sp~eqi during th~ d~cade of i 990:, The Marrakesh 
Agreement signed: in April1994 gave birth td WoddTrade Organisation paving the 

- way for Multiiateral Agreements and changed the rules of global trades. The world 
has become borderless with free flow of goqds and capitals with liberalizati<;>n polices 
on trade and inv~stments. 

The two consecuti~e oil shocks of 1973 and 1-979Greatedbalance of payments crisis 
. . 

in most of the developing countries, which had to rely on external borrowings to meet 
their current account deficits. The BOP problems were aggravated with the world 
recession ofearly I 980;s andfaU inthe pdc6s ofmost of the commodities, which were 
the source of export earnings ·for the developing countries. The. widening trade 
deficits necessitated heavy borrowings from external resources coupled with fiscal 
imbalances at home because of expansionary economic policies, which necessitated 
heavy internal borrowings during the decade of 1980's. The Latin American countries · 
. became early victims of the debt. crisis, which hit their economies one after another 
after the first shock in August 1982 in Mexico, which failed to repay its debts to the 
international lending institutions. These courit~ies had to queue up before the IMF, 
which pr~yided structural adjustment loa11s (SA~s)', and were subjected to. certain 
conditions in the name of policies of stabilization and the structmal adjustments 
programmes. Thus began the era of economic reforms._and structu"fal adjustments in 
the form of liberalization, privatisation and globalis~tion. The developing countries · 
which were hitherto· following the policies of infant industry protection, import 
substitt1tiori and state contr:oll~d economies gradually shifted to, market oriented_ 
economies by dismantling controls and restrictions for ipdustry at home and import 
ft-om abroad. Pfivatisation programmeme started in a, massive scat~ in inost of the 
Latin American countries with open foreign investmt111~. policies-and cut in subsidies 

. - - '' ' ~ ' 
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· and government expenditures in order to control their inflation and fiscal deficits. 
These structural adjustment programmes, which were being followed in Latin . 
American countries, were recoined as 'Washington Consensus'by George Williamson, 
an eminent economist in 1989. 

When Latin American countries were suffering fiom external debt burden and were 
busy with rescheduling of their debts, the international financial institutions were 
looking for new borrowers in the ASl(L'1 countries including India. After the World 
recessions of early 1980's expansionary economic policies were followed in the USA 
ancl most of the European coimtries popularly known as the supply side economiCs. 
This also hacl cascading ~ffects in India. and other developing countries. which 
resorted to h~avy external borrowings. to boo~~ their economic growth. India also 
followed expansionary ecqnotnic policies in lat~ 1980s with huge current account · 
deficits on extern~l sectors and wide fiscal deficits at home co~1pled with high rate of 
inflation. While there was an incre.asein the growth rate from 3.5% during 19 50-1980 
to 5.6% during1980-J990; the. external debts of the country staJted ballooning and 
increasedfrom$23~8billioP. or14.3% ofGDPattheendof 1980.:.1981 to$62.3 billion 
or 22.8% of GDP at the end of 1990791, The current account deficits doubled from 
an annual average of $2:3 billion ( or:.l :3%. of GDP.) during the first half of 1980's to 
an annual average.of $5.5 billion (or 2.2% of.GDP) during the second haif of 1980's. . . 

Consequently. the debtservtce burden also rose. from 7.9% of the cmTent account 
receipts and 14.9%· dfthe export earnings in 1980-1981 to. 21.7% of the current 
account receipts and 29.8% of the export. earning$ in 1990-1991. The gulf war of 1990 

. -

coupled with· increasing oil prices added fuel to the fire. The foreign exchange 
reserves dwindled and reache.dto .a lmv level of.$1.2 billion in mid January 1991 and 
$1.1 billionin·eridJune1991. 

With thjs precarious condition I~d.ia was forced to mortgage its gold to the Bank of . 
England because when theinternationallending institutions stopped further lending 
because of downgrading of ~ndia's.credit rati~g~ International Monetary Fund as is 
popularly known as the lender of last resort came to the rescue by providing structural 
~djnstment_loans along with its conditionalities by.prescribing stmctural adjustment 
programmes as per the design of \Vashingtoil Consensus and thus began the era of 
economic reforms in India whe~1 the new government led by Pri111e Minister Mr. P. 
V. Narasirnha Rao announced New E~mion1ic Policy (NEP) in July 199·1. The NEP 
included major reforms in the domestic sectors as well as the external sectors with 
around 22% devaluation oflndian currenc;r which w~1s made partially convertible on 
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trade account initially and later made fully convertible both on trade account and 
current account. Foreign investments were· allowed with 51% participation in most · 
of the industries under automatic route and with approval of the Central Government 
in selectjve cases. In September 1992 the government announced free access to 
Indian stock market by foreign institutional investors with a cap of 24%, which has 
been gradually increased over the years from 30% to 40% to the present limit of 49%. 
Indian companies have also been allowed to raise money throughADR/GDR route 
and Indian companies have also been allowed to list their shares. in overseas stock 
exchange. Foreign Direct Investment and Foreign Portfolio Investment started 
entering the Indian economy both in the industry and in the stock market respectively. 

India has so far been partially successful in attracting foreign direct investment, 
which in aggregate accounted to $11.96 billion during the initial period of reforms 
(1991-1998) as against cumulative receipt of $1.179 million of inflow till the year 
1990 that is during the pre-refomi period. 

India's share of FDI inflows amongst the developing countries is less than 2% and 
accounted for only 0.7% of its GDP in 1997. The actual inflow has been very poor 
as compared to the approvals granted and in aggregate a·ccounted for only 21.7% on 
annual average during 1991-1998. 

Foreign Portfolio Investment, which is of volatile nature has exceeded the FDI inflow 
and .its cumulative total amounted $15.627 billion during 1991-1998. This includes 
investment by Foreign Financial Institutions of $8.083 billion, Euro issues by Indian 
companies through AD RIG DR 0f $6.363 and offshore funds of $0.908 billion. The 
aggregate amount of foreign investment during the said initial period of -reforms 
accounted to $26.393 billion of which roughly 40% was in FDI and around ~0% in 
Portfolio. Though technically Euro issues are raised through the primary market, 
these are, in fact, subscribed only by foreign institutional investors who take part in 
these issues through their global outfits and do trading in both kinds of scrips i.e. 
shares in the home country exchanges andADR/GDR in the overseas stock exchanges. 
However, the money raised through ADR/GDR route are primarily for use in 
industries by the Indian industries and as such these should be treated as FDI but 
sometimes their end use for other financial restructuring cannot be ruled out. 
Therefore, it remains an open question whether it forms part of FD I or FPI in a strict 
sense though the Reserve Bank classifies it as part of portfolio investments. 
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India which was exclusively dependent on external borrowings to finance its current 
account deficits in 1990 made a. p_aradigm shift through non-guaranteed equity 
funding which has resulted into subst(lntiaLimprovement in debt service ratio from 

·::~~;y. 

· 35.3% in 1990-1991 to 10% in 1997-1998 arid to 16% in 1999-2000 and its external 
debt to GDP ratio has gone downfrom 28.7% in·1990-1991 to 24.3% in 1997-1998 
and 21.9% 1999'-2000. The debt to export-ratio has gone down from 454% in 1991 
to 262% in 1997-98 and 257% in 1999-2000. Its short term total debt ratio has gone 
down from 10.2% in 1991 to 5.4% in 1997-1998 to 4.1 in 1999-2000. Its foreign 
exchange reserve has. gone up from $5.8 billion in 1991 with an import cover of 2.5 
months to $29.4 billion in 1997.:.1998 with an import cover of 6.9 months to $38. 
billion in 1999'-2000 with an import cover of 8.2 months. 

There have been several other positive. improvements in its balance of payments 
situation with current account deficits going down from 3.1% in 1991 to 1.4% in 
1997-1998 and 0.9% in 1999-2000. The contribution of foreign investment in the 
balance of payment which was 0.3% in 1991 increased to 1.3% 1997-1998 with a 
marginal decline to 1.1% of GDP in 1999-2000. 

· One of the basic objectives of the foreign savings either in the form of foreign:; .-::~~~,, 

investment or external debt is to fill the savings investment gap and theJoreign 
. . -

exchange gap apart from the technology gap for higher rate of growth i~ the country. 
The domestic investments depend upon two factors- the available domestic savings 
and the foreign savings. The domestic investment climate, which is determined by the 
market forces generally, determines the aggregate investment requirements in the 
country. The growth rate of the country depends on the amount of domestic 
investment and the incremental capital output ratio or total factor productivity. 

-
The amount of foreign investment requirement depends upon the savings investment 
gap, which has gone down from 3.2% in 1991 to 1.5% in 1997-1998 and 1% in 
1999-2000. This is due to a decline in gross domestic investment from ~6.3% in 1991 
to 25% iri"1997-1998 and to 23.3% in 1999-2000 and a~imultaneous decline in gross 
domestic savings from 23.1% in 1991 to 22.3% in 1999-2000 with a marginal 
increase to 23.5% in 1997-1998. Thus although there has been an increase in the flow 
in the form of foreign investment there has been a decline in its necessity due to 
substantial decline in savings investment gap. Though the capital account receipts 
remained mof¢:~rless stagnant, there is a marginal decline from 2. 7% in 1991 to 2.3 % __ · _ 
in 1997-199$-~hd 1999-2000 but there is a decline in the receipt of external debt,. 
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which has been offset by the increase in the foreign investment. However, due to 
declineincurrentaccountdeficitsfrom3.1% to 1.4% in 1997-1998 and0.9%in 1999-
2000 the foreign exchange gap has also come down during the reform period. The 
current account deficit determines the foreign exchange gap. Since there was a 
decline in savings investment gap as well as in the foreign exchange gap the foreign 
investment inflow, which has the function to fill the gap, did not receive any 
motivation because of the lack of demand in the country. 

. . 

-·.-. 

Thus the first conclusion that can be arrived at is that it is the local demand of the . 
foreign capital, which determines the flow of foreign investment and is also known 
as the 'pull factor' and if this does not work the external factors or the 'push factor' 
also does not work effectively. It is the combination of pull and push factors, which 
lead to the growth in the foreign investment flow particularly for the foreign direct 
investment, which is purely based on the long-term investment requirement of the 
country. It is noticed that though there is huge requirement for the foreign capital in 
terms of the needs. of the. development of infrastructure of power, road 
telecommunication etc. in the country but due to several combination of factors in 
the domestic economy, which is passing through a transitory phase, the demand of the 
foreign capital is not picking up. The second inportant point of serious concern is the 
decline in the domestic savings which in other words reflect decline in the savings 
income ratio. 

The foreign capital, which has come through portfolio investment also remaill~. 
unutilized. and underutilized. Therefore the first and foremost requirement for . 
increase in.FDI in the country is to create prop~r policy framework, which can give 
a boost to the domestic investment. What is noticed is that due to lack of demand in 
the domestic market and due to lack of export competitiveness of the Indian industries 
in the export market coupled with increase in·supply due to liberal imports has made 
the investment sluggish in the post reforms period and there is a decline in domestic 
investment by 3% in the year 1999-2000 and by 1.3% in the year 1997-1998. The 
increase in the GDP growth rate during the Eighth Five Year Plan period to 6.8% was 
mainly becaus.e of growth in service sector particularly the information technology 
and partly because of growth in the demand of capital goods in the initial period 9f 
reform because of liberal industrial policies. The Indian industry is passing through 
a phase of slowdown for the past 3-4 years since 1995 mainly due to decline in public 
investment, which has substantially gone down in the post reform period. 
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The policy errors of 1980s with expansionary policies resulted into heavy borrowings 
both at home and abroad. This led to a situation of unmanageable fiscal deficits and 

''· .·· · current account deficits followed by high debt service ratio, which finally resulted 
intoBOPcrisis in 1990. The change in policy directions in 1990s manifesteda U-turn 
by contractionary policies by giving more thrust on controlling the fiscal.deficits and 
inflation. This has resulted into decline in public investment, which was the main 
engine of growth in the earlier decades. This had a cascading effect in the general slow 
down in economic activities and decline in private investment as well. The industrial 
growth therefore slowed down and the overall domestic investment as well as the 
domestic savings have declined. The tight monetary and fiscal policy at home with 
liberalised policy of trade and foreign investment has dampened the investment 
climat~ in the country. The Indian industry, which was dependent on the demand of 
their industrial goods by the public sector has failed to adjust with the competition . 
with multinational companies and free import of commodities. The situation in 
India looks similar to Mexico, which had adopted stabilization policies after the debt 
crisis of 1982. There was a general decline in economic activities in Mexico during 
1982-91 when its GDP growth declined to an annual average low of just 1.4 percent 
for ten years. Indian situation is slightly different because it is comparatively at a 
lower stage of economic development as compared to Mexico which is a middle 
income group country as per the IMF standard and secondly in the new era the service 
sector is playing a major role in the economic development. However the point of 
emphasis is on the policy undertaken in haste in both the countries in the aftermath 
of the debt/b.o. p. crisis as per the IMF prescription and guidelines. China did not face 
this kind of problem with the reforms because it followed the path of gradualism and 
with proper sequencing by beginning the reforms in the agricultural sector and a 
gradual shift to industry and finally liberalizing the external sector by developing 
proper infrastructure at home. Thus India needs to learn many lessons from China, 
which has been able to achieve a sustained growth of 9.6 percent during the early . 
period of reforms in 1982-91. 

The second conclusion that can be drawn is that in India the economic reforms star(ed 
in haste by riding on all the horses at the same time. The internal sector reforms should 
have been introduced first and allowed Indian industry to adjust gradually with the 
international competition. The labour market reforms and sett~ng up of Special 
Economic Zones which are of recent origin should have preceded the open policies 
for FDI with transparent policy framework and desired infrastructure as was done in 
China which has been able to attract 25.7 per cent of FDI flowing to the developing 
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countries during 199J-98 as against India where the FDI share was only 1.4 percent 
during this period. 

The second aspect of the foreign investment is the inflow of. foreign portfolio 
investment, which is almost :new to the Indian economy and to the Indian capital 
market After the entry of foreign institutional investors in the Indian stock market its 
market capitalization has gone up substantially along with increase in number of 
listed companies in India. The· market capitalization to GDP ratio· has g<?ne up from 
36.2 in 1991 to 52.6 in 1997 and the number of listed companies has gone up from 
2,556 in 1991 to 5,843 in 1997. However, the turnover ratio has declined from 57 to 
42 in 1997 but it touched a lowest point of 10.5 in 1995. 

The studies made on the inflow of the foreign portfolio investment in India reveals 
certain basic findings. Firstly it has been noticed that out of the total capital flowing 

. to the developing economies during 1993-1998 India received 1.4% towards direct 
investment, 6.1% towards portfolio equity 5.6% towards foreign currency bonds and 
there was an outflow of -0.2% for the bank lending. The receipt in the form of bonds . 
were in fact towards the convertible bonds through ADR/GD~. routes which were 
ultimately converted into equity shares and thus the total flow in portfolio equity is 
11.7% which is tenfold of India's share of FDI in the developing economies. It is 
pertinent to make it clear that of the total inflow of the foreign investment in India 
portfolio accounted for 60% and the balance 40% came through direct investment. 
The above ratio suggest that. on the one hand there is vast potentiality to exploit the 

~-·· 

FDI inflow in the developing economies of which China shares more thim 25% and 
on the other hand there is a need to balance the ratio between direct investment and 
the portfolio investment. It is found from the study of portfolio investment in case of 
Mexico and South East Asia that portfolio investment has easy-come and easy-go 
nature and therefore the real success of reforms depends on ifihease in the ratio of 

· direct investment to portfolio investment which is a case in China where the FDI 
inflow account for more than 90% of the totaL foreign capital inflow. It is further 
noticed on a comparative study on China and India that China was more successful 
in attracting a large capital flow in its country both in the form of FD I and portfolio . 
accounting for 25.7% of total FD I inflow in the developing country and 15.2% of the 
portfolio investment during 1993-1998. 

:I'he second finding of the study is that out of 480 foreign institutional investors 
registered with SEBI for operation in Indian stock markets only a handful of them 
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dominates the Indian market by contributing over 40% of the total investment of $9 
billion made up to November 1997. The growing dominance of the Fils has weakened 
the strength of domestic institutional investors such as the UTI in the country. The 
volatility of the portfolio investment by Fils is evident from the fact that though the 
cumulative net investment by them has increased during the period of reforms there . 
is substantial fluctuation in the net amount invested in each year. For instance, their 
net investment increased from $827 million in 1993, to $2165 million in 1994 but 
declined 'to an almost 50% to $1191 million in 1995. This could be due to 'Tequila 
Effect,' which took place in all the emerging market after the Mexican Peso Crisis in 
December 1994. The net investment again increased by more than 150% to $3058 
million in 1996:. Their behaviour is like 'flying geese' from one market to another 
market because there are no restrictions on capital account for the FII's even though 
India has not adopted capital account convertibility so far. What is noticed is that the 
FII' shave the herd instinct as became fully evident during the South-EastAsian Crisis 
in 1997. In November 1997 when the 'Asian Flu' was spreading through the globe 
they became a net seller in the Indian stock market. This was the first such negative 
behaviour noticed since their first entry in India after September 1992. It may be. 
noted that Indian capital market is becoming gradually integrated with the global 
capital market. On 19th October 1987 when there was worst ever crash in the US· 
stock market Indian stock market was not affected. However when the world stock . 
market crashed in November 1997, there was a major crash in Indian market as well. 

. The volatility was reflected once ·again in the year 1997 with pull-out of funds by the 
Fils, which they had brought in before the crash and their net investment fell down 
by around 43% to $1747 million in 1997. The Fils continued to remain a net seller 
after the Asian Crisis and in the year 1998 there was a net outflow of fund from the 
country to the extent of $338 billion, which was a single instance of net outflow in 
any single year after their entry in the country. In terms of percentage there was a net 
outflow of 120% against an inflow of $1747 million in 1997. 

The third feature which has been noticed in the study is that with the growing amount 
·of portfolio investment in the count.ry the ratio of the hot money flow to the foreign 
exchange reserves has increased over the period from a low of 37.5% in 1994 to 
53.52% by March 1997, and then to 78.80% by February 1998. The above data are 

·on the basis of the stock of short-term debts, investment by FII's and the proceeds 
through ADR/GDR issues. The NRI deposits, which amounted to $20.39 billion in . 
1997, are not included in the hot money basket, although in 1990 the NRI's did not 
hesitate to pulL out their funds at the time of BOP crisis. The above data suggest that 
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even with a low amount of current account deficits the high volume of hot money 
contents may" create problems at the time of any financial difficulties. However the . 
fact that with the floating rate of exchange, India has been able to weather the Asian 
<;risis in 1997 although Indian rupee declined by more than 25% against US$ from 
33.50 in 1997 toRs. 42.07 in 1998·. 

The fourth point, which has surfaced through the study, is that the small investors have 
remained a loser with the increase in volatileness in the stock market prices due to 
heavy fluctuation in the daily price movement. The entry of Fils in the Indian Stock · 
market has failed to invigorate small savings, rather too much Fils involvement has 
scared small· savers/investors: away fmm the market. This is evident from the 
substantial decline in the resource mobilization by the corporate sector through 
primary market which has come down from Rs.l6117 crores in 1995-1996 to 
Rs.l0400crores in 1996-1997 and to Rs.3i38 crores in 1997-1998. Besides this the 
small investors have also suffered heavily with decline in their asset value with drastic 
fall in a large number of scrips, which are not the favourite of the Fils. 

Another important aspect of study on FD rand FPI flows in India reveals that although 
FDI inflow has not been able to create any substantial impact on the Indian economy 
during the period ( 1991-1997) the foreign Portfolio investment has manifested its 
influence in the Indian capital markets as observed in the earlier paragraphs. What 
has been seen above is that the FDI has created some influence on the external 
sectors with improvement in the vulnerability ratio of external debt to GDP, short
term debt to foreign exchange reserve, and debt service payments as a percentage of . 
current receipts and debt service ratio. It has also added to some extent to..the foreign 
exchange reserve but the above improvement in the external sector has been possible 
with the· combined strength of the inflow, which has come through the portfolio 
jnvestment. It has neither added to the overall domestic investment which has rather 
gonedownfrom26.3% in 1991 to 25% in 1997-1998 and the domestic savings which 
has also been adversely affected by going down from 23.1% in 1991 to 22.3% in 
1999-2000. This could be possibly due to the short span of the study of six years from 
the inceptions of the reforms. In China, which began its reforms in 197 8 took a long 
time to create any influence in the inflow of foreign investment especially the FDI 
which had started pouring in Chinese economy with a heavy inflow in 1990s that is 
almost after 13 years of reforms in China. 

Another important aspect of the study is that the multinational companies operating 
in India spend huge amount for import of raw material and stores for their industrial , 
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operation and their expenditures in the foreign currencies far exceeds their earnings 
through exports. Although separate data are not available for FDI in the form of 
setting up of new industries and the investment made through the merger and 
acquisition the crowding out effect of domestic industry by the multinational 
companies cannot be ruled out because the liberal imports and reduction in import 
duties have weakened the marketing strength and viability of domestic concerns and 
brown field investments are taking place in the country in larger quantity as against 
the desired Greenfield investments. 

A comparative study of FDI between India and China reveals that China has been 
more successful in attracting FD I than India. FD I in China: accounted for more than 
14% of its gross fixed capital formation as against India where it was only 4.2% in 
1997. C~imi has received more FDI than portfolio investment and the actual inflow · 
in China is proportionately much _larger as compared to the approved FDI. The ethnic 
Chinese play a vital role in FDI inflow in China as compared to Non Resident Indians 
(NRis) in India's foreign direct investment. The setting up of Special Economic 
Zones and economic decentralization have played an important role in China as 
against India where bureaucratic hurdles delay the process of actual inflow of FDI. 
Reforms in China were carried on iri phases through proper· sequ~ncing. The 
multinational companies have also played an important roly,in increasing the export 
earnings in China. 

Although communism dominates in China and democracy in India, in both the 
countries the state was the engine of development between 19 50-1951 to 1990-1991. 
State-led industrialization gave the driver's seat to state enterprises and efficiency 
improvement, based on profit maximization idea, faded into insignificance. China 
chose the path of 'gradualism' when it started its economic reforms with the 
ascendancy of Deng Xiaoping in 1978. China gradually allowed for greater · 
independence to Provincial and Local Authorities and also permitted individual 
initiatives by farmers and small business enterprises. 

Recent studies (McMillan an Naughton 1992) show that productivity has risen 
dramatically in China between 1989-1990 and 1992-1993. During the same period 
productivity marginally declined in India. The Incremental Capital Output Ratio 
(ICOR) sharply declined in China while it marginally'"fell in India between 1987-
1988 and 1992-1993-. 
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The Chinese miracle is not based on a "shock therapy" (McMillan and Naughton, 
1992) but rather on a 'gradual therapy,' which could deliver_ the goods since Chinese 
economic structure is somewhat helpful to reforms. If we take an overview, ~Newill 
find that the reforms in China were gradual, incremental and often experimental. 

Both China and India has been able to weather the South East Asian Crisis of 1997 · 
. and thus prove that both the economies are resilient to any exte~al shocks mainly 

because of their huge domestic marke~ and comparatively lesser exposure to the 
international world. 

One very noticeable finding that has come under study about China is that despite a 
heavy inflow ofFDI from 1991 through 1997 the growth rate in China has declined 
continuously since 1993. The GDP growth rate in China in 1992 was 14.2%, which 
gradually started declining from 1993 and reached to a level of 8.8% in 1997. Another 

· important feature, which has surfaced during the study, is that with the decline in the 
GDP growth rate the rate of inflation has gone high. For example the GDP growth 
declined from 13.5% in 1993 to 12.6% in 1994 whereas the inflation rate went up 
from 14.7% in 1993 to 24.1% in 1994. The inflation continued to remain high in 1995 
at 17.1%while the growth rate declined further to 10.5%. The above feature gives an 
indication that the surge in FDI inflow has not succeeded in boosting the growth rate 
. . . . . . 

in China during the decade of 1990s, which had already an average growth rate of 
9.6% during 1982-1991 when the inflow ofFDI was nominal. 

Apart from the above observations about the impact of foreign investment on the 
Indian and Chinese economy there are some other findings, which emanate from the 
studies of Mexican Peso Crisis in 1994 and South-East Asian Crisis in 1997. There 
are some similarities between the Mexican crisis and the South-East Asian Crisis. The 
broader points of similarities between the two crises are shown below. 

The large current account deficits ranging between 7% and 8% of GDP, the fixed 
exchange rate regimein both·economies, the free capital account convertibility and 
the large inflow of short -term debts were experiencedby both the economies. Both the · 
crises can be classified as the currency crises. The most important common features 
of both the economies were that they were cited as miracle economies just before the 
occurrence of crises. There was no sign of either high fiscal deficit or high inflation 
rate and their economies were booming with buoyant financial markets including the 
property prices and sha-re prices. However, it was noticed that in both the countries 

' 
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there were abrupt changes in the attitude of the investors, which led to panic and 
massive outflow of capital. In both the cases the capital inflows contribute~ to a very 
pronounced expansion of aggregate demand, a considerable increase in stock and real 
estate prices, accelerated growth of bank assets and liabilities, and sizeable 9urrent 
account deficits. However, when the crisis took place, it affected their growth rate, . 
which came down substantially. In case of Mexico where the growth rate was 4.5% 
in the year 1994, there was a negative growth of(-) 6.2% in 1995. Similarly, in 
Thailand where the growth rate was 5.9% in 1996, there was a negative growth rate 
of(-) 1.8% in 199'7. 

Another noticeable feature in both the crises has been an increase in the level of 
foreign direct investment inflow, although there was decline in the inflow of the 
foreign portfolio investment. This . clearly proves the volatile nature of portfolio 
investment, which became the cause of crisis in both the economies. However, the 
increase in the FDI particularly after the South East Asian Crisis in 1997 which 
resulted into substantial increase in FDI in Korea and Thailand was on account of 
purchase of domestic enterprises by the multinational companies at throw away 

. prices, popularly known as 'Fire Sale FDI". The increase in FDI in Korea was quite 
substantial from $2.8 billion in 1997 to $5.1 billion in -1998 and in Thailand it 

. increased from $3.7 billion in 1997 to $6.98 in 1998. This observation is based upon . 
two reasons. Firstly, the slump in the stock market and the drastic fall in the external 
value of the local currency has a cumulative effect whereby the investment through 
merger and acquisition take place in the crisis hit country in a big way. Another reason 
·'is-the desperate sale of the domestic companies by the local entrepreneur who look 
out for resourceful persons to bail them out from their short-term liabilities. 

One common but unique feature of the Mexican crisis as well as of the Asian crisis 
is that the short term debts and foreign currency bonds were the main propellers of 
the crisis. The portfolio equity played a very minimum role. The reasons for equity 
investment not flowing out has been noticed as it is invested in local currency whereas 
the short term debt or the bonds are denominated in foreign currency. At the time of 
crisis the bonds and the short-term debts can pull out easily if there is capital account 
convertibility. However, equity investment has to be sold first at the local stock 
exchange at the reduced market prices and then converted the realised market value 
into foreign currency at a lower exchange rate. The loss attributable to equity market . 
was measured as(-) 81.2% and to the exchange rate(-) 73.5% in case oflndonesia 
between 1st July 1997-18th February 1998. The extent of incidence during this 
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period was more or less similar in other Asian countries (See Table V, Chapter VII). 
Similar was the case of Mexico during the Peso crisis in 1994 where the meltdown 
in stock market was measured as (-) 28.12% and in the exchange rate was (-) 98.12% 
during the crisis period between December 2, 1994 to March 31, 199 5. In such a 
situation the pull-out by the equity investors may happen at a very high east. For 

· example, an investment of equivalent to, say, $100 in Indonesia before cfisi(:~, 

would have fetched only $18.8 in the stock market in terms of the local currency due 
to fall in stock prices and a further loss on account of exchange rate loss. The investor 
would have received ultimately $5 only .. 'Fhus the real effective loss to a portfolio 
investor would have been 95%. The loss on account of bonds or short term debts on 

· the other hand would have been nil because they are either non-securitised or are 
traded at near their face value and since they are denominated in foreign currencies 
there is no loss for meltdown on stock market or in the currency rriarket. The bonds/ 
short-term debts are also generally guaranteed by the Govt. of the host country and 
there is also the support of moral hazard, as generally, the IMF provides the bailout 
package to the crisis hit countries beyond their normal quota (See Table.- X, Chapter 
VII). Thus it can. be concluded that the short -term debts and bonds are more 
volatile than the portfolio investment in equity shares. The study has also noted that 
between the portfolio market and the currency market the portfolio is less volatile 
than the currency markets because in case of portfolio the investor has plenty of 

· choices for switchover from one scrip to another. This choice is limited in case of· -
currencies, which are very scarce in numbers say US dollar or pound sterling or the 
Japanese yen. 

The study also notes that the incidence of the crisis is very high on the GDP growth 
rates and the output loss (See Table VI, Chapter VII). In case ofThailand the duration 
of the crisis was about 16 months in the financial market and 7 quarters in the real 
sector anci the extentofthefinancialmeltdown during the crisis was 74%. In case of 
Indonesia, the duration of the crisis was 20 months in the financial sector and 8 
quarters in real sector and the extent offinanc.ial meltdown was 92%. The incidence 
of the crisis on inflation and interest rate was also very high in all the crisis- hit 
countries. In Thailand the inflation was 10.7% in June 1998 but in Indonesia it was 
82.4% in September 1998. The interest rates were 2398 basis point1 above in 
Indonesia and 965 basis points above in Korea during the crisis period between July 
1, 1997- February 1998. However the incidence was minimum in Philipines and 

· Thailand (See Table IX, Chapter-VII). 
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Before the crisis, Thailand, and so also the major South-East Asian economies, had. 
been enjoying a long period of high growth, and had sound macro-economic 
foundations with very high domestic savings ratio. As compared to this, India's GDP 
growth has been hovering around 6% and the economy suffers from weaker macro
economic fundamentals. It is to be noted from the Asian crisis that an economy may 
be a victim of the forces of globalisation even as it is enjoying high growth and has 
sound fundamentals. 

The collapse of the high-growth Thai economy lay in its de-regulated banking sector 
that had indulged itself in excessively bad and risky lending. Secondly, there was 
over-investment in a particular sector (i.e. real estate) where the commercial banks. 
had lent heavily. Sudden collapse of prices in the real estate market had resulted in 
huge bad loans and losses. But the collapse took place with the onset of the financial · 
panic in the immediate aftermath of devaluation of the Baht. 

Devaluation of the currency had some logic. Thailand had a major problem of large 
and growing current account deficit even though all macro-economic parameters 
were· fairly sound. Devaluation of the Chinese currency in 1994 h~d affected the 
competitiveness of Thai exports, resulting in slower export growth, while high GDP 
growth was maintaining import growth at a much higher level. In this context, 
devaluation of Baht was a logical step. But this, coupled with the crisis in the banking 
sector following crash of the property prices, had triggered a financial panic and 
subsequently large- scale outflow of capital. The panic had soon engulfed the 
neighboring high-growth economies of Malaysia and Indonesia, and subsequently 
South Korea, where too there was a high incidence of bad and risky lending, and crony 
capitalism was at its worst. 

The crisis that had ensued in these high-growth, high-savings, and high-investment · 
economies has many useful lessons and the severity of the impact highlights the need 
for prudent management of our economy. The following are some of the important 
lessons : 

High growth tends to hide many serious problems creeping in the system. It needs 
better monitoring and vigilance. High growth situation calls for better governance. 
Unregulated forces of free market can spell a serious disaster even in a situation of 
high growth. Market forces need effective and transparent regulatory framework. 



Quality of lending as well as investments are important factors to monitor in an . 
environment of de-regulated financial sector, though de-regulation of this sector per 
se was not at fault. 

High foreign exchange reserves, especially when it is due to short-term foreign 
capital, cannot be cause for satisfaction. Current account deficit is a critical parameter 
that needs to be kept under controL High GD:P growth and large investment growth 
can lead to a serious current accourit deficit in the absence of matching export growth. 
However, it has been noticed that generally high growth with large surge o is usually 
accompanied by high current account deficit. There is a correlationo between savings 
investment gap and foreign exchange gap, which is usually reflected in current 
account deficit. China is an exception to the rule that high growth has been 
accompanied by high export growth and low current account deficit. Mexico and 
South-East Asian Countries, however had high growth with higher rate of current 
account deficit. w such a situation, pegged exchange rate can also have inherent 
threats. The South- East Asian countries had pegged their currencies to the US dollar. · 
Devaluation of Baht, as it was pegged to dollar, had led the speculators to suspect the 
real size of foreign exchange reserve and fueled financial panic. Appropriate 
exchange rate policy, therefore, assumes .critical importance. "The ubiquitous feature 
of recent emerging market crisis is that the exchange rate defense, typically ending 
in a devaluation, has often been followed by a rapid and ferocious withdrawal of 
credit' by foreign investors. It is the panic, not the devaluation itself, which leads to 
the acute damage to the emerging mar~ets and to the creditors". (Jaffrey D Sachs and 
Wang Thye Woo, 1999) 

An economy with high domestic savings should avoid excessive exposure to external 
deb(especially short-term, when domestic cost of capital prevails high. However, in 
a de-regulated free market economy, low-cost foreign capital (even if short-term) 
tends to replace (usually high cost) domestic capital. In the crisis-hit economies of 
South-East Asia domestic rate of interest was maintained at a much higher level, 
compared to international level. One of the reasons behind the bad lending by the 
domestic financial institutions and commercial banks was large discrepancy between 
cost domestic of capital and cost of foreign capital. 

Finalty, though capital account convertibility did not per se lead to the crisis, it did 
facilitate the flight of capital when the crisis broke out. While there is need for caution 
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about introduction of capital account convertibility, an economy with capital account 
convertibility needs careful management. To sum up it may be said that structural 

" d~ficiencies were the main reasons behind the Asian Crisis although macroeconomic 
management was proper. The above finding is supported by the following facts : (i) _ 
Financial sector's inability to manage the large inflow of capital; (ii) The lack of 
ability to allocate capital resources efficiently; (iii) Poor corporate governance; (iv) 
Mismatch between short-term funds for their use in long gestation projects; (v) 
Speculative investment of short-term funds in stock market and Real Estate. It was 
more a capital account crisis' as against the current crisis. 

It has been observed in the study that capital account liberalization is not a pre
condition for large capital inflows. Though it helps in creating a conducive policy 
environment it does not have any direct bearing on increase or decrease of capital 
flows. China is a live example with high amount of FDI inflow without capital 
account convertibility and therefore India should not make haste in going for it at least 
in the near future because its adverse effects have been observed in both the recent 
currency crises in Mexico and in Asian countries. 

The Indian economy today is very· different from the pre-crisis situation of the . 
South-East Asian economies. The factors that had led to the crisis in those 
economies do not exist in the· Iridian economy. However, it has its own potential 
risks. It is a much weaker economy open to globalization and external competition. 
Health of the external economy is critically dependent on portfolio investment by 
the Fils, though the extent of private short -term debt in total external debt is low and 
the size of external debt itself has declined in recent years. Percepti.on and sentiments 
of the Fils have significant impact on our capital market and the level of forex 
reserves. 

' Further, with more and more Indian companies going for external commercial 
borrowings and listings in the stock exchanges abroad, exposure to international 
financial crisis is growing. Any future stock market crisis anywhere in the world 
e~onomy, and especially in the US, may have much greater impact on our stock 
market. 

Unlike in the South-East Asian countries, the foreign investors have not built 
much long-term stakes in the Indian economy. Flow of FDI has been minimal, 
compared to China and the emerging market economies. Uncompetitiveness 
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of the domestic enterprises and liberal trade policy, with restricted export 

opportunities, hold the threat of a large current account defic;it as GDP growth 

picks up. India should have sufficiently high export growth in order to finance 

1m ports at higher levels. In this context, it is felt that their is an urgent need for 

developing a suitable strategy for globalisation of the Indian economy, a· 

strategy that can make it a strong and competitive global economic power by 

avoiding the possible pitfalls on the way . 

. The rapid growth, geographical spread and international integration ofTNC activities .. 

make it increasingly difficult to draw traditional distinctions between domestic and 

foreign firms or between production in different locations. Take, for instance, the 

' ownership of companies. National boundaries are becoming blurred as firms start to 

list their shares in several stock exchanges an_d spread head office functions across 

countries. Over time, some companies may disperse ownership so widely that their · 

"nationality'' becomes very difficult to define. TNCs have often been referred as 

stateless, but their spread and interests place them increasingly above individual 

national interests2;. 

The ultimate objective of FDI liberalization is to enhance economic growth and . 

welfare. Developing countries, in particular, have increasingly turned to FDI as a· 

source of th~ capital, technology, managerial know-how and market access, needed 

for sustained economic growth and development. The move towards more open FDI 

regimes has been accompanied by a shift in many countries ·towards greater 

. deregulation of economic activity and greater reliance on market forces in their .. 

domestic economies, as well as on international trade and factor. movements 

(especially those relating to capital and skilled human resources). 

To sum up, an inference can be drawn that India still needs to strengthen its policy 

measures towards foreign investors, if it wants to be a leader for claiming bigger 

chunk of FDI among the Asian developing countries. For this the first and foremost 

step should be to step up its rate of economic growth. Iii the second instance, there 

is a strong need to bring about correlation bet'Yeen the FDI inflows and domestic 

investment. The enormous amount of foreign capital pouring into the economy 

preferably through foreign direct investment and in other forms such as Fils and Euro 

issues, as replacement for loans and aids for development needs of the developing· 

world in general and India in particular have created a global equity culture in the the 
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financing pattern of the industries. The Government should therefore make every 
effort to tune the foreign investment policy measures to suit the develop~ental needs 
of our economy. There is a need to reduce the plethora of approval required now for 
setting up industries and the flow ofFDI would multiply if India could roll back the 
red tape and roll out the red carpet to the foreign investors in the desired direction in 
infrastructure ~nd high-tech areas. However, the country must keep a watch and make 
proper representation against the undue demands of the European Union and OECD 
group of countries for adoption of multilateral investment treaty to be monitored by 
the WTO, which inter-alia includes a-demand to give national treatment to MNCs and 
removal of all control in the host countries. 

Investment is a key factor in ec~nomic growth. Practically all empirical studies of 
inter-country differences in growth rates suggest that high growth is associated with 
high investment rates. Recent endogenous growth theories also reinforce the link 
between investment and growth. 

In a closed economy, with no access to foreign savings, investments are financed 
solely from domestic savings. However, even in open economies, it remains an 
empirical regularity that countries tp~t have achieved a high rate of investment also 
have high rates of dom~stic savings. This implies that, in most countries with superior 
investment performance, foreign investment helps development process. They 
permit domestic investment in a country to exceed its own savings. However in India, 
there are contrary evidences with decline indomestic savings and domestic investment 
over the reform period covered under study. (See Table XVI Chapter IV) 

FDI has come to play a growing role during the 1990s within international flows of · 
capital. The development priorities of developing countries include income growth 
rising investments and exports, creating more and better employment opportunities, 
and benefiting from technological progress. 

Foreign direct investment can play an important role' in the development process. 
However, the objectives ofTNCs differ from those of host governments: governments 
seek to spur national development, while TNCs seek to enhance their own 
competitiveness in an international context 

A vital part of the new context is the need to improve competitiveness, 
"competitiyeness". We may define as the ability to sustain income growth in an open 
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economy setting. In a liberalizing and globalizing world, growth can be sustained 
only if countries can create new, higher value-added activities that hold their own in 
9pen markets. This requires many things. Central among them is the ability to use new 
technologies efficiently and furnishing the requisite skills and institutions. 
Globalization also affects TNCs. The ownership advantages tha~ account for their 
international activity are changing in line with technical change and shrinking 
economic space. Rapid innovation and deployment of new technologies in line with 
logistic and market demands is more important than ever before. The rising complexity 
of information :flows and the diversity of possible locations mean that TNCs h~ve to 
organize and manage their activities differently. The spread of technology to, and 
growth of skills in, different countries means that new TNCs are constantly entering 
the arena to challenge established ones. 

A striking feature of the new context is how TNCs are shifting increasingly their _ 
portfolios_ofmobile assets across the globe to find the best match witht~e immobile,.,_,. . 
assets of different locations. In the process, they are also shifting some functions that 
create their ownership assets like R&D, training and strategic management to 
pifferent locations within an internationally integrated production and marketing 
system (the process of "deep integration"}. 
Foreign direct investment has been welcomed by developing ~ountries for two 
reasons. One, it adds to the total investible resources and second, it acts as a vehicle 
for transferring various technological and managerial resources- all in one package. 
Such investments are expected to bring with them advanced ·technology, modern 
management skills and access to new external markets. 

One advantage of foreign investment to the recipient country lies in the fact that the 
outflow of funds is linked to the success of the project. Servicing of the capital begins 
only when the investment reaches the profit making stage unlike commercial 
borrowings where servicing begins shortly after disbursement. While borrowing _ 
goes to aug111ent the investible resources in the'short term and medium term, direct 
investment in"equity provides resources on a much longe(basis. Also, in the case of 
direct investment, outflows in the form of profits are pro-cyclical as profits are 
psually made when the economy is doing well. 

It must be recognised that many countries in the past have expressed_some reservations 
regarding foreign investment. Fears have been expressed on the adverse impact on 
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domestic entrepreneurship, profit manipulation through transfer .-pricjng and 
interference in politics. These concerns have led to some conditions being put on the 
extent of equity holding and the activities in which foreign firms are welcome. · 
However, there has been a signi:Ucant shift in perception. There is also an increasing 
recognition on the part of foreign firms that they should pursue policies in line with 
the host countries' overall development strategies and that their activities must be in 
tune with the local aspirations. 

Although foreign investment policies have been liberalised in India since_1991, there 
is by no means unanimity of views among experts, and indeed the public, on the 
effects of such investment in India. The first is the political argument that large-scale 
foreign ownership of industrial assets could pose a threat to national sovereignty or 
mortgage the national interest to foreigners. The only practical way of preventing 
such a possibility from arising is to ensure that foreign investment is subject to 

. domestic laws and domestic industrial policies and India should continue to fight 
· against the ill motive efforts of imposing "Multilateral Agreement on Investment" by 
the WTO. A second set of arguments against foreign investmenrconcems possible 
welfare-retarding cross-border transactions between the parent company abroad and · 
the subsidiary company at home (e.g., 'transfer pricing' leading to transfer of capital 
abroad). With the lowering of tariff levels and the removal of domestic investment 
restrictions, the temptation to raise costs artificially should now be less. The correct 
answer to the problem of 'transfer-pricing', under present circumstances, 'is to 
encourage competition and further reduce barriers to new investment. 

India's economic progress has largely been triggered by domestic investment. Bulk 
of the investment resources have come from domestic savings. 'Lhis will continue to 
be so. Nevertheless, foreign direct investment is crucial for the economy not only 
because it adds to the investment resources in some of the critical sectors, but also 
because of the transfer of technology and other skills, which come along with foreign 
direct investment. 

External capital flows to· developing countries have undergone fundamental changes 
during the past three decades. More recently they have been influenced by rapid · 
liberalization of financial markets _and privatization of economic activity in developing 
countries. The private sector has become the principal borrower in international 
capital markets and recipient of other private financial flows.· FDI inflows have 
increased in importance during the 1990s, becoming the single most important 
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component of total capital flows to developing -countries: their share in total flows 
increased from 28 per cent in 1991 to 56 per cent in 1998 . 

. FD I inflows include, however, only part of the financing of foreign affiliates in host 
countries. They are internal to a TNC system, originating from a parent company or 
form retained earnings. Affiliates can also raise funds (through bonds, loans, etc.) 0 

from sources external to their corporate system including domestic capit~l markets 
of host countries and international markets.To the extent that these sources are in 
international capital markets, they increase the inflow of foreign financial resources 
for development. 

As regards the contribution of FDI flows to external financing; one <;>f the three 
components of FDI, retained earnings, requires special attention. Retained or 
reinvested earnings may be viewed-based on a residence principle and in the absence 
of transfer from abroad - not as an infusion of fresh capital from abroad (Vernon, 
1999); b\.!t.a?::~omestic savings . 

. -~:~~ . .:·:·· . : ... 

Financial integration between an emerging-market country and the rest of the world 
has many advantages. First, for a successfully developing country, the rate of return 
to gomestic capital is sufficiently so high that investment can be financed more 
cheaply by borrowing from abroad than out of domestic saving alone: Second, 0 

investors in richer countries cai_J. earn a higher rate of return on their saving by 
investing in the emerging market than they could domestically. Third, everyone 
benefits from the opportunity to diversify risks and smooth disturbances. Fourth, 
letting foreign financial institutions into the country improves the efficiency of 
domestic financial markets. Over-regulated and potentially inefficient domestic 
institutions are subject to the harsh discipline of competition and the deJ!lonstration 
effect of having examples to emulate. At the same time, the governments face the 
discipline of the international capital markets in the event they make policy mistakes. 
However the financial risk sometimes may overweight the financial returns as 
happened in the case of South-East Asian Countries where the lending institution 
carried a greater risk to earn higher rate of return. 

There are s~me indications, however, that financial markets do not always work quite 
as perfectly as the economic theorist suggests. Most salient are such recurrent 
disruptions as the 1982 international debt crisis, 1992-93 crisis in the European 
Exchange Rate Mechanism, 1994-95 Mexican peso crisis, and 1997-98 Asian 
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financial crisis. It is difficult to argue that investors have punished countries when 
and only when the governments are following bad and risky policies. First, large 
inflows often give way suddenly to large outflows, with little news appearing in 
between that might explain the change in sentiment. Second, contagion sometimes 
spreads fast to countries where f~.mdamentals appear strong. 

The above observation are based on four premises: (i) modern financial markets do 
not work perfectly, as the recurrence of crises indicates, but. (ii) we are better off with 
them than without them, so that (iii) as countries industrialize, open markets should 

. . 

be the goal and (iv) the interesting question in the meantime is whether or not there 
exis~s some possible tinkering. with the freedom of capital movement that might 
potentially reduce the frequency or severity of the crises that occur. 

In todays' globalized world the economic health of a developing country is largely 
dependent on the extent of its trade and investment it can attract._ The international 
rules, which govern trade and investment, are determined-in the forum ofWorld Trade 
Organisation (WTO), the new international body established in January 1995 as a 
result of the Uruguay Round of GATT trade negotiation. The OECD group is trying 
for implementation of Multilateral Agreement on Investment (MAl), which would 
reduce the ability of host governments to regulate foreign investments arid would 
provide investors with greater protection against expropriation and a mechanism to 
settle disputes which niay arise with local governments. The proposed MAl speaks 
more about the right of foreign investments and little abo1:1t their obligations to the 
environment or the basic right of" their workers. 

The Economic Survey 1999-2000 highlights several areas of concern about some 
trends in the Indian economy, namely (i) sharp decline in domestic savings ratio, and 
the investment ratio (due to slower rate of capital formation), (ii) sharp decline in 
average annual growth in agricultural production and (iii) deteriorating state of 
infrastructure, with no major impact ofliberalisation in sight on this sector even after 
ten years of economic reform. 

Declining domestic savings ratio in a globalising economy is not at all a comfortable 
situation. It increases the risk of excessive dependence on foreign capital and tends 
to increase external short -term debt. Stagnant, or declining, investment ratio, similarly, 
is a pointer to the_J~o.t"t~t""we are neglecting the imperative of capital formation for 
the future. This m~y als6~_1ricrease the vulnerability of our existing capital assets that _ 
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may be easy targets for takeovers, hostile or friendly. It also highlights, to some 
extent, a grim reality awaiting the economy. Liberalisation has not brought enough 
FDI as yet. An area of deep concern is that during the period ofreforms the public 
investment in agriculture has gone down as evident from various data given in 
Economic Survey 2000-2001 Govt. oflndia. At 1993-94 prices the public investment 
remained stagnant at Rs.4,668 crore in 1999-2000 as compared to Rs.4,467 crore in 
1993.-94. Its share in total investment in agriculture sector has gone down from 33% 
in 1993-94 to 25% in 1999-2000. The total investment as a percentage of GDP in 
agriculture has gone down from 1.6% in 1993-94 to 1.5% in 1999-2000. This 
compares very poorly if we consider the gross domestic investment in the country, 
which has marginally gone up from 23.1% in 1993-94 to 23.3% in 1999-2000. The 
share of agriculture in the gross capital formation is only 0:64%, which is very poor 
and needs immediate attention o.f the policy makers. Agriculture contributed 14.6 of · 
India's total value of exports in 1999-2000 but it share has gone down from an average 
of 24.2% during 1980~81 to 1991-92 to 18.3% during 1992-93 to 1999-2000. The 
contribution of FDI in gross capital formation in Agricultural sector is NIL till date 
because the Govt. has not allowed FDI in this sector save and except food processing 
industry where FDI share is 6.28% during 1991-1998. Therefore Agriculture 
sector is primarily dependent on domestic capifal and it may be col"l:cluded that 
Agriculture being a sensitive nerve of Indian economy the public investment has a 
greater role to play. The neglect of Agricultural Sector dyring the reform period is 
further evident from the fact that the growth of this sector has declined from 3.94 
percent during 1980-81 to 1990-91 to 1.95 percent during the post reform period 
1990-91 to 1998-99. 

It is also important to note that liberalisation policy, with its thrust on FDI, has not 
helped us in a big way. The flow of FDI has been insignificant when compared to 
countries like China and those of South-East Asia and Latin America. In the 
immediate aftermath of liberalisation, many joint venture arrangements had taken 
place, but subsequently most of such operations broke down to form either majority 
or 100% foreign-controlled companies. The erstwhileFERAcompanies have increased 
rheir stakes to gain majority control, without contributing very much by way of riew 
investment. Further, MNCs having joint ventures with the Indian companies are even 
keen to set up 100% subsidiaries to manufacture the same produ~ts. 

The basic objectives behind liberalisation of FDI policy, namely access to latest 
technology, management skills, exports etc., have not been achieved so far._But in 
many sectors it has destabilised the indigenous enterprises and in certain high-tech 
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sectors they (the foreign companies) have secured total control of the markets, even . 
as they have ?rought little by way of investment. In other words, foreign companies 
are gaining control of the domestic market at a relatively lower cost and without 
developing significant stake in the economy. 

The South-East Asia crisis has weakened support for the proposition that financial 
markets work flawlessly. Accordingly, more attention is falling on proposals that 
some developing countries should introduce some sort of intemati9nal capital 
controls, or at least should slow down the speed with which they remove existing 
controls. Measures that apply a tax penalty to capital flows (or an implicit tax, such 
as the deposit requirements) are to be preferred on efficiency grounds to controls that 
amount to outright ceilings or prohibitions. Of these proposals, perhaps the strongest 
case can be made in favour of Chile-style penalties on short-term capital inflows,· 
prudential restrictions on banks' borrowing in foreign currency, or the intersection of 
these two measures. These policies might do no more than change the composition 
of capital inflows for a while- away from banks' short-term borrowing in foreign 
currency. But such an effect might nonetheless be useful, particularly wheri a country : · 
is experiencing a large inflow an~ is unsure whether the funds are being put to good · 
use. Statistical evidence suggests that the probability of a future currency crisis goes 
up when capital inflows take the form of short-term bank borrowing, and goes down 
When they take the foi:rn of foreign direct investment (Table U£hapter VII). 
Taxation of foreign exchange transactions could be an effective measure to reduce the 
fluctuations of currencies, as proposed by the Nobel Laureate James To1Jin in 1978. 
As the small developing economies do not and cannot be expected to have abundant 
reserves to this end, they should intensify their co-operation in the currency market 
so as to form a united forum in the face of speculative attacks. The newly established 
Asian Fund and similar mechanisms can do more in this direction. 

Capital receipts can never be a substitute for inflows on the trade account. It is only 
-sustained growth in exports, which can lend stability to the rupee's exchange rate in 
the long run. 

Non-debt flows like portfolio investments from Fils look forwardfor a kind of capital . ,,..._ 

appreciation they can get on their investment. There could be a setback on this front 
because international investor has bec_ome wise to the fact that the Indian rupee on 
average has depreciated 10 per cent every year. Therefore the foreign investor 
discouiJJs this from the projected return from capital appreciation. 
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A distinction must be made between capital inflows in the form of long term direct 
investment and the short term and more volatile funds. Perhaps, a role model could 

. be Chile, which levies· taxes on short-term capital inflows to make it costly for local 
borrowers. The regulation and partial control of capital flows wilt give developing 
countries some breathing space. They can utilize this space by overhauling their · 
financial and banking structures._ 

"The real wealth of a nation is its people. And the purpose of development is to create 
an enabling environment for people to enjoy long, healthy and creative lives. This 
simple but powerful truth is too often forgotten in the pursuit of material and financial 
wealth, as has been emphasised by the first Human Development Report, published 
in 1990." The Indian policy makers need to remember these words arid strive for 
economic growth with a human face in the globalised environment. 

A Brief Resume of the Main Points .. 

1. The economic generally reforms lead to increase in FDI inflow but unless there 
is conducive investment climate in the host country, no investment will take 
place whether It is domestic or foreign. This has been felt in Indian case during 
1991-97 with fall in the rate of domestic savings and-domestic investments as 
compared with the pre-reform period in 1990-91. The two-gap formula has failed 
to invigorate FDI inflow because the savings-investment gap and the foreign
exchange gap,have nan·owed down during the reform period. 

2. The foreign portfolio investment responded quickly as compared to foreign 
direct investment because the former is not linked to the investment climate in 
the country but is more linked to the policy framework of the-host country. The 
purpose of the FPI is not to stay for the long term but to make quick gains and 
it has an easy come easy go nature .. It has also been able to create its influence 
in the Indian stock market within very short time with low market capitalization 
base and with huge funds at their disposals~ It has increased the volatileness in 
the stock market and the aggregate flow in FPI has been higher than FDI. 

· 3. China has proved to be more successful in attracting FDI and in implementa
tion of the reform programmemes, which began in 1978 with gradualism and 
without shock therapy. The ethnic Chinese living in Hongkong, Macao and 
Taiwan province have made large contribution in China's FDI inflow unlike 
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Indian NRis who have invested more in bank deposits. The proper sequencing 
of reforms and setting up of special economic zones and economic decentralization 
in selective manner are the main reasons for success of reforms in China. 

4. ~!though the lessons of Mexican Peso Crisis of 1994 were very explicit, the 
developing countries did not adoptthem and the results have been manifested in 
the form of Asian Crisis in 1997. Most of the causes of the crisis have been found 
to be common. For example, the high amount of current account deficits and its 
financing by foreign currency denominated short-term debts backed by Govt. 
guarantees, the proportionately larger inflow of portfolio investments and the 
vices of the capital account convertibility. Therefore unless proper lessons are 
taken and followed sincerely such crises are bound to be repeated in future. 

·-
5. India needs to draw proper lessons from China about proper sequencing of 

reforms and its implementations according to its own needs and circumstances 
. and not as per the road-map designed by IMF and WTO because the experience 
so far has not yielded much benefits to the country. The country is facing the 
problems of economic slow down for the past five years, there is fall in the rates 
of domestic savings and domestic investments and the increase in the rural 
poverty and unemployment. Theforeign exchange reserve is largely made of 
short -term flows, which can behave like hot money any time. There is crowding 
out effect of the domestic industry through cheaper- imports and brownfield 
investments. 

6. China should draw one lesson from the Asian crisis that despite all strong 
fundamentals the crisis may_ knock their door because the country is following 
a managed float and its exchange rates have not been changed since 1994, rather 
it has appreciated in value by around four percent in 1998. The high valued peso 
was the major cause of the Mexican crisis in 1994. India's excha!)ge rate 
management is comparatively better than China and it is based on market-forces. 
Chinese economy· is gradually becoming more exposed to the international 
forces with export earnings and foreign capital receipts occupying an important 
place in its economy. The Chinese economy has already started declining since 
1993 with increase in the inflation rate. The Chinese authorities have been able 
to arrest the inflation but the GDP growth rate continues to slacken. There is a 
huge reported capital flight which is reflected as errors and omissions in their 
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published statements of balance of payments and amounted to more than 35% 
of its FDI receipts but these facts are being ignored by Chine~e authorities. It is 
high time for China to devalue its currency and to make it full float on market. 
forces in order to avoid any future crisis. The only safety valve in China is that 
its currency is not convertible on capital account but the other weaknesses in the 
system may wash away this valve as is happening with illegal transfer of money 
from the country. 

7. Countries with large capital flow particularly the portfolio and the other form of 
short-term flows must have some mechanism of capi_tal controls. A variety of 
measures have been suggested in the study including the Tobin-tax or a reserve 
requirement on the short term capital flows specially when they leave the 
country. 

8. Along with the high capital mobility, it is necessary to pay proper attention to 
capital productivity. The end use of foreign capital is very imgortant. The 
expenditure in luxury goods imports as happened in Mexico in 1994 or the 
investments in real estate in south east asia was not for the efficient use of the 
foreign capital which is very costly and risky. Technology should also grow at 
home. Paul Krugman had predicted about the South-East Asian crisis much 
before on the basis that a growth simply on the basis of increase in-labou("tnd · 
capital cannot be sustained for long. Therefore continuous innovation of new 
technology for increase in total factor productivity together with efficient 
resource management are essential and it can substitute the requirement of 
labour and capitalto a large extent by increasing thei~ productivity. 

9. The optical illusion concept of Jeffrey Sachs about South-East Asian economy 
focuses on the need for proper and efficient reforms in the financial and the 
banking sector before embarking on the capital account liberalisation. The 
country must have proper accounting disclosure norms and the prudential norms 
for lending before it moves on the super highway of global capitalism. 

10. The other important part of the study is that it is the domestic savings and the 
export earnings, which will ultimately lead to sustainable growth of the economy. 
Foreign capital can only be a short-term measure of growth and not the 
permanent solution. FDI also needs servicing in the long run in the form of 
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royalty and dividends. FDI can substitute external debts in the short run but 
ultimately it will be the export earnings, which can lead to higher and sustainable· . 
growth. Similarly, in the domestic sector it is the high amount of domestic 
savings which will lead to higher rate of growth. 

11. The last but not the least, India is a vast country with huge population and 
unemployed people with a large number depending on agriculture and the rural 
economy and, therefore, agriculture needs special attention. We have noticed in 
the study that during the reform period investment in agriculture sector has gone 
down. Economic reform must bear a human face. The experience of the reform 
process so far suggests that rural poverty has increased during the reform period, 
the unemployment has increased and economic activities have slowed down in 
general. The country cannot simply depend on the market forces, the State will· 
have to play its role to meet the social problems arising out of the economic 
policy decisions. The growth therefore, has to be balanced with equitable 
regional development and with mininium possible inequality in the society. 
Then only we can have a meaningful and substainable process of. 
development.. 
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