[:anital Account Convertibility: A Debate

Why Capita Account
Convetibility in India

|Ss Premature

At this stage, full capital account liberalisation promises no large
benefits while it increases the risk of things going badly wrong.
Variations in the flow of short-term capital, like bank loans, give
rise to pro-cyclicality of the capital account, which provides the
main mechanism by which free capital flows create problems. For
the next 10 years at |least, many other liberalising reforms need to
take priority over capital account liberalisation.

JoHN WILLIAMSON

uring the 1990sthere was arather

widespread belief that free inter-

national capital movements were
asmuch apart of aliberal economy asfree
product markets, a liberalised domestic
financial system, or freetrade. So strongly
was this belief held that in 1997 the IMF
was on the verge of extending its remit
to include supervision of controls on
international capital flows, with an objec-
tive of helping its member countries to
move progressively to a situation where
they had no such controls. The IMF's
Interim Committee (now renamed the
International Monetary and Financial
Committee) affirmed its intention of
havingtheIMF amenditsarticlestothat
effect during the annual meeting in
Hong Kongin September 1997, after the
Asian crisis had already swept through
south-east Asiabut beforeit had engulfed
HongKong and K orea. Consideredreflec-
tion on the causes of that crisis sub-
sequently led to abandonment of the
project to extend the Fund’s remit to
cover capital flows, with its presumption
that freeing capital movements was a
priority on the reform agenda.

Since then the main pressure for
liberalising capital flows has come from
the US treasury. When countries wanted
tonegotiatebilateral freetradeagreements
withtheUS, they foundthetreasuryinsisted
that US negotiatorsdemand that the partner
country should commit itself to never

1848

reimposing effective capital controls for
any length of time. Several of the partner
countries that had made effective use of
such controls in the past, like Chile and
Singapore, found themselves forced to
choose between abandoning their aim of
securing a free trade agreement with the
USand abandoning their ability to control
capital movements with the object of
avoiding or at least attenuating crises.
Given that governments, like markets,
typically take arather short-term view of
costs and benefits, and that the countries
could not see the prospect of a crisis on
the horizon at the time the negotiations
were taking place, the US treasury got
its way.

But elsewhere the pressure to move to
capital account liberalisation seemed to
have disappeared. In particular, IMF re-
search — which one may assume was
inclinedtofind support for capital account
liberalisation if a serious case could be
made — concluded that there is at best
mixed evidence of net benefits from free
capital flows [Prasad et a 2003].

Note that this does not argue that there
arenobenefitsfrom certaintypesof capital
flow. There is overwhelming reason (and
abundant empirical evidence) tothink that
foreign direct investment is highly bene-
ficial, because it provides an efficient
mechanism for spreading the fruits of
technological innovation and intellectual
property around the world. There is also
solid empirical evidence to believe that
liberalisingtheflow of portfolioinvestment

is beneficial, because it reduces the cost
of capital to enterprises and it enables
investors to gain the benefits of diversi-
fication [Henry 2000a, b]. Hence it is
not at al surprising that in someempirical
studies [such as Quinn 1997], where the
guestion asked iswhether liberalisation of
thecapital accountisbeneficial, apositive
result should have been obtained, since
many of the liberalising moves that pro-
vide the independent variable in such
studiesreferred to liberalisation of FDI or
portfolio investment.

But the studies in Prasad et a (2003)
are not of this type. They ask whether
countrieswithout capital controlsdo better
than countries with them, and they failed
to find evidence to support the conjecture
that acompl ete absence of controlsbrings
faster growth or other economic benefits.
What this surely suggests is that what is
usually the last step in liberalising the
capital account, namely, theliberalisation
of short-term loans, may bring costs that
outweigh the benefits. It is not difficult
tobelievethis. All theevidenceisthat bank
flows — which are the part of the capital
account that is separately recorded and
that falls most clearly in the short-term
loan category —arehighly volatile. Assoon
as a developing country hits a difficult
patch, whether because of low pricesof the
commaoditiesit exports or political uncer-
taintiesor contagionfromneighbours, bank
loans are liquidated — and (unlike equity
investments, where the investor at |east
tends to pay through the nose for surren-
dering to panic) they can be liquidated
without cost to the lender.

Risk of Short-Term Loans

The charge of critics is that short-term
loans contribute nothing to welfare. They
cannot safely be used to expand invest-
ment, sincethey may bewithdrawn before
theinvestment project matures. They tend
to disappear just when they could play a
useful rolein hel ping to smooth consump-
tion. (Remember theoldadagethat abanker
only lends to those who do not need the
money.) And inherently they do not pro-
vide an instrument for portfolio diversi-
fication. Yet it is primarily variations in
the flow of short-term capital, like bank
loans, that give rise to the pro-cyclicality
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of the capital account, which providesthe
main mechanism by which free capital
flowscreateproblems. (Somepeoplewould
add tax evasion as another channel for
creating problems, but | do not discussthat
consideration in this article))

Why, then, was there so much pressure
in India for liberaisation of the capital
account in 1997, when the first Tarapore
Committee (1997) proposed “gradual”
(over three years!) liberaisation of the
capital account? For two main reasons.
First, becausethat wasthe spirit of the age,
(beforethe Asian crisis), asmanifestinthe
pressures on the IMF recalled at the be-
ginning of thisarticle. Second, and doubt-
less more important, because of the desire
for cheaper credit on the part of Indian
business, which looked with envy at the
relatively low dollar interest rates prevail -
ing in the outside world and contrasted
themwiththehigh rupeeinterest ratesthen
prevaentinIndia. Indian businesswanted
to be able to access cheap externa credit
without having to ask permission of the
Reserve Bank of India

The desire was understandable, but the
cost of giving in to it would have been to
expose India to the danger of contagion
similar to that which laid the whole of east
Asialow when Thailand had a balance of
payments problem. For thereisno serious
doubt that the countriesthat suffered crises
in 1997 were those that had accepted a
large volume of short-term capital and not
those that were particularly corrupt. Like
China, India was not among them, not
because thereis no corruption in Chinaor
India, but because they did not have an
open capital account and therefore had not
imported a lot of capital that could flee
when investors panicked.

Tarapore Conditions

Should Indianow changeits policy and
allow freeflowsof capital, including short-
term loans, by all and sundry? The first
Tarapore Committee specified three pre-
conditionsthat needed to besatisfied before
it would be sensible to move to capital
account convertibility. First, the country
needed to have established fiscal disci-
plineto make sure that capital inflowsdid
not provide an easy way of perpetuating
what isultimately unsustainable. A failure
to do thiswould eventually lead to acrisis
when the market finally decided to cease
financing the deficit. Second, the country
needed to reduce the rate of inflation to
the range of 3 to 5 per cent per year, and

to make the pursuit of an inflation target
the central mandate of the Reserve Bank
of India Third, Indianeededtohavecleaned
up its banking system, so that one could
be confident that capital inflowswould be
efficiently intermediated to where they
would be profitably invested, rather than
used by banks to borrow more with the
object of postponing bankruptcy. These
conditions come squarely out of the
economic literature on capital account
liberalisation, and all three are compl etely
reasonable. In addition, the literature sug-
geststhat countriesneedtohaveliberalised
their trade regime before accepting large
capita inflows, so that one could expect
theprofitability of investment tobeclosely
correlated with the social returns to the
investment, rather than having investment
flowinto profitablebut socialy inefficient
import-substituting industries.

Progress in Two Areas

Inthe nineyearssinceit last considered
capital account liberalisation, India has
made important progress in two of the
three areas specified by the first Tarapore
Committee as preconditions, and in
liberalising trade. Inflation hasfallenfrom
over 7 per cent in 1997 to under 4 per cent
in 2005, and the RBI has been told to
pursue an inflation target. The percentage
of advances classified as non-performing
—which is the best single measure of the
health of the banking system — has fallen
from 13.7 per cent in March 1997 to 5.2
per centin March 2005. And while Indian
trade is till far from completely free, it
isnow far lessrestricted than it then was:
in particular, the quotas on imports of
consumer goods have now been phased
out. Unfortunately that still leaves one
important areainwhich Indiahasnot made
progress, which concernsfiscal discipline:
the total size of the public sector deficit
hasactually risenfrom 7.3 per cent of GDP
in 1997-98 to an estimated 7.7 per cent of
GDPin 2005-06 (with even higher figures
in between), while the ratio of public debt
to GDP has increased from under 65 per
cent to over 83 per cent. So even on the
conditions suggested by thefirst Tarapore
Committee, a quick move to capital
account convertibility would bepremature.

It is worth noting aso that the first
Tarapore Committee rightly argued that
acceptance of capital account convertibi-
lity presupposed apretty flexibleexchange
rate policy, so that a change in capita
flows could be absorbed by a change in
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the exchange rate rather than a surfeit of
reserves or their possible exhaustion. But
thisin turn is something that is easier for
an advanced industrial country to fully
accept than it is for an emerging market,
in which growth has to be largely export-
led. | am not arguing that emerging mar-
kets benefit themselves by running under-
valued exchange rates and continuous
export surpluses; rea resources are best
used for real investment at home, not for
buying lots of US treasury hills. But it is
amistake, especidly critical for an emerg-
ing market, to alow its exchange rate to
be pushed up to an uncompetitive level.
This consideration suggests that current
Indian exchange rate policy is sensibly
balanced, whereas any rapid move to
liberalise capital flows could create prob-
lems for maintaining that balance.

The conditions suggested by the first
Tarapore Committee omitted one impor-
tant consideration. Specificaly, the com-
mitteedid not acknowledgethefundamen-
tal importance of having become com-
pletely trusted in international markets.
Whenamatureindustrial country getsinto
troubleand wishesto borrow morein order
to tide over bad times, it can always do
S0, becauselendersdo not doubt that it will
be able and willing to continue servicing
its debts. Markets may charge more, or
exchange rates may depreciate, but ulti-
mately industrial countriescan continueto
borrow if they need to and are willing to
pay theprice. Unfortunately thisisnot true
for emerging markets, even if they have
an exemplary past record of debt service.
Andthefact that some of them don’t (think
of Argentina as the most recent example)
does not make it easier for the others.
Situations in which markets simply will
not lend, on any terms, have continued to
recur in recent years, until the cyclical
upswing started in 2003 and avoided fur-
ther crisesfor the moment. Think of Latin
American countries, like Brazil in 2002 or
Chilein 1998. Or think of the Asian crisis
(a particularly vivid example). Or, to go
dlightly further back in history, think of
India itself in 1991.

Thisisnot to argue that India and other
emerging markets never should or will
havecapital account convertibility. Asthey
grow and as per capita income increases,
it isto be expected both that market trust
will increase and the efficacy of capital
controls will fall. If a country becomes a
net creditor to the rest of the world, it can
expect greater returnsif it allows most of
its investments to be made by private

1849



investors than if they are al invested by
theauthoritiesinUStreasury billsor similar
low-yielding instrumentsthey like to hold
(so asto avoid the charge of losing public
money, which they do not expect to be
levelled against them as long as the secu-
rities do not depreciate in terms of the US
dollar). A time will therefore come when
it will be entirely appropriate for the state
to alow free capital flows. Judging by the
European experienceafter thesecondworld
war, it takes about 30 years from when a
country startsthe process of liberalisation
and financial integration before it makes
sense to move to capital account convert-
ibility. That iswhy | told an Indian news-
paper in 1997 that | thought the first
Taraporereport’ sproposalswere about 30
years premature. Maybe | suggested five
or 10 years more than is necessary, but |
till don’tthink | overestimated by 21 years.

Of course, countriesdo not suffer capital
flight when their central banks are sitting
onreservesof $140billion odd (approach-
ing 20 per cent of GDP) and aworld boom
isin progress. But the case for restraint in
moving to capital account convertibility
does not rest upon a conviction that any
short-rundanger lurksthroughsuchamove.
The question is whether when circum-
stances turn difficult, the country will be
in an equally solid position to maintain its
growth if in the interim it has taken on a
load of short-term debt and given invest-
ment banks the right to play games with
its money. For example if, as some of us
fear is quite likely, the US one day con-
fronts a crisis caused by a collapse of the
dollar, the consequence for the rest of the
world islikely to be even more traumatic.
Recession in the US will be tempered in
the medium run by the shift in expenditure
toward American-made goods caused by
the dollar depreciation, but in other coun-
tries expenditure-switching and expendi-
ture-reduction will reinforce each other in
making for recession. Countries whose
exchange rates float uncontrollably up-
wards will suffer the most. | am not for
amoment suggesting that Indiashould not
be willing to play arole as a responsible
member of theinternational community in
accepting its fair share of the dollar de-
preciation, but simply that it would be
advantageous to avoid the greater burden
that might be thrust upon it by a market
in which the free flow of capital dictates
how far exchangeratesmove. Andif India
sought to maintain spendingduringaworld
recessionthrough expansionary macroeco-
nomic policies, it might well find that its
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reservesgot rundownevenwithout astrong
initial effectiveappreciation. Atthat point,
the danger would be the more traditional
one of a run out of the rupee.

| therefore see a series of reasons for
Indiatotakeago-slow approachinmoving
to liberalise the capital account. That it
would be wise to liberalise one day | do
not doubt. That there are someliberalising
measures that should be made early — of
FDI, of portfolio investment, of small
private transactions — | find compelling.
But there are many other liberalising
reforms—fromelectricity pricingtomaking
the courts work expeditiously to pruning
the fiscal deficit — that deserve to be
priorities over complete capital account
liberalisationforthenext 10years(at | east).
At this stage full capital account liberali-
sation promises no large benefits, while

it increases the risk of things going badly
wrong.
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