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Foreword

n October 27 and 28, 2005, the international seminar Changing
Economic Structures in China and India: Domestic and Regional
Implications jointly organized by the International Monetary Fund, the
China Society for Finance and Banking, and the Stanford Center for
International Development was held in Beijing. Representatives from cen-
tral banks and monetary authorities as well as research institutions in
China, India, Japan, Korea, Singapore, and China’s Hong Kong Special
Administrative Region attended the Seminar and discussed the subject
from six perspectives, that is, banking sector reform, securities mar-
ket development, domestic financial liberalization and international
financial integration, fiscal dimensions of sustaining high growth,
Sino-India economic cooperation, and the implications of China and
India’s emergence for the regional and international financial system.
It is a pleasure to know that the IMF has compiled the presentations
and discussions of the seminar into this book. I would like to take this
opportunity to offer my own views on the subject, especially the changing
economic structure in China.

Since the inception of reform and opening up in 1978, the Chinese
economy has been growing in a steady and rapid manner, with GDP
growth averaging 9.4 percent annually. However, like many other coun-
tries in the world, the prospect of sustainable economic development
hinges on its economic structure. At the moment, the structural prob-
lems are mainly reflected in the excessive investment growth on the one
hand and slow growth of consumption (both domestic consumption and
imports) on the other; economic growth relies heavily on manufactur-
ing while service industry is relatively underdeveloped; the inequality
of income distribution has somewhat deteriorated. Consequently, these
structural problems caused over-consumption of energy and raw materi-
als, excess capacity and associated excessive competition in investment
goods, induced export, external account imbalance, and rapid build up of
foreign exchange reserves.

Having acknowledged these problems, the Chinese government has
adopted structural adjustment measures. The direction of such adjust-
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ment is clearly explained in the Outline of the Eleventh Five-Year Plan
adopted at the Fourth Session of the Tenth National People’s Congress. We
are going to build a harmonious society and, in particular, a socialist new
countryside, in order to solve the problems facing agriculture, rural areas,
and farmers with preferential fiscal policies to improve and build rural
infrastructure; we also advocate a principle of giving priority to efficiency
while attaching importance to equality in income distribution; and we
have taken measures to lower the domestic saving rate and increase con-
sumption by boosting domestic demand. Unlike other countries, China
can not depend on short-term investment to raise domestic demand.
Rather, we need to encourage household consumption. According to sta-
tistics, household consumption accounted for only 40 percent of China’s
GDP. There is a large potential for further expansion. However, due to
limited land and energy resources, adjustment of consumption structure
will have to rely on service sector growth. It is worth mentioning that as
a populous country, China’s labor market is very flexible, because a large
number of farmers look for jobs in cities and coastal areas. China has
benefited a lot from such flexibility of the labor market.

Despite statistical factors, compared with India, Russia, and Brazil,
China’s service industry still has much room for further growth. For
example, the share of China’s service output in GDP was only 40.7 percent
in 2004. In contrast, India’s service industry made up more than 50 per-
cent of its GDP in 2003. Take the film industry as an example. The output
of Bollywood might be about 20 times that of the Chinese film industry.
After allowing for culture, language, and other factors, we ought to reflect
on the reasons behind such a difference, and find out why and how the
service industry in China is lagging behind.

While some countries have called for greater liberalization of the ser-
vice industry and some news magazines are also busy discussing the
possibilities to further grow the global service trade with the support of
the increased transportation capacity and advanced technology like the
Internet, it should be recognized that even liberalization of the service
industry could only play a limited role in fixing the imbalances in goods
trade. For example, the service industries including travel, catering, and
hotel and entertainment are mostly concentrated in the fields of culture
and arts, which carry a strong local flavor, thus are on most occasions
classified as domestic trade. Except by international sea and air transport,
domestic shipments are hard to deliver across the border. Some sensitive
sectors such as the telecommunication industry are yet to be liberalized
completely for competition. Even with enforced protection of intellectual
property rights, the transaction volume of service trade between China



Foreword vii

and the United States is limited to tens of millions of dollars, with barely
any significant impact on the Sino-U.S. trade.

Take the financial industry as an example. With the pace quickened
to open the domestic financial sector to foreign competition, China has
started allowing foreign investors to buy stakes in domestic financial
institutions and become participants in the domestic financial market.
These include the Bank of America’s equity investment in the China
Construction Bank, the Royal Bank of Scotland’s investment in the Bank
of China, New Bridge’s equity taking in Shenzhen Development Bank, and
the introduction of qualified foreign institutional investors in the domes-
tic market. These foreign investors usually send a few people only to hold
key positions in risk control and business management in the invested
companies while leaving all other responsibilities to the staff from the
Chinese side. Based on rough calculations, we could see there is only a
fairly limited amount of service trade in these transactions. Even in terms
of the insurance industry, which takes a relatively large proportion of the
financial service trade, only a bit more than US$6 billion of deficits was
recorded in China’s balance of payments in 2005. Intermediary services
like the accounting service display some similarities to the financial sec-
tor. All in all, the financial sector usually does not account for a large
proportion of the total service trade, and its role particularly needed in
certain countries to compensate for the deficits in goods trade is even
more limited.

According to relevant reports, commercial banks are developing
soundly in India with low NPL ratios, proper order, and a good legal
environment. In terms of capital market development, India also has
relatively advanced stock and equity markets. Despite the fact that China
has a high saving rate and the Chinese financial sector maintains a
comparatively high liability ratio (with broad money supply accounting
for 180 percent of the GDP), there exists a great potential for growth
of the financial industry. Compared with India, what are the reasons
behind some of the weaknesses that have emerged in the course of finan-
cial development in China? The answers, according to our own studies,
may lie first in the “financial eco-system” of China. “Financial eco-
system” comprises not only environment at the macro level such as the
legal, supervisory, regulatory, and government intervention policies, but
also micro conditions related to efficiencies of the financial institutions’
business operation. Besides, the centralized planning economic system
adopted in the past has consequently resulted in low efficiencies of the
financial sector in many aspects as well as some mistakes in the build-
ing of institutions, policy framework, management framework, and the
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regulatory system. These mistakes need to be corrected continuously in
the ongoing reform process.

China and India are both large developing countries and we face simi-
lar challenges in developing our respective economies. In this regard, the
experiences and lessons gained by our two countries are worth learning
from each other. I believe frequent exchange and cooperation between
our two countries will help to strengthen mutual understandings and
economic growth in the region, thus benefiting people of both countries.

DR. ZHOU XIAOCHUAN
Governor of the People’s Bank of China
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Over the last 15 years, China and India have added more than US$2%
trillion to global GDP, 120 million in employment in China alone, and
have pulled 220 million people out of poverty. These are large num-
bers: like adding a country with the economic size of Greece to the
world each year; creating as many new jobs in a year as Australia’s total
employment; and completely eradicating poverty in Ethiopia, Nigeria,
Tanzania, and Zambia combined. It is, therefore, not surprising that the
international community has paid a lot of attention to economic devel-
opments in China and India. This surge in attention has resulted in a
large number conferences on the countries in the last few years. More
often than not, the focus of these conferences has been on what the rise
of China and India as economic powerhouses means for the world. This
is an important question.

Another, equally important, question is: what can the two countries
learn from each other’s experiences? With this in mind, the IMF and
India’s National Council of Applied Economic Research (NCAER) orga-
nized the first China-India conference in New Delhi in November 2003,
bringing together policymakers, officials, and academics from the two
countries to share their experiences.! That conference stimulated lively
and productive discussions, and encouraged us to organize a follow-up
meeting two years later; this time in Beijing in October 2005, with the help
of the China Society for Finance and Banking (CSFB) and the Stanford
Center for International Development (SCID).

This book is a compilation of selected papers presented at that
conference. Its unique contribution is that a majority of the chapters are
written by policymakers and practitioners, rather than just academics.
For instance, Reserve Bank of India Deputy Governor Rakesh Mohan
discusses how the forces of globalization can complicate the challenges
facing monetary policymakers in emerging economies, such as China
and India. In his contribution, People’s Bank of China Governor Zhou
Xiaochuan contrasts the growth of the services sector, including financial

'Papers from that conference were published in Tseng and Cowen (2005).

X
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services, in China and India and discusses the importance (and difficul-
ties) of developing this sector in China. Other contributions bring to
bear perspectives from the financial sector, banking regulators, securities
regulators, stock exchange officials, planning commissions, and think-
tanks closely affiliated with decision makers. Thus, the analytical discus-
sions in this book are all infused with a sense of pragmatism and policy
relevance.

Financial Sector Reforms: Banking

Financial sector reforms are a key component of the economic reform
strategies of both China and India. The important role of the banking sec-
tor in financial intermediation in these countries has focused particular
attention on this aspect of financial reforms.

Nachiket Mor, R. Chandrasekhar, and Divya Wahi provide a brief
history of bank regulation in India and then review the main banking
reforms since the early 1990s. They note that banking sector performance
has improved in many dimensions and may have contributed to improved
growth performance over the last decade. They argue, however, that fur-
ther reforms are needed, including improvements in the financial services
infrastructure, reductions in the cost of intermediation, and scaling up of
banking services to provide broader access to financial services, especially
in rural areas.

Reform of the Chinese banking system was pushed into high gear
earlier in the current decade. While some progress has been achieved,
however, Nicholas Hope and Fred Hu contend that the core problems
of the banking system remain unresolved. Their paper enumerates the
priorities for banking reform and provides an assessment of the role
that foreign strategic investors could play in the reform process. They
conclude that foreign investors could catalyze improvements in corpo-
rate governance, disclosure standards, and asset quality, but they also
caution that these very issues could pose risks and obstacles for foreign
investors.

Luo Ping compares the structure and robustness of the Chinese and
Indian banking systems as well as the effectiveness of their banking
supervisory systems. He observes that both countries have accomplished
a great deal in reforming and improving their banking industries in
recent years. But the Indian banking system has, by virtue of India’s
earlier start in the reform process, attained greater improvements in
asset quality, capital adequacy, and quality of supervision. He notes
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that the Indian experience may provide some useful lessons for Chinese
policymakers.

Financial Sector Reforms: Securities Markets

A well-rounded financial sector that does not rely solely on banks is
important for effective financial intermediation. In their papers, G.N.
Bajpai and Narendra Jadhav describe the importance of securities mar-
ket development. Bajpai provides an overview of the steps that India has
taken to build a well-supervised world-class infrastructure for trading
securities, and discusses how this has been associated with improvements
in corporate governance among listed companies. Jadhav traces the devel-
opment of specific securities markets in India—equities, corporate debt,
and government securities—and discusses how policy reforms have con-
tributed to these outcomes. Bajpai and Jadhav concur that, despite all of
the progress that has been made, deepening of the corporate debt market
and some refinements in regulation of securities markets are still needed
in India.

Xinghai Fang, Ti Liu, and Donghui Shi argue that opening the Chinese
securities industry to both internal and external competition could play
a crucial role in enhancing its efficiency. They argue forcefully that fears
that foreign competition could overwhelm the domestic securities indus-
try are misplaced and that, in the absence of innovation and discipline
stimulated by increased competition, development of the securities indus-
try could in fact be greatly hampered.

Financial Integration

Suman Bery and Kanhaiya Singh provide an overview of the literature
on the costs and benefits of integration with international capital markets,
and how the cost-benefit tradeoff is related to domestic financial liberal-
ization. They then trace the evolution of India’s financial liberalization
and financial integration processes, including the relationship between
policy reforms and outcomes in terms of the nature and level of liberal-
ization and integration, respectively. Bery and Singh conclude that, while
one cannot ignore the risks of international financial integration, further
integration could have significant benefits for India in terms of stimulat-
ing financial sector development and improving macroeconomic policy
discipline.
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Eswar Prasad, Thomas Rumbaugh, and Qing Wang contend that, while
capital account liberalization could play an important role in China’s
economic development, undertaking further liberalization before allow-
ing for greater exchange rate flexibility could pose some risks. They note
that the Chinese banking sector has limited net foreign exchange expo-
sure and could withstand fluctuations in the exchange rate. But banking
system weaknesses could make premature capital account liberalization
risky. Exchange rate flexibility would provide room for an independent
monetary policy oriented to domestic objectives, which would help foster
macroeconomic and financial stability.

Other Policies for Sustaining Growth

Rakesh Mohan provides a sweeping overview of some challenges facing
modern monetary policymakers. He sets the stage by providing an ana-
lytical characterization of a number of contemporary “puzzles,” including
the strength of the U.S. dollar despite soaring twin deficits in the United
States, low consumer price inflation in major economies despite abundant
global liquidity, and continued strong global growth despite the surge in
oil prices and low investment rates. He contends that rising globalization
may make traditional monetary policy instruments less potent, and uses
the examples of China and India to illustrate that this point is particularly
relevant for developing economies.

Steven Dunaway and Annalisa Fedelino discuss fiscal policy in China.
Chinese fiscal policy has been prudent in recent years, with low levels of
fiscal deficits and debt (relative to GDP), especially compared to many
other emerging market economies. These authors note that fiscal policy
has been guided largely by the government’s medium-term focus on
fiscal consolidation to make room for financing contingent liabilities,
including in the state-owned banking system, and rising spending pres-
sures as the population ages. They argue that, to make greater use of
fiscal policy for demand management, broader and better coverage of
fiscal accounts, an improved budget classification system, and better
cash management to facilitate coordination of fiscal and monetary poli-
cies are needed.

Arvinder Singh examines the factors behind, and the implications
of, labor mobility in China and India. He notes that, unlike the hukou
system in China that restricts movement of labor from rural to urban
areas and across provinces, there are few legal restrictions on labor
mobility in India. Nevertheless, in both economies, cultural and social
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factors play important roles in determining the levels and patterns of
labor mobility.

Indo-China Economic Cooperation

Arvind Virmani examines the rising trade linkages between China
and India. While the level of bilateral trade has grown in recent years,
it remains low in absolute terms. Virmani argues that the bilateral trade
potential is very high, given the size and dynamism of the two econo-
mies and their complementary production and trading patterns. He dis-
cusses the main barriers to realizing the full potential of China-India
trade—including customs rules and procedures, certification and regula-
tory practices, nontariff barriers, and rules of origin—and makes some
specific recommendations to reduce these barriers. Virmani also makes
the case for a comprehensive economic cooperation agreement between
the two economies.

Nalin Surie describes how, despite following different reform trajecto-
ries, both China and India have now moved on to high growth paths. He
compares and contrasts the two development models, picking out some
important lessons from each country’s experience. In India, stable finan-
cial markets have facilitated an efficient allocation of resources, but public
sector inefficiencies and an underdeveloped infrastructure have held back
growth. China’s rapid integration into the global economy, especially
through rising trade linkages, has boosted its growth, but the underdevel-
oped financial sector remains a weak spot. Surie notes that both countries
face similar socio-economic challenges—unemployment, rural-urban
inequality, environmental and water problems, needed improvements in
health and education, the status of women, etc. He concludes that China-
India development cooperation is not a zero-sum game and that effective
cooperation between the two countries could have broader benefits for the
Asia-Pacific region and the global economy.

Jahangir Aziz, Steven Dunaway, and Eswar Prasad
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PART 1

FINANCIAL SECTOR
REFORMS: BANKING






1

Banking Sector Reform in India

NACHIKET MOR, R. CHANDRASEKAR, AND DIVIYA WAHT*

It is widely believed! that the reforms of 1991, both in the industrial sec-
tor and the financial sector, released a variety of forces that propelled
India into a new growth trajectory.? In this paper, we are going to assess
the role that the banks played in making this growth happen and the
impact that these reforms had on banks.

We start with a brief history of banking regulation in India. We then
move on to outline some of the principal reforms that were implemented
in the 1990s and their impact on the banking sector. Although this sec-
tion does present some data in support of its arguments, it is by no means
a rigorous analysis of the issues at hand. It seeks instead to present ideas
and hypotheses based principally on the insights gained by the authors
through observing these developments as participants in the system. We
suggest that this period created certain problems for the banking system,
the sources of which remain largely unresolved. We propose that unless

“Nachiket Mor is an Executive Director with the Industrial Credit and Investment
Corporation of India (ICICI) Bank, India, and is the Chairman of the Managing
Committee of the Institute for Financial Management and Research (IFMR), Chennai,
India. R. Chandrasekar is a faculty member at IFMR and is the founder of the Centre
for Advanced Financial Studies at IFMR. Diviya Wahi is a Manager with ICICI Bank. An
earlier version of this paper was presented by Nachiket Mor at an India policy confer-
ence organized by Stanford University’s Center for International Development on June
1-3, 2005. The current version is a substantially revised one. The authors thank Lakshmi
Kumar of IFMR for providing very able research assistance.

ISee DeLong (2003) and Clark and Wolcott (2003) for an alternate point of view.

2See, for example, Mohan (2005).
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the unique set of circumstances’® that existed during the past decade
manifest themselves in this decade, there is a possibility that the future
could see the Indian banking system facing difficulties. We conclude by
suggesting some reform strategies that could equip the financial sector to
better address the challenges that lie ahead.

History of Bank Regulation in India

The financial sector in any country acts as an intermediary between
suppliers of funds and borrowers. In many countries, banks have tradi-
tionally taken center stage among financial intermediaries. The banking
regulatory framework that was put into place in many countries following
the Great Depression of the 1930s had two broad goals. The wave of bank
failures and the subsequent move by surviving banks into “safe haven”
investments (typically government bonds) meant that credit availability
shrank dramatically, exacerbating the economic downturn. Hence, one
goal of the United States Federal Reserve Board was to prevent this sce-
nario from recurring. The resulting regulations were formulated with the
objective of reducing the risks inherent in banking. Regulation Q* con-
trolled the cost of deposits, and several restrictions were placed on how
banks operated.> Many central banks, including the Reserve Bank of India
(RBI), followed these regulations. The second broad regulatory goal was
to protect depositors from bank failures. By providing assurances of safety
to depositors, the regulator could ensure that the supply of savings was
not affected. In the United States, this took the form of a formal deposit
insurance scheme by the Federal Deposit Insurance Corporation (FDIC),
which was initiated in 1934. Diamond and Dybvig (1983) and Holmstrom
and Tirole (1997) suggest that aggregate liquidity shortages provided the
rationale for deposit insurance. These two regulatory goals were comple-
mentary in that both helped ensure the flow of credit, and the deposit
insurance scheme was in a sense guaranteed by the regulated borrowing
and lending rates. Implicit in this model of regulation was the notion that
the failure of a bank could cause a run (Diamond and Rajan, 2001), which
could spread to other banks and create a generalized credit shortage that
could have severe adverse economic consequences.

3Specifically, a decline in interest rates and a rapid growth in the balance sheet size.

4The ceiling stipulated in Regulation Q became binding in the 1960s and was extended
to all depository institutions after 1966.

5See, for example, Fabozzi and others (2002) for a description of regulations governing
financial intermediaries and the changes that have taken place.
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In India, neither externality was of consequence, given the practice of
monetizing the budget deficit,® the prevalence of directed credit, and the
fact that the system of industrial licensing that was in force in India until
1991 served to provide significant “credit insurance” to banks, by protect-
ing borrowers from meaningful economic competition.” And even the
possibility of a run was remote because the nationalization of the bulk
of the banking sector in 1969 meant that an implicit guarantee from the
government applied to deposits in certain categories of banks.® Banking
regulation in India, nonetheless, continued to follow the “classical” pat-
tern and in practice meant the following:

+ The regulator specified detailed procedural guidelines on each aspect

of the banking business.

+ The principal focus of inspection and supervision was ensuring that
procedures were followed.

+ There were fixed borrowing and lending rates, and a completely
fixed set of interest rates and slowly moving exchange rates in the
larger economy.

+ Lending was directed toward certain “priority” sectors (such as agri-
culture and small-scale industries) and a specified class of “weaker”
borrowers.

+ There was a very tight separation between banks and nonbanks.’
Banks!® could offer checking and savings accounts to the general
public but were constrained to maintain very high liquidity ratios
and engage only in “safe” working capital finance. The nonbanks—
which included the development finance institutions (DFIs), such

°This practice meant that an independent monetary policy was impossible (Reddy,
2002).

’As the paper later argues, the removal of this form of “credit insurance” in 1991 led to a
significant buildup of nonperforming assets in the banking system, because banks lacked
the capability to properly assess the enhanced level of credit risk.

8This has been further reinforced by the repeated injections of capital by the govern-
ment into poorly performing government-owned banks and financial institutions, even
in the past decade. Even the private sector banks have largely been free from the fear of
failing owing to the government’s guarantee of taking over uncovered liabilities of the
bank, whether private or nationalized, in the event of a failure. See Banerjee, Cole, and
Duflo (2004).

India, while very particular about this separation for a variety of reasons, does not
seem to have toyed with implementing Glass-Steagall type regulation.

Unfortunately, even though the regulatory intent may have been to let only highly
regulated and well-capitalized institutions into this “club,” whether by design or by acci-
dent, relatively poorly capitalized and poorly regulated entities, such as cooperative banks
and regional rural banks, were also permitted entry.
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as the Industrial Development Bank of India (IDBI), the Industrial
Finance Corporation of India (IFCI), and the Industrial Credit and
Investment Corporation of India (ICICI), and a large group of non-
bank finance companies (NBFCs)—were given a much wider lati-
tude in their lending operations but were allowed to borrow only
from wholesale sources and capital markets. By offering term depos-
its to retail individuals (not checking or savings accounts), they were
not allowed to participate in the interbank market or clearing.
Essentially, the banking process became the focus of regulation and
supervision. Consequently, the delivery of credit and the risks assumed
by the banking sector received very little attention from the regulator.
Although it is possible that there were large economic costs paid by the
country of this process-driven approach, it is generally believed that the
system held together, albeit with periodic blowouts (“scams”). In this paper,
we attempt to show that the reforms of the 1990s not only failed to address
the basic philosophical underpinnings of the regulatory process but also
removed some of the key “safeguards” that kept the structure broadly intact,
and that it is fortuitous that we are not in a major banking crisis today.

Reforms of the 1990s

Although there is some debate on whether the reforms of 1991 were the
single point of departure for the reforms process within India (see Clark and
Wolcott, 2003), there is no doubt that the measures that were announced
then (and shortly thereafter) had a profound impact. Because the details of
the full reform process are easily available elsewhere (see Mohan, 2005), the
following paragraphs discuss only a few of these measures.

Industrial licensing was effectively dismantled and entrepreneurs were
essentially free to set up any capacity, subject only to obtaining some
minimal clearances (Rajaraman, 1993). However, because there were very
few business houses and even they had very little capital, the only real
constraint became the availability of finance from the DFIs. Given the
manner in which banks and DFIs were being regulated, as described ear-
lier, industrial licensing combined with fixed interest rates was the most
important form of implicit “credit insurance” available to the financial
system. The removal of this safeguard, given the shallow project finance
competencies that DFIs had built by then, was significant.!! The sections

'Neither the industrialists nor the bankers had any real experience dealing with risk
(credit risk and market risk) implications of free markets. They therefore financed proj-
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below on drivers of post-liberalization growth of the Indian economy, the
rapid buildup of gross nonperforming assets of banks and nonbanks, and
the annexed case study on the steel industry show that many decisions
taken by the banking system after this liberalization were consistent
with the hypothesis of a serious lack of competency. The commercial
banks were historically permitted to participate only in working capital
finance.!? They were therefore largely insulated from the vicissitudes of
the Indian economy, because they always enjoyed the protection of equity
from the promoter and the capital markets, and long-term debt from the
project financier. The reforms of the 1990s permitted them entry into
project and other long-term financing. To that extent, the removal of this
“safeguard” affected them directly. Even in their core business of work-
ing capital finance, they experienced a similar consequence—they did
not have as much “protection” from equity and long-term debt—in the
case of small and medium enterprises and priority-sector lending.

Pricing of Some Financial Assets Determined by Market Forces

In particular on the lending side for nonpriority sector debt, commer-
cial banks and DFIs were given complete freedom to lend money at rates
of interest that they could freely determine (Reddy, 2002). As there were
no market benchmarks and very little liquidity in either the government
of India securities market or the corporate bond market, this effectively
meant that each lender was free to determine its own methodologies for
arriving at these prices. However, it was this partial deregulation that created
a high level of distortion in the interest rate market because, very impor-
tantly, the rates of interest on the savings and current accounts were kept

ects in a mechanical manner and at historically fixed rates of interest, despite multiyear
drawdowns. For example, published information for ICICI shows that there was a swing
of more than 2 percent in the net interest margin, from 5.22 percent in 1993-94 to 3.37
percent in 1995-96. This swing, in all likelihood, was entirely due to lack of experience
among bankers because during this period market interest rates and therefore funding
costs rose by 2 percent (see Figure 1.4). There were very few business houses, and the
reform had the effect of transferring the decision-making process from a few members
in the planning commission (who at least had the benefit and the incentive to look at
economy-wide demand-supply gaps) to a few businessmen who had neither the incentive
nor the competency to fully understand market dynamics of demand and supply in a
rapidly globalizing marketplace.

12Working capital finance in cash-flow terms always has first charge on the borrower’s
cash and goes up and down with the actual sales or production of the company.
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regulated" across the banking system, and only commercial banks (not
NBFCs and DFIs) were allowed to access these low-cost funds. Because these
accounts together accounted for approximately 30 percent' of the liabilities
of the banking system, they became the strong anchors of the entire inter-
est rate structure. The fact that short-sales were not permitted and interest
rates on priority-sector loans and small loans were tightly capped further
exacerbated the situation. In return for being permitted to offer savings and
checking facilities, commercial banks continued to be required as a part of
their statutory liquidity ratio (SLR) to maintain a high level of investment in
government securities (GSecs)!” in India and a substantial cash reserve ratio
(CRR).' On the other hand, an additional measure that had a very negative
impact on the DFIs was the removal of the SLR status of bonds issued by the
DFlIs, in 1991.17

Post-1991 Reforms: Developments in the Indian Economy and
Their Impact on the Banking System

In the period since the 1991 reforms, the Indian economy and the finan-
cial system witnessed many changes. It is not clear if all of these changes

B3Current accounts were permitted only to businesses and had to offer a zero rate of
interest. Savings accounts were permitted only to individuals and had to offer a 3.5 per-
cent rate of interest. (Figure 1.6 shows the savings account rate over the past decade.) A
lower rate was effectively given to active account holders because of the methods used in
computing the principal amount to which this rate could be applied.

"Calculated from RBI, Annual Accounts Data on Scheduled Commercial Banks,
1990-93.

15Tt is not clear if this was really a penal measure because almost all the government-
owned commercial banks maintained a significantly higher than required proportion in
these securities. These investments had a very high duration for almost all the banks, in
large part as a direct consequence of the issuance of these securities by the government of
India with long maturities combined with high durations. (Very little floating rate debt
has to date been issued by the government of India.)

16This high degree of preemption may have acted as a kind of “credit risk protection” by
limiting the freedom of the commercial banks to participate in the lending business.

7The SLR status effectively ensured that commercial banks (CBs) treated these bonds
almost on par with government of India securities. A case can be made that the DFIs lost
relative competitive strength when compared with CBs as the effective systemic subsidy
provided to the CBs through strong interest rate controls on savings and current accounts
remained high. This led to (1) a strong resistance on the part of the CBs to further interest
rate deregulation and (2) an equally strong desire on the part of the DFIs for conversion
to a CB despite the fact that the onerous SLR and CRR obligations would have to be met
upon conversion to a bank.
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Figure 1.1. Growth in GDP and Credit
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were directly related to the reforms, but we address a few of the changes and
explore whether the reform process could have had any bearing on them.

Acceleration of Growth Rates

After the 1991 reforms, acceleration of growth in all sectors of the Indian
economy was the most visible consequence of the reforms. The break in the
growth trend during 1992 is clearly discernible from Figure 1.1. However,
if one looked more carefully at the sources of growth, one would possibly
discover that very high, largely finance-led capacity accounted for the rapid
growth rates, and that the lowering of growth rates in subsequent years was
therefore not entirely an unsurprising consequence. Credit grew rapidly in
the early 1990s and declined in the later years. In addition, studies suggest
that the growth during the 1990s was unaccompanied by any growth in total
factor productivity (TFP). Goldar (2003) finds a decline in the productivity
growth rate in the 1990s relative to 1980s; although TFP growth accounted
for 7 percent of the manufacturing growth during the 1980s, it accounted
for almost nothing of the manufacturing growth during the 1990s.
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Figure 1.2. Excess Capacity in Industries After Reforms
(In percent)
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Very High Levels of Capacity Creation in Almost Every Industry

In part led by the consortium financing system, but largely because nei-
ther industrialists nor bankers had any experience operating in liberalized
environments, almost every project that was submitted for financing was
accepted. As a consequence, the system created capacity (which is quite
possibly what showed up as growth numbers) in industry after industry—
steel, man-made fiber, paper, cement, textiles, hotels, and automobiles
received a major share of the large loans given principally by the DFIs and
partly by the CBs. Figure 1.2 shows excess capacities created in the manu-
facturing sector, particularly textiles, chemicals, food and beverages, and
metals industries, which is reflected by the excess of growth of fixed assets
over growth of sales in these industries.

High Buildup of Gross Nonperforming Assets in the Banking System

As can be seen from Figure 1.3, there was a rapid buildup of nonper-
forming assets (NPAs) in the banking system. These mounting NPAs,
together with excess capacity, suggest a strong possibility that these two
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Figure 1.3. Gross and Net Nonperforming Assets (NPAs) of Commercial Banks,
End-March
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developments were linked to each other in a causal fashion. Almost four
in five projects experienced large delays in implementation, and a few
celebrated cases could not complete financial closure because of the col-
lapse of equity markets. Three of the five major financial institutions—
Unit Trust of India, IFCI, and IDBI—had to be given large infusions of
capital by the government of India. One major institution, ICICI, entered
the retail finance business and between itself and its subsidiary, ICICI
Bank, raised about US$2 billion from international and domestic sources.
Despite staying largely out of the project finance business, the CBs also
experienced a great deal of stress, with the net worth of three government-
owned CBs turning negative. All industrial investment largely came to a
halt with all players experiencing a “knee-jerk” reaction to these develop-
ments in the financial system. The Appendix presents a case study of the
steel industry, which gives a more detailed insight into how these capaci-
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Figure 1.4. Trends in Yield on 10-Year Government Securities (GSecs)
(In percent)
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ties, NPAs, restructured assets, and high levels of provisioning came about
for one major industry in India. RBI for the first time issued guidelines,
in 1994, for the classification of assets and recognition and provisioning
of non-performing assets using exclusively a days-overdue criterion and
allowed a great deal of time before even unsecured defaulting loans had to
be fully provided for. To date, this very heavily lagging indicator, remains
the sole benchmark of asset quality.

Secular Decline in Interest Rates From 1996 to 2004

The yield on 10-year government of India securities fell from 13.93
percent in April 1996 to a low of 5.15 percent in April 2004 (Figure 1.4).
Banks continued to invest heavily in GSecs during this entire period,
with the proportion of incremental deposits invested in these securities
rising to as high as 100 percent for some banks. Figure 1.5 shows that
the differential between annual increments in GSec holding and demand
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Figure 1.5. Yearly Change in Demand Deposits and Government of India Security
(GSec) Holding of Commercial Banks
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deposits was positive (except in 1994-95) during the 1990s, and that the
gap continued to widen towards the end of that decade. And even though
interest rates on these securities fell steadily (because interest rates on
savings accounts and current accounts were tightly regulated and kept
well below the “risk-free” rate, as can be seen from Figure 1.6),!8 they

8Unavailability of sufficient data does not permit precise comparisons in Figure 1.6;
however, it does reflect to some extent the argument made here about the higher Indian
gap (Indian 10-year GSec yield vis-a-vis savings rate) as compared to the U.S. gap).
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Figure 1.6. Deposit Rate vis-a-vis 10-Year Government of India Security
(GSec) Yield in India and the United States
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imposed a substantial implied tax on depositors. Commercial banks were
permitted to retain the entire benefit of this implied tax, which in effect
amounted to a large-scale recapitalization of the banks.!” Although it is
possible that the interest rate developments were entirely the consequence

YThe government largely owned these banks, which presents an interesting conundrum
when examining the fiscal deficit of the government of India.
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Figure 1.7. Yield on 10-Year Government Securities of Select Nations
(In percent)
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of similar trends elsewhere in the world (Figure 1.7), these developments
are important because in our view, they are the most important reasons
the system remains broadly solvent.

This is because banks maintained a very high level of investment in gov-
ernment of India securities (Patnaik and Shah, 2002), not only in terms
of the total quantum invested but also relative to the maturity profile of
their deposits (Figure 1.8). These high levels of investments mismatched
in amounts and in maturity profile were the direct consequence of the
very same poor understanding of risk management within the system
that produced excess capacity, outlined above. In addition, the banks’ net
income from these sources relative to other sources of income become a
dominant part of their income streams. These two factors alone produced
a net transfer from the government and the depositor to the banking sys-

tem of an average of approximately Rs. 106 billion a year between 1990-91
and 1999-2000.
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Figure 1.8. Investment in Government of India Security vis-a-vis Maturity Pattern
of Term Deposits, End-March
(In thousands of rupees crore)
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To summarize, four factors are therefore principally responsible for the
current “healthy” state of the banking system. Three of these produced
incremental profits and capital that was used toward very high levels of
incremental provisioning.

1. The implied government guarantee ensured that the public never lost
confidence in the banks. For instance, despite the fact that Indian
Bank’s net worth turned negative in 1995-96, the bank has continued
to maintain an average growth in deposits of more than 10 percent
(1995-96 to 2003—04).2°

20This is one of the key risks of “premature” privatization. If the process of privatiza-
tion precedes an improvement in the manner in which these banks are run and managed,
the recurrence of such an event could lead to a large run on these banks and/or a sharp
increase in their cost of funds.
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Figure 1.9. Commodity Price Index (1967 = 100)
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2. The large and persistent difference between the cost of demand depos-
its (current and savings) and the rate of return on the government of
India securities (risk-free rate) helped banks to post some profit.

3. The secular fall in the interest rates on government of India securities,
the very long-duration issuance and purchase by public sector banks,
and the very high level of duration mismatch between assets and lia-
bilities of banks allowed banks to book profits in their trading books at
will by simply selling the older bonds and buying newly issued ones.

4. High levels of explicit capital injection into DFIs and banks helped
these banks to remain liquid.

In the above sections, we have tried to argue that the removal of the
two key safeguards in the economy (industrial licensing and full control
of interest rates), when combined with poor regulation of and competency
in risk management, government ownership, and fresh injections of capi-
tal in a few cases, produced effects that served to cancel each other out as
interest rates declined rapidly.
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There have been some additional developments from the late 1990s to
the present that have allowed imbalances in the financial system to persist
without revealing the true extent of the underlying problems. Some of
these are mentioned below.

Rapid Buildup of Retail Finance Since 1996

There has been a very strong upsurge in demand for retail loans. Unlike
corporate loans—where the focus is principally on the quality of analysis
and on a multistage review process that sometimes goes all the way to the
chair and managing director of the bank, which (presumably) ensures
that all of the talent of the bank is brought to bear on the exposure—retail
loans, given their inherently small value but very high volume, need to
be dealt with differently. Unless very tight process disciplines are main-
tained and a fair degree of centralized control is exercised through the
use of technology and formalized protocols, underlying risk levels, in part
linked to a rising incidence of fraud, can quickly start to produce very
high levels of nonperforming assets.

Increase in Commodity Prices Since 2000

Thanks largely to Chinese demand and the domestic retail financing
boom, prices in several key sectors are at all-time highs (Figure 1.9). As a
consequence, except in a few cases, after some deep restructuring most of
the NPAs have now started to generate an adequate level of cash to service
their obligations.

Impact of SARFESI, DRTs, CDR, and ARCIL

Facilitative regulation and the development of asset reconstruction
companies have made it somewhat easier to recover at least some money
from bad loans.

Likely Developments in the Economy After 2005 and the
Impact on the Banking System

Enhanced Levels of Volatility in Financial Asset Prices

Commercial banks (which now include even the former DFIs—ICICI
and IDBI—that have converted themselves into banks) continue to have on
their books very long-duration government of India securities, with some
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holding as much as 45 percent of their assets in these securities (Patnaik and
Shah, 2004). Interest rates have started to rise, with 10-year government of
India securities increasing from 5.11 percent in October 2003 to 6.99 per-
cent in April 2005 (and trading at 7.19 percent on May 16, 2005). Although
there is clearly a strong desire to hold high-quality assets, given the virtually
complete absence of transfer pricing methodologies in operation, there is no
link between the cost of funds and the rates that are offered on loans.?!

Enhanced Levels of Volatility in Commodity Prices Accompanied by
Fundamental Shifts in Sector Shares

As the economies become more globally integrated, it becomes harder
to keep them insulated from global shocks. Increasing volatility has more
pronounced adverse effects, especially on developing economies, which
rely on undiversified export baskets or the risk of unfavorable terms of
trade. Because it is neither feasible nor sustainable for the government
to interfere in market mechanisms to overcome global price volatilities
accompanied in some cases by sectoral shifts, it is imperative for the key
players to develop tools and capabilities to mitigate such risks by factoring
them in early in business proposals.

Increased Demand for Credit from Manufacturing, Infrastructure,
and Agriculture

A strong demand for project finance is emerging. Given the complete
absence of risk quantification and capital attribution methodologies??
actually being used by banks, it is not clear if the banks and DFIs will be
able to correctly assess the risks inherent in these projects and meet the
required demand in a manner that is substantially different from their
behavior in the early 1990s.

Enhanced Levels of Competition from Insurance Companies and Asset
Management Companies for Bank Deposits

Historically, banks have acted as prime intermediaries by channeling
financial flows from the surplus to the deficit sectors. However, opening

2t is very difficult to find any direct relationship between rates of interest that are
charged by the banks and the credit risk or market risk that these rates imply.

22Although many banks will claim that they have these in place, even if they do have a
formal risk department and risk policy in place, it would be important to see what the rela-
tionship between the pricing of specific loans is relative to the underlying rating, capital
attribution, and the bank’s target return on equity numbers.
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up the mutual fund and insurance sectors to private players in 1993 and
2001, respectively, has freed up avenues for such flows across the economy.

This ongoing relaxation has put pressure on bank-assured sources of
funds.

Suggestions for the Reform Process

The earlier sections attempted to make the argument that even though
a number of changes have been made to the manner in which banks are
regulated, the basic philosophical underpinnings of regulation have not
changed.

It is our view that there is a need to fundamentally shift the focus of regu-
lation from adherence to procedures for each bank to banking outcomes for
the banking system as a whole.?* It is our belief that privatization of banks is
neither a necessary nor a sufficient condition for these reforms to take root
and show results. In fact, “premature” transfer of ownership to an overly
activist management or, worse, a corrupt management, in the absence of
these changes runs the risk of serious bank failure and loss of confidence in
the banking system.?* The above-mentioned shift in focus and some addi-
tional reform suggestions are discussed in greater detail below.

Shift from a Focus on Detailed Processes that Banks Use to a
Monitoring of Outcomes

This constitutes a shift at the most fundamental level in the basic phi-
losophy with which banks are regulated. In practical terms this means that
the banking regulator will not specify procedures that banks must follow,
but will allow each bank to design them internally?® and will specify only
the desired outcomes in the broadest possible terms. The focus of regula-

ZPerhaps an outcome-oriented mission statement for the regulator for which it is
responsible, such as universal access to financial services and increased depth of financial
markets, may be useful to explore as well.

241t is important to remember that even if the capital base supporting a bank is supplied
by the private sector, even under very conservative capital adequacy regimes no more than
6 to 8 percent of Tier 1 capital is required (compared with close to 25 to 30 percent even
in the most leveraged industries). It is not very difficult to erode that level of capital (and
under current regulation, without even being aware that this has happened) unless the
bank is managed very tightly.

2The most recently issued technical paper on banking correspondents is a good exam-
ple of what needs to stop.
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tion will then shift from assessing adherence to standardized procedures?®
to qualitatively assessing the basic competencies of bank managements to
develop and execute consistent strategies and business models.

For this to work, however, the outcomes will need to be specified and
measured very carefully, and then will have to be publicly?” disclosed
with reasonably high frequency. Thus, such meaningful disclosures will
result in (1) market disciplining of the bank by altering the availability
and price of capital, (2) signaling potential weaknesses to both customers
and regulators, (3) allowing the regulator to focus on issues relating to
the accuracy and timeliness of disclosures rather than on processes, and
(4) focusing of regulation on outcomes (both systemic and institution
specific) rather than on processes. One of the most important outcomes
and one that has been the basis of much of the work in the Basel Accord
of 2004 (commonly referred to as Basel II) is the manner in which the
capital base of the bank is linked to the risks that the bank takes and the
returns that it earns on them. Fortunately, even though there is not a
complete consensus on the models that should be used to compute capital
consumption for each risk class, there is a sense that most modern mod-
els (even those completely internally developed by a bank), if adequately
tested historically and applied consistently going forward, have the power
to provide a reasonably accurate estimate of actual capital usage. Clearly
the most important piece of disclosure for a bank would be to report
and for the auditor to certify, at least once every quarter, (1) a detailed
analysis of the consumption of capital at an aggregate level?® and by each

26A “regulation-by-circular” approach runs the very real risk of attempting to develop
mechanical processes to try to manage the complexity that is faced at every level in a bank.
This is not only an impossible task within a bank but also an enhancement to the systemic
risks faced by the banking system because every single bank takes an identical approach
to each problem.

»Even a partial listing in the stock market (even as low as 1 percent) with an active
minority shareholder base and suitable securities regulation that supports class action
suits, for example, would render this a very effective tool. High frequency of public dis-
closure of outcomes is the principal reason the asset management industry continues to
perform in an orderly manner, despite the largest asset manager being owned directly by
the government of India and several others by very activist private sector managements.

28Some observers may argue that under Basel II, although segment reporting is not a
requirement, at an aggregate level this reporting and adherence will become mandatory.
However, the guidelines give the local regulator a great deal of flexibility in interpreting
and applying the rules. For example, even under the proposed Basel II norms, large asset
classes (such as fully committed but undrawn cash-credit lines) are excluded from assign-
ment of capital. In addition, market risk capital is to be examined only on the traded book,
not on the entire balance sheet. Further, under the standardized approach (which many
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customer segment (urban individuals, rural individuals, manufacturing
companies, financial market participants, and so forth) and by each line
of business (credit cards, mortgages, corporate loans, financial markets,
and so forth), and (2) an analysis of the return on that capital for each
of these segments. Major banks in the United States, to a fair degree of
detail, report by segment. Bank of America’s annual report provides a
good illustration of such reporting (Table 1.1). Furthermore, the reports
should also satisfy a “readability” requirement for better understanding
by lay investors and depositors.?’ Methodologies must also be developed
to evaluate the impact on the bank of important prespecified shocks, such
as movements in commodity prices, interest rates, and exchange rates.*°

The focus of inspection can then shift to qualitative issues such as
specific competencies of the bank staff and management (and boards)
to measure and manage these outcomes. Mor and Maheshwari (2004)
and Mor and Sharma (2002) argue that the very basic competencies that
a bank needs to function effectively are (1) funds transfer pricing, (2)
activity-based costing, and (3) risk quantification methodologies. It is
indeed very surprising how few banks (if any) have these competencies.’!
However, we believe that once detailed public disclosure requirements are
imposed, banks will have no choice but to rapidly develop them.??

The key to avoid the problems mentioned earlier is to ensure that bank
managements have an incentive to develop the competencies required to
consistently manage their day-to-day operations. Merely the requirement
of full disclosure as specified above, combined with minority sharehold-
ings, can substantially reform the current state of affairs.

Develop Essential Financial Services Infrastructure

Adequate infrastructure is indispensable for a well-functioning bank-
ing sector. The explicit government guarantee for bank deposits is one of
the more obvious sources of moral hazard in the Indian banking system.

banks may choose to follow), unrated paper has 100 percent risk weight, creating a strong
incentive for banks to choose this approach because lower grade ratings require higher risk
weights. Such anomalies need to be addressed comprehensively.

29See the U.S. Securities and Exchange Commission handbook on how to create disclo-
sure documents, www.sec.gov/pdf/plaine.pdf.

30See Mor (2005) for a listing of some of the unasked questions.

3Loans priced without any reference to the current interest rate environment, a quanti-
fied level of credit risk, and the implied operating cost are the norm within most private
and public sector banks.

3 Methodologies to do this are well within the reach of every bank.
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Table 1.1 Segment-Wise Income, SVA, and ROE: Bank of America
(In millions of U.S. dollars)

Net Income SVA! ROE?

Segment 2003 2004 2003 2004 2003 2004
Global consumer and

small business banking 5,706 6,548 4,367 3,390 42.25 19.89
Global business and

financial services 1,471 2,833 846 884 25.01 15.34
Global capital markets and

investment banking 1,794 1,950 893 891 21.35 19.46
Global wealth and investment

management 1,234 1,584 854 782 33.94 20.17
All other 605 1,228 -1,339 36
Total 10,810 14,143 5,621 5,983

Source: Bank of America, Annual Report, 2004.

ISVA: Shareholders’ Value Added (cash basis earnings on an operating basis less a charge for the use
of capital, i.e., equity).

2ROE: Return on Average Equity (net income divided by allocated equity).

If indeed large and small bank failures become a real possibility, it will
become important to ensure that systems such as the Real Time Gross
Settlement are universalized.??

Lower the Cost of Intermediation

The cost of intermediation is very high in India, possibly among the
highest in the world. A McKinsey study (Bekier and Nickless, 1998) shows
that very heavy use of cash is responsible for this high cost of interme-
diation (something that is generally known to be true also for India). To
gradually reduce these costs and the associated error rates (and therefore
additional costs on account of these errors), there is an urgent need to
increase the penetration of electronic payments on a nationwide basis by
(1) immediately extending the electronic credit system to approximately
2,000 locations; (2) moving toward national settlement in payment sys-
tems with two entities, one each in physical and electronic settlement,
respectively; and (3) allowing cash dispensation by debit to a credit/debit/
smart card at nonbranch/non—automated teller machine locations.?* If,
however, cash must be used, then there is a need to strengthen cash-

3See Mor (2005) for a discussion of some of the basic financial market infrastructure
that would be needed.

3This last issue is likely to be addressed with the introduction of the Banking
Correspondent Regulation.
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handling capabilities nationwide while simultaneously providing strong
incentives for switching to card-based or electronic transactions. The
national cost savings, as well as the consequent reduction in the size of the
parallel economy, could more than pay for the tax loss.

Improve Access to Financial Services

In over 600,000 villages in the country (and a far larger number of
hamlets), the total number of rural bank branches of scheduled com-
mercial banks (SCBs) does not exceed 30,000. The distance from a bank
branch can be many kilometers for some residents. Even the total num-
ber of banks in India (284 SCBs in 2005) is significantly lower than that
of the United States (7,630 FDIC-insured commercial banks in 2004),
where community banks and national banks both work (and compete)
to serve communities. In India, over 500 million people do not have
bank accounts—against an estimated annual demand of Rs. 45,000 ($10
billion), the supply from the formal system is less than Rs. 2,000 ($400
million), and SMEs are not receiving adequate funds from banks. The
formal rural financial sector is deeply troubled. Both regional rural banks
(RRBs) and cooperative credit institutions suffer from poor access for
customers, low levels of capitalization, and high default rates. The solu-
tions being attempted even at this stage are minor modifications of earlier
solutions; they do not appear to offer any real hope of solving the prob-
lems of either access or asset quality.® The “semi-formal” institutions
(such as micro-finance institutions (MFIs) that are rapidly building out-
reach to (previously unserved) poor households are often hampered by
implicit price caps, in the case of credit. Without a regulatory framework
for correspondent banking arrangements, banks are unable to leverage

*There is also the added problem of specific institutional bias in favor of government-
owned or -managed institutions, which urgently needs to be addressed. For example,
while an RRB (RRB Act 1976, RBI Act 1934, Banking Regulation Act 1949) is able to oper-
ate as a full-service bank with only Rs. 10 million of capital, a microfinance institution
is not permitted even NBFC (RBI Act 1934, Companies Act 1956) status with even Rs. 20
million of capital. A cooperative bank (Cooperative Societies Act, RBI Act 1934, BR Act
1949) can be set up with almost no capital but is permitted to deal with only apex coop-
erative banks and primary agricultural societies (state legislation). Short-term refinance
support from National Bank for Agriculture and Rural Development is provided only to
cooperative institutions and not to any other rural financial institution, no matter how
much more effective and better performing it is in terms of indicators. It is also possible
that the presence of this type of refinance support is delaying the creation of markets (and
through that an implicit disciplining mechanism) for this class of assets.
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the outreach built by MFIs to extend saving facilities. Thus, if the banking
system is to scale up to meet this demand either directly or indirectly,’ a
lot more effort is required to put in place financial sector infrastructure
and conducive regulation. This is critical if this scale-up is to happen,
and if systemic risk is to be avoided as the system scales up. There is also
an urgent need to build basic retail information infrastructure that com-
prises, among other things, (1) biometric identity cards for every adult
with a unique national identity number, (2) a rural credit bureau, (3)
universal Internet connectivity,” and (4) rural electronic weather stations
(for index-based weather insurance).

Allow Innovative Approaches

Banks need to be provided with a great deal of leeway in terms of build-
ing outreach models (franchisee, branch, correspondent), with a focus on
outcomes and not on uniform processes across banks. For instance, as
opposed to the mandatory branch licensing approach in India, the bank-
ing correspondent model has been implemented to a fair degree of success
in South Africa and Brazil. In Brazil, banking correspondents offer plain
vanilla banking services from stand-alone kiosks and retail outlets located
at superstores, drugstores, and petrol stations. These services usually
include deposits and withdrawals, bill payment services, and insurance
products, with formally licensed banks taking full responsibility for their
correspondents’ business conduct.

Appendix

Case Study: The Indian Steel Industry After Reforms

The Indian steel sector was one of the first core sectors to be freed from
the licensing regime and the pricing and distribution controls during the
reforms of the 1990s. Immediately after the reforms, the steel industry
received a spate of investments. Appendix Figure 1.A.1 shows the cross-
sector investment in plants and machinery since 1990. The figure clearly
reveals that steel, despite having a relatively large asset base (even at the

3Through banking correspondents.
7See http://www.dotindia.com/uso/usoindex.htm. Current USO guidelines continue
to emphasize voice over data.



26 BANKING SECTOR REFORM IN INDIA

Figure 1.A.1. Investment in Plants and Machinery in Select Industries during the
1990s
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Source: Prowess Database, Centre for Monitoring Indian Economy.

beginning of the decade), continued to invest in assets, so that the gap
between steel and other sectors widened considerably.

These investments were made with very little systematic analysis. Steel
companies anticipated a large growth in demand from user industries
after de-reservation. However, the expected demand on both domes-
tic and global fronts failed to materialize. There were many reasons.
Domestically, for example, investments in infrastructure fell short of
expectations. Because of this and other factors, estimates reveal that
against a projected demand of 31.0 mtpa (million tons per annum) in
2001-02, only 27.0 mtpa®® materialized. The domestic steel industry also
lost protection from competition, which resulted in depressed steel prices.
Data suggest that the customs duty on HR (hot-rolled) coils was reduced
in successive phases from 40 percent in 1994-95 to 27 percent in 1997-98.

*Data are from the Ministry of Steel.
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Figure 1.A.2. International and Domestic Prices: Hot-Rolled Coils
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On the export side, the disintegration of the Soviet Union led to a glut
in the markets as Commonwealth of Independent States countries began
dumping steel. The lowering of customs duties and the excess supply in
the global and local markets both exerted a lot of pressure on the steel
prices in India (Appendix Figure 1.A.2).

Moreover, nontariff barriers imposed by major steel importing nations,
particularly the United States and the European Union, also made con-
ditions more difficult for exporters. Canada levied antidumping duties
ranging from 16 to 96 percent on HR products imported from India in
2001 (Iyer and Wahi, 2004). The United States also initiated its prelimi-
nary antidumping investigations and imposed Section-201 in 2002. Other
nations, worried that their markets would now be freely accessible to the
steel diverted from these restricted markets, imposed a spate of similar
barriers on Indian steel. The global economy also experienced the melt-
down of South Asian markets in 1997-99 and the devaluation of the ruble
that accompanied the 1999 Russian crisis. All these factors put tremen-
dous pressure on steel prices worldwide (Appendix Figure 1.A.2).
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Figure 1.A.3. Trends in Select Parameters of Steel Industry from the

1990s to the Present
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Steel players in India faced a situation wherein excess capacity creation
domestically coincided with domestic and global downturns. Appendix
Figure 1.A.3 shows how the some of the key parameters behaved in the
1990s. It shows that after reforms, large investments in capacity creation
were reflected in high gross fixed asset numbers. The events in the domes-
tic economy and international economy, as mentioned above, created con-
ditions during the mid-1990s in which inventories started to build, exports
stagnated, and profits plummeted and eventually turned negative.

However, besides these external environmental factors, an analysis at the
micro level (company by company) reveals that there were several internal fac-
tors as well that led to such a dismal performance by the steel sector. Evidence
suggests that some of the promoters were first-generation entrepreneurs in
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Figure 1.A.4. Credit Extended to Iron and Steel Industry
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Note: NPAs of one of the largest banks in India.

steelmaking who lacked the requisite experience to handle a downturn in
this cyclical sector. This inexperience sometimes led to a multiplicity of objec-
tives and business interests, and to midway modifications in project scope, a
reflection of poor management skills. Poor vertical linkages and inability to
grade the products also made production inflexible. In addition, most play-
ers lacked the ability to forecast the price and demand scenario. Because the
import barriers came down faster than expected, the Indian steel industry
was exposed to severe global competition in adverse economic conditions
when both domestic and global markets were showing a downturn.

There was also a mismatch between some of the projects that were
being implemented and the existing balance sheets of the compa-
nies, which were already facing inadequate internal accruals and high
leverage. Companies sought to alleviate these constraints on internal
resources through the capital markets. However, this solution was dif-
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ficult because of high volatility in stock prices and several scandals,
which shook the stock markets in the early 1990s and kept investors
away. For example, a fixed income and equity market scandal in 1992
led to the crash of the stock markets in April 1992, just after the SENSEX
(Bombay Stock Exchange, sensitive index) had reached its all-time high.
Tax authorities froze shares of various big companies that belonged to
proxy holders involved in the scandal. Similarly, owing to a ban on badla
(forward) transactions, trading thinned after the Sensex had reached
an all-time high in September 1994. As a consequence, the steel indus-
try had to rely on debt as a primary means of finance during a period
when interest rates were at record highs. In certain cases, projects were
implemented without fully tying up the means of finance, which led to
delays in project implementation as some of the anticipated sources of
funds (such as capital markets) failed to deliver. Meanwhile, the interest
burden continued to mount on the money that was borrowed to start
the project.

The financial intermediaries who could have had a disciplining influ-
ence on all these companies and promoters were completely inexperienced
themselves. The combination of inexperienced players acting in concert
had a grave affect on the banking sector’s level of nonperforming assets
(NPAs). Appendix Figure 1.A.4 shows that there was a clear surge in credit
extended to the iron and steel industry, both as a percent of total credit to
the industry after the reforms of the 1990s, and in absolute terms show-
ing a jump of 70 percent in the year 1992-93. Quite unsurprisingly, as a
direct consequence of this profligacy, with a lag of a few years (because
of the manner in which the NPA norms are defined) the share of NPAs of
the iron and steel sector as a percentage of total NPAs of one of the largest
banks in the country also shows a rising trend.
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Reforming China’s Banking System:
How Much Can Foreign Strategic
Investment Help?

NICHOLAS HOPE AND FRED HU*

he problems of the Chinese financial system, and particularly of its
banks, have been well known. Since the reform era began in 1978,
steady progress has been made in transforming the financial system, despite
which some core problems of the financial system remain unresolved:!
* The financial system is unbalanced and underdeveloped. The securi-
ties markets are dwarfed by a banking system that is large measured
against Chinese GDP, and deep—Dby the same measure—even when
compared with developed economies. The banking system domi-
nates the financial system, even under circumstances and during
periods in which technically bankrupt banks might have been lend-
ing to inherently more creditworthy companies. In addition, state-
owned agencies control both the financial and capital markets.

*Nicholas Hope is Deputy Director, Stanford Center for International Development,
and Fred Hu is Managing Director, Goldman Sachs, and Professor of Economics, Tsinghua
University. The authors acknowledge outstanding research assistance from Liming Huang
of Goldman Sachs, Junga Kim, and Anita Alves Pena, as well as assistance with data from
Dr. L.H. Cook of Econdata. Insightful comments from Steven Barnett, Pieter Bottelier,
Luo Ping, Eswar Prasad, Yingyi Qian, Charan Singh, Jesse Wang, Bingxun Zhang, and an
anonymous referee are acknowledged gratefully. Remaining deficiencies are attributable
to the authors.

'Appendix I provides a chronology of reform from 1978.
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* The financial system is under-supported. Institutional structures that

provide support, such as rating agencies, accounting and audit bod-
ies, credit and collateral registries, information systems and asso-
ciated information technology, and the legal system are in their
infancy. The institutions supporting the financial system have yet to
develop sufficiently to provide an adequate framework for efficient
and effective financial intermediation. The support provided by the
legal system remains especially problematic, with particular con-
cerns about contract enforcement, recovery of collateral, adequate
standards of disclosure, and the vexed issues associated with bank-
ruptcy and creditors’ rights.

The banking system is inefficient. In terms of both cost and alloca-
tion efficiency the performance of banks leave much to be desired.
The banks are hugely over-staffed, and their overly extensive branch
networks contribute heavily to their high operating costs. Their
portfolios owe little to market-based assessments of the creditwor-
thiness of their borrowers, and the result of the largely policy-based
direction of their lending is very high levels of nonperforming loans
(NPLs).

The banking system is potentially fragile. As a legacy of central plan-
ning, the state-owned commercial banks (SCBs) are burdened with
massive NPLs, which, if measured rigorously, imply that the SCBs are
technically bankrupt, though that concept might have little mean-
ing in a system in which the banks and most of their clients are state
owned. Moreover, under no feasible assumptions could the SCBs
reconstitute their ca pital by growing their way out of trouble. And
further, even if freed from the obligation to prop up shaky state-
owned enterprises (SOEs), there is every reason to question whether
the four SCBs could rapidly reduce loan losses to acceptable levels,
because of both a dearth of banking skills and the lack of a credit
culture that emphasizes timely servicing of bank loans and supports
efforts to recover collateral or other assets in cases of default.

These problems are generally attributable to the policies of the

government and the lack of financial expertise residing in domes-
tic financial institutions. But considerable efforts have been made
in recent years to reduce the impact of all of the deficiencies out-
lined above; compared with any past year, the situation in 2005 shows
general, across-the-board improvement.? And what has become evi-

2The next section and Appendix I describe some of the main accomplishments of finan-

cial reform to date.
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dent, especially since China acceded to the World Trade Organization
(WTO), is that the government has become increasingly willing both
to amend its policies and to entertain (at least) partial foreign owner-
ship of Chinese banks in order to improve their performance and com-
petitive position. In some cases, policy changes seem to have as their
main objective the encouragement of foreign investment in the Chinese
banking sector. The Chinese government and foreign investors seem
to agree that engaging the expertise of international strategic partners
has the potential to improve virtually every dimension of Chinese
banks’ performance—overall governance; control and management of
operations; introduction and marketing of new products; enhancement
of asset quality; comprehensive, timely and accurate compilation of
management information; better management of risk; stronger capital
positions and better returns on equity; and rehabilitation of the banks’
reputations.

In 2004-05, with the WTO deadline less than a year and a half away,
much government focus and foreign investment interest developed
around three of the four major SCBs, as well as several of the smaller
banks. The introduction of foreign strategic investment holds tremen-
dous promise for the on-going reform of the Chinese banking system,
and both international investors and Chinese banks can potentially
forge a mutually beneficial partnership. Nevertheless, the expectations
of the foreign investors, of the broad spectrum of Chinese banks, of the
Chinese government, and of its regulators might diverge. Moreover,
a number of factors such as regulatory restrictions that limit foreign
ownership to a minority interest, foreign investors’ inability to gain
meaningful control and influence over the Chinese banks, and possible
cultural clashes increase the likelihood of initially uneasy partnerships,
which could take some years to deliver the results that all parties hope
to achieve.

Table 2.1 outlines the pros and cons of investment in Chinese banks
from the viewpoint of the foreign investor. Even if the foreign investor is
committed to entering the Chinese banking sector via a minority equity
investment in a local bank, three distinct strategic possibilities present
themselves depending on whether the investor wants to begin with a clean
slate in a “greenfield” bank; take advantage of the huge distribution net-
works of the big four SCBs, despite their dubious asset quality and gov-
ernance practices; or adopt an intermediate approach. Each option has
advantages and disadvantages. However, if the Chinese concern is to
enable the indigenous banking industry quickly to become competi-
tive, stimulating foreign participation in the big banks seems to be the



36 REFORMING CHINA’S BANKING SYSTEM

Table 2.1. Potential Targets of Foreign Investors

Investment Target Pros Cons
Greenfield banks  Clean slate Need time to build
(e.g., Bohai Bank) Easy to infuse international best Inability to own more than 20 percent;
practices difficulties in finding compatible
Attractive upside potential domestic partners
Smaller banks Fewer legacy assets Limited franchise and distribution
(e.g.,joint-stock  Smaller capital commitment network
banks; city Faster growth Complex shareholder structure and
commercial banks) Better governance and transparency often more difficult decision-making
Potential flexibility in sharing processes
management control Often unrealistically high price
expectations and tougher negotiation
positions
Big Four SCBs Immediate access to extensive Massive legacies in asset quality and
nationwide distribution systems operational systems
Meaningful strategic cooperation in  Large capital commitment required for
attractive business segments meaningful stake and associated
(e.g., credit and other cards, uncertainties about ability to
consumer finance) influence management decisions
Significantly escalate investor’s High political sensitivities regarding
position in China through a deal terms/face issues in relation to
single investment foreign players’ share of national
franchise

most attractive option.? The issue is how to make that also an attractive
option from the viewpoint of the strategic investor. (Table 2.2 highlights
strategic investment in Chinese banks to date.)

China’s Banking System: Progress in and Priorities
for Reform

The two most striking features of the Chinese financial system are the
extraordinary size of monetary assets relative to GDP and the compara-
tive lack of development of the securities markets when compared with
the size of the banks. By the end of 2004, the ratio of money and quasi-

*Appendix Table 2.A2.1 shows that very rapid growth in the assets of foreign-funded
banks in China during the past three years (2002—05) has raised their share in the assets
of financial institutions only from 1.5 to 1.9 percent. After all restrictions on the foreign
banks’ activities are eliminated in December 2006, their market share might be expected
to grow somewhat faster. Nevertheless, improved performance of the banking system as a
whole will be a slow process if it relies solely on the growing role of foreign banks.
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money (M2) to Chinese nominal GDP was 1.85,* a startlingly high figure
even compared with those commonly found in developed economies. By
then, total deposits with financial institutions were renminbi 24.1 tril-
lion yuan, and lending by them was Y 17.8 trillion.” The People’s Bank of
China (PBC) reports that, at the end of June 2005, deposits (in both local
and foreign currencies) in all financial institutions totaled Y 28.3 trillion
and local currency deposits alone were Y 26.9 trillion.® Using comparable
data from the end of 2003, deposits with financial institutions amounted
to Y 20.8 trillion, compared with Y 3.4 trillion in bonds of all kinds,” and
Y 4.2 trillion in total market value of stocks listed in the Shanghai and
Shenzhen exchanges.® Bank lending has continued to grow rapidly in the
ensuing two years, while the capital markets have dawdled.

Yang (2004, Table 2) presents data on the evolving shares of lending by
financial institutions and the outstanding balance of negotiable securities.
She estimates that the share of bank loans in combined assets fell from
90.4 percent in 1991 to 81.7 percent in 2001.° The corresponding figure for
end-2003 was 77.3 percent (Y 16 trillion of a total of Y 20.7 trillion).!° Even
with the massive bond issuance of the central Government and the PBC’s
sterilization activities in recent years, China’s debt markets still comprise
predominantly bank loans, which are about five times as large as the value
of outstanding bonds. Recent experiments in liberalizing lending rates for
bank loans, including provisions in 2004—05 that give banks consider-
able freedom to adjust lending rates, have had little effect on bond yields,

“World Bank (2005) p. 8. The ratio was only 0.37 in 1980.

SPBC Annual Report (2004).

®People’s Bank of China, 2005. “Financial Industry Performance Remained Stable,”
http://www.pbc.gov.cn/english/

"Data on bonds and stocks are from China Statistical Yearbook (2004); other data from
PBC (2004). Bonds outstanding at end—2003 comprised 52 percent central government
bonds, 35 percent financial bonds (mainly the policy banks and asset management com-
panies), 10 percent PBC bills (issued primarily to sterilize foreign currency inflow) and 3
percent corporate bonds (almost all issued by state-controlled enterprises or entities).

80nly about 30 percent of listed shares are tradable; the remainder comprises govern-
ment held and/or legal person shares. The Y 4.2 trillion total market capitalization for
2003 is as reported in the 2004 Statistical Yearbook. The CSRC website reported that the
market capitalization of listed stocks fell to Y 3.9 trillion in August 2004, only Y 1.2 trillion
of which was accounted for by tradable shares, and further to Y 3.71 trillion in December
2004 and Y 3.16 trillion in June 2005. (See http://www.csrc.gov.cn/en/statinfo/index.)

°Yang, Ya-Hwei, 2004, “Development and Problems in China’s Financial System,”
Discussion Paper No. 04-E-06, Taiwan Study Center.
10China Statistical Yearbook 2004.
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which are remarkably similar irrespective of maturity. Bank deposit rates
as well as bond yields are still largely administered.!!

Figure 2.1 presents an overview of the structure of China’s financial
system and Figure 2.2 a more detailed structure of the banking system.
Although strictly speaking the asset management companies (AMCs) are
nonbank financial institutions, they are included as part of the bank-
ing system, given the role that they continue to play in assisting in the
resolution of the major SCBs’ nonperforming assets. Appendix II provides
supplementary selected data on the banking system. The numbers of actors
in the financial system change frequently, but Figure 2.2 lists the main
classes of banks and nonbank financial intermediaries with recent reports
of their numbers.

Within the banking system, the new century has seen a decline in the
dominant position of the four main SCBs. They accounted for more than 60
percent of the assets of financial institutions (excluding the People’s Bank of
China) in 2001, when three of them—the Industrial and Commercial Bank
of China (ICBC), the Bank of China (BOC), and the China Construction
Bank (CCB), in that order—were among the 50 largest global banks, and
all 4 (the other being the Agricultural Bank of China, ABC) were in the top
10 banks in Asia by asset size (Solvet 2002). They continued to account for
60 percent of banking assets at the end of 2003. The SCBs, together with
the state policy banks (since 1994) and the four AMCs that were set up in
1999 to deal with some of the bad loans on the books of the four main SCBs
and one of the policy banks—the China Development Bank (CDB), over-
whelmingly compose the core of the Chinese banking system, even allowing
for the rapid recent emergence of many smaller banks and increasing activ-
ity from foreign banking interests.!? But as a result of that emergence and
the activities of the policy banks and AMCs, the share in assets of the four
major SCBs fell sharply during 2004 and the first half of 2005 (Appendix
Table 2.A2.1), reflecting both the very rapid growth in lending by China’s
smaller banks in the boom of 2003—04, and the successful efforts of the
SCBs to reduce their NPLs during that period. By the middle of 2005, the

Pieter Bottelier (2005b) has observed that a motivation for freeing lending rates was
the growing extent of informal lending. Especially in Zhejiang, the practice of drawing
down bank deposits to lend directly to enterprises apparently has become widespread.

2The policy banks (in order of asset size) are the China (State) Development Bank, the
Agricultural Development Bank of China (ADBC) and the (much smaller) Export-Import
Bank of China, which together have total assets less than ABC, the smallest of the major
SCBs. The AMCs and their original partner banks are: Cinda—CCB and CDB; Great
Wall-ABC; Huarong—ICBC; and Orient—-BOC. Beginning in 2004, the AMCs have begun
to compete to acquire NPLs from the banks.



Figure 2.1. Structure of the Chinese Financial System
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Figure 2.2. Structure of the Chinese Financial System
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Shanghai Pudong Develop. Bank (SPDB) Changsha Taizhou Zibo Jinhua Zhenijang
Hua Xia Bank (HXB) Quanzhou  Nantong Yinchuan Jingzhou Fuxin
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Bank of Communications (BOCO) Nanjing Tianjin Dalian Xiaogen Rizhao
Guangdong Development Bank (GDB) Hefei Xi'an Chendu Shenyang Huaibel
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Hengfeng Bank/ Dongguan Kupmlng Wuhan Dandong Lgr}gfang
Yantai Housing Saving Bank (YHSB) Yar}gzhou Guilin Xiangtan nghan Il}l}lang
Beijing Hangzhou  Nanyang Qing’huangdao Zigong
Wuhu Xinxiang Nanchang Ganzhou Xining
Ji'nan Linyi Weifang Yingkou Xuzhou
| Rural commercial banks (3) l Baotou Jinzhou Lanzhou Anshan Shantou
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(since 1980s) 59 (since 1999) 4
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Sources: Solvet (2002); Garcia-Herrero and Santabarbara (2004); and Hefferman and Fu (2005).
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Figure 2.3. Deposits and Lending Growth
(Trillion yuan)
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share of the SCBs in total bank assets had fallen to 53 percent, though
they continued to control more than 60 percent of bank deposits Bottelier
(2005b).

Figure 2.3 shows how deposits in, and lending by, financial institu-
tions have evolved over recent years and illustrates the exceptionally rapid
growth in 2001-04 when deposits increased by 67 percent and lending
by 59 percent. During this period, as the four major SCBs have taken a
comparatively more conservative stance with respect to asset acquisi-
tion, the major increase in assets share has been attributable to the rise
of “other financial institutions,” mainly policy banks, trust and invest-
ment companies, securities companies, insurance companies, and AMCs,
which accounted for one-seventh of total assets (as did the second-tier
commercial banks) by the end of the first quarter of 2005. A noteworthy
feature of loan growth during the lending boom of the past three years is
that, as reported in footnote 3, the rapid growth in the assets of foreign-
invested banks still left their share of system-wide assets below 2 percent
at the end of March 2005. As a consequence, the ability of foreign banks
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Figure 2.4. Growth of Consumer Loans
(Consumer loans as percent of total loans)
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to transform China’s banking system through a rapid increase in market
share appears limited compared with what might be accomplished if they
could help to transform the performance of the established domestic
banks, especially of the four big SCBs.

Another striking feature of the banking system over the past several
years is the emergence of consumer lending, predominantly mortgage
finance but also finance for purchase of consumer durables (automobiles)
and credit cards. Figure 2.4 shows how rapidly the share of consumer lend-
ing in total loans has been rising: from virtually zero percent in 1997-98
to more than 9 percent in 2003. Bottelier (2005b) reports that consumer
lending exceeded 11 percent of the banks’ portfolios by the end of 2004
and, allowing for loans of working capital to farm households, total loans
to households reached almost one-sixth of total bank lending in 2004.
Nevertheless, when compared with other economies, as illustrated in
Figure 2.5, China lags in the share of mortgage loans in bank assets.

The rapid growth of consumer lending has helped reduce the share of
NPLs in the SCBs’ portfolios, but the development is too recent to judge
reliably the longer-term effects on loan performance and portfolio quality.
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Figure 2.5. China’s Under-Penetrated Financial Markets, 2002
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Even after the elimination of the credit plan, the SCBs were still required
to allocate the bulk of their lending to SOEs, many of which were loss-
making, and used bank credit to meet current obligations to their work-
ers and pensioners with scant concern for repayment. Until the advent of
the AMCs, the SCBs remained hamstrung by the legacy of the plan and,
even thereafter, NPLs were variously estimated (in 2002) to comprise one-
quarter to one-half of their portfolios. The official figure generally fell at
the bottom of the range; at the end of 2003, the PBC reported NPLs at
Y 1.9 trillion, or one-fifth of outstanding loans of the SCBs. Solvet (2002,
p. 41) put the figure at about one-third of outstanding loans, and assumed
a recovery rate of about 20 percent (consistent with the experience of the
AMCs) to calculate projected system-wide losses of about 30 percent of
GDP in 2001.13

The combination of massive capital injection, transference of the NPLs
of the SCBs to the balance sheets of the AMCs, and extremely fast growth

BThe recovery rate is gross; after allowing for operational and other costs of the AMCs,
the net rate would be considerably lower and the system-wide losses correspondingly
higher.
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in lending in 2002—04 has allowed the large SCBs (except the ABC) rap-
idly to reduce the shares of NPLs in their portfolios. The official aggregate
ratio for the SCBs’ NPLs was 31 percent at end-2001, about 26 percent at
end-2002, 20 percent at end-2003, and under 16 percent at end-2004.'
Appendix IT provides recent figures from the CBRC that estimate the
NPLs of major commercial banks (SCBs and joint-stock commercial
banks) at Y 1.16 trillion at the end of the first half of 2005, or 8.8 percent of
total outstanding loans.!> Setting aside concerns about the accuracy of the
official figures (because some analysts still put the NPL ratios far higher),
one might question whether banks are going about reducing their NPLs
in the right way. Massive loan write-offs are unavoidable, as is the need
to inject more capital to establish adequate capital bases for the SCBs, but
one can question the wisdom of doing so before banks are free to make
decisions based solely on commercial considerations. In addition, much of
the recent improvement in banks’ portfolio performance might be attrib-
uted to financial restructuring measures and the youth of their portfolios
rather than to fundamental improvements in their lending practices.

“Recent years have seen rapid reductions in the reported NPL ratios of the banks,
despite the introduction of a more rigorous system of loan classification (see footnote
15). Barnett (2004) reports the NPL ratios for BOC, CCB, and ICBC as 16, 9, and 21 per-
cent, respectively, at the end of 2003. The ratio for ABC was unavailable but known to be
much higher. He notes as well the “substantial amount of special mention loans” that also
threatens to become nonperforming (see Barnett, 2004, p. 48). Gilligan (2005) notes that
the government’s estimates of the NPL ratio for major commercial banks in China, includ-
ing the four big SCBs, amounted to Y 1.7 trillion (US$240.7 billion) or 13.2 percent at the
end of September 2004, down 4.6 percent from the preceding year. The BOC separately
reported an NPL ratio of 4.6 percent as of October 2004, down from 5.2 percent at the end
of September 2004 and 16.3 percent at the beginning of that year. The CCB reported an
NPL ratio of 3.7 percent at the end of September 2004, the lowest among the four large
SCBs. Bottelier (2005b, p. 9) reports similar figures and indicates that, as a result of recapi-
talization and other measures, the NPL ratio for ICBC fell from 19 percent at end-2004 to
4.6 percent at mid-2005. His figure for the ABC NPL ratio is 35 percent at end-2004. Also
see Appendix II, Table 2.A2 4.

15China’s loan classification system was amended from a four- to a five-category system
in 2001. Under the earlier system, criteria for recognizing loans as sub-standard, impaired,
or lost were lax. The new system conforms much better to international standards (the
Basel accords), but there is no way to determine how rigorously the standards are applied
in practice or whether they are applied uniformly to all banks. There is little evidence
to show how the system has been affected by the establishment of the CBRC to exert
regulatory and supervisory oversight of the banking system; these functions had been the
responsibility of the PBC. Bottelier (2005b) notes that, beginning in late 2005 or in 2006,
the CBRC will require minimum provisioning requirements linked to the five-category
loan classification system.
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The rapid increases in consumer lending notwithstanding, both in
access to bank credits and in issuance of bonds, borrowers other than
the government and SOEs are severely disadvantaged. The debt mar-
kets still have far to go before they conform to the ideal of competitive
markets. Lending to private enterprises has continued to be a com-
paratively minor activity of the SCBs, partly because of their concerns
about their portfolios and partly—at least until very recently—because
they have had insufficient flexibility to set interest rates at levels that
would make such lending profitable when adjusted for transaction costs,
monitoring costs, and risk. There are problems, too, in securing adequate
information about prospective clients’ credit history and loan-servicing
records, and the extent to which collateral pledged to secure loans is
unencumbered. Recovering collateral in the event of default is further
complicated by inadequate protection of creditors’ rights under the com-
mercial law.

An unavoidable conclusion of analysis of the Chinese banking system
is that system performance could be greatly enhanced if the performance
of the SCBs could be improved rapidly. In that regard, one might have
to accept that the SCBs are too big to fail and at the same time question
whether they are also too big to reform. The government has embarked
on bold steps since its announcement early in January, 2004, that it was
injecting US$45 billion from the PBC’s international exchange reserves
as new capital to the BOC and CCB, with half of the funds going to
each. A company, Central Huijin Investment Ltd., was established to hold
the equity in the two banks (at that time, its only asset), and its board
comprises officials from the PBC, the State Administration of Foreign
Exchange, and the Ministry of Finance. A similar measure was adopted
for ICBC in the first half of 2005, with Huijin providing US$15billion of
new capital and the Ministry of Finance (MOF) retaining another US$ 15
billion of old equity in the bank. At the same time, ICBC’s balance sheet
was boosted even more by the disposal of an additional US$85 billion in
NPLs to the AMCs and elsewhere.

The injection of funds has dramatically improved the SCBs’ balance
sheets. Many governance issues remain to be resolved, however, and
even more radical solutions might be needed to improve the perfor-
mance of the SCBs and permit them to compete on an equal footing
with foreign banks by the second half of this decade. This is one of the
key considerations behind the government initiative to seek strategic
foreign partners who could inject new capital along with management
and financial expertise to establish sound practices in China’s commer-
cial banks.
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Progress in Reform

The remaining weaknesses of its financial system notwithstanding,
over the 25 years of the reform era China has made considerable progress
toward introducing a functioning financial system. In the gradual Chinese
fashion, a persistent process of reform has begun to improve the structure
of the system, to enhance the role of banks in resource allocation, and
to build the institutions needed to underpin a modern, market-friendly
financial system. Appendix I provides a selective chronology of financial
sector reform, again with major emphasis on the banks; therefore the dis-
cussion here can be comparatively brief.

The main thrusts of banking reform since 1978 are:

(1) the establishment of a separate central bank—the PBC;

(2) the establishment of commercial banks independent from the

monobank;

(3) the introduction of capital markets, specifically the Shanghai and
Shenzhen stock exchanges;

(4) the introduction of independent regulators for the securities mar-
kets, insurance industry and banks, all of which report directly to
the State Council;

(5) theintroduction of policy banks to free the commercial banks from
the obligation to support state priorities;

(6) the restructuring of the SCBs, including the introduction of the
AMC:s to deal with some of the non-performing assets of the SCBs
and the policy banks;

(7) the phased introduction of market forces to allocate credit, with
the abolition of the credit plan and gradual removal of controls on
lending rates; and

(8) the recent preparations for competition from foreign and joint
venture banks, after accepting the conditions for accession to the
WTO.!6

In none of these areas is reform complete; rather, progress continues
to be made on all fronts as emphasis shifts and the timing of individual
reforms has differed. The listing of reform areas conforms more or less to
the chronological order in which they were initiated.

Because much of the early progress in reform is well known and well
documented (see also Appendix I), comments here are limited to devel-
opments in the past few years. Since the turn of the century, the PBC,
which had already been established as the central bank and relieved of

1°For an alternate presentation of reforms by sub-period since 1979, see Yang (2004).
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all of its commercial banking activities as well as its obligation to finance
the government, has seen its responsibilities for oversight of the sound-
ness of China’s banks pass to the CBRC. As a result, the PBC now retains
three chief functions: implementation of monetary policy, management
of China’s international reserves and exchange rate, and maintenance of
stability of the entire financial system. Given that the three independent
regulatory agencies report directly to the State Council, as does the PBC,
how the PBC will interact with those agencies and discharge its mandate
to guarantee financial system stability (with the possible exception of
serving as the system-wide lender of last resort) is uncertain, though prog-
ress to date is encouraging.

Since its inception in April 2003 as the third financial regulator, the
CBRC has taken action on several fronts. With an eye on the WTO dead-
line, the CBRC has emphasized the urgent need to restructure China’s
banks, especially the big four, and has encouraged foreign investment in
those banks as a way to advance that objective.” At the same time, domes-
tic and private investors have been urged to buy shares in the banks as part
of a range of measures that should improve their governance and elevate
their operational efficiency. The CBRC also has introduced measures to
deal with the dysfunctional rural credit cooperatives and to develop rural
(and city) commercial banks. Within a short period, the CBRC has gained
considerable credibility as a modern, forward-looking regulatory body.

Impressive, too, is the rapid progress that has been made in the finan-
cial restructuring of the BOC, CCB, and ICBC. The urgency attached
to this process is understandable with January 2007 looming, but the
speed with which nonperforming assets have been removed from these
three banks and their capital augmented is startling. The banks also have
moved aggressively to reduce redundant employees and close unprofit-
able branches: between 2000 and 2003 the main banking institutions
reduced their total employment by 8 percent and their total branches by a
quarter.!® The four big SCBs took even more aggressive action, with their
total employment falling by 185,300 (11.6 percent) over the period, despite
a small expansion in staffing at the ABC, and their branches by 32,418
(26.8 percent). The underlying thrust of restructuring is to equip banks
to compete with foreign banks, which increasingly enjoy the freedom to
challenge domestic banks across the full range of their activities. Market
forces are slowly being introduced as lending rates are liberalized, though

YIn this area, the CBRC clearly is taking its lead from the State Council.
8The data include the PBC, the big four SCBs, the policy banks and the JSCBs. See
Appendix B and China Statistical Yearbook 2001 and 2004.
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administrative control over the banks remains strong and most observers
still regard credit allocation as only partly market-determined.

The policy banks essentially have failed to play the role initially envis-
aged for them, even though the CDB, in particular, has financed a grow-
ing share of centrally mandated infrastructure projects. The commercial
banks still seem to be constrained to provide credit under government
direction, and they are expected partially to finance the policy banks by
buying their bonds.

Priorities in Reform

With reform moving forward on virtually every front, identifying pri-
orities might seem somewhat arbitrary. From our viewpoint, however, the
government should be concentrating on five areas to improve the perfor-
mance of China’s banks and of the overall financial system:

+ better overall governance,

+ better balance between the financial and capital markets,

+ more effective regulation and supervision,

+ more reliance on market forces, and

+ a more supportive legal system.

The objective in improving governance should be to enable banks to
make decisions based solely on commercial considerations and to free
them from the influence of government officials and other bureaucrats.
Two key required reforms are the introduction of truly independent,
expert executive boards to oversee the work of the senior management of
the banks, along with the freedom for boards and managers to appoint
senior personnel based on merit and performance, rather than political
affiliation. Just as in the reform of the enterprise system, an essential
requirement for successful reform of the banks is to put them at arm’s
length from governments.

Better balance between the financial and capital markets would facili-
tate this objective, at the same time contributing to more robust capital
markets, which would better serve the needs of long-term institutional
investors and of enterprises and governments seeking access to long-term
capital. Commercial banks should be under no compulsion to acquire the
bonds of the government, the policy banks, or the AMCs, nor should they
be obligated to make loans to the infrastructure companies organized and
owned by subnational governments as a substitute for those governments’
inability to raise funds through bond issuance. The development of active
primary and secondary markets in corporate bonds as well as bonds of
subnational governments deserves more emphasis from Chinese poli-
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cymakers. A host of complementary reforms would be needed—every-
thing from reputable, independent rating agencies to fiscal reforms and
improved financial management at the level of provincial and municipal
governments.

In its short life, the CBRC has established credibility as the regulator and
supervisor of the banking system. Its efforts to complete the restructuring
of the major SCBs have been commended previously, as has the coopera-
tion that seems to have developed between the CBRC and the PBC. The
priority for the CBRC is to train sufficient skilled bank examiners to
ensure that the new classification system for asset performance is imple-
mented effectively throughout the banking system and that banks apply
the system appropriately in provisioning for bad loans and writing down
their capital as losses occur. Along with the PBC, the CBRC can assist
banks by developing comprehensive credit and collateral registries. In
addition, the CBRC should become a strong voice in advancing the banks’
rights to seniority among claimants for the assets of failed enterprises.

Increasingly, market forces should be allowed to determine the outcome
of credit allocation and the discipline that banks and the capital markets
apply to borrowers and listed companies, respectively. Currently, banks
still seem somewhat reluctant to take advantage of the flexibility they have
been granted to vary lending rates according to the risks and costs associ-
ated with serving different classes of borrowers. Given time, that can be
expected to change, at which point limited flexibility in setting deposit
rates also should be introduced.?”

In addition, more reliance should be placed on the market to determine
when enterprises, including banks themselves, should be required to exit
their markets. The ultimate consequence of sustained, poor financial
performance should be bankruptcy, with the assets of the failed endeavor
being apportioned amongst claimants according to appropriate seniority
of claims. The government and the chief financial regulators recently have
seemed bent on accelerating the use of the market to dispose of NPLs. The
AMCs are now allowed to compete with each other to acquire NPLs from
banks that offer them, and measures were introduced in August 2005 to
foster recovery of bad loans made by the PBC itself (Appendix I).

Better performance of the financial markets also will require signifi-
cant improvements in the legal system, including both how the legal code
is written (with the bankruptcy law an excellent example) and how it is
enforced and implemented. At the heart of the necessary reform is the

YNewspaper reports in 2005 suggest that banks are beginning to vary lending rates
according to the risk and other characteristics of borrowers.
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need for China’s legal system to define, protect and dispose of property
rights in a cost-effective manner.?® Without assurances that they can
recover their assets in a timely way and at acceptable cost in the event
of default, banks will continue to be reluctant to lend to small private
enterprises. But the absence of such lending is one of the principal imped-
iments to the sustained dynamism of private enterprise in China; its con-
tinuing absence poses a threat to fast growth over the longer term. Greater
efficiency, transparency and predictability in the functioning of the legal
system would be an invaluable aid to Chinese banks.

Encouraging Strategic Foreign Investment in Chinese Banks

To what extent can foreign strategic investment in China’s banks pro-
mote those reform priorities? Whether because of China’s entry into the
WTO or for other reasons, the Chinese government has become much
more receptive recently to foreign investment in China’s banks and Chinese
banks have actively sought strategic investment from foreign banks (see
the list in Table 2.2). As emphasized above, having guaranteed that for-
eign banks can compete with domestic banks under identical conditions
beginning in December 2006, the government apparently has decided that
foreign participation in domestic banks via equity investment promises
to be an effective way of enhancing their competitiveness. China seems to
view foreign participation as compatible with the state’s overall control of
the banks and as a potentially valuable source of assistance in (1) promot-
ing bank restructuring, (2) enhancing banking skills through business
cooperation, (3) supplementing equity capital, without recourse to the
fiscal budget, and (4) boosting the status of Chinese financial institutions
in domestic and foreign capital markets.

Promoting Bank Restructuring

Chinese bankers and banking officials now seem to view foreign
involvement as a highly cost-effective way to obtain an expert review of
an individual bank’s business capacity. Before taking an equity position in
a Chinese bank, and as an essential part of the valuation exercise, the for-
eign investor will want to review the bank’s financial position, the scope
and nature of its operations, and how it incurs and manages the risks in
its portfolio. The investor will analyze the bank’s operating and funding

20This point is emphasized by Sheng, Geng, and Wang (2004).
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costs, and will assess the soundness of the bank’s provisioning practices
and handling of problem loans. It will form a view of the expertise of the
bank’s officers and the extent to which the bank’s performance can be
improved through better training of the existing staff or by hiring people
with better skills.

Armed with that knowledge, the strategic partner will then be well
placed to help the management of the bank in the restructuring activi-
ties that are underway in all Chinese banks as they endeavor to improve
their performance in preparation for December 2006 and thereafter.
The banks can also anticipate help identifying profitable new lines of
business. In particular, the strategic partner can call on its experience in
international banking to help the domestic bank introduce state-of-the-
art risk management systems and a management information system that
provides accurate, timely information about the bank’s performance. In
addition, it can supply knowledge of how to measure the performance of
the bank’s personnel and how to structure incentives to induce and to
reward better performance. Finally, if the domestic owners (still mainly
governments) are willing, the foreign partner can help to set up corpo-
rate governance structures appropriate for successful banks in a market
economy.

Cooperating in Business Activities

Beyond imparting the knowledge of how to restructure the Chinese
bank to secure better performance, the foreign investor can contribute
concretely to such a restructuring by becoming involved in the ongoing
business activities of the bank. A major contribution can come through
the direct secondment of skilled officers from the investor to participate
in the business operations of the Chinese bank. Officers of the domestic
bank can learn firsthand how an international financial institution deals
with all aspects of lending, funding, containing risks, and so on. In addi-
tion, the foreign partner can supply expertise to help recommend new
information systems and technology, to teach techniques for managing
risk, and to train personnel.

Through participation in the business activities of the domestic bank,
officers of the foreign partner will be able to transfer knowledge of, and
build skills in, marketing and product development. They will be able to
assess the need for specialized recruitment and training to help improve
the management of the bank’s human resources. And, if permitted, they
can demonstrate by example how the governance structures should func-
tion in a modern, market-oriented, commercial bank.
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Supplementing Equity Capital

Most East Asian governments have used offerings of stock in state-
owned companies mainly as a way to secure additional capital. Better
performance through improved governance of publicly listed companies
has been at best an afterthought, and little concern has been shown for the
interests of minority shareholders. China has been no exception to this;
although in the case of strategic investors in the banks, the government
appears legitimately interested in boosting performance through their
involvement. However, an injection of capital still is clearly an important
motivating factor in seeking a foreign partner in domestic banks, even if
not to the same extent as in the proposed IPOs for the big SCBs. As shown
in Table 2.2, the amounts of money injected in the acquisitions have been
substantial, especially for Hongkong and Shanghai Banking Corporation’s
(HSBC’s) acquisition of 19.9 percent of the Bank of Communications
(BoCom, US$1.75 billion),?! and Bank of America’s 9.1 percent of CCB
(US$3 billion). In these and the other cases, the injection of new capital
substantially augments the capital bases of the recipient banks.

Wooing the Capital Markets

Last, but most definitely not least, entering into a strategic partner-
ship with a foreign banking group can do much to enhance the public
image of a Chinese bank. Despite their huge size, the four main SCBs
are not well known outside China, and none would be regarded on its
own as anything remotely approximating a blue-chip stock in major
international capital markets. But with a stakeholder of impeccable
reputation in tow, the Chinese bank can raise its credibility and its
reputation markedly. The audited statements of a CCB or BoCom will
have much greater authority if they have passed muster in the eyes of
Bank of America or HSBC.2? Prospective shareholders are likely to attri-
bute more validity to disclosed information, as well as to actions taken

2IAppendix D provides a case study of the HSBC investment in BoCom, with an empha-
sis on the progress of the transaction and the advantages it provides to both parties.
Although the investments listed in Table 2.2 represent almost US$16 billion of additional
capital for Chinese banks, a considerable sum, they remain small compared with the
additional capital (US$60 billion) that the government has provided three of the big SCBs
through Huijin.

22There is increasing awareness among Chinese listed firms, including the banks, of
the value of reputable audits of their financial statements. Many firms have engaged the
major international accounting houses to conduct audits and to certify the validity of their
income statements and balance sheets.
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Figure 2.6. Chinese GDP Growth
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to restructure the bank and to embrace new products and new ways of
doing business. All of this should pave the way for successful approaches
to both domestic and foreign capital markets in future IPOs and subse-
quent share offerings.??

What Attracts Foreign Investors to Chinese Banks?

Although the attractions of the fast-growing Chinese economy are
obvious, choosing to enter the Chinese market through a strategic part-
nership with a domestic bank is less obviously attractive. Figure 2.6
shows recent Chinese growth rates, and Figure 2.7 compares growth in
the Chinese banking markets with that of other Asian economies. As
shown earlier, the Chinese retail mortgage market is still in its infancy
(see Figure 2.5), but the recent acceleration of consumer lending by

23As occurred in BoCom’s and CCB’s successful IPOs in Hong Kong SAR in June and
October 2005, respectively.
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Figure 2.7. Asian Banking Market Growth Comparison
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Chinese banks points to the vast lending opportunities that are emerg-
ing in the Chinese market, and foreign banking interests might regard
the immediate access to well-developed distribution networks as more
than adequate compensation for management and organizational defi-
ciencies in their Chinese partners. Besides positioning themselves to
benefit from the continuing rapid growth in bank lending, the foreign
partners potentially can market their own products (for example, credit
cards, fund management and trustee services, and insurance) through
their partners’ branch networks.

What other positives can foreign investors in the Chinese financial
sector draw from the government’s explicit and implicit commitments
to ongoing reform of the financial system? In addition to rapid growth,
there is a strong presumption that reforms will create opportunity for
both banking and nonbanking financial services as the government’s role
in the financial system gradually recedes. In particular, the injection of
strategic foreign investment followed by IPOs of the major banks should
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reduce the currently overwhelming influence of the state on the major
SCBs (though this can be expected to be a lengthy, even if inevitable,
process). The massive recapitalization of the SCBs via Huijin, as well as,
in the case of CCB, via concessions from the MOF to waive dividends
and taxes due, will substantially improve the capital bases and competi-
tive positions of the SCBs. In turn, that raises the prospect of a potential
financial upside for the foreign investors if they can help to engineer an
effective turn-around of the efficiency and profitability of their invested
banks, including the smaller ones where influence on management and
operational performance might be almost immediate.

Further enhancement of the upside potential of the existing banks
will derive from the nature of reform, with considerable relaxation
of controls on interest rates and regulation of fees pointing toward
full liberalization over time. Because nonbank financial services are
growing even faster than banking services, clear potential also exists
to profit from the use of the banks’ well-established distribution chan-
nels to introduce “integrated financial services” business models over
time. Bottelier (2005a) also points to the advantages of avoiding the
need to compete for the limited local personnel with banking expertise
and experience. Finally, the flurry of recent entry activity probably
draws some inspiration from the example of HSBC’s landmark deal
for BoCom: HSBC’s actual and potential competitors in the promising
China market might perceive potential early-mover advantages through
their acquisitions (Appendix IV).

What Comprises the Universe of Potential Strategic Investors?

Almost every type of international finance company has shown interest
in penetrating the Chinese financial sector. Five broad classes of actors
that have been actively seeking opportunities for strategic partnerships
in China are (1) universal banks, (2) commercial banks, (3) specialty
finance companies, (4) asset managers, and (5) insurers. Their interests
differ, as do the pros and cons of their involvement in China’s financial
service industry.

* Universal banks refer to those engaged in a wide range of financial
services, including consumer banking, commercial banking, invest-
ment banking, asset management, and insurance. From the view-
point of Chinese banks, they offer a broad range of strategic and
operational benefits and, usually, impressive financial resources. The
possible downside is that conflicts of interest could arise because
many of their products and services will overlap and potentially
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compete with those of their Chinese partners, and they will make
protection of their own brand and reputation a priority. Examples of
this group that have entered the Chinese market or are considering
doing so are Citigroup, HSBC, and J.P. Morgan Chase.

Commercial banks are primarily focused on commercial banking,
with their expertise normally concentrated on corporate and con-
sumer banking, as well as wealth management. The advantage of
this group for Chinese partner banks is that its core expertise is
immediately applicable to their main business lines, with particu-
lar benefits likely to be realized in the crucial areas of credit and
risk management. This group of investors is likely to be culturally
well attuned to its Chinese partners although it will not offer as
diversified a product mix. Some members of this group are Bank of
America, Banque Nationale de Paris, the Royal Bank of Scotland,
and Standard Chartered Bank.

Specialty finance companies focus on specific finance markets, rang-
ing from credit cards and consumer finance to commercial finance
and leasing. They bring cutting-edge expertise in selected business
areas and offer innovative product and marketing capabilities. The
scope of their activities is narrower than that of the banks, but their
creativity and specific expertise could help their Chinese partners
develop highly profitable niche products with less competitive threat
to core banking business. A potential disadvantage is the possibil-
ity that multiple partners will be required to cover a range of spe-
cialty markets. Examples of companies offering these services are
American Express, Commercial Investment Trust (CIT Group, Inc.),
Countrywide, Ford Motor Credit, General Electric Capital, General
Motors Acceptance Corporation, and MBNA Corporation.

* Asset managers also are seeking investment opportunities in Chinese

banks to establish business development platforms. Their expertise
in the asset management business complements the services avail-
able to the established customer base of major Chinese banks and is
likely to be especially helpful given the current underdeveloped state
of the asset management business in China. Typically, they will offer
their Chinese banking partners less in the way of additional financial
resources, and they have limited capacity to assist Chinese banks to
restructure themselves as competitive commercial banks. Examples
of companies offering these services are Capital Group, Fidelity,
Franklin, and Putnam.

Insurers comprise a large group of insurance companies (life and
property/casualty) seeking distribution networks in China. Their
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primary contribution to partner Chinese banks would be through
the fee-based revenues generated from distributing insurance and
other wealth management products. This group probably would
have little interest, as well as limited capabilities, in assisting
partner banks to improve their banking performance. Examples
of the large numbers of potential entrants in this category are:
Aegon; Allianz; Aviva; Axa; Fortis; ING; Metlife; Munich Re; and
Prudential, UK.

How Have Chinese Banks Selected Investment Partners?

In choosing among the host of interested parties offering a wide range
of expertise, Chinese banks typically use a range of criteria including the
following categories: profile, strategic fit, management/cultural fit, core
competencies, appetite for acquisition, and ability to pay. Some illustra-
tive criteria within these categories, along with some considerations of
relevance and potential benefits, are shown in Table 2.3.

Summarizing very broadly, ideal strategic partners for Chinese banks
seem to be, first and foremost, reputable financial institutions (which
need not be among the world’s largest) that offer proven products, refined
marketing skills, and distribution expertise. The other attributes that
seem particularly attractive to Chinese banks are:

(1) superior management capabilities, combined with a willingness
to commit management resources to assist the Chinese partner to
acquire better management skills;

(2) expertise in core competencies that add tangible benefits to the
Chinese partner, while minimizing the potential for conflict and
damaging competition;

(3) long-term interest in opportunities in China’s rapidly growing
financial services markets; and

(4) aclear strategic fit with the Chinese partner from which both par-
ties could benefit commercially.

What Are the Main Concerns for Foreign Investors in
Chinese Banks?

Up to this point, we have outlined both the attractions of China’s
financial sector for its prospective foreign strategic partners and the
qualifications and characteristics that Chinese financial institutions
might seek in potential partners. To balance the equation, and not-
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Table 2.3. Criteria Commonly Used by Chinese Banks in Selecting Potential

Investors
Categories Criteria Relevancy/Benefits
Profile Asset size Strong world-class profile and
Market cap powerful endorsement of
Financial strength/ Chinese banks
credit ratings Financial strength providing
long-term stability
Strategic fit Strategic focus: product, Strategic fit as foundation for
customer, geography exploring and reaping benefits
International revenues/profits Level of interest in Chinese
as share of total revenues/profits banks
China strategy and presence Only a subset of investors with
Expansion strategy (organic vs. an international mindset and
mergers and acquisitions) knowledge of Asia
Management/ Vision and capabilities Willingness and ability to help
cultural fit Cohesive management Chinese bank to reinvent itself

Core competencies

Acquisition appetite

Ability to pay

culture and disciplined
management system
Interest in working with partners

Business mix: retail banking,
corporate banking, risk control,
wealth management

Cross-selling capabilities

Infrastructure

Distribution: information
technology, management
information system, back office,
operating and financial
performance

Mergers and acquisitions experience

in financial services industry
Experience in minority stake
investments

Market cap

Impacts of potential investment on

capital adequacy and earnings
Accounting treatment

by committing management
resources

Availability of international best
practices

Tangible benefits to Chinese
banks in its execution of
strategy

Interest in committing to an
investment in Chinese banks

Willingness to negotiate
reasonable terms

Indication of ability to pay for
an investment

Impact on transaction structure
(composition of investors)

withstanding the attractions of China’s potential as a profitable market,
the prospective investor in Chinese banks has to contend with several
aspects of the Chinese environment that are less than conducive to the
productive engagement of foreign interests. In weighing the decision
to enter China, several types of issues should dominate an investor’s
deliberations, including corporate governance, control and management
influence, legal and regulatory frameworks, risk management, asset
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quality, and liquidity and the ability to exit.?* We consider these issues
briefly.

Corporate Governance

The governance structures of Chinese banks need substantial improve-
ment if they are to function effectively on a fully commercial basis. Currently,
the board structures of the banks are not conducive to an effective system of
checks and balances—there are too few independent directors and a dearth
of effective key board committees, including risk and audit committees.
Moreover, one can question whether internal information systems support
effective governance and how well the financial statements of the banks
reflect their actual financial conditions. The banks have yet to develop a
culture of full disclosure, and the information that is released falls well
short of international standards for best practice. In addition, the huge
SCBs are encumbered with fragmented organizations that are essentially
geographically based; centralized organizations are preferred with clear
distinction and separation between front, middle, and back offices.

Although foreign partners potentially could do much to remedy the
situation, whether they will be allowed and encouraged to do so remains
in question. They presumably will have some influence on both board
composition and policies; in addition, they should be represented on the
key board committees as well as such key internal committees as the credit
committee. The extent of their influence, however, is still very uncertain.

Control and Management Influence

The ability to influence overall governance positively will be related
closely to the foreign partner’s ability to exert control over the opera-
tions of its invested bank and to manage aspects of the bank’s activities.
By law and regulation, foreign ownership in domestic banks is restricted
to 25 percent, with the holdings of any individual foreign investor to be
less than 20 percent.?®> Although, in the interests of better performance,
Chinese banks might cede somewhat more of their authority to their
foreign partners than share ownership alone would warrant, they are
at least equally likely to try to minimize the extent to which they share

24This discussion presupposes that the potential strategic investor has overcome any
opposition from its shareholders to entering the Chinese market.

25As some Chinese banks with ownership close to the mandated limits are being pre-
pared for IPOs, the prospects for a rise in the statutory ownership limits seem strong
(Bottelier, 2005b, page 3).
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decision-making power, especially in sensitive areas. For their part, the
foreigners might limit their management influence to the particular
niches or lines of business that are central to their interests. In the cases
of Citigroup and the Shanghai Pudong Development Bank, for example,
the extent of management control at the level of business units has
been negotiated and agreed upon, but the operational results are as yet
undetermined.?®

Legal and Regulatory Frameworks

Great uncertainty still surrounds the legal and regulatory treatment of
the banking business in China, notwithstanding the ongoing efforts to
reform and the undeniable progress that has been made—at least in regard
to the institutional structure, if not yet in regard to banking practice. The
draft bankruptcy law, which has passed through its second reading at the
National People’s Congress, reportedly still subordinates the claims of the
creditors, including banks, of failed enterprises to those of their current
and retired workers. As long as that remains the case, banks are unlikely
to lend enthusiastically to private enterprises. Even where banks could
lend against collateral, pursuing claims in the event of default is expensive
and time consuming and offers no guarantees of success.

Risk Management

As noted in note 15, China has recently begun a migration to a five-
classification loan-grading system that aligns better with the standards
under the Basel accords. The earlier four-classification system was
opaque and seriously flawed, leading to endless speculation about the
actual level of nonperforming assets and the extent to which loan provi-
sioning was inadequate. Independent analysts guessed that actual NPLs
were at least twice the official figures, meaning the major SCBs were
seriously undercapitalized. With the huge infusion of new capital to the
major SCBs and the transfer of nonperforming assets to the AMCs, the
new system should overcome many of these concerns in time. To date,
however, the universal acceptance and performance of the new system

26Although the text postulates a situation in which the foreign investor might have
little real voice in the strategic decisions of the invested bank, Newbridge Capital and
the Shenzhen Development Bank provide a contrary example. For its 18 percent share,
Newbridge acquired effective management control along with the right to appoint half
the board of directors (Table 2.2).
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are yet to be demonstrated, as is the capacity of the CBRC to supervise
its implementation.

Credit decisions are still driven by relationships, guarantees, and reli-
able collateral (buildings and land-use rights) when it can be obtained.
The extent to which the transition can be made to international practice
based on cash-flow analysis is constrained by the unreliability of the
books of many enterprises. And even the biggest and most heavily scru-
tinized of China’s banks continue to be haunted by damaging reports of
scandals involving fraud and other corrupt practices. Unless the foreign
partner is able to insist on more stringent and effective internal controls
to curb operational risks, the likelihood is that it will confine its activity
to profit making from its niche business activities, with minimal regard
for the overall performance of the partner bank.

Asset Quality

The combination of poor risk management, excessive policy-directed
lending, inadequate prudential norms, and under-provisioning for bad
loans has burdened the banking industry with a legacy of non-performing
assets. Unfortunately, more effort has been directed at the stock problem
than the flow problem in the major SCBs. As a result, their reported NPLs
have fallen sharply during 2000—05 (see Appendix II, and discussion on
pages 54-55), but with no assurance that new lending experience will
maintain loan losses at acceptably low levels. The CBRC reports that NPLs
of major banks were less than 9 percent of total loans by mid-2005. For the
four major SCBs, the ratio was 10.1 percent, compared with 20.4 percent
at the end of 2003, and 31.1 percent at the end of 2001. If the atrocious
performance of the ABC is excluded, by mid-2005 the other three SCBs
had NPL ratios of 5 percent or less.

Unofficial estimates of the NPLs of the SCBs, however, have consis-
tently exceeded officially reported levels, which seem to be conservative.
Moreover, the rapid rise in lending in 2002—04 means both that at least
part of the fall in the NPL ratio was due to growth in the denominator and
that the performance of much of the new lending cannot yet be judged.
How much of it is still directed lending to poorly performing state enter-
prises is unknown. And the surge in lending to households, primarily for
mortgages but also for cars and credit cards, has yet to demonstrate its
soundness. When combined with the continuing lack of transparency and
reliability of financial statements, the foreign partners would be wise to
assume that neither the flow problem nor the stock problem of the NPLs
in the banking system has been laid to rest.
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Liquidity and the Ability to Exit

Most foreign investors can be presumed to be taking a longer-term view
of their engagement in China’s financial sector, but many will still harbor
concerns about their ability to extract themselves from their investment
when they so desire. Once the major banks are listed, the problem will
be less acute for investors in those banks as their shares will be tradable.
However, the investor has to commit to holding them for some period,
typically a minimum three-year lock up, which represents a substantial
liquidity risk to foreign investors.

Concluding Comments

Banking sector fragility poses perhaps the single biggest threat to
China’s macroeconomic stability and long-term growth and the Chinese
government has rightly made banking reform a top priority. In light of the
sheer scale of banking problems and the enormity of the reforms required
to resolve those problems, the Chinese government has wisely sought to
attract foreign strategic investment to help restructure and modernize
its ailing banking sector. China’s decision to open the sensitive banking
sector more widely to foreign investment draws from the decades-long
experience in restructuring its inefficient state-owned manufacturing
industry, which has transformed itself into a successful global competi-
tor due largely to massive foreign direct investment. In the same way,
the Chinese government hopes that foreign investment in the domestic
banking sector will bring, along with additional equity capital, the more
important contributions of modern banking practices, risk management
techniques, new products and services, and international standards of
governance. Foreign strategic investment appeals as a potentially effective
way to foster China’s ongoing banking reform and to build a healthier,
more stable and more efficient modern banking system.

Foreign financial institutions, on the other hand, are attracted by
China’s rapid economic growth; enormous, yet-untapped market poten-
tial; and the opportunity to leverage local banks’ name recognition,
customer bases and distribution networks. Such alliances and partner-
ships formed through an equity investment can augment foreign banks’
growth through their typically limited (or nonexistent) local presence in
China. Equity positions in existing banks also offer foreign investors a
potentially attractive financial upside if the invested banks significantly
improve their operations and performance over time.
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A number of obstacles could frustrate both Chinese and foreign inves-
tor’s expectations. Long-standing problems with corporate governance,
disclosure standards, asset quality, and internal control in Chinese banks
could make foreign investors cautious and hamper business cooperation.
In particular, current Chinese regulations allow for maximum foreign
ownership of 25 percent jointly, and 20 percent for a single investor,
thereby restricting foreign ownership of Chinese banks to a minority
interest. Chinese banks’ probable reluctance to cede management control
and foreign investors’ consequent inability to influence meaningfully
their partner bank’s operations raise considerable doubt about the extent
to which foreign strategic investors could ultimately serve as a catalyst in
improving Chinese banks’ performance.

These substantial risks and obstacles notwithstanding, the remarkable
fact is that China has attracted very substantial foreign direct invest-
ments into its once-highly-protected banking sector. Such leading global
financial institutions as Bank of America, Goldman Sachs, HSBC, and
the Royal Bank of Scotland have taken large minority positions in major
Chinese banks; in 2005 alone, total foreign investment in China’s banking
sector exceeded US$10 billion.

We view the prospects as both promising and intriguing. If, as increas-
ingly seems to be the case, the Chinese government is willing to mitigate
some of the potential obstacles, in particular by establishing a legal system
that supports banks more effectively, by limiting official intervention in
the operations of the banks, and by ceding more voice to foreign strategic
investors in the operations of the banks, foreign strategic investment has
the potential to be a very effective way to improve China’s banking system.
Certainly, it promises to improve the performance of China’s banks much
more rapidly than simply relying on foreign banks to expand their very
low current market share.
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Glossary of Abbreviations

ABC
ADB
ADBC
AMCs
BOC
BoCom
CBRC
CCB
CDB
CDC

CSDCC
CSRC
HSBC
ICBC
IPO
JSCBs
MBNA

MOF
NPLs
NSSF
PBC
RCCs
RMB
SAEC
SAFE
SASAC

SCBs
SDB
SEZ
SOEs
UCCs
WTO

Agricultural Bank of China

Asian Development Bank

Agricultural Development Bank of China

asset management companies

Bank of China

Bank of Communications

China Banking Regulatory Commission

China Construction Bank

China Development Bank

China Government Securities Depository Trust
and Clearing Co. Ltd.

China Securities Depository and Clearing Company

China Securities Regulatory Commission

Hongkong and Shanghai Banking Corporation

Industrial and Commercial Bank of China

initial public offering

joint-stock commercial banks

MBNA Corporation or its main part, MBNA
America Bank

Ministry of Finance

nonperforming loans

National Social Security Fund

People’s Bank of China

rural credit cooperatives

Renminbi

State Administration of Exchange Control

State Administration of Foreign Exchange

State-Owned Asset Supervision and Administration
Commission

state-owned commercial banks

Shenzhen Development Bank

special economic zone

state-owned enterprises

urban credit cooperatives

World Trade Organization
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Appendix I. A Chronology of Reform 1978-2007*

Selective Chronology of Chinese Financial Reform with Focus on Banking,

1978-2007

Date

Measures

December 1978

February 1979
March 1979
1979-82
October 1979
1980

January 1981
June 1981
December 1981

1982
September 1983
1984

1984

January 1984

1985

1986
1986

1987
1988
1988-93

1990
1990

Communist Party Congress approved the Open Door Policy to achieve
economic modernization, including measures to develop the securities markets
and “special economic zones” (SEZs).

The Agricultural Bank of China (ABC) was split from the “monobank,” the
People’s Bank of China (PBC).

The Bank of China (BOC) also was established separately. The State
Administration of Exchange Control (SAEC, now State Administration of
Foreign Exchange, SAFE) was separated from BOC and affiliated with the PBC.

Four SEZs were created (Shenzhen, Zhuhai, Shantow, and Xiamen).

The China Construction Bank (CCB) was transformed from a department of
the Ministry of Finance (MOF) to become a bank under the State Council.

The People’s Republic of China assumed the Chinese seat in the IMF and the
World Bank.

China began to issue state treasury bills.

The World Bank approved its first loan (International Bank for Reconstruction
and Development (IBRD)/International Development Association (IDA)
blend) to China.

The China Investment Bank (CIB) was created to on-lend funds lent by the
World Bank and (later) by the Asian Development Bank (ADB).

China began to issue local enterprise bonds.
The State Council decided to create a central bank.

China opened 14 cities for foreign investments, in addition to the existing
four SEZs.

State-owned financial enterprises began to issue bonds and were allowed to
raise funds from their shareholders.

The PBC assumed the role of China’s central bank; the Industrial and
Commercial Bank of China (ICBC) was created to take over the PBC’s
remaining deposit-taking and lending functions.

A few specialized banks were permitted to conduct foreign exchange business
at their branches in three SEZs.

China joined the ADB.

The government first permitted state treasury bills to be openly traded in five
major cities.

The SAEC granted 133 new approvals for financial institutions to enter
the foreign exchange market (in total, 55 branch banks and 78 trust and
investment companies).

China began to implement its bankruptcy law.

Ninety securities dealers were approved and 386 trust and investment
institutions were in operation.

Stock exchanges were established in Shanghai and Shenzhen.

China opened a total of 714 cities and about a third of the provinces for
foreign investors and visitors.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (continued)

Date Measures

1992 More than 1,000 branch banks and 145 nonbank financial institutions had
been licensed to carry out foreign exchange business.

1992 Banks were given authority to write off loans of up to a half billion yuan;
larger amounts still required approval from the State Council.

1994 The CIB became a commercial bank and expanded its activities to include
deposit-taking and foreign exchange business.

1994 Three policy banks-Agricultural Development Bank of China, China (State)
Development Bank (CDB), and Export-Import Bank-were established to free
the four “specialized” state-owned commercial banks (SCBs) from directed
lending. Exchange rate unified from January 1.

1995 The CIB reduced the number of its branches from 32 to 16.

1995 Commercial bank law was promulgated. This created conditions for
commercial bank system formation and structure and provided the legal basis
for changing specialized state banks to SCBs.

March 1995 The Central Bank Law was passed, legally confirming the PBC as the central
bank.

1996 Other banks joined the BOC in offering deposits and loans denominated in

January 1996
December 1996

1997-1998
1998

1998
1998-2002
March 1998
October 1998
1999

1999-2000

November 2001

December 2001

foreign currencies and settlement for foreign trade transactions.
The first nonstate-owned commercial bank, Minsheng bank, was established.

China established full convertibility of the renminbi on the current account of
the balance of payments.

China cut interest rates to promote spending and allowed greater flexibility to
vary lending rates around the administered level.

The PBC began to allocate credit based on asset-liability management rather
than quotas under the credit plan.

China injected Y 270 billion in capital to ameliorate the nonperforming loan
(NPL) problems in state banks.

China’s four major SCBs cut approximately 250,000 employees and 45,000
branches.

The ninth National People’s Congress designated financial reform as one of
three policy reform goals (for national corporations and government) for the
next three years.

The Guangdong International Trust and Investment Corporation failed.

The PBC replaced provincial and municipal branches with nine regional
branches. The PBC relaxed controls on foreign banks’ renminbi business.

China transferred more than Y 1.4 trillion in bad debts of the SCBs and
CDB to four asset management companies (AMCs). They and their partner
banks are Cinda-CCB and CDB; Great Wall-ABC; HuarongICBC; and
Orient-BOC.

Huarong signed agreement to sell Y 10.8 billion of NPL assets to a consortium
led by Morgan Stanley. The consortium agreed to pay Huarong in cash about 9
percent of the face value of the loans.

China became a member of World Trade Organization (WTO). As part of its
accession commitments, China agreed to open substantially the financial and
financial services markets to foreign interests over five years.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (continued)

Date

Measures

December 2001

December 2001
February 2002

2002

January 2003

January 22-24, 2003

January 30, 2003

February 2003

March 2003

April 25,2003
August 2003

August 25, 2003

August 2003

September 2003

December 1, 2003

Huarong sold Y 1.97 billion of NPL assets to Goldman Sachs. They
established a joint venture, Rongsheng Asset Management Co., to resolve
the loans. Soon thereafter, Huarong and the Morgan Stanley Consortium
followed by setting up the joint venture First United Asset Management
Corporation.

China Orient arranged sale of a US$217 million NPL portfolio to the
U.S.-based Chenery Associates.

The proposal was made to separate bank regulation and supervision from
the PBC (at the Central Financial Work Conference, Beijing).

Banking scandals occurred. Wang Xuebing, the former head of the BOC
and the CCB was investigated for alleged corruption and subsequently
jailed.

Citigroup was approved to take a 5 percent stake in Shanghai’s Pudong
Development Bank for US$72 million.

The Chinese Communist Party met to complete the separation of the
bank regulatory function from the PBC, with a view to curbing the
mounting NPLs of the banks.

The PBC promulgated requirements to standardize the work of
commercial banks in collecting and reporting statistical information on
intermediary services.

The PBC approved Wenzhou City, Zhejiang Province, to conduct broad
financial and banking reforms. The reform included lifting the ban on
private investment in commercial banks in urban areas and freeing
interest rates for loans to small enterprises.

The National People’s Congress amended the Central Bank Law and
launched a new banking regulator, the China Banking Regulatory
Commission (CBRC), as a part of the comprehensive restructuring of the
State Council.

The CBRC assumed the functions of banking regulation and supervision
from the PBC.

Eight provinces and municipalities initiated a pilot reform of their rural
credit cooperatives (RCCs).

Liu Mingkang, chairman of the CBRC, encouraged foreign banks to
participate in the country’s banking reform by buying stakes in domestic
banks. He promised that his commission would improve its capacity to
supervise foreign banks by referring to the Core Principles for Effective
Banking Supervision.

Foreign invested banks in Jinan, Fuzhou, Chengdu, and Chongging (in
addition to Shanghai, Shenzhen, Tianjin, and Dalian) were allowed to
initiate renminbi-based business before the end of 2003.

The PBC increased the reserve requirement by 1 to 7 percent for all
commercial lenders, thereby removing an estimated Y 150 billion ($18
billion) of liquidity from the banks.

China raised the maximum equity share for a single foreign investor in a
joint venture bank from 15 to 20 percent. Foreign banks are also allowed
to provide renminbi services to Chinese businesses (but not individuals)
in the 13 major cities.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (continued)

Date

Measures

December 2003

2003-2004

December 27, 2003

February 10, 2004
February 11, 2004
February 11, 2004
March 2, 2004

March 11, 2004
March 18, 2004

March 2004

April 12,2004

April 16,2004
April 20, 2004

April 2004

May 2004
May 19, 2004

June 2004

The government launched the latest round of banking reform, with a
$45 billion capital injection from PBC’s foreign exchange reserves into
the BOC and the CCB (US$22.5 billion each) through an intermediary
company, Central Huijin Investment Ltd. The reforms were to include
transforming the banks into joint-stock companies, introducing foreign
and domestic strategic investors, and (subsequently) listing them on the
stock market.

Huarong auctioned Y 22.5 billion of NPL assets. Winning bidders
included Citigroup, J.P. Morgan, Goldman Sachs, Union Bank of
Switzerland, Morgan Stanley, and Lehman Brothers.

Sixth Session of the Standing Committee of the 10th National People’s
Congress adopted Law of the People’s Republic of China on Banking
Regulation and Supervision.

The CBRC said China encourages domestic private funds and foreign
investors to become shareholders in Chinese commercial banks.

Premier Wen Jiabao called for financial reform to accelerate and promised
steady reform of the interest rate system.

The CBRC and the PBC articulated 10 measures to guide the reform of
the four big SCBs.

Premier Wen Jiabao ordered BOC and CCB to complete reforms within
three years to transform themselves into true commercial banks.

The CBRC issued a guideline for BOC’s and CCB’s public offering.

The Chinese government required the BOC and the CCB to set up joint-
stock units by the end of September 2004.

China Securities Regulatory Commission (CSRC) reprimanded

Shenzhen Development Bank for failing in its fiduciary duties during its
negotiations with Newbridge. China Minsheng also disclosed that it faked
a shareholder meeting in 2000 prior to an IPO in Shanghai.

The PBC increased further the mandatory reserve requirements of the
major commercial banks to 7.5 percent from 7 percent. The ratio for
more poorly performing banks rose to 8 percent from 7.5 percent.

Central bank governor Zhou Xiaochuan warned that reform of the four
SCBs is likely to be delayed owing to bureaucratic delays.

The CBRC announced its intention to expand the scope of pilot reforms
for RCCs in the second half of the year.

Yangtze Special Situations Fund emerged in Hong Kong, the first in the
country to invest in nonperforming assets of Chinese banks. The ADB
approved an equity investment of up to $45 million in the fund.

The PBC announced plans to issue bonds to remove Y 200 billion ($24
billion) in NPLs from the portfolios of the BOC and the CCB.

The CBRC urged the ABC and the ICBC to intensify their restructuring
efforts before the industry fully opens to foreign competition in 2007.
The CCB split into two: a company group and a shareholding company,
the China Construction Bank Corporation, which will receive the CCB’s
best assets and become the listed unit.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (continued)

Date Measures

June 2004 Cinda purchased Y 280 billion ($34 billion) in distressed assets from CCB
and BOC, combined.

June 2004 Guizhou Huaxi Rural Cooperative Bank was set up in Guizhou Province

June 30, 2004
June 17, 2004

July 21, 2004
August 17, 2004

August 18, 2004
August 26, 2004

September 1, 2004

September 21, 2004

November 1, 2004

November 2004

December 2004
December 2004

December 2004
December 11, 2004

January 2005

February 18, 2005

April 2005
April 20, 2005

as a new model for reforming RCCs.
Bank of Communications (BoCom) finished financial restructuring.

The CBRC set rules on the issuance of subordinated bonds by commercial
banks.

The CBRC laid out a six-phase plan to dispose of the NPLs of the BOC
and CCB and to restructure the institutions as self-financing joint-stock
banks.

The CBRC issued administrative rules for automotive loans.
BoCom completed equity transfer to HSBC.

BOC transformed into a joint-stock company; Huijin Company exercised
the rights of shareholder on behalf of the state.

The CBRC established rules for implementing the regulation of
the People’s Republic of China governing foreign-funded financial
institutions.

CCB transformed into a joint-stock company; Huijin Company exercised
shareholder rights on behalf of the state.

The PBC (with the CSRC and CBRC) set administrative rules for short-
term financing bills of securities firms “to promote the development of
money market and expand the financing channels of securities firms.”

Regulatory changes were introduced to speed up the transfer of NPLs

to foreign investors. The AMCs were to report proposed sales to the
National Development Reform Commission within 30 days of agreement,
and the commission was to respond within 20 working days.

Details of NPL transactions (to foreign investors) must be submitted to
SAFE within 15 working days of completion.

China Orient agreed to purchase Y 130 billion ($15.6 billion) of the CCB
portion of Cinda’s portfolio.

Great Wall invited bids for assets valued at $18.1 billion.

Foreign banks were allowed to initiate renminbi business, as agreed to for
China’s membership in the WTO.

Foreign investors were permitted to remit out of China funds related to
NPL disposals if they reported transaction details to SAFE.

The PBC, the MOF, the State Development and Reform Commission,

and the CSRC issued joint public notice (“Provisional Administrative
Rules on International Development Institutions’ Issuance of Renminbi
[RMB] Bonds”) “to standardize activities of international development
institutions’ issuance of RMB bonds and promote development of China’s
bond market.”

ICBC received $15 billion in recapitalization from the government.

The PBC and CBRC set administrative rules for pilot securitization of
credit assets.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (continued)

Date Measures

May 11, 2005 The PBC set administrative rules on forward bond transactions in the
national inter-bank bond market.

June 2005 State Council allowed Huijin to inject about $1.5 billion into China
Galaxy Securities, one of China’s biggest state-owned brokers.

June 1, 2005 PBC announced the administrative rules for the issuance of financial
bonds in the national interbank bond market “to promote the
development of the bond market, regulate the issuance of financial bonds,
and safeguard the lawful rights of the investors.”

June 13, 2005 The PBC set rules for the information disclosure of asset-backed
securities “to regulate information disclosure of asset-backed securities,
safeguard the legal rights of investors, ensure a smooth progress of the
pilot asset-backed securities, and promote the healthy development of the
inter-bank bond market.”

June 17, 2005 Bank of America announced plan to spend $3 billion to buy a 9 percent
stake in the CCB, China’s third-biggest state bank, with an option to
increase its holding to 19.9 percent. Temasek of Singapore planned to
purchase the remaining 5.1 percent of CCB shares that are available to
foreign shareholders under current regulations.

August 2005 BoCom offered shares at 1.6 times book value in a $1.9 billion initial
public offering (IPO).
August 2005 Central Huijin Investment Company made plans to inject Y 2.5 billion

($308 million) into the country’s third-largest broker, Shenyin & Wanguo
Securities Co.; Huijin was to receive 33 percent stake in Shenyin &

Wanguo.

August 2005 ICBC issued multibillion-yuan subordinated debt. The bank planned to
issue Y 35 billion, but subscription reached Y 85.5 billion.

August 2005 A fifth AMC, Huida Asset Custody Co. Ltd., was established to help in

disposal of nonperforming assets of the PBC.

October 27, 2005 CCB shares were scheduled to begin trading in Hong Kong SAR as part
of China’s biggest IPO to date. The IPO was expected to raise $6.1-$7.7
billion.

December 2006 This is the deadline for China to open its financial markets as agreed to
under WTO protocols; China will lift all geographic restrictions relating
to foreign-bank-offered services in domestic currency (to foreign and
domestic companies and individuals). During 2006, both BOC and CCB
are expected to have completed IPOs.

2007 The ABC and ICBC are scheduled to complete reforms sufficient to
permit both to make IPOs.

Sources:

Anne Hyland Hong Kong. “China Bid To Fast-Track Banking Reform” Australian Financial Review.
January 21, 2003 Tuesday; “BANK REFORM GOES BEYOND IPO.” Business Daily Update. April 6, 2004;
Benjamin Morgan.

“China Pumps 45 Billion Dollars Into Two State Banks”. Agence France Presse. January 6, 2004
Tuesday.

“BIG FOUR BANKS TO CARRY OUT INTERNAL REFORMS.” Sinocast China Business Daily News
February 11, 2004; “Big Four Listings On Course Despite Cool Moves.” The Standard, May 18, 2004
Tuesday; CBRC, “Rules and Regulations,” http://www.cbrc.gov.cn.
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Selective Chronology of Chinese Financial Reform with Focus on Banking,
1978-2007 (concluded)

“CBRC TO EXPAND REFORM SCOPE OF RURAL CREDIT COOPERATIVES.” Sinocast China
Business Daily News. April 19, 2004.

“CCB, BOC Ordered To Set Up Joint-Stock Units By Q3, Pave Way For Stake Sale.” AFX.COM. March
18, 2004 Thursday; “Central Bank to bail out broker.” China Economic Net. August 4, 2005 http://en.ce.
cn/Markets/Equities/200508/04/t20050804_4341851.shtml;. “CCB to launch world’s biggest IPO.” China
Daily, October 10, 2005 http://www.chinadaily.com.cn/english/doc/2005-10/10/content_483788.htm;
“Central theme.” China Daily, August 27, 2005.

“China Bank Regulator Urges Last Two State-Owned Banks To Speed Up Reform.” AFX European
Focus, May 19, 2004 Wednesday; “China Encourages Foreign Banks To Buy Stakes In Domestic Banks.”
AFX.COM. August 26, 2003 Tuesday; “CHINA ENCOURAGES PRIVATE, FOREIGN FUNDS TO JOIN
IN COMM’L BANKS.” Xinhua. February 9, 2004; China Financial Watch, July 12, 2004;.

“China’s biggest bank issues multi-billion-yuan subordinated debt.” People’s Daily, August 20, 2005;
China Securities, May 14, 2004. “China Launches Sweeping Banking Reform In E. China City.” Xinhua.
Feb. 20, 2004; “China Outlines Reform Steps For Bank China, Construction Bank.” Agence France Presse,
July 21,2004 Tuesday.

“China Promotes “Triple-Win” Opening Scheme For Its Banking Sector.” Xinhua. December 1, 2003,
Monday; “China’s Central Bank Plans Bonds To Finance Purchase Of Bad Debt: Official.” Agence France
Presse, May 19, 2004 Wednesday; “China to Set up 5" AMC.” CRI Online, August 2, 2005.

“Chinese Central Bank Hikes Reserve Ratio Again.” Agence France Presse. April 12, 2004 Monday;
“Chinese Say Bank Insolvent.” Washington Post page A14, January 12, 1999.

“Citigroup ‘Cautiously Optimistic’ On China Bank Reform.” AFX.COM. January 8, 2004 Thursday;
Economic Information Daily, May 14, 2004; Elliot Wilson, “CCB REVAMP A MILESTONE IN REFORMS”
The Standard, June 11, 2004.

“Finance and Insurance.” People’s Daily Online http://english.people.com.cn/data/China_in_brief/
Economy/Finance%20and%20Insurance.html.

Garcia-Herrero 2004; George Zhibin Gu, “A clearer path ahead for China’s banks?” Asia Times Online
http://www.atimes.com/atimes/China/GG02Ad05.html; GUIYANG, “China Reshuffles Rural Financial
Service System”, Xinhua Economic News Service, June 24, 2004, Thursday.

“ICBC Applies to Issue Bonds.” China Daily. June 28, 2005 http://www.china.org.cn/english/
BAT/133341.htm; Lardy 1998.

People’s Bank of China, “China Monetary Policy Report Quarter 4, 2004”; “People’s Bank of China”,
“Regulations” http://www.pbc.gov.cn/english/; People’s Bank of China Yearbook 2003.

People’s Daily, May 14, 2004; Philip B. Gilligan, “China’s NPLs: Trends and Future Issues” Technical
Briefing, http://www.deacons.com.hk/eng/knowledge/knowledge_225.htm May 2005; South China
Morning Post, Hong Kong SAR, December 30, 2002; “Reform Of China’s Ailing State Banking Sector
Likely To Be Delayed.” Agence France Presse. April 16, 2004 Friday.

“Rules On Foreign Debts Of Foreign Banks -1,” Xinhua Economic News Service, June 24, 2004.

The Capital Guided To China’s Securities Markets. An ISI Publication. 1994.

The Ministry/Commission Profile at ‘www.Chinaonline.Com’ http://www.Chinaonline.Com/Refer/
Ministry_Profiles/PBCL3.Asp; Tian Sulei”Chinese Banks Cut Payroll To Enhance Competitiveness.”
Xinhua. Nov. 12, 2003.

“WORLD AWAITS CHINA'S BANKING REFORMS.” China Post. December 23, 2003.

Xinhua New Agency, Feb.11, 2004; Xinhua News Agency, March 3, 2004; Youngsuk, Oh. 1991. Chinese
Special Economic Zones And Its Implication To Korean Businesses, Policy Analysis 91-05, Korea Institute
For International Economic Policy.
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Appendix II. Selected Financial Statistics*

Table 2.A2.1. Assets Distribution of Financial Institutions

End 0of 2002 Q3  End 0of 2003 Q3  End of 2004 Q3 End of 2005 Q3
Assets  Share  Assets  Share  Assets  Share Assets Share
(Y trillion) (%) (Y trillion) (%) (Y trillion) (%) (Y trillion) (%)
State-owned commercial
banks 13.24 59.7 15.31 56.1 16.67 54.1 19.53 53.3
Other commercial banks 2.75 124 3.67 135 4.47 14.6 5.57 15.3
City commercial banks 1.00 4.5 1.36 5.0 1.59 5.2 1.91 5.2
Foreign-funded banks 0.29 1.3 0.33 1.4 0.50 1.9 0.59 1.8
Urban credit
cooperatives 0.11 0.5 0.13 0.5 0.16 0.5 0.18 0.5
Rural credit cooperatives 2.14 9.6 2.57 9.5 2.96 9.7 3.13 8.6
Other financial
institutions 2.66 12.0 3.82 14.0 4.31 14.0 5.61 15.3
Totals 22.19 100.0 27.19  100.0 30.66 100.0 36.52  100.0
China’s GDP (Y trillion) 2002 2003 2004 2005
12.03 13.58 15.99 18.23

Sources: The People’s Bank of China, Quarterly Statistical Bulletins, 2005—4, 2004—4, 2003—4, 20024,
Annual Reports and authors’ calculations. In December 2005, the National Bureau of Statistics amended
the former GDP figures as a result of China’s inaugural economic census. The GDP figures reported here
reflect this. The preliminary GDP figure for 2005 was released in January 2006.

Table 2.A2.2. Distribution of Select Deposits to Financial Sector, 2004:

Q4 End Balance
Deposits
Quasi-Money of Other
Demand (includes time Financial
Deposits deposits, household ~ Foreign Institutions
(in trillions deposits, and Currency  Included in
of yuan) other deposits) Deposits ~ Broad Money
SCBs 4.33 9.07 0.88 0.09
Other commercial banks 1.52 1.96 0.23 0.07
UCCs 0.06 0.10 --- ---
RCCs 0.50 2.23 0.01 0.00
Finance companies 0.20 0.28 0.01 0.00
Specific depository institutions - 0.10 0.00 0.00
Postal savings deposits - 1.08 NA NA
Total 7.45 15.81 NA NA

Source: PBC Annual Report 2004.
Notes: Total represents total for the entire financial sector and therefore does not represent the sum
of the above categories. Also, fiscal deposits are not included here. Foreign currency deposits for specific
depository institutions were approximately Y 4 billion. Deposits of RCCs included in broad money were
approximately Y 2 million, of finance companies approximately Y 40 million, and of specific depository
institutions approximately Y 200 million.
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Table 2.A2.3. Branch and Employment Statistics for the Banking Sector (end-2000,
and end-2003)

2000 2003

Number of Number of staff, Number of Number of

offices workers offices staff, workers
PBC 2,222 169,302 2,199 160,020
SCBs 120,907 1,600,514 88,489 1,415,214

Industrial and Commercial

Bank of China 31,673 471,097 24,129 389,045
Agricultural Bank of China 50,546 509,572 36,138 511,425
Bank of China 12,925 192,279 11,609 171,777
Construction Bank of China 25,763 427,566 16,613 342,967
Policy banks 2,272 62,297 2,328 64,762
Joint-stock commercial banks 4,769 105,023 4,786 136,780
Total 130,170 1,937,136 97,802 1,776,776

Source: China Statistical Yearbook 2004

Table 2.A2.4a. Nonperforming Loans (NPLs) of Major Commercial Banks (SCBs)
and Joint-Stock Commercial Banks (JSCBs)

2004:Q1 2004:Q2 2004:Q3 2004:Q4 2005:Q1 2005:Q2 2005:Q3

Outstanding balance
(in trillions of yuan) 2.08 1.66 1.70 1.72 1.71 1.16 1.17

Share in total loans (%) 16.61 13.32 13.37 13.21 12.70 8.79 8.70

Source: China Banking Regulatory Commission (CBRC).

Table 2.A2.4b. NPLs of SCBs Only

2004:Q1 2004:Q2 2004:Q3 2004:Q4 2005:Q1 2005:Q2 2005:Q3

Outstanding balance
(in trillions of yuan) 1.89 1.52 1.56 1.58 1.57 1.01 1.02

Share in total loans (%) 19.15 15.59 15.71 15.57 15.00 10.12 10.11

Source: China Banking Regulatory Commission (CBRC).

Table 2.A2.4c. NPLs of JSCBs Only

2004:Q1 2004:Q2 2004:Q3 2004:Q4 2005:Q1 2005:Q2 2005:Q3

Outstanding balance
(in trillions of yuan) 0.188 0.140 0.140 0.143 0.146 0.150 0.153

Share in total loans (%) 7.12 5.16 5.03 4.94 4.9 4.66 4.51

Source: China Banking Regulatory Commission (CBRC).
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Table 2.A2.5: Accumulated Disposal of Nonperforming Assets by the Four Asset
Management Companies
(In trillions of yuan)

2004:Q1  2004:Q2  2004:Q3  2004:Q4  2005:Q1  2005:Q2
Overall 0.529 0.567 0.588 0.675 0.689 0.717
Huarong 0.146 0.170 0.175 0.210 0.214 0.220
Great Wall 0.170 0.176 0.183 0.210 0.214 0.229
Orient 0.089 0.092 0.097 0.105 0.107 0.110
Cinda 0.124 0.129 0.133 0.151 0.154 0.158

Source: CBRC.
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Regulators in the Chinese Financial System

National Development
and Reform Commission

People’s Bank of China (PBC)

China Securities Regulation
Commission (CSRC)

China Insurance Regulatory
Commission

China Banking Regulatory
Commission (CBRC)

Ministry of Finance (MOF)

Ministry of Labor and
Social Security

Shanghai and Shenzhen
stock exchanges

China Foreign Exchange
Trade System

China Government Securities
Depository Trust and
Clearing Co. Ltd. (CDC)

China Securities Depository

and Clearing Company
(CSDCC)

Lead regulator of the primary corporate bond market.
Controls master issuance quota. Authorizes new issue
applications. No responsibility for the secondary market
or post-issue disclosure.

Sets interest rates on new issues. Regulates the interbank
bond market and trading platform (China Foreign Exchange
Trade System).

Securities market regulator. Supervises listed companies,
securities companies and other intermediaries, securities
investment funds, stock exchanges, new listings, and continuing
disclosure for listed securities.

Insurance industry regulator. Determines permitted
investments for insurance companies.

Banking regulator. Determines permitted activities (corporate
bond guarantees, intermediary business, permitted
investments).

Supervises National Social Security Fund (NSSF) and its
investment activities.

Supervises NSSF, corporate pension funds, and their
investment activities.

Stock exchange operators. Supervises new listings and
continuing disclosure (regulated by CSRC).

Trading platform for interbank foreign exchange and money
market transactions. Also trading platform for government
and financial bonds among members of the interbank bond
market. Supervised by PBC.

Central depository for government, financial, and corporate
bonds, as well as central bank bills. Regulated by MOF and
PBC.

Subdepository of CDC for the portion of corporate bonds
that have been granted a listing and have been transferred to
the CSDCC, and for bonds issued by securities companies.
Also, the central depository for the Shanghai and Shenzhen
stock exchanges. Regulated by CSRC.

Source: Scott and Ho (2004).



80

REFORMING CHINA’S BANKING SYSTEM

Appendix IV. Case Study: Hongkong and Shanghai Banking
Corporation’s (HSBC’s) US$1.75 Billion Investment in the
Bank of Communications (BoCom)

Transaction Background

‘Win-Win Partnership

On August 6, 2004, HSBC announced its

acquisition of a 19.9 percent stake in BoCom,

China’s fifth largest bank, for US$1.75 billion

in cash, which represents 1.76 times more than

the year-end 2003 book value and 1.4 times
more than the post-money book value.

The transaction was signed immediately after

the completion of a massive recapitalization,

which entails a US$6.4 billion nonperforming
loan carve-out and a US$2.2 billion capital
injection from the Chinese government and
the National Social Security Fund

The transaction is a landmark in the following

aspects:

— It was by far the largest foreign investment to
that date in China’s financial service sector.

— It was one of the largest foreign equity
investments in China.

— It was one of the largest minority investments
in financial institutions world-wide.

— BoCom became the first major bank in China
to complete a comprehensive restructuring
and a massive recapitalization, setting an
example for the country’s financial reform.

— The transaction provided a highly structured
joint venture arrangement for cooperation
in credit cards, including distribution of co-
branded cards on a nationwide basis.

Established in 1908, BoCom is one of the

earliest commercial banks in China. It was re-

established as the first joint-stock commercial

bank with a nationwide license in 1987.

— It serves more than 30 million customers
through more than 2,700 branches
throughout the nation, with a business focus
in wealthy regions.

— It has about 3.5 and 3 percent market share
of domestic deposits and loans market,
respectively. It is ranked third and sixth in
funds custody business and overall card
issuance in China, respectively.

HSBC Group is one of the largest banking and

financial services organizations in the world:

— It provides a comprehensive range of financial
services with more than 9,500 offices world-
wide and more than 110 million customers.

— It is a market leader in Hong Kong, with the
largest operation of foreign banks in China.
It has 10 branches on the mainland, and it
has carried out several stake acquisitions in
the Chinese financial industry, including the
acquisition of an 8 percent stake in Bank of
Shanghai and a 10 percent stake in Ping An
insurance.

m Through the transaction, BoCom will

— Leverage HSBC to further implement
internal restructuring in line with
international practices and further
strengthen capital base on top of
recapitalization.

— Strengthen market position through
cooperation in credit cards and other
businesses and through technical support
from HSBC.

— Pave the way for overseas initial public
offering, likely the first of any major Chinese
bank.

m Through the transaction, HSBC will

— Gain immediate access to a nationwide
distribution network in China and
complement HSBC’s existing operations in
China, already the strongest of any foreign
player.

— Pave the way for further increase in
ownership.

— Establish unique credit card platform to
overtake Citibank-Shanghai Pudong venture.

— Cooperate in other businesses to provide
broad-based growth platform in China.

m Positive Media/Research Reponses

— “The deal gives HSBC the biggest footprint
of any foreign bank on the Chinese
mainland and offers BoCom international
management expertise.” (Financial Times)

— “Organic growth will be slow and costly,
so teaming up with a local bank is the best
strategy to tackle the retail market and Bank
of Communications is the best fit amongst
all the banks.” (Barclays Capital)
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The Banking System Structure in China
and India

Luo PING”

Acomparison of China and India is both exciting and challenging, and
should ideally lead to a serious consideration of various policy impli-
cations. In this context, our conference today marks the beginning of a
long journey. In my remarks, I will try to compare the banking sectors in
China and India, largely focusing on structure and robustness as well as the
effectiveness of the banking supervisory systems.

General Comment

Both China and India are large, developing economies with huge popu-
lations, which help to contribute to their economic weight in the world.
The transformation of both countries has strong implications for the
rest of the world. No wonder some people believe that the emergence of
China and India as economic giants should serve as a wake-up call for
the developed world. It is true that China and India possess cheap skilled
labor, reform-minded governments in favor of a more market-oriented
economy, and huge domestic markets. Both countries have proven to be
capable of managing their economies. And fortunately, both countries
have maintained high growth rates, roughly 9 percent for China and 8
percent for India over the past couple of years.

*Luo Ping is a senior supervisor in the China Banking Regulatory Commission.
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However, it is important to note that high growth for the two economies
is critical, because they depend on a high growth rate to generate enough
job opportunities for millions of people joining the labor force each year.
Given their inherent constraints, it will take ages for both economies to
catch up with the developed world, particularly as measured by per capita
income. Even if China can continue its high growth rate for another 10
years, and assuming the United States stopped growing, it would reach
only one-tenth of the per capita income of the United States by then.
Therefore, T would have thought, of course, that on the part of the devel-
oped countries, in full recognition of the need to boost domestic consump-
tion (particularly for the large economies), it would be better to engage and
integrate these two developing countries into the global economy rather
than treat them as potential threats by enacting arbitrary trade barriers.

The Role of the Banking Sector in the Economy

As far as the banking sector is concerned, it may well be true that the
two countries share many attributes, particularly in terms of industry
structure. First of all, the two countries heavily depend on bank finance
to support economic growth, and capital markets are less developed. In
China, the total assets in the banking sector represent more than 90 per-
cent of the assets in the financial sector. And in India, the commercial
banking sector represents about 74 percent of total financial system assets.
Nonbank financial institutions make up the balance in India, of which
8.6 percent are term-lending institutions and 15.4 percent are investment
institutions. Some of these institutions could be considered as banking
institutions according to the broader definition in China. Moreover, the
proportion of commercial banking sector financial assets in both coun-
tries is likely to rise further.

Another strikingly common attribute of the banking system in the two
economies is dominant state ownership. This stands in stark contrast to
other developing economies and has strong implications for the conduct
and performance of the banking sector in general. In China, until very
recently, all major commercial banks except one or two were controlled by
the central and local governments, as are virtually all small commercial
banks. China’s banking sector is relatively concentrated. The four large
banks, known as state-owned commercial banks until the recent diversi-
fication of ownership, plus the Bank of Communications (BoCom), also
largely owned by the central government, account for nearly two-thirds of
commercial bank assets.
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It is true that following the equity participation of foreign institutional
investors and public listing overseas, as is the case with the Construction
Bank of China (CCB) and BoCom, the ownership structure of China’s
state-owned banks has changed quite significantly. However, there is a
general perception that the government will keep majority holdings in
these large banks up to at least 51 percent going forward.

The High Degree of State Ownership in the Banking Sector

The high degree of state ownership of commercial banks has tradition-
ally been accompanied by a strong emphasis on lending to state-owned
enterprises (SOEs) in China. The large state-controlled banks are heavily
concentrated in lending to SOEs whereas the second- and third-tier, joint
stock, and city commercial banks are somewhat more oriented toward
nonstate enterprises.

The Indian banking system can be characterized by a large number of
banks with mixed ownership. However, 27 public sector banks—namely,
banks owned and controlled by the state—continue to dominate the Indian
commercial banking landscape. Together, these banks account for three-
quarters of the market share. Even though these public sector banks have
access to capital markets, government policy is to ensure that its equity
interest does not, as a result of public issues by banks, go below 51 percent.

As is the case with many developed and developing countries, the effi-
ciency of the state-owned banks has been a concern for both the Chinese
and Indian governments. And the Indian government also openly admit-
ted that public sector banks have been consistently outperformed by pri-
vate sector banks. The effort to restructure the state-owned banks is still a
work in progress in the two countries. Both governments have continued
to launch many new initiatives to further promote progress in this area.

The Chinese government has expressed often that the purpose of reform-
ing the state-owned banks is to transform them into genuinely commer-
cial entities. Against this background, the government has injected a
massive amount of money to recapitalize CCB, Bank of China (BOC),
Industrial and Commercial Bank of China, and BoCom, to restore their
solvency and pave the way for ensuing corporate restructuring. Other
elements of the reform package include further disposal of nonperform-
ing loans (NPLs), restructuring into joint stock limited companies (that
is, corporatization), offering shares to strategic foreign investors, public
listing on international and/or domestic stock markets, recovery of the
government’s investment, and retreat of the government holding.
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Furthermore, the China Banking Regulatory Commission (CBRC),
which has the mandate to monitor the progress of reforming the state-
owned banks, set out a number of performance criteria for assessment
purposes in March 2004 when the central Huijin Investments Company—
the government investment arm for capital injection into the state-owned
banks—was not yet fully functional. These include 0.6 percent of return
on assets and 11 percent of return on equity. At present, the central Huijin
SAFE Investment Company, now the largest shareholder for the former
state-owned banks, has not released any performance indicators, at least
not publicly. It is true that both CCB and BOC meet almost all the per-
formance indicators.

As their owner, the Indian government has recently enlarged autonomy
to the public sector banks and will monitor their performance through the
Statements of Intent, which have been drawn up by the managements of
the public sector banks. The Statements of Intent relate to growth param-
eters, profitability parameters, performance with respect to national pri-
orities, and credit management.

Clearly, in the review of the Statements of Intent for 2005 and 2006, the
Indian government is not happy with the projections on the efficiency
parameters of public sector banks. The government admitted that the
Indian banking sector is known not to have offered very good returns
on capital. The gap is significant in India as compared with other emerg-
ing markets. The return on assets of Indian banks stood at 0.7 percent,
against 1.2 percent for Singapore, 1.36 percent for Malaysia, 1.42 percent
for Korea, and 1.6 percent for Brazil.

It is true that the Indian government does not intend to prod public
sector banks to set overambitious and unrealistic targets. However, they
have made clear that they cannot accept targets which do not strategically
mobilize the inherent advantages of Public Sector Banks in terms of their
footprint, manpower, and, above all, sovereign ownership for achieving
sustained improvement in efficiency, profitability, and growth.

The Robustness of the Banking Sector

According to Standard & Poor’s, the Indian banking sector is fun-
damentally stronger than China’s, at least for now. Indian banks’ ratio
of gross nonperforming assets—including NPLs, parts of restructured
assets, and foreclosed properties—stood at 8—10 percent as of March 2005
compared with 31-35 percent for the Chinese banks as of December 31,
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2004. According to the CBRC, the NPL ratio for major commercial banks
in China stood at 10 percent by the end of August 2005.

The difference in asset quality can be explained by a number of factors,
according to Standard & Poor’s. For example, there are structural differ-
ences in the economic development models. Indian banks play an indirect
role in the government fiscal operations, providing funds to the central
government through their subscription to government bonds in line with
statutory liquidity ratio requirements. In contrast, Chinese banks, the
state-owned banks in particular, are directly used as fiscal instruments
to fund state-owned enterprises. Further, Indian banks’ credit risk man-
agement systems are comparatively more advanced than China’s, mainly
because Chinese banks spent decades under policy lending regulations
that placed very low priority on developing a credit risk management
platform.

In terms of capital adequacy, with relatively better interest margins (the
benign interest rate regime continued to favor the Indian banking sector,
with net interest margin for the public sector banks inching up from 2.98
percent in 2003—04 to 3.03 percent in 2004—05), low provisioning needs,
and stronger net profitability, Indian banks have been able to build a
stronger capital base than Chinese banks.

The Robustness of the Banking Supervisory System

Overall, a cursory review of public information would suggest that the
Indian banking supervisory system is also, to some extent, stronger than
that in China. Two indicators are quite meaningful. Basically, a large
part of China’s banking sector is insolvent and the priority is to restore
the banking sector to normal. Therefore, China cannot afford to intro-
duce a deposit insurance scheme quickly, because the fund would not be
enough to absorb the stock problem. Similarly, China cannot adopt Basel
IT because it asks for not 8 percent of capital requirement but more likely
10-12 percent at a minimum. However, India has moved quite a long way
in these two areas, which is a sign of a strong supervisory system and a
strong banking system as well.

Neither the existence of deposit insurance nor preparations for Basel II
are particularly meaningful indicators of the strength of the supervisory
system; the issues are much more basic, including sound rules for asset
classification, risk management, measuring capital adequacy at full pro-
visioning, and rules enforcement. First, India has already set up a deposit
insurance scheme to provide a degree of cover for both depositors and
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lenders. The Deposit Insurance and Credit Guarantee Corp. is wholly
owned by the Reserve Bank of India, operating separate insurance funds
to protect bank depositors and banks with exposures to priority sec-
tors identified and supported by the government. The Deposit Insurance
Scheme covers all classes of banks in India, including cooperative banks.
Deposit insurance is compulsory and the cover per depositor per bank
account is Rs. 100,000 and covers about 75 percent of total banking sys-
tem deposits. The premium payable under the scheme by insured banks
is equal to five basis points of total deposits and will increase to 10 basis
points from 2005 onward.

In clear contrast, despite the government-orchestrated financial restruc-
turing of banks in general, 30 percent of China’s banking sector, measured
in terms of assets, is still undercapitalized. These include many small city
commercial banks, not to mention credit cooperatives, where efforts to
restore their solvency are still under way.

In full recognition of the benefits of a deposit insurance system, the
central bank in China has started to formulate the detailed arrangements
for such a system. However, a number of risks inherent in the deposit
insurance system need to be addressed, such as moral hazard (particularly
following the full liberalization of interest rates), potential cross subsidy
to the disadvantage of large and well-capitalized banks, and practical dif-
ficulty in assigning a risk-adjusted premium. Therefore, a deposit insur-
ance system for China can only be expected to become a reality after a
few more years. And this is most likely to happen when the entire banking
sector has been made sounder.

Further evidence for the argument is India’s readiness to adopt Basel
IT, a set of more demanding capital standards, designed originally for
internationally active banks in G-10 countries only. As complex as Basel
IT is, India is determined to implement it effective March 31, 2007. They
will initially adopt the standardized approach for credit risk and the basic
indicator approach for operational risk. After adequate skills are devel-
oped, both by the banks and also by the supervisor, some banks may be
allowed to migrate to the internal ratings-based approach (IRB). Despite
the benefit of a favorable perception overseas that India is conforming to
best international standards, it is estimated that the banking sector may
see a net depletion of 200 basis points in capital adequacy following the
adoption of Basel II, as it asks for more capital for emerging markets. For
one thing, operational risk is just an add-on. Of course, this may entail
raising fresh capital. And in the case of public sector banks, the room for
raising further capital would be constrained by the policy requirement to
keep the government’s shareholding at 51 percent or more. It is important
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to note that in March 2001, the Reserve Bank of India required all banks
to meet a higher minimum capital requirement of 9 percent, up from the
previous 8 percent.

China, on the other hand, does not have the luxury to shift to Basel II
so soon, because many banks are now trying hard to come to grips with
Basel I. In light of market conditions, the Chinese supervisor intends to
mandate the IRB approach only for large Chinese banks in perhaps five
years” time, while continuing to adopt Basel I for the rest of the banking
industry.

To conclude, China and India both have accomplished a great deal
in reforming and improving their banking industries in recent years.
Because state ownership will continue to dominate the banking sector
in each country, the major challenge for the governments in China and
India will be to ensure that banks can operate as genuinely commercial
businesses by striking a proper balance between their roles as owners
and as supervisors of banks. Following foreign equity participation and
the public listing of China’s state-owned banks, corporate governance of
these banks is changing dramatically. Public sector banks in India should
presumably move more quickly in improving their governance, because
they have been listed for quite some time already, although domestically.
Despite supportive government policies toward the banking sector and an
extensive branch network, both China’s reforming state-owned banks and
India’s public sector banks still need to demonstrate that they are the right
mechanisms to deliver and maximize shareholders’ value, which in turn
fosters the development of the national economies going forward.



PART 11

FINANCIAL SECTOR
REFORMS: SECURITIES
MARKETS






4

Development of the Securities Market
in India

G.N. BAJpAT*

Exchanges in religion, culture, education, and medicine between China
and India began thousands of years ago. India, for example, hosted
distinguished Chinese scholars like Fa Hien in the fourth century CE and
Hieun Tsang in the seventh century CE, while China welcomed the great
Indian physician Sushrutha, who is considered to be the father of surgery,
some 2,500 years ago.

The two societies, Chinese and Indian, have approached social and
economic development from diverse angles. Whereas the Chinese system
functions in a political framework of Maoist ideology with a steadily
rising role of nonstate organizations and individual citizens, India has
followed the Westminster Parliamentary democratic system, where social
and political factors strongly influence economic decisions.

China embarked on modern economic development as a “cooperative
venture” on the principle of equality via deep state intervention. On the
other hand, post independence India’s command and control economy
was built on collaboration between the public and private sectors. In the
late 1970s, China chose to experiment with liberalization to facilitate pri-
vate ownership and global participation and began moving from a slug-
gish, inefficient, and centrally planned model to a more market-oriented
economy. It expanded the authority of local agriculture officials in place

*G.N. Bajpai is the former Chairman of the Securities and Exchange Board of India
(SEBI) and also former Chairman of the Life Insurance Corporation of India.
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of the old collectivization model and plant managers in industry. China
permitted a wide variety of small-scale private enterprises in services and
light manufacturing, and opened the economy to increased foreign trade
and investment.

In the early 1990s, India began to liberalize and integrate globally and
launched a program of reforms in response to a fiscal and balance of
payments crisis. The program, consisting of stabilization-cum-structural
adjustment measures, was put in place with a view to attain macroeco-
nomic stability and higher rates of economic growth. The reforms in the
industrial, trade, and financial sectors were much wider and deeper.

Undoubtedly, China has raced ahead of India. Particularly in manufac-
turing, it has become a global outsourcing center. India has emerged as an
information technology powerhouse, with services contributing a major
part of growth of the back office of the whole world. It is not the intention
of this presentation to either compare the magnitudes of development in
the two economies or delineate the reasons for them. What I seek to com-
municate is that the two emerging (great) economies have pursued differ-
ent models and distinct paths but have gained enviable success.

Financial Infrastructure

The financial system of the country, including policies, institutions,
and judicial system is the engine of economic growth. It is increasingly
believed that sustainable economic growth takes place where there is a
spirit of enterprise. India’s record in managing risks is enviable. That the
cascading effect of the East Asian crisis did not cause even ripples in the
Indian financial system speaks volumes about the strength and resilience
of its financial infrastructure.

Development of the Securities Market

A securities market is a place where the suppliers and users of capital
meet to share one another’s views, and where a balance is sought among
diverse market participants. The securities separate individual acts of
saving and investment over time, space, and entities, and thus allow
savings to occur without concomitant investment. Moreover, yield-
bearing securities make present consumption more expensive relative
to future consumption, inducing people to save more. The composition
of savings changes, with less of it being held in the form of idle money
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or unproductive assets, simply because more divisible and liquid assets
are available.

The securities market acts as a brake on channeling savings to low-
yielding enterprises and impels enterprises to focus on performance. It
continuously monitors performance through movements of share prices
in the market and threats of takeover. These characteristics improve
the efficiency of resource utilization and thereby significantly increase
returns on investment. As a result, savers and investors are not con-
strained by their individual abilities, but enabled by the economy’s
capability to invest and save, which inevitably enhances savings and
investment in the economy. Thus, the securities market converts a given
stock of investable resources into a larger flow of goods and services and
augments economic growth. In fact, the literature is full of theoretical
and empirical studies that have established a causal robust (statistically
significant) two-way relation between developments in the securities
market and economic growth.

The Indian securities market dates to the eighteenth century, when the
securities of the East India Company were traded in Mumbai and Kolkata.
However, the orderly growth of the capital market began with the setting
up of the Bombay Stock Exchange in July 1875 and Ahmedabad Stock
Exchange in 1894. Eventually, 22 other exchanges in various cities were
set up.

Given the significance of the securities market and the need for the
economy to grow at a projected 8 percent a year, the managers of the
Indian economy have been assiduously promoting the securities mar-
ket as an engine of growth to provide an alternative yet efficient means
of resource mobilization and allocation. Further, the global financial
environment is undergoing unremitting transformation. Geographical
boundaries have disappeared. The days of insulated and isolated financial
markets are history. The success of any capital market largely depends on
its ability to align itself with the global order.

To realize national aspirations and keep pace with the changing
times, the securities market in India has gone through various stages
of liberalization, bringing about fundamental and structural changes
in the market’s design and operation. These changes have resulted in
broader investment choices and a drastic reduction in transaction costs.
Efficiency, transparency, and safety have also increased integration with
the global markets. The opening up of the economy for investment
and trade, the dismantling of administered interest and exchange rates
regimes, and setting up of sound regulatory institutions have facilitated
these changes.
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Regulatory Efficacy

The securities market in India was underdeveloped, opaque, domi-
nated by a handful of players, and concentrated in a few cities. Manipula-
tion and unfair practices were perceived to be rampant, prompting an
overseas researcher to describe the market as a “snake pit.” The transfor-
mation of the Indian securities market started with the establishment
of the Securities and Exchange Board of India (SEBI) in 1989, initially
as an informal body and in 1992 as a statutory autonomous regulator
with the twin objectives of protecting the interests of investors and
developing and regulating the securities market over a period of time.
SEBI has been empowered to investigate, examine, visit company prem-
ises, summon records and persons, and inquire and impose penalties
commensurate with misconduct. The first and foremost challenge for
the fledgling regulator was to create a regulatory and supervisory
framework for the market, a job that proved formidable, because vested
interests resisted every new step. However, with the designing and
notification of 32 regulations and guidelines, during its decade and a
half of existence, the apparatus steadily evolved and has adapted to the
situation.

SEBI has instituted a consultative process of framing regulations. All
reports, concept papers, and policy proposals are posted on SEBI’s web-
site (www.sebi.gov.in) for comments from market participants and the
public. The comments are compiled and taken into account before regu-
lations are finalized. Even draft regulations are put on the website, so
legal experts can comment on the law’s correspondence with the spirit
of the initiatives. This openness has a profound impact not only in terms
of valuable input and gauging public opinion before framing regulations
and guidelines but also in terms of improving quality, acceptability, and
ease of implementation. SEBI has formed a number of committees of
eminent experts and market practitioners to support it in the design of
reforms for different aspects of securities markets. The regulator posts
all its orders, including those delivered on appeals against its orders, on
its website. On request, it provides informal guidance on payments of
nominal fees and issues an action letter so that the participants can seek
clarification on any aspect and adopt an appropriate business strategy
that conforms to the applicable regulations.

SEBI has put timelines for performance of its various functions, such
as registration and renewal, on the website. These measures work as a
self-disciplining mechanism within SEBI and provide full transparency
to its functioning.
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Primary Market

The primary market, which at one time was flooded with a number of
issues floated by dubious promoters, depriving gullible investors of their
lifetime savings, has since been transformed. The changes in this area
have been epic and include detailing of complete profiles of promoters,
comprehensive disclosures, the existence of tangible assets, and a track
record of profit as also reporting end uses of funds to the Board as a part
of corporate governance. Recently, when the story of Google’s initial pub-
lic offering (IPO) was being touted in the media worldwide as one of the
greatest innovations of recent times for raising risk capital, the Financial
Times, London, carried the following observation:

The World’s Biggest Democracy can show Google how to conduct an online
IPO. .. .[I]n India you cannot apply on the web but investors can access one
of the world’s largest financial networks with 7000 terminals scattered around
350 cities. And every step of the book building process is public. . . .[T]he
Indian system is a refreshing example of a transparent IPO market but it is
also a rare one, especially in the insider-friendly Asian markets.

All the IPOs since the reforms started have been a success and, barring a
few exceptions, are trading at a premium over the issue price. The regula-
tory framework has been modified to provide options to Indian firms for
raising resources either domestically, globally, or both. These options help
discover prices and reduce the cost of funds. A number of Indian firms
have raised money through American depository receipts, global deposi-
tory receipts, and external commercial borrowings. Two-way fungibility
is permitted to enhance liquidity.

During 2004-05, a sum of Rs. 282.56 billion, as opposed to Rs. 232.71
billion in 2003—04 (which was larger than the amount raised in the 10
years of the earlier primary market boom), was raised through the primary
market. In fact, the corporate sector and central and state governments
together raised a total of Rs. 3.75 trillion from the securities market dur-
ing 2004—05. Thankfully, so far, no major mishap has occurred recently.

If a Rip van Winkle woke up from a prolonged, deep slumber of a couple
of years, he would be amazed to see the quality of the secondary market of
India. The deafening noise of an outcry trading system has been replaced
with the silence of the electronic consolidated anonymous limit order
book, with price-time priority matching accessible through more than
10,000 terminals spread over 400 cities and towns across the Indian sub-
continent, something perhaps without a parallel in the world. Transaction
costs are low, compared with those of the most developed markets.
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The Indian settlement system conforms to the Committee on Payment
and Settlement—International Organization of Securities Commissions
principles and G—-30 committee (January 2003, under the chairmanship
of Sir Andrew Large) recommendations, which even the most developed
markets of the world are proposing to implement by the end of 2006. The
institution of central counterparty (CCP), which provides full novation
and guarantees settlement, has eliminated counterparty risk entirely.
More than 99 percent of the dematerialization of market capitalization
and straight-through processing, mandatory for all institutional trades,
have enabled the Indian settlement system to function seamlessly, not-
withstanding size and spread.

On a T+2 cycle, all securities are fully cleared electronically through
a CCP on a rolling settlement. The CCP of the exchanges, which oper-
ates a tight risk management system and maintains a short (T+2) and
consistent settlement cycle, is now financially able to meet the obligations
for four to five consecutive settlements even if all the trading members
default in their obligations. The dynamic risk management system com-
prises capital adequacy norms, trading and exposure limits, index-based
market-wide circuit breakers, and margin (mark to market) requirements.
The encashability of the underlying liquidity of the margins, compris-
ing cash, bank guarantees, and securities, is evaluated periodically. The
real-time monitoring of broker positions and margins and automatic
disablement of terminals with value-added risk margining, built on much
higher sigma deviation than the best of the markets in the world, have
reduced the operational risk to the lowest ebb. In a recent unfortunate,
very sharp (more than 25 percent in two days) fall of the market in May
2004, the strength of the system’s risk management was tested. There was
not a single broker failure or default, and on the third day (after the two
consecutive days of decline) the market functioned as if nothing unusual
had happened. Even the CCP was not required to fund any broker-dealer’s
obligations.

The three-legged corporate compliance stool—disclosure, accounting
standards, and boardroom practices—has lifted India to a global ped-
estal in corporate governance. In a study titled What Works in Securities
Laws? Professors Rafael La Porta, Florencio Lopez de Silanes, and Andrei
Shleifer comment, “India scores 100% as far as disclosure standards are
concerned.” The Indian accounting standards are aligned with interna-
tional accounting standards and are “principle based.” One of the most
sophisticated pension fund managers, CalPERS, gave a score of three
(the maximum that could be awarded) via permissible equity market
analysis when voting for India as an investment destination. Its September
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2004 report, CLSA—CG Watch says, “In terms of consolidation, segmental
reporting, deferred tax accounting and related party transactions, the
gap between Indian and U.S. Generally Accepted Accounting Principles
(GAAP) is minimal.”

Regarding corporate governance it might be worthwhile to recall what
an Economist Intelligence Unit 2003 study said: “Top of the Country
class, as might be expected, is Singapore followed by Hong Kong SAR
and somewhat surprisingly, India where overall disclosure standards
have improved dramatically, accounting differences between local and
U.S. standards have been minimized and the number of companies with
a majority of independent directors has risen significantly.” The CLSA-
Emerging Markets Study on Corporate Governance gives India a score of
6.2, which is next only to 7.5 for Singapore and 6.7 for Hong Kong SAR,
and this happened before the implementation of the Narayana Murthy
Committee recommendations, said to be effective from January 1, 2006.
None of the Indian companies listed on the New York Stock Exchange
(NYSE) or on the NASDAQ, to public knowledge, has sought the benefit
of transition time for the implementation of SOX requirements. What
could possibly be more comforting to any regulator or investor than the
CLSA-Emerging Markets Study comment “The Securities and Exchange
Board of India (SEBI) continues to raise the bar for good corporate
governance.”

It is not appropriate to compare the Indian securities market with those
of Singapore and Hong Kong SAR. Singapore and Hong Kong SAR are
city-states and have a much smaller spectrum to watch: listed companies,
broker-dealers, investors, and even number of transactions. The Indian
securities market is next only to the U.S. market in terms of size. Even
though by all criteria of economic research, market capitalization and
trades in U.S. dollar terms determine market size, in actual operations,
the market participants and the regulators have to grapple with the num-
ber of listed securities, market participants, and the volume of transac-
tions—areas where India stands out. The National Stock Exchange (NSE)
is the third-largest exchange in the world, next only to the NYSE and
NASDAQ, in the number of transactions, followed by the Bombay Stock
Exchange, the fifth largest in the world. India has the largest electronic
order book; NYSE and NASDAQ books are quote driven. In the matter
of single-stock futures, India leads the world, followed by EURONEXT,
which is not even 25 percent its size. Even in index futures, NSE volumes
are next only to the Chicago Mercantile Exchange and Eurex. No other
market in the world, including that of Japan, compares with the volume
of transactions of Indian markets.
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The focus of development and the quality of regulation have not
centered only on primary and secondary markets, they have also been
directed at quality of intermediation and enforcement. The mutual fund
industry of India, which has gone through a host of reforms via regulatory
interventions, today has some outstanding features such as benchmark-
ing mutual fund schemes, valuation norms, uniform cutoff time, and
comprehensive risk management. An independent study organized by the
Asian Development Bank, the Cadgon report testifies to this.

Investors and issuers can take comfort and make transactions with
confidence if intermediaries and their employees (1) follow a code of con-
duct and deal with probity and (2) are capable of providing professional
services. All intermediaries in the securities market are now registered
and regulated by SEBI. A code of conduct has been prescribed for each
intermediary as well as for their employees, in addition to applicability
of fit and proper person regulatory standards. Further, capital adequacy
and other norms have been specified and a system of monitoring and
inspecting their operations has been instituted to enforce compliance.
Disciplinary action is taken against them for violating any ground rules.
All the intermediaries in the market are mandated to have a compliance
officer, who reports noncompliance observations directly and indepen-
dently to SEBI.

The state of the market today bears testimony to the role SEBI plays. It
is no wonder that a study by the Society for Capital Market Research and
Development (October 2004) revealed that there has been great improve-
ment in the general public’s perception of capital market regulation in
India since 2001.

The Economic Survey 2003—04 by the government of India had the fol-
lowing to say: “The securities markets have made enormous progress in
recent years. India’s equity market is now being increasingly recognized
as a success story on the world scale.” These reforms have boosted the
confidence of investors (domestic and international) in the Indian securi-
ties market. There are four parameters to ascertain the level of investor
confidence: (1) investments by foreign institutional investors (FIIs), (2)
growth of the mutual funds industry, (3) subscriptions to IPOs, and (4)
an increase in the number of accounts with the depositories. According
to figures from the 2003-04 financial year, mutual funds mobilized net
resources of about Rs. 480 billion, equivalent to about one-fourth of
incremental bank deposits. Mutual funds’ assets increased from Rs. 1.1
billion at the end of March 2003 to Rs. 2.0 billion at the end of October
2005. Indian companies raised about Rs. 33 billion through euro issues.
The year 2004 witnessed a net FII (portfolio money) inflow of US$10 bil-



G.N. Bajpai 101

lion. The volume of issuance in the primary market increased from Rs. 41
billion in 2002-03 to Rs. 282.56 billion in 2004—05.

The two benchmark stock market indices, namely the SENSEX and
S&P CNX NIFTY, generated astounding returns of 83 percent and 81
percent, respectively, during 2002—03 and 2003—04. Market capitalization
grew from Rs. 7 trillion at the end of March 2003 to Rs. 14 trillion at the
end of March 2004, and to Rs. 23 trillion as of August 2005, indicating
that the equity market is bigger than the banking system. The primary
issues in the last year added at least Rs. 2 trillion in market capitalization.
The trading in cash segment of exchanges increased from Rs. 932,062 in
2002-03 to Rs. 1,658,787 in 2004—05. Trading in derivatives increased
from Rs. 442,341 to Rs. 2,563,165 during the same period. The turnover
in government securities increased from Rs. 1,941,621 to Rs. 2,639,897.
The impact cost went down to 0.1 percent in 2003—04, reflecting sub-
stantial improvement in liquidity. The number of demand accounts with
depository participants has increased considerably during the past three
years, from 3.8 million to 8 million, and is increasing on average at the
rate of more than 100,000 per month. The number of investor complaints
received by SEBI has been sharply decreasing over the years.

The efficacy of the market, where entry and exit are possible at will
and the liquidity has spread from being skewed to just about 100 to more
than 500 securities, is a matter of substantial comfort. More than 2,500
securities (equities) are traded for more than 100 days in a year. Overseas
investors are no longer glued to research and assessments of index stocks
and have been observing keenly and investing in the mid-cap segment.

The changes in the market have been very fast-paced; they have been
possible with the cooperation of all the market participants, other regula-
tors, and the government of India.

However, I would not like to give the impression that in the Indian
securities market everything is fine and needs no improvement, polishing,
or refurbishing. In fact, the dynamics of the global environment dictate
that those charged with the responsibility of bringing about changes must
always seek out learning by experience, criticism, and judgments. The mar-
ket depth needs to be supplemented with further product diversification—
mortgage- and asset-backed securities, warrants, and disinvestment in the
public sector. The debt market of India, though large and next in size only
to Japan in Asia, lacks vibrancy and does not provide adequate options for
meeting medium- to long-term funds required for greenfield projects, in
particular. Infrastructure funding (essential for continued high economic
growth) has become an issue in the absence of a vibrant debt market. There
is no market for below-investment-grade paper, or junk bonds.



102 DEVELOPMENT OF THE SECURITIES MARKET IN INDIA

SEBI’s agenda should include making the corporate debt market vibrant:
cash and futures, operationalization of Indian deposit receipts, and cor-
poratization and demutualization of stock exchanges (which has already
begun with Stock Exchange, Mumbai) where the ownership, manage-
ment, and trading rights reside with three different sets of entities in order
to avoid conflict of interest. The Central Listing Authority and ombuds-
man should become fully functional. The settlement cycle should migrate
to T+1. New products should be introduced to meet the needs of all
kinds of market participants. MAPIN (unique identification) should be
extended to cover all market participants. Regulations should be revised
and amended on a continuing basis to keep them in tune with market
developments. National training and skill delivery institutes should be
organized to build a cadre of professionals to fulfill specialized func-
tions in the securities market. There is a need to spread an equity culture
and build institutions, such as pension funds, to enlarge the market and
reduce volatility.

The regulation of listed companies, a job performed in a fragmented
manner by SEBI and the Ministry of Company Affairs, needs to be con-
solidated to eliminate regulatory arbitrage, by unscrupulous operators
and blurring of regulatory accountability.

Further, regulation is an evolutionary process and has to be refined on
an ongoing basis. Thus, SEBI would and should continue to travel on the
learning curve to reorient and reconfigure ground rules (regulations),
investigating abilities, and investor protection measures. India will do
well because it is fully convinced that securities markets allow people to
do more with their savings, ideas, and talents than would otherwise be
possible. Development of securities markets will also allow increasingly
larger numbers of citizens to participate in some form and to share an
opportunity to profit from economic gains. Let me conclude with an
opinion expressed recently by Steve Vickers, President of International
Risk, published on Finance Asia.com on September 29, 2005: “The stock
market has been transformed from a proverbial den of thieves to one of
the most transparent automated and well regulated in the world—with
record foreign institutional investment inflows a testimony to this.”
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Appendix I
Fact Sheet on the Indian Capital Market

March 31, March 31, September 30,

Number Market Participants 2004 2005 2005
1 Securities Appellate Tribunal (SAT) 1 1 1
2 Regulators (DEA, MCA, RBI, SEBI) 4 4 4
3 Depositories 2 2 2
4 Depository participants 431 477 499
5 Clearing corporations (NSCCL, BOISL) 2 2 2
6 Stock exchanges (Cash segment) 23 22 22
7 Stock exchanges (Derivatives segment) 2 2 2
8 Negotiated Dealing System

(for government securities) 1 1 1
9 Brokers (Cash segment) 9,368 9,129 9,163

10 Corporate brokers (Cash segment) 3,746 3,733 3,786

11 Sub-brokers (Cash segment) 12,815 13,684 16,419

12 Derivative brokers 829 994 1,048

13 Foreign Institutional Investors (FIIs) 540 685 793

14 Portfolio managers 60 84 102

15 Custodians 11 11 11

16 Registrars to an issue/Share transfer agents 78 83 88

17 Merchant bankers 123 128 126

18 Bankers to an issue 55 59 60

19 Debenture trustees 34 35 34

20 Underwriters 47 59 58

21 Venture capital funds—domestic 45 50 62

22 Venture capital investors—foreign 9 14 30

23 Mutual funds 37 39 38

24 Credit rating agencies 4 4 4

25 Approved intermediaries

(Stock lending schemes) 3 3 3

Source: SEBI Bulletin, November 2005.

Notes: DEA (Department of Economic Affairs, Ministry of Finance, Government of India), MAC
(Ministry of Company Affairs, Government of India), RBI (Reserve Bank of India), and SEBI (Securities
Exchange Board of India).
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Appendix I1

Securities Regulations and Guidelines in Effect

Re

—_

0N NU AW

9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.

22.

23.
24,
25.
26.
27.

gulations

. SEBI (Stockbrokers and Sub-Brokers) Regulations, 1992

. SEBI (Prohibition of Insider Trading) Regulations, 1992

. SEBI (Merchant Bankers) Regulations, 1992

. SEBI (Portfolio Managers) Regulations, 1993

. SEBI (Registrars to an Issue and Share Transfer Agents) Regulations, 1993
. SEBI (Underwriters) Regulations, 1993

. SEBI (Debenture Trustees) Regulations, 1993

. SEBI (Bankers to an Issue) Regulations, 1994

SEBI (Foreign Institutional Investors) Regulations, 1995

SEBI (Custodian of Securities) Regulations, 1996

SEBI (Depositories and Participants) Regulations, 1996

SEBI (Venture Capital Funds) Regulations, 1996

SEBI (Mutual Funds) Regulations, 1996

SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 1997
SEBI (Buyback of Securities) Regulations, 1998

SEBI (Credit Rating Agencies) Regulations, 1999

SEBI (Collective Investment Schemes) Regulations, 1999

SEBI (Foreign Venture Capital Investors) Regulations, 2000

SEBI (Procedure for Board Meeting) Regulations, 2001

SEBI (Issue of Sweat Equity) Regulations, 2002

SEBI (Procedure for Holding Inquiry by Inquiry Officer and Imposing Penalty)
Regulations, 2002

SEBI (Prohibition of Fraudulent and Unfair Trade Practices Relating to Securities Markets)
Regulations, 2003

SEBI (Central Listing Authority) Regulations, 2003

SEBI (Ombudsman) Regulations, 2003

SEBI (Central Database of Market Participants) Regulations, 2003

SEBI (Self-Regulatory Organizations) Regulations, 2004

SEBI (Criteria for Fit and Proper Person) Regulations, 2004

Guidelines

—

kBN

. SEBI (Employee Stock Option Scheme and Employee Stock Purchase Scheme) Guidelines,

1999

Guidelines for Opening of Trading Terminals Abroad (Issued in 1999)

SEBI (Disclosure and Investor Protection) Guidelines, 2000

SEBI (Delisting of Securities) Guidelines, 2003

SEBI (STP Centralized Hub and STP Service Providers) Guidelines, 2004

Comprehensive Guidelines for Investor Protection Fund/Customer Protection Fund at Stock
Exchanges (Issued in 2004)

Schemes

1.
2.

Securities Lending Scheme, 1997
SEBI (Informal Guidance) Scheme, 2003

Source: Securities and Exchange Board of India.
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Appendix III

Major Reforms in the Primary Market

105

Merit-based regime to disclosure-based regime. Disclosure and Investor Protection
Guidelines issued.

Pricing of public issues determined by the market.

System of proportional allotment of shares introduced.

Banks and public sector undertakings allowed to raise funds from the primary market.
Accounting standards close to international standards.

Corporate Governance Guidelines issued.

Discretionary allotment system to QIBs has been withdrawn.

Foreign Institutional Investors (FIIs) allowed to invest in primary issues within the
sectoral limits (including GSec).

Mutual funds are encouraged in both the public and private sectors and have been given
permission to invest overseas.

Guidelines were issued for private placement of debt.

Securities and Exchange Board of India promotes Self-Regulatory Organizations.
Allocation to retail investors increased from 25 percent to 35 percent.

Separate allocation of 5 percent to domestic mutual funds within the QIB category.

Freedom to fix face value of shares below Rs. 10 per share only in cases where the issue
price is Rs. 50 or more.

Shares allotted on a preferential basis as well as the pre-allotment holding are subjected
to lock-in period of six months to prevent sale of shares.

Source: Securities and Exchange Board of India (SEBI).
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Appendix IV

Major Reforms in the Secondary Market

m Registration of market intermediaries made mandatory.

m Capital adequacy norms specified for brokers and sub-brokers of stock exchanges.

m Guidelines issued on Listing Agreement between stock exchanges and corporates.

m Settlement cycle shortened to T+2.

m Stock exchanges and other intermediaries, including mutual funds, inspected.

m Regulation of Substantial Acquisition of Shares and Takeovers, 1997.

m Foreign institutional investors (FIIs) allowed to invest in Indian Capital Market, 1992.
m Order-driven, fully automatic, anonymous screen-based trading introduced.

m Depositories Act, 1996, enacted.

m Guidelines issued on corporate governance.

m Fraudulent and unfair trade practices, including insider trading, prohibited by Securities
and Exchange Board of India.

m Straight-through processing introduced and made mandatory for institutional trades.
m Margin trading and securities lending and borrowing schemes introduced.

m Separate trading platform, Indonext, for small and medium-sized enterprises (SME) sector
launched.

m Notification of corporatization and demutualization of stock exchanges.
m Settlement and trade guarantee fund and investor protection fund set up.

m Comprehensive risk management system (capital adequacy, trading and exposure limit,
margin requirement, index-based market-wide circuit breaker, online position monitoring,
automatic disablement of terminals) put in place.

m Comprehensive surveillance system put in place.
m Securities Appellate Tribunal set up July 28, 1997.

m Mutual funds and FIIs to began entering the unique client code (UCC) pertaining to
the parent entity at the order-entry level and entered UCCs for individual schemes and
subaccounts for the post-closing session.

m Introduction of exchange traded derivatives in India in June 2000.

Source: Securities and Exchange Board of India (SEBI).
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Appendix VIII
Volume: Trends in Foreign Institutional Investors (FIIs) Investment
Gross Gross Net Net Cumulative Net

Purchases Sales Investment Investment! Investment!
Period (Rs.) (Rs.) (Rs.) (millions of US$)  (millions of US$)
1999-00 56,856 46,734 10,122 2,339 11,237
2000-01 74,051 64,116 9,934 2,160 13,396
2001-02 49,920 41,165 8,755 1,846 15,242
2002-03 47,060 44,371 2,689 562 15,804
2003-04 144,858 99,094 45,765 9,949 25,754
2004-05 216,953 171,072 45,881 10,172 35,926
Apr-04 19,692 12,972 6,720 1,483 27,237
May-04 15,655 19,201 —3,546 -806 26,431
Jun—-04 10,894 11,168 274 -57 26,374
Jul-04 11,247 10,534 713 157 26,531
Aug-04 12,856 10,335 2,521 550 27,080
Sep-04 13,097 10,522 2,575 556 27,637
Oct-04 16,063 14,035 2,028 439 28,075
Nov-04 21,302 13,117 8,185 1,783 29,858
Dec-04 25,841 15,702 10,140 2,229 32,087
Jan—-05 17,502 17,819 =317 =75 32,012
Feb-05 24,360 15,151 9,209 2,101 34,113
Mar-05 28,444 20,517 7,927 1,813 35,926
2005-06 (so far)
Apr-05 16,210 17,686 -1,475 -338 35,588
May-05 15,619 17,005 -1,386 -318 35,271
Jun-05 25,960 20,702 5,259 1,210 36,481
Jul-05 25,717 17,956 7,760 1,784 38,264
Aug-05 28,359 23,737 4,621 1,062 39,327
Sep—-05 26,651 22,194 4,457 1,023 40,349
Oct—05 27,166 31,794 —4,627 -1,054 39,295

Source: Securities and Exchange Board of India (SEBI).
'Net investment in millions of U.S. dollars at monthly exchange rate.
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5

Development of Securities Markets:
The Indian Experience

NARENDRA JADHAV"

Asatisfactory pace of economic growth in any economy is contingent
upon availability of adequate capital. A well-developed securities
market, while acting as a provider of funding for economic activity at the
macro level, plays specific roles in an economy: it diffuses stress on the
banking sector by diversifying credit risk across the economy, supplies
funds for long-term investment needs of the corporate sector, provides
market-based sources of funds for meeting the government’s financing
requirements, provides products with the flexibility to meet the specific
needs of investors and borrowers, and allocates capital more efficiently.
The main impulse for developing securities markets, including both
the equity and debt segments, depends on country-specific histories
and, more specifically in the context of the financial system, it relates
to creating more complete financial markets, preventing banks from
taking on excessive credit, risk diversification in the financial system,
financing government debt, conducting monetary policy, sterilizing
capital inflows, and providing a range of long-term assets. Prior to
the early 1990s, most financial markets in India faced pricing con-
trols, entry barriers, transaction restrictions, high transaction costs,
and low liquidity. A series of reforms since the early 1990s have aimed
to develop the various segments of financial markets by phasing out the

*Naredra Jadhav is Principal Adviser and Chief Economist, Department of Economic
Analysis and Policy, Reserve Bank of India.
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administered pricing system; removing barrier restrictions; introducing
new instruments; establishing an institutional framework; upgrading
the technological infrastructure; and evolving efficient, safe, and more
transparent market practices.

Corporate Securities: The Equity Segment

Capital markets have historically played an important role in channel-
ing long-term resources for commerce and industry in many countries,
such as the United States and the United Kingdom, whereas in some
other countries, including Japan and Germany, corporate investments are
largely financed through intermediary-based sources. The Indian capital
markets are some of the oldest in Asia. Traditionally, however, the Indian
financial system since independence has been based on financial inter-
mediaries rather than capital markets. Given the developmental needs of
the country in the past and the inability of the markets to generate and
allocate funds effectively for long-term development projects, the bank-
based financial system best suited the country’s needs.

During the 1990s, however, the growing needs of the economy and the
forces of liberalization changed the face of the Indian financial system
drastically, and the capital markets assumed a prominent place in the
resource allocation process of the economy. In recent years, the Indian
financial system seems to be gradually maturing to a point at which both
the intermediary- and market-based systems coexist, thus drawing the
benefits of both systems.

The policy environment governing the capital markets evolved rapidly
in the 1990s to pave the way for vibrant, liquid, and transparent markets.
The major reforms in the Indian capital market since the 1990s are pre-
sented below:

+ In 1992, the Capital Issues (Control) Act (1947) was phased out,
enabling the corporate sector to raise capital from markets without
the permission of regulators, subject to sufficient disclosures in the
offer documents. A book-building mechanism for the pricing of
new capital issues was introduced in 1995, whereby the offer price
of an initial public offering is based on the demand for the issue.
The book-building mechanism has proved to be both cost and time
effective in India.

+ Buyback of shares helps improve liquidity in shares of companies
and helps the corporate sector enhance investors’ wealth. Securities
and Exchange Board of India (SEBI) issued the SEBI (buyback of
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securities) regulations in 1998, under which a company is permitted
to buy back its shares from shareholders.

The market microstructure for the Indian capital markets evolved
to become free and fair during the 1990s. The stringent disclosure
norms have improved the information flow to small investors, and
the stricter corporate governance practices prescribed for listed com-
panies have helped curb insider trading and price-rigging practices.
To control excess volatility in the markets, circuit breakers have been
introduced on the stock exchanges. Effective June 2, 2001, index-
based marketwide circuit breakers applicable on the Bombay Stock
Exchange (BSE) Sensex and the S&P CNX NIFTY (the two major
indexes of stock prices) are operational at 10 percent, 15 percent, and
20 percent on movement on either side of any of the indices.
Management of various risks, such as counterparty risks and credit
risks, is important in promoting the safety and efficiency of the capi-
tal market. To provide necessary funds and ensure timely comple-
tion of settlement in cases of member brokers’ failure to fulfill their
settlement obligations, major stock exchanges have set up settlement
guarantee funds (SGFs). These funds are like self-insurance schemes,
with the members contributing to the fund. SGFs have played a key
role in ensuring timely settlement, especially during periods of mar-
ket turbulence. Furthermore, the clearinghouses set up by each of
the stock exchanges have substantially reduced counterparty risk in
the settlement system. Various risk management mechanisms, such
as capital adequacy requirements, trading and exposure limits, and
daily margins composed of mark-to-market margins and value at
risk margins, are now in place.

Technology has played an important role in changing market prac-
tices in India. The Indian stock markets have moved away from open
outcry system to an online electronic trading system, in line with
best international practices. The electronic system has improved
efficiency in the price discovery mechanism, lowered transaction
costs, promoted transparency in transactions, and helped improve
integration across stock exchanges throughout the country.

Until recently, the majority of scrips on Indian securities markets
was traded in physical form. Trading securities in physical form
slows down transactions, adversely affecting the liquidity of the
markets, increasing trading costs, and also contributing to problems
relating to bad deliveries, theft, and forgery. Compulsory dematerial-
ization has resulted in the overwhelming majority of securities being
traded in electronic form.
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+ Technology has also enabled faster movement of funds across the
country. Electronic funds transfer, combined with dematerialization
of securities, has created an environment conducive to the reduction
of settlement cycles on the stock markets. Shorter settlement cycles
reduce the risk involved in transactions and speculative activity, and
infuse more liquidity into the markets. The Indian stock markets,
which previously followed a Monday-to-Friday settlement cycle,
gradually switched to a rolling settlement cycle. The rolling settle-
ment cycle was reduced to T+3 effective April 2002 and further to
T+2 effective April 2003 in line with best international practices. In
addition to their effect on trading, the technological developments
have made their mark in the clearing and settlement process, paving
the way for efficient and sophisticated systems.

+ The Indian capital markets in the 1990s deepened and widened, with
a larger investor base and emergence of a wide range of innovative
and hybrid instruments. On the investor-base side, foreign institu-
tional investors (FIIs), which have been allowed to invest in Indian
equities since 1992, have now emerged as the biggest institutional
investors on Indian capital markets. Mutual funds, especially pri-
vate sector mutual funds, have also emerged as active institutional
investors.

« Ontheinstrumentside, derivative instruments, such as index futures,
stock futures, index options, and stock options, have become impor-
tant instruments of price discovery, portfolio diversification, and
risk hedging. Various risk-containment measures, including mar-
gins, positions, and exposure limits, are in place to ensure smooth
functioning of the derivatives market.

+ Indian companies can now raise funds freely in the international
capital markets through the use of various instruments, such as
American Depository Receipts (ADRs) and Global Depository
Receipts (GDRs), foreign currency convertible bonds, and External
Commercial Borrowings. ADRs and GDRs have two-way fungibil-
ity, meaning that investors (foreign institutional or domestic) in
any company that has issued ADRs and GDRs can freely convert the
ADRs and GDRs into underlying domestic shares, and vice versa.
This is expected to improve liquidity in the markets and eliminate
arbitrage between domestic and international markets.

The Indian equity market has developed tremendously since the 1990s.
The market has grown exponentially in terms of resource mobilization,
number of listed stocks, market capitalization, trading volume, and inves-
tor base. Along with this growth, the profiles of the investors, issuers, and
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intermediaries have changed significantly. The market has witnessed a
fundamental institutional change, resulting in drastic reduction in trans-
action costs and significant improvement in efficiency, transparency, and
safety. In the 1990s, reform measures initiated by the SEBI, such as market-
determined allocation of resources, rolling settlement, sophisticated risk
management, and derivatives trading, greatly improved the framework
and efficiency of trading and settlement. Almost all equity settlements
take place at two depositories. As a result, the Indian capital market has
become qualitatively comparable to many developed markets.

As a result of the reforms undertaken in the liberalization period, the
capital market in India has deepened. The prevalent conditions in the
primary and secondary markets seem to have affected corporate decisions
to finance project costs either through the equity markets or through
loans. A large amount of funds to finance project costs has traditionally
been raised through loans from financial intermediaries. Industrial lib-
eralization, however, led to an increasing number of companies tapping
the primary capital market to mobilize resources in the early 1990s. In the
second half of the 1990s, following deceleration in the industrial sector
and subdued conditions in the stock market, the corporate sector again
shifted to the loans route, and the amount raised through new capital
issues declined. More recently, there has been a revival of the primary
market owing to a recovery in the stock markets as well as improvement
in the investment climate and macroeconomic outlook (Figure 5.1).

There has been a change in the pattern of financing of the Indian
corporate sector. The share of capital market-related instruments in the
total funds, which picked up in the first half of 1990s, has declined in
the current decade so far. The trend might change with an upturn in
the capital market. The share of financial intermediaries in total funds
also has declined. There has been a greater reliance on internal sources.
During the 1980s and 1990s, internal sources of funds as a percentage of
total sources ranged around 30—40 percent, whereas during recent years it
has increased to more than 50 percent and even came close to 70 percent
in 2002-03. Correspondingly, there has been a reduction in reliance on
external financing. As a result of corporate reliance on internal genera-
tion of funds, there has been a noticeable decline in the debt-equity ratio
(Table 5.1).

A notable feature of the 1990s was the substantial growth of the private
placement market. The private placement market emerged as the pre-
ferred source of financing for corporations, including public sector enter-
prises, state-level undertakings, and development financial institutions
(DFIs). The resources raised through the private placement market, which
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Figure 5.1. Resource Mobilization by the Private Corporate Sector through Equity
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stood at Rs. 13,361 crore (1 crore = 10 million) in 1995-96 increased to
Rs. 85,102 crore in 2004—05. Currently, the size of the private placement
market is estimated to be four times that of the public issues market.

The euro issues market became operational and developed in the 1990s.
The amount raised through euro issues was as high as Rs. 7,898 crore
in 1993-94 but declined afterward to Rs. 3,353 crore in 2004—05. Even
though the amounts raised by new euro issues show a declining trend, the
scrips listed on international markets are being actively traded.

The stock markets witnessed a long and sustained rally starting in May
2003, which continued throughout 2004 and 2005 despite intermittent
disturbances. Notably, unlike in the past, this rally has been broad-based,
encompassing almost all sectors. The BSE Sensex closed at the historical
high of 8,500.26 on September 20, 2005, mainly because of strong buying
support from domestic and foreign institutional investors, strong indus-
trial growth, and satisfactory progress of the monsoon.

Turnover, which is an indicator of market liquidity, has shown a sus-
tained increase, both on the BSE and the National Stock Exchange (NSE),
in the stock market rally. Substantial liquidity has also shifted to the
derivatives market, which started trading in June 2000. Turnover in
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Table 5.1. Pattern of Sources of Funds for Indian Corporates

1985-86 to 1990-91to  1995-96 to 2000-01 to

Item 1989-90 1994-95 1999-2000 2003-04
Internal Sources 31.9 29.9 37.1 61.4
External Sources 68.1 70.1 62.9 38.6

Of which:
Equity capital 7.2 18.8 13.0 9.7
Borrowings 37.9 32.7 35.9 10.4
Of which:
Debentures 11.0 7.1 5.6 -1.2
From banks 13.6 8.2 12.3 19.0
From financial institutions 8.7 10.3 9.0 -1.4
Trade dues and other

current liabilities 22.8 18.4 13.7 17.7
Total 100.0 100.0 100.0 100.0

Memorandum items:
Share of capital market-related

instruments (debentures and

equity capital) 18.2 26.0 18.6 8.4
Share of financial intermediaries

(borrowings from banks and

financial institutions) 22.2 18.3 21.3 17.5
Debt-equity ratio 88.4 85.5 65.2 62.8

Source: Articles on “Finances of Public Limited Companies,” RBI Bulletin (various issues).
Note: Data pertain to nongovernment nonfinancial public limited companies.

the derivatives market remains much higher than in the cash markets
(Figure 5.2).

Market capitalization, which is a barometer of the size of the stock
market and the market value of investors’ wealth, has similarly shown a
steady increase. The market capitalization of the BSE and the NSE as of
end-March 2005, at Rs. 1,698,428 crore and Rs. 1,585,585 crore, respec-
tively, represents all-time-high levels mainly because of a surge in stock
prices and listing of new securities (Figure 5.3). The market capitalization
of the BSE as a percentage of GDP, which roughly accounts for 95 percent
of market capitalization countrywide, increased from 16.2 percent in
1990-91 to 54.7 percent in 2004-05.

The price/earnings (P/E) ratio, which reflects the valuations of scrips
vis-a-vis their earnings, was much higher in the 1992-94 period as com-
pared with the present ratio (Figure 5.4). Despite unprecedented price
levels, the P/E ratio for Indian equities has remained attractive thanks to
strong growth in corporate earnings. A high P/E ratio indicates overval-
ued scrips as compared with corporate earnings; thus the current low P/E
ratio points toward the potential of the Indian stock markets, notwith-
standing the current high prices.
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Figure 5.2. Turnover in Cash and Derivatives Segment of the NSE Stock Exchange
(In rupees crore)
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The Indian stock markets have become more stable thanks to the
strengthening of the market design and risk containment measures. This
is reflected in a sharp decline in the volatility of stock prices, measured by
the coefficient of variation for the BSE Sensex (Figure 5.5).

Liberalization and consequent reform measures have drawn the atten-
tion of foreign investors, leading to a rise in portfolio investment in the
Indian capital market. FIIs emerged as the largest institutional investors in
the Indian equity market in the 1990s. Apart from providing institutional
character to the capital markets, FIIs inject global liquidity into the markets
and reduce the cost of capital. From the perspective of FIIs, investments in
various countries provide an excellent measure of portfolio diversification
and hedging, and also take advantage of arbitrage opportunities. Over
recent years, India has emerged as a major recipient of portfolio invest-
ment among emerging market economies. Because of such large inflows,
reflecting the confidence of cross-border investors in the prospects of the
Indian securities market, India received positive portfolio inflows each year
except one. The stability of portfolio flows toward India contrasts with the
large volatility of portfolio flows in most emerging market economies. FII
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Figure 5.3. Trends in Market Capitalization
(In rupees crore)
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investment in equities in 2004—05 was Rs. 44,123 crore, which was one of
the highest investments in equities in a single year by FIIs.

Corporate Securities: Debt Segment

From the perspective of developing countries, a liquid corporate bond
market can play a critical role in supporting economic development. It
supplements the banking system to meet the requirements of the corpo-
rate sector for long-term capital investment and asset creation. It provides
a stable source of financing when the equity market is volatile. Further,
with the decline in the role of DFIs, there is an increasing realization of
the need for a well-developed corporate debt market as an alternative
source of finance.

A number of policy initiatives were taken during the 1990s to activate
the corporate debt market in India. The interest rate ceiling on corporate
debentures was abolished in 1991, paving the way for market-based pric-
ing of corporate debt issues. In order to improve the quality of debt issues,
rating was made mandatory for all publicly issued debt instruments,
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Figure 5.4. Price-Earnings Ratio of BSE Sensex Scrips and Average BSE Sensex
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irrespective of their maturity. The role of trustees in bond and debenture
issues has strengthened over the years. All privately placed debt issues
are required to be listed on the stock exchanges and follow the disclosure
requirements. However, despite the policy initiatives, corporate debt still
constitutes a small segment of the debt market in India. Whereas the
primary market for debt securities is dominated by the private placement
market, the secondary market for corporate debt is characterized by poor
liquidity, although this has improved in recent years.

The developed financial markets are characterized by a sound financial
and legal infrastructure, which is necessary for the development of a cor-
porate bond market, supported by a well-functioning regulatory system.
The United States is, by far, the most suitable example of a country whose
corporate bond market is deep, efficient, and liquid. The bond markets in
the United Kingdom and euro-area countries are also reasonably devel-
oped. The markets for debt securities in Western European countries and
Japan are much smaller than in the United States, not only in absolute
terms but also as a percentage of GDP. Unlike the developed financial
systems, the corporate bond market has a very short history of develop-
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Figure 5.5. Quarterly Coefficient of Variation of BSE Sensex
(In percent)
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ment in the emerging market economies. A comparative position of the
corporate debt market in developing countries and the United States is
presented in Table 5.2.

Historically, India had a bank-dominated financial system, which was
supplemented by DFIs to provide long-term project finance. However,
the financial system has undergone a marked change in recent years.
With the conversion of DFIs into banks, a gap has been created for long-
term finance. Commercial banks, given the short-term nature of their
liabilities, may not be able to fill the gap in long-term finance. In view of
this, India’s corporate sector requires long-term finance to supplement its
resources. In this context, development of the corporate bond market will
play a strategic role in the near future.

The corporate debt market in India has existed since independence.
Public limited companies have been raising capital by issuing debt securi-
ties. In 1985-86, state-owned public sector undertakings began issuing
bonds. However, in the absence of a well-functioning secondary market,
such debt instruments remained illiquid. In recent years, because of falling
interest rates and adequate availability of funds, corporate debt issuance has
shown a noticeable rise, especially through private placements (Table 5.3).
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Table 5.2. Comparative Position of the Indian Corporate Debt Market, 2002

Hong Kong United
India Malaysia SAR Singapore  States Korea China

(In billions of U.S. dollars)

GDP 510 95 164 91 10,445 462 1,238
Government bonds 143 47 11 31 6,685 225 201
Corporate bonds 19 36 34 27 9,588 156 212
Bank loans to corporate

sector 156 135 678 210 6,976 609 2,073
Equity 170 123 463 102 11,010 216 463

(In percent)

Corporate bonds to GDP 4 38 21 30 92 34 17
Corporate bonds to total

bonds 12 43 76 47 59 41 51
Corporate bonds to bank

loans 12 27 5 13 137 26 10
Corporate bonds to equity 11 29 7 26 87 72 46

Sources: Bank for International Settlements, Deutsche Bank, World Bank, and World Federation of
Stock Markets.

Corporations continue to prefer private placement of debt issues rather
than floating public issues. Resource mobilization through private place-
ment picked up from Rs. 13,361 crore in 1995-96 to Rs. 85,102 crore in
2004-05. The dominance of private placement has been attributed to
several factors, such as ease of issuance, cost efficiency, primarily institu-
tional demand, and so forth. About 90 percent of outstanding corporate
debt has been privately placed. In the private placement market, 57 per-
cent of issuances are by financial institutions and banks, in both the pub-
lic and private sectors. Public sector companies account for 58 percent of
privately placed issues. About 26 percent represent issues by public sector
undertakings and central and state government guaranteed bonds.

The secondary market activity in the debt segment, in general, remains
subdued at both the BSE and the Wholesale Debt Market Segment
(WDM) of the NSE, partly because of a lack of a sufficient number of
securities and partly because of a lack of interest by retail investors. In
order to improve secondary market activity in this segment, the Union
Budget for 1999-2000 abolished the stamp duty on the transfer of dema-
terialized debt instruments. This enabled a pickup in the turnover in
corporate debt at the NSE from Rs. 5,816 crore in 2002—03 to Rs. 17,521
crore in 2004—05. The share of turnover in corporate debt securities in
total turnover in the WDM segment of the NSE, however, remains small
at about 2 percent.
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Table 5.3. Resource Mobilization by the Corporate Sector
(In rupees crore)

Share of  Share of Debt

Total Private in Total

Public Debt Issues Resource Placementsin Resource

Equity  Public  Private Total Mobilization Debt Issues Mobilization
Year Issue issues placements (3+4) (2+5) (4/5*100) (5/6*100)
1 2 3 4 5 6 7 8
1995-96 14,493 5,970 13,361 19,331 33,824 69.12 57.15
1996-97 7,928 7,483 15,066 22,549 30,478 66.81 73.99
1997-98 1,701 2,957 30,099 33,056 34,756 91.05 95.11
1998-99 2,622 6,743 49,679 56,422 59,044 88.05 95.56
1999-00 3,230 4,475 61,259 65,734 68,964 93.19 95.32
2000-01 3,111 3,251 67,836 71,087 74,198 95.43 95.81
2001-02 1,025 6,087 64,876 70,963 71,988 91.42 98.58
2002-03 1,233 3,634 66,948 70,582 71,815 94.85 98.28
2003-04 3,427 4,424 63,901 68,325 71,752 93.53 95.22
2004-05 18,024 3,868 85,102 88,970 106,994 95.65 83.15

India is fairly well placed as far as prerequisites for the development
of the corporate bond market are concerned. There is a developed gov-
ernment securities market that provides a reasonably dependable yield
curve. The major stock exchanges have trading platforms for transactions
in debt securities. Infrastructure for clearing and settlement also exists.
The Clearing Corporation of India Limited (CCIL) has been successfully
settling trades in government securities, foreign exchange, and money
market instruments. The existing depository system has been working
well. The settlement system has improved significantly in recent years.
The settlement in government securities has moved over to delivery versus
payment (DVP III)! since March 29, 2004. Real Time Gross Settlement
(RTGS) has become operational for commercial bank transactions in cer-
tain cities. The presence of multiple rating agencies provides an efficient
rating mechanism in India.

The Indian corporate debt market has, however, remained confined
to AAA or AA+/AA rated borrowers. Most investors are institutions,
with very few retail investors; hence, the disintermediation process is not
complete. Transparency is limited in both the primary and the secondary
markets, liquidity is poor, and many bonds are held until redemption.
The legal recourse in case of nonpayment of interest and principal is
complicated, and bankruptcy laws provide little comfort. The legal and

'Under the DVP III mode of settlement, both the securities leg and the funds leg of
transactions are settled on a net basis.
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regulatory requirements, accounting and auditing standards for issuers,
and the infrastructure for trading, clearing, and settlement need to be
further developed.

Government Securities Market

A well-developed government securities market facilitates market-based
conduct of monetary policy and provides a domestic credit risk—free rupee
yield curve as a benchmark for prices of other securities. However, prior
to 1991, the government securities market was not developed, because of
inefficient market practices and lack of proper institutional infrastruc-
ture. Subscriptions to government securities emanated mainly from the
reserve bank, as it monetized the budget deficits of the government and
banks as part of fulfilling its statutory obligations. The main factor that
inhibited the development of the sovereign yield curve in India in the pre-
reform period was the prevalence of artificially low administrative cou-
pon rates on these securities that were out of alignment with other interest
rates in the economy. The coupon rates remained virtually unchanged
up to 1979-80. Thereafter, although coupon rates were revised upward,
especially for securities of longer tenor, the yield of a 30-year govern-
ment bond remained lower than the maximum bank deposit rate. The
reserve bank, despite being the debt manager for the government, did not
have control over volume, maturity, and term structure of interest rates
in the government securities market. This was mainly on account of the
absence of any limit to the automatic monetization of central government
budget deficits. Consequently, the market remained narrow, with captive
participation from institutions as dictated by statutory requirements.
Apart from the reserve bank holding securities on its own account, the
major investors were banks, insurance companies, provident funds, and
other trust funds. The reserve bank did not have special representatives
in the market and had to make use of the services of stockbrokers. The
non-remunerative yields and captive nature of the government securities
market impeded secondary market activity. The maturity structure of
government securities remained highly skewed in favor of longer terms of
more than 15 years.

The reform process for the government securities market focused on
the following major areas:

+ It was necessary to phase out the administered interest rate system

and bring in market discovery of prices of government securities to
ensure broad-based participation. Accordingly, an auction-based



128

DEVELOPMENT OF SECURITIES MARKETS: THE INDIAN EXPERIENCE

system for issuances of government dated securities was initiated
in June 1992. The auctioning system has been essentially of a mul-
tiple-price variety, whereby successful winning bids are filled at the
bid price. Occasionally, however, for dated securities, with a view
to eliminate the typical “winner’s curse” problem of the multiple-
price method and to broaden investor participation, a uniform price
auction has been adopted, whereby successful bidders pay a flat
price, called the cut-off price. Furthermore, to diversify participa-
tion, allotment is also made through noncompetitive bids outside the
notified amount to state governments, nongovernment provident
funds, other central banks, and individuals.

An appropriate network of intermediaries (Discount and Finance
House of India in 1988, Securities Trading Corporation of India
in 1994, and primary dealers (PDs) in 1995) was created with the
objective of strengthening the securities market infrastructure. A
PD provides a minimum bidding commitment, maintains a mini-
mum success ratio, and underwrites and offers two-way quotes in
the government securities market. The PD system enables a lowering
of the government’s market borrowing cost as far as possible con-
sistent with a prudent degree of rollover risk. There were 18 PDs in
March 2004, which accounted for more than one-quarter of outright
turnover in the government securities market. Efforts have also been
made to make participation in this market wider and voluntary. The
statutory liquidity ratio (SLR), the proportion of net demand and
time liabilities that a bank had to keep as investments in government
and other approved securities, was brought down from 38.5 per-
cent to its minimum value of 25 percent during the first half of the
1990s. The reserve bank’s monetization of government debt through
subscriptions of government dated securities was also reduced; the
reserve bank’s primary subscriptions occur now with the objec-
tive of managing liquidity or to devolve the gilt on its own account
when market conditions are not conducive to unloading the same
through sales under open market operations once market condi-
tions improve. Foreign institutional investors were permitted in the
gilt market in July 1997. The retailing of government securities was
promoted by allowing the trading of government securities on the
stock exchanges on an anonymous screen-based, order-driven basis
to provide countrywide access.

The reserve bank shifted from passive to active management of pub-
lic debt as the practice of automatic monetization of the central
government deficit through ad hoc treasury bills was phased out and
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replaced by a scheme of ways and means advances (WMAs). Because
the ad hoc treasury bills bore a fixed coupon rate of 4.6 percent and
WMAs are extended at interest rates linked to the bank rate, the
abolition of ad hoc treasury bills has served as a major landmark for
migrating to a system of market-related interest rates in the govern-
ment securities market.

Attempts were made to introduce new instruments to suit diverse
investor requirements; for example, zero coupon bonds (January
1994), floating rate bonds (September 1995), capital indexed bonds
(December 1997), and bonds with call and put options (July 2002).
However, plain vanilla bonds have remained the mainstay. Since
1999-2000, a policy of reissuance of key securities through price-
based auctions has enabled passive consolidation of public debt,
helped emergence of benchmark securities, and promoted liquidity
in the government securities market. Active consolidation of public
debt was undertaken under a debt buyback scheme in July 2003
under which high-cost and illiquid securities issued in the past were
bought back by the government in exchange for new securities at the
prevailing market yield.

A policy priority has been to improve the market practices in govern-
ment securities in line with best international practices. Efforts have
been made to calibrate technological upgrades of trading, payment,
and settlement structure in the gilt market in a phased manner to
make it safer, transparent, and efficient. Settlement risk was lowered
with the introduction of the delivery versus payment (DvP) system
in July 1995, which ensures settlement by synchronizing the transfer
of securities with cash payment. The DvP graduated into the third
stage in April 2004, with settlement of both securities and funds
on a net basis. CCIL commenced operations on February 15, 2002,
in clearing and settlement in government securities. Backed by an
SGF, CCIL acts as central counterparty and provides guaranteed
settlement. The Negotiated Dealing System, which was set up simul-
taneously, provides online electronic bidding at the auctions and
permits paperless settlement of transactions in government secu-
rities with electronic connectivity to CCIL and the DvP system.
Measures were introduced in May 2002 for holding government
securities in a dematerialized instead of physical fashion, which
had carried the potential risk of irregularities through nondelivery.
Screen-based, order-driven trading of gilts was also allowed in stock
exchanges as of January 2003. The operationalization of RTGS was
undertaken in March 2004 for continuous processing and settlement
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Figure 5.6. Market Loans and Interest Rate of Central Government Borrowing
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transfer of funds to minimize payment risk. Efforts have been made
to widen the investor base in the government securities market.
The Reserve Bank of India authorized banks and primary dealers
to open Constituent Subsidiary General Ledger accounts for their
constituents for wider participation in the government securities
market. The cumulative debt investment for FIIs was raised from
USS$1 billion to $1.75 billion, with the ceiling on corporate debt at
$0.5 billion being kept over and above the government securities
ceiling of $1.75 billion.

The switchover to the system of market-related interest rates has allowed
the government to increase market loans substantially since the early
1990s (Figure 5.6). Reforms brought flexibility on both the supply and
demand sides of the government securities market. On the supply side,
the reserve bank undertook active debt management by modulating the
maturity structure of primary gilt issuances as required. It was shortened
from 16 years in 1990-91 to 5.5 years in 1996-97 to reduce the costs of
government borrowing. However, subsequently, with a view to avoiding
bunching of repayments, the maturity structure of government securi-
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ties was lengthened to 15 years in 2003—04. Availability of ample liquid-
ity enabled the reserve bank to lengthen the maturity of gilt issuances,
with substantial reduction in weighted average yield from 13.7 percent in
1996-97 to 5.7 percent in 2003—04. Strikingly, the auctioning system has
facilitated a market-related softening of the interest cost of government
borrowing as opposed to artificial lowering of the interest cost in the pre-
reform-administered interest rate regime.

On the demand side, the investor base for government securities has
widened from commercial banks, financial institutions, and provident
and pension funds to co-operative banks, regional rural banks, mutual
funds, and nonbank financial companies in recent years. The reserve
bank’s share of the total stock of government securities has steadily
declined, reflecting its sterilization operations as well as its policy of keep-
ing private placements and devolvements on its own account to a mini-
mum. Strikingly, despite SLR reductions, banks have been voluntarily
maintaining gilt investments much above the stipulated levels, especially
during phases of slack in credit time, slowdown in the demand for credit
and market expectations of interest rate softening. Mutual funds dedi-
cated exclusively to investments in government securities or gilt funds
have been set up to encourage retailing of gilts. Furthermore, a scheme of
noncompetitive bidding reserving for individuals up to 5 percent of the
auctions’ notified amounts was introduced in January 2002.

These developments have enabled the evolution of a smooth yield curve
in the government securities market. The maturity of the yield curve
has gradually lengthened in recent years. Persistent rallies in govern-
ment securities prices have progressively shifted the yield curve down.
Furthermore, with the prevalence of liquidity overhang and the repur-
chase (repo) rate as an anchor of short-term rates, the yield curve has
progressively flattened in the past few years (Figure 5.7). Transactions in
the secondary market in the government securities market have expanded
at a phenomenal pace, increasing from Rs. 1, 22,942 crore in 1996-97 to
Rs. 2,723,621 crore in 2004—05. The sharp increase, especially in recent
years, reflected a sustained rally in the prices of the government securities
market as well as increased use of the repo market.

Assessment of Reforms and Future Challenges

The progress made by the Indian capital markets in the post-liberalization
phase in terms of implementing international standard practices, widen-
ing and deepening capital markets, and technological progress has been



132 DEVELOPMENT OF SECURITIES MARKETS: THE INDIAN EXPERIENCE

Figure 5.7.Yield Curves in Government Securities
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remarkable. It should, however, be noted that this period was also marked
by the greatest turmoil the markets have ever witnessed. With timely and
appropriate policy initiatives, systemic failures were avoided. Some of the
fundamental problems relating to Indian capital markets include a huge
number of illiquid stocks; lack of depth, with a few companies accounting
for the majority of trading volume; a low delivery ratio; and concentration
of trading with a few brokerage houses. Although some of these problems
are chronic and difficult to solve for any regulatory authority, they under-
line the need to develop capital markets further.

With the initiation of financial sector reforms, the avenues for raising
long-term finance for the Indian corporate sector are undergoing a shift.
Whereas the corporate sector now has increased access to international
capital markets, the channeling of funds from the traditional source
of long-term finance to the corporate sector—DFIs—has been slowing
down. With some of these DFIs converting into universal banks, one can
expect a boost in the flow of medium- to long-term financing from the
banking sector to the corporate sector, because these DFIs have an exist-
ing client base and expertise in the evaluation and monitoring of project
financing. After the East Asian crisis, a unanimous view has emerged
that a multiagency approach to meeting the demand for long-term funds
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would be both effective and efficient. Under such an approach, the equity
market, the debt market, banks, and financial institutions should together
meet the long-term financing needs of the corporate sector.

The development of the corporate debt market is, however, still relatively
inadequate. Most investors are institutions, with very few retail investors.
Transparency is limited in both the primary and secondary markets,
liquidity is poor, and many bonds are held until redemption. The legal
recourse in case of nonpayment of interest and principal is complicated,
and bankruptcy laws afford little comfort. To develop the corporate bond
market, conscious efforts have to be made to increase the supply of high-
quality paper, creating an adequate institutional investor base, ensuring
a variety of instruments of differing maturities, and mounting support-
ing infrastructure. Emphasis also needs to be placed on efficient legal
systems as important infrastructure for deep and liquid bond markets.
Among legal reforms, bankruptcy laws and capacity to seize collateral are
particularly important. Experience also indicates that in many emerging
economies, because the risk is transferred to the creditor in bond markets
as compared to banks, there is a preponderant bias toward bank deposits
among household savers in many countries. In other words, development
of the domestic corporate debt market is bound to be a long process, and
banks will have to continue to be dominant in the financial systems of
most emerging market economies.

Some success has also been achieved in creating a deep and liquid govern-
ment securities market as the investor base has widened with the participa-
tion of nonbank players, limited primary purchases of the reserve bank, and
market-related movement of coupon rates. The elimination of automatic
monetization by the reserve bank and reduction of the statutory preemp-
tion of banks have provided much-needed autonomy for the conduct of
the monetary policy. Considerable progress has been made in establish-
ing a state-of-the-art institutional framework, risk-management systems,
clearing and settlement systems, and transparency in debt management
operations in the government securities market. However, several chal-
lenges remain. First, the need for better coordination of the debt and mon-
etary management functions continues, because the timing and amounts
of issuance of government securities may not always coincide with the
requirements of monetary management. Progress has already been made in
this direction: a half-yearly calendar for issuance of government securities
minimizes uncertainty on the part of both the debt manager and the inves-
tors. Second, there is a need to introduce new instruments, such as longer-
term repos, rollover of repos, and separate trading of coupon instruments
with the operationalization of Separate Trading for Registered Interest and



134 DEVELOPMENT OF SECURITIES MARKETS: THE INDIAN EXPERIENCE

Principal of Securities. Capital Indexed Bonds with modified features will
be introduced shortly to offer inflation-linked returns on both the coupons
and the principal repayments. Third, the derivatives market is evolving
in India and, therefore, its development has to be cautiously planned to
avoid pitfalls. There is a need to harmonize the regulatory prescriptions
for over-the-counter (OTC) and exchange-traded interest rate derivatives.
Furthermore, in order to strengthen the OTC derivatives market and to
mitigate the risks involved, a clearing arrangement through CCIL also
needs to be worked out. The trading volume of government securities in the
stock exchanges continues to suffer. Finally, market operation mechanisms
need to be worked out for the phase commencing April 2006, when the
Reserve Bank of India will not participate in the primary market of govern-
ment securities. An appropriate role needs to be designed for the primary
dealers for successful completion of primary auctions during this phase.
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Accelerating the External and Internal
Opening Up of China’s Securities
Industry

XINGHAI FANG, T1 L1Uu, AND DONGHUI SHTI*

Now we have set the economic development objectives. But how are we
going to achieve them? Well, we need to abide by the principles of social
and economic development and pursue two ‘opening-ups,” that is, opening
up to the outside world and opening up within the country itself. Opening
up to the outside is important, because no country could develop by isola-
tion. International communication and transference of expertise, technology
and capital from the outside is all necessary. Opening up within the country
means reform.

—Deng Xiaoping (April 1985)

Inadequacies of the Current Policy on Opening Up the
Securities Industry

The current arrangement for opening up the securities industry is part
of China’s World Trade Organization (WTQO) commitment. It now seems
that there are some major oversights in the arrangement:

*The authors are, respectively, Deputy Chief Executive, Lead Research Manager, and
Assistant Director of Research of Shanghai Stock Exchange (SSE). We thank Kate Yang of
SSE’s International Department for her excellent assistance and translation.
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A foreign securities firm can set up operations in China, but only in the form
of a joint venture, of whose shares it can hold no more than 33 percent. This
restriction has turned away many world-class securities firms. The key reason
is that as a minority shareholder, a firm cannot control the joint venture and
thus subject its highly valued business reputation to the risk of mismanage-
ment by the joint venture (JV). Moreover, its status as a small shareholder
limits its economic incentives in the joint venture, which in turn prevents it
from adequate involvement in the institutional and long-term development of
the JV company. Perhaps, by opening up, China seeks to attract management
expertise rather than capital. However, without a certain percentage of equity
investment, the foreign partner’s concern about the management of the joint
venture will be too limited to have any meaningful influence.

The business scope of a JV securities firm is extremely limited. Currently,
a JV securities firm can obtain a license to become an underwriter and/or
a financial advisor, but cannot operate as a broker or engage in proprietary
investment or portfolio management. The extremely limited business scope
for these joint ventures reduces foreign companies’ willingness to come to
China and hurts the competitiveness and long-term earning potential of an
existing JV company, depriving it of the opportunity to provide a full spec-
trum of services.

Domestic partners for a JV securities firm are limited to existing Chinese
securities firms. This restriction severely limits the choice of potential
domestic partners for a joint venture, especially when we consider that many
Chinese securities firms are not well run. Potential competition between the
JV company and the parent domestic securities firm is another drawback.
The current solution is to segregate business between the two, with the joint
venture specialized in underwriting and the parent firm engaged in propri-
etary investment, brokerage, and portfolio management. However, this has to
some extent given rise to two incomplete companies and has served only to
postpone rather than to solve the potential conflict of interest.

Indeed, opening up the securities industry has been painfully slow.
Foreign investment is limited. The firms that are attracted are not the
most competitive. The performance of the few joint ventures that have
formed is unsatisfactory. Goldman Sachs adopted an ultra-complex model
to ensure management control over its joint venture, but we have to wait
to see whether the arrangement works. By contrast, foreign investors in
the Chinese insurance industry can hold up to 50 percent of the equity in
a joint venture life insurer and controlling equity in a property insurer. As
a result, many JV companies have partnered with first-class international
insurance companies. In the banking industry, foreign commercial banks
are allowed to have wholly owned operations in China. The banking
industry will be entirely opened up at the end of the WTO grace period
in December 2006. By that time, foreign commercial banks will be able
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to conduct any banking business anywhere within China. It is not hard
to imagine that foreign investment in the banking sector will be all the
more vigorous then.

Unfounded Concerns About Opening Up the Securities
Industry Faster

The purpose of accelerating the opening up of the securities indus-
try is to enhance its overall competitiveness and strength. A frequently
mentioned concern about opening up is that major international players
would squeeze the less competitive domestic counterparts out of busi-
ness. An often-cited example is the British securities industry; its key
domestic companies were almost all acquired by stronger foreign rivals
(mostly American firms) following the opening up of the industry in the
mid-1980s, though London’s status as an international financial center
was consolidated as a result. Surely, the British experience is an important
precedent for China to consider. However, the opening up experiences
in Japan, Korea, and Taiwan Province of China have been very different.
Even after these markets were fully opened up, domestic companies main-
tained a considerable market share advantage over their international
counterparts.

The question is then, what will happen to China after it opens its securi-
ties markets? The answer is almost certain. The British and U.S. business
communities share the same language and a similar culture. Domestic
firms have little advantage over their foreign counterparts. However, the
Chinese business environment is distinctly different from that of Britain,
and is close to those of Japan, Korea, and Taiwan Province of China. In
addition, China is a big market. It is quite impossible for a handful of
international players to monopolize this market.

We should have confidence that Chinese firms will do well in the
Chinese market because financial services contain so many local ele-
ments. China’s telecommunications equipment and household appliance
industries survived and thrived following the opening up of their mar-
kets. The insurance industry offers a more applicable experience. When
American International Assurance Company entered the Shanghai mar-
ket in 1992, it grabbed considerable market share from local companies
with its unique method of managing sales. However, domestic companies
learned quickly and recovered their lost market share shortly.

Even for Britain, had it not opened its securities market in the 1980s
and made itself home to major international players, British firms would
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not have been able to keep London a global financial center—Frankfurt
or Amsterdam could have overtaken London to become the new financial
center in Europe. India offers another positive lesson for opening up. The
Indian securities market opened in 1992 with no restrictions on foreign
shareholding or scope of business. Today, the Indian market is considered
on a par with those of developed countries, though foreign companies
account for no more than 40 percent of the market. Moreover, as time goes
by domestic companies are likely to grow in relative strength.

A second concern about opening up is that China would be deprived of
a chance to build its national brand names in the securities industry. A
commonly cited example is the Chinese auto industry. However, the real
reason that China has no leading brand names in cars is not because the
industry was opened up too quickly, but because foreign auto builders
were allowed to enter into partnerships with only Chinese state-owned
enterprises. These state-owned firms have neither urgency nor long-term
incentives for innovation. From the 1950s through the 1980s, the auto
industry in China was totally closed. Had foreign car makers been allowed
to team up with top private companies in China, Chinese brand names
would have been established by now—only wholly private brands can
bring in strong profits.

A third concern about opening up is that the Chinese securities indus-
try may end up at a disadvantage if that opening up is unilateral while
other markets fail to give Chinese firms equal access. We believe, however,
that the primary issue in making the policy decision is whether open-
ing up is beneficial to our own industry. If the answer is yes, we should
pursue it. Whether or not we will receive equal treatment in a foreign
market is a separate issue. In addition, we think that Chinese securities
firms are not yet ready to test themselves in a market such as New York or
London. When China National Offshore Oil Corporation failed in its bid
for Unocal, some people suggested that we should slow down the opening
up of China’s financial industry.

Recommendations to Accelerate Opening Up the
Securities Industry

The necessity of opening up is well argued by Deng Xiaoping as quoted
in the beginning of this essay. The three restrictions listed in the first part
are China’s minimum WTO commitments, but we have never said that
opening up our securities industry could not go beyond our commit-
ments or proceed faster than we had promised. Considering the current
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conditions of our domestic securities companies, a preferred model for
accelerating opening up would be to allow foreign companies to acquire
for a fee domestic securities firms that are on the brink of bankruptcy.
After acquisition, the foreign company would inherit the business licenses
of the acquired domestic firm and obtain controlling shares within the
new firm. This model is attractive to foreign companies because it allows
them a full license, control over the new company, and access to the
expanding Chinese market, at the limited cost of compensating for the
historical losses (or even part of the losses) of the acquired domestic
firm. At the same time, the model reduces the financial burden on the
Chinese government to bail out failing securities firms. The new compa-
nies formed by such an acquisition will usually improve their manage-
ment and competitiveness.

Acceleration of Opening Up Internally

Deng Xiaoping pointed out as early as 1985 that to open up within the
country is to adopt reform. Almost all securities firms in China are still
state-owned or state-controlled. It was not until a few years ago that some
private companies became the controlling shareholders in a couple of secu-
rities firms. However, driven by majority shareholders’ short-term interest
in an environment of weak regulation, these privately controlled companies
(such as Fuyou, Deheng, and Hengxin Securities) committed a series of
violations. I believe, however, that these violations should not be a reason to
slow down reform. In light of the shortage of regulatory capacity in the near
future, effective reform can be achieved in the following manner:

Make senior and departmental managers shareholders of their own securi-
ties companies. One proposal is to start with management acquiring some
company shares with their own cash. Later, they could increase their shares by
converting part of the incremental net assets of the company into equity. This
approach is probably the best way to heighten securities firms’ risk awareness
and increase their competitiveness against foreign rivals.

Allow securities professionals of Chinese citizenship from within or outside
China to establish new firms. Licensing can start with brokerage-only firms
for which limited capital investment and a few key sponsors are required. The
success of a securities firm depends on quality professional leadership. Over
the past few years, the Chinese securities market has seen a number of well-
qualified professionals with extensive operational experience. If these people
are allowed to set up their own firms, no doubt some high-quality companies
will soon emerge.
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We are looking forward to domestic securities firms (and asset manage-
ment firms) holding a majority market share in a fully opened Chinese
securities market. For this reason, we have to carefully plan for the pace of
the opening up process so that domestic companies will be able to main-
tain their advantages. We believe that each year it is appropriate to admit
three or four foreign-controlled securities firms to the Chinese market
and to restructure or newly establish six or seven new firms controlled or
managed by Chinese professionals.

Harms of Opening Up Slowly

The foremost harm of opening up slowly is entirely losing the market.
Refusal to open up will save us some weak securities firms at the cost
of losing the whole securities market. A Shanghai Stock Exchange sur-
vey shows that by the end of 2004, the aggregate floatable market capi-
talization of Chinese companies on overseas markets had exceeded the
total market value of the two domestic stock exchanges in Shanghai and
Shenzhen, and that the difference was expanding. Although Chinese issu-
ance on overseas markets quickened during 2005 with the recent listing
of China Construction Bank and Bank of Communications, new issuance
on domestic markets has come to a full stop. Equity derivatives based on
Chinese stocks are being developed in both Chinese and overseas markets.
We cannot help but wonder which of these derivatives will be more rep-
resentative of the Chinese economy or be better risk management instru-
ments for investment into China—no doubt the foreign ones. Liquidity,
which is the essence of a financial market, will be hard to recover once we
lose it. It is highly urgent that we accelerate reform and opening up and
improve the capabilities of securities firms and other financial intermedi-
aries operating in the domestic market, to maintain the Chinese securities
market. When the market is gone, how are Chinese securities firms going
to survive?

It has become a consensus that the Chinese securities industry lacks
innovation. Innovation in the Chinese market is, at best and mostly,
a slight adjustment of products and ideas that have been well tested in
overseas markets. However, if our market were filled with first-class
investment banks from abroad, the innovation situation would be very
different. Product innovation with regard to asset securitization is a
good example. In spite of the restrictions in laws and regulations, China
International Capital Corporation Limited (CICC) (a joint venture with
Morgan Stanley) delivered the first Chinese asset securitization product
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(Unicom Rental Scheme), now listed on the Shanghai Stock Exchange. But
even after CICC made this breakthrough, other Chinese securities firms
have exhibited neither efficiency nor momentum in following its example.
Why? The innovative capacity of CICC lies in its incentive and risk control
mechanisms and the talents it has attracted, which domestic firms lack.
This example shows another harm of opening up slowly, namely, lagging
behind the innovation frontier of international markets and the service
demands of domestic companies and investors.

Conclusion

The Chinese experience of reform and opening up in the past 27 years
has shown that diminished effort in these areas slows the development
of an industry. In today’s globalized world, an industry of a country that
refuses to open up to competition will save a few weak players but lose the
market as a whole. During his meeting with the president of ABN-AMRO
Bank in April 2004, Vice Premier Huang Ju (who is in charge of the finan-
cial portfolio) pointed out that the opening up of China’s capital market
should be accelerated promptly and used as a spur to internal reform. It is
time that we implement his advice.
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Domestic Financial Liberalization and
International Financial Integration: An
Indian Perspective

SUMAN BERY AND KANHAIYA SINGH*

India and China are both large, poor countries that have benefited from
greater integration into the world economy; both are still at an early
but crucial stage of their development path. In both countries, financial
systems were relatively controlled for a long period: while they played
an important role in resource mobilization, they were not accorded an
important independent role in resource allocation. In both countries, the
formal financial system remains dominated by publicly owned, deposit-
money banks.

In both countries, increased international linkages of the wider econ-
omy have put a repressed financial system under strain. Domestic firms
require financing at close to international terms in order to be competi-
tive. Greater international trade and human links open up opportunities
for de facto movement of capital, providing competition for domestic
financial institutions. As planning gives way to the market, financial
institutions have a potentially important role to play in investment proj-
ect selection and monitoring. In brief, the whole machinery of rising
productivity, which motivates market-led liberalization and of which glo-

*Suman Bery is Director-General, National Council of Applied Economic Research,
and Kanhaiya Singh is a Fellow at the Indian National Council of Applied Economic
Research.
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balization is now an essential part, requires liberalization of the domestic
financial system.

Contemporary systems of global production are driven increasingly by
investment rather than just trade. Such foreign investment creates its own
pressures for the financial system. Foreign capital needs to be able to enter
and leave under predictable rules; pressures soon develop for domestic
firms to enjoy similar privileges. Freedom for capital flows, in turn, has
implications for the monetary and exchange systems.

Yet wholesale liberalization of capital flows also carries its own risks,
both apparent and real. These include the risk of appreciation of the real
exchange rate, the risk of sudden reversals of flows, and the risks of infla-
tion. These risks of liberalization were noted early on (Diaz-Alejandro,
1985) even with respect to domestic liberalization. In the 1990s, financial
crises in many emerging markets created a similar caution regarding the
speed of external financial liberalization, although it continues to be con-
sidered a desirable final goal.

This chapter attempts to describe the links between domestic lib-
eralization and financial integration for India, a journey which is still
incomplete. The goal is to make accessible and transparent, particularly
for an interested Chinese audience, the issues of sequencing that have
arisen along the way. It may be mentioned that the Reserve Bank of India
(RBI) has also provided considerable documentation on these issues;
for example, Chapter VI of the Report on Currency and Finance 2004—05
(RBI, 2005b).

In India’s case there are two additional, linked, considerations that have
begun to influence the debate on external financial integration. The first
is the aspiration to develop Mumbai as a regional financial center; the
second is for India to participate in broader initiatives for financial inte-
gration in Asia. These twin initiatives would both stimulate, and benefit
from, greater integration between India’s financial market and that of the
region and of the rest of the world.

India’s ambitions for Mumbai are, in turn, derived from two perceptions
of India’s underlying comparative advantage. The first is that finance is a
skill-intensive service industry where India may be able to provide quality
offshore services at a competitive price in software development and infor-
mation-technology-enabled services. The second is that there is consider-
able talent of Indian origin in financial institutions worldwide. As China
has successfully tapped the Chinese diaspora across Asia to strengthen its
capabilities in manufacturing, India could succeed in doing the same in
financial services. Indeed, it is perhaps not too fanciful to expect that, as
China’s own need for sophisticated financial services increases, Mumbai
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could offer an alternative to both Hong Kong SAR and Singapore for the
provision of these services.

Domestic Financial Liberalization

The Origins of Financial Repression

Prior to its independence in 1947, India enjoyed a relatively liberal
domestic financial system with capital account convertibility within
the sterling area; indeed the Indian rupee was a medium of exchange
throughout the Persian Gulf region. Exchange controls were introduced
as a wartime measure (RBI, 2005b). The large sterling balances that India
had accumulated during the war were blocked as Britain struggled to
balance her external accounts with various creditors, notably the United
States. Domestically, India’s financial system was relatively sophisticated,
with established stock and commodity exchanges, and domestic and for-
eign banks largely under private ownership.

A series of landmark events between the mid-1950s and the late-1960s
transformed what had been a relatively liberal system into a highly
repressed one. It may be mentioned that this evolution was in keep-
ing with the larger world-wide intellectual trends of the time that were
influenced by the work of John Maynard Keynes and the apparently suc-
cessful modernization of the Soviet Union, which accorded the state an
important role in manipulating the financial system to achieve the goals
of planned development. This global consensus was reflected in the World
Bank’s active support of state-guaranteed development finance institu-
tions (DFIs) in the 1950s and 1960s.

In 1955, the State Bank of India, India’s largest bank, was nationalized;
in 1956, independent India encountered its first foreign exchange crisis,
leading to an intensification of both import and exchange controls. It was
the beginning of a siege mentality with regard to foreign exchange avail-
ability that is only now slowly receding, 50 years later. The private banking
system was criticized as the tool of the major industrial houses and for
being insufficiently oriented to the needs of an agrarian country embark-
ing on planned development. This perception led to the nationalization
of 14 of the largest private domestic banks in 1969 as part of a populist
move by then Prime Minister, Mrs. Indira Gandhi. (For a further account
of the India’s growth experience since independence, see Singh and Bery,
2005.) Foreign banks, though heavily controlled, were not nationalized. A
further 6 smaller banks were nationalized in 1980.
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Following nationalization, there was significant branch expansion. The
number of bank branches rose from about 8,800 in 1969 to about 60,600
in 1991, and the share of rural branches increased from about 22 per-
cent to 58 percent (Mohan and Prasad, 2005). This helped the govern-
ment in mobilizing household savings. The ratio of broad money to GDP
increased from 24 percent of GDP in 1970-71 to 46 percent in 1990-91,
and 73 percent in 2004-05.

India became increasingly politically aligned with the Soviet bloc in
the 1970s. This was largely in response to U.S. foreign policy in that
era, both toward the subcontinent and in Southeast Asia. India’s foreign
policy stance manifested itself in domestic financial sector policies,
which increasingly became populist, rigid, and directive. Although the
implementation of such policies was facilitated by public ownership of
the main banks, they were, in principle, applicable to all commercial
banks. Interest rates ceased to have a significantly allocative role, and
competition among banks was suppressed in favor of publicly man-
aged consortia. Fiscal policy remained relatively prudent until the
1980s; nonetheless, public debt was administratively placed through
compulsory portfolio requirements imposed on the banks and on other
institutions such as insurance companies and provident funds. Capital
markets remained privately owned and operated. Although the sec-
ondary market was relatively free, primary capital issues were sub-
ject to government control and scrutiny. Monetization of the fiscal
deficit took place through the automatic acceptance by the RBI of what
were known as ad hoc treasury bills; as these accumulated, they were
packaged as dated securities. Finally, the exchange regime essentially
remained the Bretton Woods system of adjustable pegs, with periodic,
brusque adjustments usually associated with exchange crises (RBI,
2005Db).

Before leaving this era of financial repression (whose heyday lasted
from 1970 until the late 1980s, but whose influence can be felt even in
2006), a few observations are perhaps in order. First, throughout, impor-
tant sectors of the financial markets (and institutions) remained in pri-
vate hands. Thus the skill base was by and large retained, although the
pressures for financial innovation were slight. Second, the Indian allergy
to inflation ensured that the damage done by these policies was more at
the microeconomic than the macroeconomic level. Third, as the Indian
nonfinancial private sector continued to survive, if not thrive, the assets
of the public sector banks remained free from dominance of public-sector
corporations, in contrast to the experience of China and the COMECON
countries.
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Liberalization, 1985-91

Moves toward liberalization initially came out of concerns for monetary
management, signaled by the so-called Chakravarty Committee report of
1985 (RBI, 1985). The committee recommended a gradual deregulation of
banking system interest rates so that monetary policy could be conducted
using more modern, market-oriented instruments rather than the blunt
portfolio controls of that time. In addition, a working group was set up
to analyze money market issues. Both committees continued to regard
social goals and priority sectors as appropriate guiding principles for their
recommendations, rather than issues of competition, innovation, stabil-
ity, and soundness. They accordingly recommended a continuation of the
overall administered rate structure with calibrated cross-subsidization.

Despite these new instruments, the repression of the financial system
continued to be enforced through quantitative controls, specifically the
cash reserve ratio (CRR) meant for containing liquidity growth and the
statutory liquidity ratio (SLR) a tool of captive financing for the gov-
ernment.? At the end of 1990-91, the CRR and SLR stood at 15.5 and
38.25 percent, respectively; the two requirements together preempted
more than half of the net demand and time liabilities. The actual ratio
exceeded 60 percent because public sector banks preferred to hold excess
SLR in preference to commercial loans. Owing to the absence of trans-
parent, international standards for income recognition, the true quality
of bank assets was not known widely outside the RBI—then, as now, the
sole banking regulator for the scheduled commercial banks (RBI, 2005b,
Chapter V).?

ISince 1962, the RBI has been empowered to vary the CRR between 3 and 15 percent of
the total demand and time liabilities. CRR in excess of 3 percent is currently remunerated
at 4 percent per annum (Reddy, 1999).

2Over and above the CRR, banks are required to maintain a minimum amount of liquid
assets in cash, gold, and government securities, amounting to a specified share of their
demand and time liabilities.

3The RBI is vested with regulatory and supervisory authority over commercial banks and
urban cooperative banks (UCBs), DFIs, and nonbanking financial companies (NBFCs).
On March 31, 2005, there were 289 commercial banks (89 Scheduled Commercial Banks),
196 Rural Regional Banks (RRBs), and 4 Local Area Banks, 1,872 UCBs, 8 DFIs, and 13,187
NBFCs. The Board for Financial Supervision has been constituted as a Committee of the
Central Board of the RBI since November 1994 and is headed by the Governor with a
Deputy Governor as Vice Chairperson and other Deputy Governors and four Directors of
the Central Board as members. In respect of state and district central cooperative banks,
while the RBI is the regulator, supervision is vested with the National Bank for Agriculture
and Rural Development. The Insurance Regulatory and Development Authority regulates
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Domestic Liberalization (1991-2005)

The process of reform

India’s financial sector liberalization since 1991 has been a compre-
hensive program involving issues related to banking, capital markets,
fiscal policy, and international financial integration. Issues of linkage and
sequencing between these areas have been central. India makes heavy use
of expert commissions to float and develop ideas and agendas. In appar-
ent contrast to China, there is little formal use made of foreign advisors.
The two key regulators, the RBI and the Securities and Exchange Board of
India (SEBI) have increasingly taken to inviting comments and discussion
on major regulatory and market development issues through the Internet,
press debate, and conferences/meetings with stakeholders. The finance
ministry initiates and drafts needed legislation for parliamentary review.
An important stimulus for reform has been provided by a series of market
frauds (or scams) that resulted in improvements in market institutions
and infrastructure.

Responding to the balance of payments crisis in 1990, wide-ranging
economic reforms were introduced in 1991. Two important committees
were constituted in the financial sector: the Committee on Financial
Systems (CFS), and the Committee on Banking Sector Reforms (CBSR)*.
The CFS took note of excessive administrative and political interfer-
ence in internal management and credit decision making in public sec-
tor banks and observed that the economic reforms in the real sectors of
the economy could not realize their full potential without reform of the
financial sector.

The CFS and CBSR (henceforth the first and the second Narasimham
Committees) provided the blueprint for reforming the financial system.
Based on the committees’ recommendations, a series of measures were
undertaken beginning in 1992. The suggested reforms included decontrol
of interest rates, development of securities markets, building a credible
risk-free yield curve, greater reliance on open market operations, auctions
of government securities, phased decontrol of the capital account, and

the insurance sector while the Securities and Exchange Board of India (SEBI) regulates
securities and mutual funds (RBI, 2005b).

“The report of the CFS was submitted in 1991. Mr. M. Narasimham, a former RBI
governor was the chairman of the committee. Subsequent to this report, the government
appointed another committee, the CBSR, again with Mr. Narasimham as committee
chairman, to review the progress made in reforming the banking sector and to chart the
actions needed to strengthen the foundation of the banking system. The CBSR report was
submitted in April 1998. For a summary see RBI (1998).
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establishing prudential norms and mechanisms for supervision of the
banking sector in line with international standards and practices, specifi-
cally those proposed by the Basel Committee for banks with significant
international operations (the so-called Basel I norms). Significantly, nei-
ther committee forcefully championed denationalization.

In its external payments regime, India made the transition to a managed
float of the rupee in 1993 (RBI, 2005b). Concurrently, most restrictions
on current transactions were removed, and India accepted the disciplines
of Article VIII status (current account convertibility) at the IMF as of
March 1993. The exchange rate regime is officially described as market-
determined, with no target rate, but the RBI reserves (and exercises)
the right to intervene in the market to resist speculative attacks and to
guide the exchange rate in the directions of “appropriate” competitive-
ness. One measure of this intervention has been the accumulation of
foreign exchange reserves, which reached US$150 billion by March 2006.
By way of comparison, the equivalent figure at the end of March 2001
was US$54.1 billion. While part of this intervention has been designed
to strengthen India’s defense against a speculative attack, part has been
designed to insulate the nominal exchange rate from what are perceived as
temporary capital inflows (Lal, Bery, and Pant 2003; Patnaik, 2004; Joshi
and Sanyal, 2004).

Interest rate regime liberalization and the lowering of statutory
requirements

The framework of administered interest rates has been almost dis-
mantled since 1997. In the case of deposit rates, only the rate on savings
bank deposits remains under RBI control. At present, this is prescribed
at 3.5 percent. The effective yield on deposits is lower, however, because
interest is payable only on the minimum balance between the tenth
day and the last day of each month. As for lending rates, the RBI now
directly controls only the interest rate charged on export credit, which
accounts for about 10 percent of commercial advances and indirectly
controls the interest rate on small loans of up to Rs. 200,000, which
accounts for about 20 percent of total advances®. Commercial banks
are not allowed to exceed their Prime Lending Rate (PLR) in the case of
loans up to Rs. 200,000.°

SFor export credit, the RBI provides refinancing at concessional rates that mitigate the
burden of this particular control on the banking system.
%Each commercial bank is statutorily required to declare its PLR in advance.
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The RBI specifies an interest rate ceiling for nonresident Indians’ for-
eign currency deposits and nonresident Indians’ rupee deposits. Since July
2003, these are linked to the London Interbank Offered Rate (LIBOR)
for selected international currencies, less 25 basis points for nonresident
Indians’ foreign currency deposits and plus 250 basis points for nonresi-
dent Indians’ rupee deposits.

With these reforms and given larger trends in financial markets, as
influenced by the RBI’s monetary policy actions, the nominal deposit
rate for 1-3 year maturities has dropped from 12.0 percent in 1991-92
to 4-5.25 percent in 2004—05, and the nominal lending rate has over the
same period dropped from 16.0 to 10.25 percent.

The minimum cash reserve ratio has been lowered to 4.75 percent from
15.5 percent (prior to the reforms), and banks are paid interest on depos-
its in excess of the 3 percent statutory minimum at the rate of 6 percent,
which is equal to the RBI policy-determined Bank Rate. The statutory
liquidity ratio was gradually brought down from an average effective rate
of 37.5 percent in 1992 to the statutory minimum of 25 percent in 1997,
and it continues to be at that level, although actual holdings still remain
in excess of the minimum.

Increasing role of private sector domestic and foreign banks

Since the start of reforms in 1991, private sector banks, both domestic
and foreign, have been allowed more liberal entry, albeit with different
degrees of freedom. By end-March 2004, the domestic private sector banks
held 18.6 percent of assets, 17 percent of deposits, and 19.8 percent of
advances. The corresponding numbers for foreign banks were 6.9 percent,
5.1 percent, and 7.0 percent. While there is thus a substantial presence of
private banking in India, the public sector banks (the State Bank of India
group and the nationalized banks) continue even now to dominate the
Indian banking sector. Indian banks, led by the public sector banks, have
also continued to expand their presence overseas.

Expansion of foreign banks in India and their acquisition powers over
domestic private banks have been the subject of considerable attention
and debate, as well as being governed by India’s commitments under
the General Agreement on Trade in Services. As India’s economy has
improved, foreign banks have sought to expand their presence, both by
branch expansion and by acquisition of private banks. (Unlike China,
there has been no interest in providing a minority “strategic stake” in
public sector banks even though this is not prohibited by law.)

Following an announcement in the 2002—03 budget, foreign banks in
India have been given more flexibility in their Indian operations wherein
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they are allowed to operate as branches of their overseas parent or as
subsidiaries in India. Under a three-phase road map set out by the RBI
on February 28, 2005, between March 2005 and March 2009 foreign
banks satisfying the RBI’s eligibility criteria will be permitted to establish
a wholly owned banking subsidiary (WOS) or to convert their existing
branches into a WOS. The WOS is required to have minimum capital of
Rs. 3.0 billion with sound corporate governance. The WOS will be treated
on par with the existing branches of foreign banks for branch expan-
sion with flexibility to go beyond the existing World Trade Organization
(WTO) commitments of 12 branches in a year and preference for branch
expansion in under-banked areas. The RBI would also prescribe market
access and national treatment consistent with WTO commitments and
also other appropriate limitations consistent with international practices
and the country’s requirements. Permission for acquisition of sharehold-
ing in Indian private sector banks by eligible foreign banks will be limited
to banks identified by the RBI for restructuring. Where such acquisition
is by a foreign bank already present in India, a maximum period of six
months will be given for conforming to the “one form of presence” con-
cept. The second phase will commence in April 2009 after a review of the
experience gained. Extension of national treatment to WOS, dilution of
stake, and permitting mergers and acquisitions of any private sector banks
in India by a foreign bank would be considered, subject to an overall
investment limit of 74 percent (RBI, 2005a).

Strengthening prudential norms

In order to strengthen the banking system, the RBI has already intro-
duced capital adequacy norms to ensure uniform measurement of
regulatory capital consistent with the recommendations of the Basel
Committee and income recognition (Basel I). The initial target was to
obtain a capital-to-risk weighted assets ratio (CRAR) of 8 percent as
required by Basel I. The government contributed about Rs. 40 billion (0.6
percent of the 1990-91 GDP) to the paid-up capital of public sector banks
between 1985-86 and 1992-93 and again about Rs. 177 billion (about 1.9
percent of the 1995-96 GDP) between 1992-93 and 2001-02 (Mohan and
Prasad, 2005). Constrained by competing fiscal demands, the govern-
ment permitted banks to raise fresh equity to meet a shortfall in capital
requirements. Public sector banks were also encouraged to raise Tier-II
(i.e., debt) capital without a government guarantee, subject to certain
limits linked to their capital. Several public sector banks also accessed
capital in India and abroad through global depository receipts (GDR),
while other banks raised subordinated debt through private placement
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for inclusion under Tier-II capital. Unlike the big Chinese banks, how-
ever, there is no appetite in India for the sale of strategic stakes to foreign
banks. Where the domestic private sector banks are concerned, foreign
equity holdings are currently restricted to a total of 74 percent, with no
individual shareholder able to exercise more than 10 percent of voting
rights, other than with the RBI’s approval with sublimits for the three
categories of foreign direct investment (FDI), foreign institutional inves-
tors (FIIs), and nonresident Indians (NRIs) (RBI, 2005a).” With these
efforts, the Indian banking sector has achieved more than required capi-
tal adequacy in almost all the groups except two banks in the old private
sector (Table 7.1).

After substantially complying with the Basel I requirements, Indian
banks are now moving towards the New Capital Adequacy Framework
on International Convergence of Capital Measurement and Capital
Standards (Basel II) regime (November 2005), which entails three pillars
for establishing minimum capital requirements (incorporating credit risk,
operational risk, and market risk), supervisory review, and market disci-
pline. The RBI has, in principle, accepted to adopt Basel II. Accordingly,
all commercial banks in India except RRBs are required to adopt the
Standardized Approach for credit risk and the Basic Indicator Approach
for operational risk by March 31, 2007. Banks are encouraged to formalize
their capital adequacy assessment process in alignment with their busi-
ness plan and performance budgeting system.

In order to ensure a smooth transition to Basel II, the RBI has appointed
a steering committee comprising senior officials from 14 banks. On the
basis of the recommendations of the steering group, draft guidelines on
implementation of the New Capital Adequacy Framework were formu-

"The guidelines require that: (1) important shareholders (i.e., with shareholding of 5
percent and above) are “fit and proper” as per the RBI’s guidelines on acknowledgement
for allotment and transfer of shares, (2) the directors and the Chief Executive Officer who
manage the affairs of the bank are “fit and proper” and observe sound corporate gover-
nance principles, (3) banks have minimum capital/net worth for optimal operations and
systematic stability, and (4) policies and processes are transparent and fair.

On the issue of aggregate foreign investment in private banks from all sources (FDI, FII,
NRI), the guidelines stipulate that it cannot exceed 74 percent of the paid-up capital of a
bank. If FDI (other than by foreign banks or foreign bank groups) in private banks exceeds
5 percent, the entity acquiring such stake would have to meet the “fit and proper” criteria
indicated in the share transfer guidelines and get the RBI’s acknowledgement for transfer
of the shares. The aggregate limit for all FII investments is restricted to 24 percent, which
can be raised to 49 percent with the approval of the board/shareholders. The current limit
for all NRI investments is 24 percent, with the individual NRI limit being 5 percent, sub-
ject to the approval of the board/shareholders.
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Table 7.1. Scheduled Commercial Banks: Frequency Distribution of CRAR
(end-March 2005)

0-9 9-10 10-15 15 Percent
Bank Group Negative ~ Percent ~ Percent  Percent and Above  Total
Public sector banks 0 0 2 22 4 28
SBI group 0 0 0 8 0 8
Nationalized banks 0 0 2 14 4 20
Private sector banks 0 2 4 16 7 29
Old private sector banks 0 2 2 11 5 20
New private sector banks 0 0 2 5 2 9
Foreign banks 0 0 1 10 19 30
All banks 0 2 7 48 30 87

Sources: RBI (2005a); off-site supervisory returns submitted by the banks.
Notes: Data for March 2005 are unaudited and provisional. SBI: State Bank of India. CRAR: capital-
to-risk weighted assets ratio.

lated and issued to banks on February 15, 2005. An internal working
group was also constituted for identifying eligible domestic credit rating
agencies whose ratings may be used by the banks for computing capital
for credit risk under Basel IT (RBI, 2005a). It is the responsibility of bank
management, however, to develop an internal capital adequacy assessment
process and accounting standard.

In addition, the enactment of the Securitization and Reconstruction of
Financial Assets and Enforcement of Security Interest (SARFAESI) Act,
2002 (with amendments in 2004), has offered great opportunities to step
up loan recoveries and tighten credit administration procedures, which
could further enhance the scope for greater profitability. The banks’ read-
iness is reflected in significant improvements in CRAR and nonperform-
ing assets (NPA) across the banking sector (Table 7.2) while maintaining
reasonable profitability.

Strengthening regulatory and supervisory institutions

In order to strengthen the regulation and supervision of the bank-
ing system, a Board for Financial Supervision has been constituted as a
Committee of the Central Board of the Reserve Bank since November
1994 and is headed by the Governor with a Deputy Governor as Vice
Chairperson and other Deputy Governors and four Directors of the
Central Board as members. The Board has focused on restructuring the
inspection system, setting up off-site surveillance, enhancing the role of
external auditors, and strengthening corporate governance, internal con-
trols, and audit procedures, disclosures, and transparency.
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Table 7.2. Select Financial Indicators

Scheduled
Commercial

Item Period Banks DFIs PDs NBFCs SUCBs
CRAR March 2004 12.9 22.0 42.7  26.8 11.0
March 2005 12.8 22.8 54.3 22.9 12.7
Gross NPAs to gross advances March 2004 7.4 16.4 n.a. 8.2 30.4
March 2005 5.2 11.5 n.a. 8.1 24.9
Net NPAs to net advances March 2004 2.9 10.5 n.a. 2.4 20.8
March 2005 2.0 3.7 n.a. 3.4 8.9
Return on total assets 2003-04 1.1 -0.2 5.9 2.5 0.4
2004-05 0.9 1.1 -1.8 n.a. 0.3
Return on equity 2003-04 19.3 -1.2 19.9 13.6 n.a
2004-05 14.0 4.8 -5.1 n.a. n.a
Cost/income ratio 2003-04 45.6 0.2 16.9 14.1 24.9
2004-05 49.3 0.2 297.0 n.a. 25.5

Source: RBI (2005a)

Notes: n.a.: not available. Data for March 2005 are provisional. Data for nonbank financial companies
(NBFCs) pertain to deposit-taking NBFCs having an asset size of Rs. 10 crore and above. Data for 2005
in respect of NBFCs pertain to the period ended September 2004. Data for scheduled commercial banks
pertain to domestic operations only and may not tally with the balance sheet data. Data in respect of
Development Financial Institution (DFIs) as on March 2005 do not include IDBI due to its conversion
into a banking company. In regard to UCBs, data for CRAR relate to 52 scheduled Urban Cooperative
Banks (UCBs) while other data relate to 53 scheduled UCBs (out of 55). Data for scheduled UCBs are
based on offsite surveillance statements.

Since March 1998, mandatory disclosures have also included profit-
ability indicators such as the ratio of interest and noninterest income
to working funds and the financial position of subsidiaries. And, since
March 2000, banks have to disclose the maturity profile of loans and
advances, investments, movements in nonperforming assets, and lending
to sensitive sectors.

Greater stress is also given to timely identification and monitoring of
the behavior of troubled banks. The role of external auditors has been
extended to verifying and certifying almost all aspects of balance sheets
including financial ratios. Concurrent audits have also been introduced.

With the increasing use of credit cards and electronic banking, supervi-
sion has taken on another dimension: integrity of e-money. As of October
2004, different banks had already issued about 37.85 million plastic cards
covering a range of credit cards, debit cards, and smart cards (RBI, 2004).
The RBI has constituted several working groups on electronic money, and
the recommendations are being implemented.
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Capital market reforms

The Capital Issues (Continuance of Control) Act, 1947,2 was used to
control the issue of capital in the Indian market up to 1992. Under this Act,
any firm wishing to raise funds from the market had to obtain approval
from the government, which also determined the amount, type, and price
of the issue. In order to pave the way for market-determined allocation
of resources, the 1947 Act was repealed in 1992 and the Securities and
Exchange Board of India Act, 1992 was enacted with statutory power
granted to SEBI to (a) protect the interest of investors in securities, (b)
promote and develop the securities market, and (c) regulate the securities
market. In addition to the SEBI Act, 1992, three other acts are applicable
to the capital market. These are: the Securities Contract (Regulation)
Act, 1956 (SC(R)A); the Companies Act, 1956; and the Depositories Act,
1996. The government has framed rules under all these three acts, and
SEBI issues notifications and guidelines that must be complied with by
market participants. The Department of Economic Affairs, Department
of Company Affairs, the RBI, and the SEBI with clear areas of jurisdiction
under different applicable Acts share the responsibility of regulating the
securities market.

SC(R)A was amended in 1995 to lift a ban on the writing of options in
securities, and was again amended in December 1999 to expand the defi-
nition of securities to include derivatives in order to bring these into the
general frame of regulations applicable to any other security. In addition,
a 30 year old ban on forward trading was withdrawn in order to make
trading in derivatives a reality.

Historically, brokers owned, controlled, and managed stock exchanges
in India, which often led to extreme volatility in the securities market. In
March 2001, in order to corporatize the stock exchanges, the government
proposed de-mutualization, whereby ownership, management, and trad-
ing membership would be segregated from one another. The government
has offered tax incentives to facilitate this transformation.

8Control of Capital Issues was introduced through the Defense of India Rules in 1943
under the Defense of India Act, 1939, to channel resources to support the war effort. The
control was retained after the war with some modifications as a means of controlling
the raising of capital by companies and to ensure that national resources were chan-
neled to serve the goals and priorities of the government, and to protect the interests
of investors. The relevant provisions in the Defense of India Rules were replaced by the
Capital Issues (Continuance of Control) Act in April 1947. (See http://www.sebi.gov.in/
chairmanspeech/histspeech.htm1l for more information.)
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SEBI (Central Listing Authority) Regulations, 2003, were issued to
provide for the constitution of a Central Listing Authority (CLA) by SEBI.
In addition, the regulations provided for mandatory recommendation
from CLA before listing in any stock exchange and appeal to SEBI and
the Securities Appellate Tribunal in case of refusal of issuance of letter of
recommendations from CLA. The CLA was constituted on April 9, 2003.

The National Stock Exchange of India Limited (NSE) was established
during the early 1990s as a competing exchange under public ownership
with state of the art technology to supplement the business at the Bombay
Stock Exchange (BSE), both of which have traded in derivatives of securi-
ties since June 2000. The market presently offers index futures and index
options on two indices and stock options and stock futures on 31 stocks.
NSE quickly introduced a nationwide, on-line, and fully automated screen
based trading system (SBTS). The SBTS electronically matches orders on a
strict price/time priority, cutting costs and reducing risk of error.

Rolling settlement on a T+5 basis was introduced for all scripts in
December 2001 to reduce the trading cycle (to as little as 1 day, in the case
of specified scripts), which earlier used to take 14 days for specified scripts
and 30 days in the case of other scripts. T+5 gave way to T+3 in December
2002, T+2 in April 2003, and now it is moving toward T+1. With a view to
make the trading system more efficient and less time consuming, effec-
tive April 2004, Straight Through Processing became compulsory for all
institutional trades.

The Companies (Second Amendment) Act, 2002, was enacted to pro-
vide for a new, modern, efficient, and time-bound Insolvency Law to
provide for both rehabilitation and winding up of sick companies within
a maximum time frame of two years. It envisaged the setting up of a
National Company Law Tribunal with several Benches to be notified by
the government all over the country.

Public debt

The RBI is the regulator of the market for government securities and it
also services and manages the public debt for both the central and state
governments. Following the scam of 1992, where lack of transparency in
the pricing and settlement of government securities created a funding
channel for stock market speculation, significant reforms have been made
to markets for both bills and dated securities.

Until 1991, the government securities market consisted mainly of pre-
determined, low-coupon, long-maturity loans. There was no benchmark
rate for the market. In 1992, however, the government began borrowing
at market interest rates through an auction system, and, by April 1997, it
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abolished the system of automatic monetization via ad-hoc treasury bills.
These actions paved the way for rapid reforms. New instruments such as
zero coupon bonds, floating rate bonds, bonds with call-put options, and
capital-indexed bonds were introduced across the maturity spectrum. A
system of primary dealers (PDs) was introduced with liquidity supportand
incentives for underwriting. This, along with permission for FIIs to invest
in dated securities and treasury bills in the primary and secondary market
segments, added depth and liquidity to the market. The transparency was
increased by announcements of an auction calendar for treasury bills,
online dissemination of information, creation of the Negotiated Dealing
System for delivery, and settlement through the Clearing Corporation
of India Limited (CCIL). Market participants can now hedge their risks
through interest rate swaps and forward rate agreements on the over-
the-counter market and through rate futures on exchanges (RBI, 2005b,
Chapter VII). While market infrastructure has clearly become much more
robust, and has facilitated the move from direct to indirect instruments,
provision of adequate liquidity remains a challenge, perhaps aggravated
by the RBT’s habitual ambivalence to the role of brokers in the public
debt markets. Liquidity is an even larger issue in the fragmented market
for corporate debt, even though other elements of market infrastructure,
such as independent and well-staffed rating agencies, have existed for a
number of years.

With the legislative framework in place and responsive to market
changes, the securities market is also becoming increasingly integrated
with the international markets. Indian companies have been permitted
to raise resources from abroad through issues of American Depository
Receipts, GDRs, Foreign Currency Convertible Bonds, and External
Commercial Borrowings (ECBs) and are also allowed listing on foreign
stock exchanges under certain conditions. The FIIs enjoy full capital
account convertibility. They can invest in a company under portfolio
investment up to 24 percent of the paid-up capital of the company, which
can be increased up to the sectoral cap/statutory ceiling if it is approved by
the Indian company’s board of directors and also its general body.

Money market development and innovations

In order to bring financial stability and facilitate the movement of the
short-term money market rate within a corridor, a full-fledged liquidity
adjustment facility (LAF) was established on June 5, 2000, to be operated
through repo and reverse repo instruments. The LAF is now fully sup-
ported by a real time gross settlement system and a computerized public
debt office. Liquidity is injected by the RBI through the Collateralized
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Lending Facility to banks, export credit refinance to banks, and liquid-
ity support to PDs in government securities. The absorption of liquid-
ity takes place through fixed-rate reverse repos (rates being announced
daily) and open market operations in government-dated securities by the
RBI. However, it is important to note that these operations occur within
the given framework of the CRR (that directly affects liquidity) and the
Bank Rate which signals the central bank’s medium-term view on short-
term rates. The CCIL now handles most overnight transactions in the
repo/reverse repo market.

Introduction of the LAF has been one of the most important recent
changes in the money market. It gives the RBI the flexibility to affect
liquidity and signal interest rates in the short-term money market. In
order to provide the RBI with additional tools to cope with the recent
surge in capital flows, however, the Government of India signed a mem-
orandum of understanding with the RBI on March 25, 2004, detail-
ing the rationale and operational modalities of a Market Stabilization
Scheme (MSS) to be effective from April 2004. Under the MSS, the
government would issue treasury bills and/or dated securities in addi-
tion to its normal borrowing requirements, so as to facilitate the RBI’s
efforts in absorbing liquidity from the system. The treasury bills and
dated securities issued for MSS purposes are matched by an equiva-
lent cash balance, which is held by the government in the RBI. The
interest payments on treasury bills and/or dated securities outstanding
under the MSS will be the only impact on government revenue and
fiscal balances.

Thus, effective April 2004, the MSS became an important instrument
of liquidity absorption and sterilization. Initially, an annual provision
was made of Rs. 600 billion, which was increased to Rs. 800 billion for
2005-06.

In his budget speech in February 2000, the Indian Finance Minister
mooted the idea of amending the RBI Act to accord greater operational flex-
ibility to the Reserve Bank in conducting monetary policy and regulation of
the financial system. Accordingly, the Reserve Bank of India (Amendment)
Bill, 2005, was introduced in India’s lower house of Parliament (the Lok
Sabha), which aims at bestowing enabling powers on the RBI to use a larger
variety of financial instruments than hitherto, including derivatives, and
more flexibility to set the cash reserve ratio. Apart from these legislative
changes, there remains a rich agenda of additional reform to improve the
liquidity and efficiency of the money market further, both to serve com-
mercial needs and to improve its sensitivity and responsiveness to the RBI’s
monetary policy actions. A few examples follow.
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The repo market is still at an early stage of development. Reforms on the
rollover of repos and on documentation are expected to pave the way for
a deeper and more liquid repo market. With appropriate regulatory safe-
guards, guaranteed settlement through notation in the CCIL, trading in
dematerialized form, and uniform accounting, valuation, and disclosure
norms, it is expected that the market will deepen further (see also, Mohan
and Prasad, 2005).

It is also being proposed to remove the provision for payment of interest
to banks on the excess CRR maintained by the commercial banks, as this
reduces the effectiveness of the CRR as a monetary policy tool.

There is finally the issue of ownership. Several studies including those of
the World Bank (2001) and Barth, Caprio, and Levine (2001) indicate that
private banks are more efficient. Given the public banks’ large current share
in intermediation, it will take time for new entrants to displace growth,
although the capital markets provide an increasingly viable alternative for
large listed companies. There is currently no credible proposal, however, to
dilute public ownership in these banks to passive, minority status.

Assessment

Somewhat unexpectedly, financial sector reform can now be counted
as one of the relative successes of India’s economic reform program since
1991. Significant liberalization and (as will be discussed further below)
significant international financial integration have occurred without, so
far, a major financial crash. Yet, as Kletzer (2004) points out, the lack of
coordination between fiscal adjustment and financial reform has had sig-
nificant implications through the loss of revenue associated with financial
repression. He further argues that funding of the government’s high debt
stock will become harder as the capital account liberalizes.

Positive surprises over the 15-year span have been the growth in assur-
ance and professionalism of both the RBI and SEBI, as well as the benefi-
cial impact of increased competition from some of the newly established
domestic private sector banks. By contrast, so far the collective impact of
foreign banks has not been significant. Yet, while the stability of the sys-
tem is no doubt greater now than at the beginning of the process (Table
7.3), the contradictions between a still largely nationalized banking sys-
tem and the needs of an increasingly sophisticated and rapidly growing
economy are growing more serious and glaring. Unfortunately, denation-
alization is even less discussed than before. The fact that India emerged
unscathed from contagion in the Asian crisis of 1997-98, the fact that
China has succeeded in growing rapidly despite a largely publicly owned
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banking system, and the exigencies of domestic politics have all served to
make bank privatization the “third rail” of Indian reform.

India has shown an impressive capacity to reform its financial system
behind the protective barrier of a semi-closed (but gradually opening)
capital account. The issue is whether this impetus is running out of steam.
Reducing these protective barriers is one way to stimulate competition
and domestic financial innovation, but to do so in the presence of wide-
spread public ownership of banks and a large fiscal deficit raises addi-
tional challenges and risks. It is to an examination of these issues that the
paper now turns.

International Financial Integration

Context

Global economic integration increased progressively during the 1980s
and 1990s. World trade in goods and services increased from 37.9 percent
of global GDP (at market prices and exchange rates) during 1981-85 to 48.0
percent during 2001-03 (Table 7.4). During the same period international
flows of gross private capital (direct, portfolio, and other) increased from
7.4 percent to 22.9 percent and gross foreign direct investment increased
from 2.3 percent to 11.1 percent of GDP. In low-income countries, trade
increased from 23.6 percent to 43.7 percent, gross private capital flows
from 2.4 percent to 4.4 percent, and gross foreign direct investment from
0.3 percent to 1.6 percent of GDP, respectively.

Global attitudes on the need for and priority of capital account con-
vertibility (KAC) have evolved substantially since World War II. Certain
countries (Canada, later Indonesia) were early adopters, largely because
of the infeasibility of imposing capital controls given their proximity
to major financial hubs. But, for most countries, the focus of domestic
and international policy following the war was on liberalizing trade and
ensuring a payments regime that was supportive of this more liberal
trade. Free capital movements were considered potentially disruptive, and
capital controls were not disallowed under the Articles of Agreement of
the IMF. Capital mobility was, however, established as a goal for members
of the Organization for Economic Cooperation and Development when
it was founded in the early 1960s, although certain of the more recent
members retain capital controls.

Many of the developed European countries only gradually dismantled
their capital controls during the 1970s and 1980s. As private flows began
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Table 7.3. Moody’s Weighted Average Bank Financial Strength Index

December 2002 December 2003 December 2004
China 10.0 10.0 10.0
Hong Kong SAR 62.3 62.3 62.3
India 27.5 27.5 24.2
Indonesia 3.0 3.0 7.3
Korea 16.7 18.3 18.3
Malaysia 31.7 333 35.2
Philippines 20.4 20.4 19.2
Singapore 74.7 74.7 74.7
Thailand 15.8 15.8 15.8
Argentina 0.0 0.0 0.0
Brazil 25.0 24.3 24.3
Chile 52.5 56.5 57.8
United Kingdom 83.8 83.3 83.3
Japan 12.9 12.0 20.6
United States 75.0 75.0 77.0

Source: World Bank, Global Development Finance (2005).

to dominate official flows in development finance, and as financial insti-
tutions in the developed countries regained interest in furnishing finan-
cial services to the individuals and companies of the developing world,
KAC started to assume a larger place in international debate.

Financial Integration: Analytic Considerations

China and India are both being led toward greater KAC as an inevi-
table by-product of their desire for greater overall integration into the
global economy, and as part of their effort to strengthen their domestic
systems of financial intermediation and risk mitigation. Yet, unlike the
case for trade liberalization, the academic community remains divided
in its assessment of the benefits of accelerating KAC. Indeed, in contrast
to trade in goods, there even remains confusion as to the definition of
KAC. Arguments rage both on the importance (and priority) of KAC
for long-term economic growth, as well as the balance between ben-
efits and risks of approaching full KAC. The experience with financial
crises in Asia in the late 1990s has clearly checked some of the earlier
enthusiasm for a more rapid move toward KAC. In addition, issues of
monetary management and autonomy in a world of capital movements
have become more pressing. Below we review major arguments in the
literature, for and against KAC, before assessing the current status of
KAC in India and the relevance of these arguments for India at its pres-
ent juncture.
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Several theoretical studies have attempted a rigorous defense of the
benefits of financial integration. In a continuous-time stochastic model,
Obstfeld (1994) argues that growth depends on the availability of an ever-
increasing array of specialized, and hence inherently risky, production
inputs and that most countries could reap large steady-state welfare gains
through the beneficial effects of consumption from enhanced financial
integration and wider risk sharing.

As against this, other analyses, based on a neoclassical growth model
with an exogenous capital account regime, find that the potential gains
from mitigating inefficiency due to international credit rationing might
be quite moderate as compared to the gains from upgrading domes-
tic financial intermediation—for example, by relaxing domestic credit
rationing (Gourinchas and Jeanne, 2006).

A key argument put forth by the advocates of international financial
integration is that there are endogenous productivity gains from capital
mobility. It is also argued that the superior efficiency of foreign banks
in allocating domestic saving, or the competition they introduce in the
domestic financial system, accelerates domestic financial development
resulting in efficiency gains in the whole economy (Levine and Zervos,
1998). Prasad and others (2005) argues that financial globalization with
good governance and good macroeconomic policies appears to be con-
ducive for growth. In a more revealing empirical analysis of the rela-
tionship between financial openness and industrial growth, Vanassche
(2004) finds evidence that financial openness has a positive effect on the
growth of industrial sectors, regardless of their characteristics. Moreover,
industries that rely relatively more on external finance grow dispropor-
tionately faster in countries with more integrated financial systems. The
process is enhanced further by improving the functioning of the domes-
tic financial system.

In contrast to this benign view of KAC, Rodrik (1998), Panagariya
(1998), and Bhagwati (1998) vehemently oppose full capital account con-
vertibility. They argue that financial and goods markets are fundamen-
tally different; also that the irreversibility of KAC enjoins prudence and
caution. Panagariya cites research that demonstrates that once a country
lives with an open capital account it is impossible to return to effective
capital controls because residents and banks are quickly able to devise
channels that circumvent the control. Bhagwati (1998) further argues that
substantial gains from “full” KAC have been asserted not demonstrated,
and that the decision, once taken, is irreversible.

It may be remarked that these arguments are very much in the spirit of
the founders of the IMF, notably Keynes, who felt that free capital move-
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ments were at best irrelevant and at worst harmful for liberal trade. It
might also be noted that many developing countries (particularly India)
were initially hostile to all forms of international engagement and that
attitudes first to liberal trade and then to liberal direct investment have
changed only slowly. The underlying mechanism by which liberalization
of trade and foreign direct investments affects productivity is through
increased competitive pressure. The issue is whether these gains are fur-
ther enhanced by increasing the competitive pressure on the financial
system, and, if so, at what cost and risk.

It is now abundantly clear that there are tight links between the growth
of trade and exposure to foreign direct investment (FDI). Countries
attracting a larger share of FDI are also likely to have a higher export
percentage of GDP (Figure 7.1). Although the direction of causality is
not clear, higher exports are typically associated with faster growth of
productivity. As the Chinese experience itself suggests, though, it is pos-
sible, at least for a while, to attract substantial volumes of FDI without full
financial liberalization, although few would hold up China as a model of
efficient capital allocation.

At present, just about 3.3 percent India’s capital formation is contrib-
uted by FDI; in the case of China, the FDI share capital formation is over
9 percent despite much higher investment rates. While China has made
formidable inroads in the manufacturing sector, the Indian economy
is driven by the services sector (see Table 4). In a recent speech, Prime
Minister Manmohan Singh pointed out the need to strengthen India’s
comparative advantage in the services sector, arguing that in this area,
unlike manufacturing, there may be tighter links between direct invest-
ment and financial integration in order to modernize technology and
enhance productivity, while actively managing the risks involved (Singh,
2006).

These long term arguments for increased financial integration aside,
fear of currency crisis is perhaps the single most important reason for
resisting international financial integration. The so-called first-generation
models of currency crises were developed to explain crises arising from
current account and balance of payments deficits, and the depletion of for-
eign exchange reserves (Krugman, 1979). The so-called second-generation
models (so-called capital account crises) are particularly useful in explain-
ing self-fulfilling contagious currency crises (Obstfeld, 1986). This theoreti-
cal work suggests four factors that can influence the onset and magnitude of
a currency crisis: domestic public debt, domestic private debt, expectations,
and the state of financial markets. A common ingredient has typically also
been the need to defend a currency peg.
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Figure 7.1. Scatter Plot Between Gross FDI and Exports (2001-03)
(In percent of GDP)
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With regard to the first-generation models, it has been argued that open
or (repressed) inflation is incompatible with convertibility and a stable
exchange rate. Therefore, “easy money policies, budgetary deficits, [and]
lax credit policies are all incompatible with convertibility and stability of
the currency” (Haberler, 1954, p. 22). With the experience of so-called
capital account crises in the 1990s, several other preconditions have been
added, mostly in the nature of strengthening prudential and risk manage-
ment practices in the domestic financial system.

The importance of fiscal discipline as a precondition for KAC can be
traced to the Latin American debt crises of 1982, which unleashed an entire
literature on over-borrowing in developing countries, placing the blame
squarely on expansionary fiscal policies (and, in some countries, on inap-
propriate sequencing of liberalization). This literature is also known as
the “Neo-Alejandrian” paradigm based on Diaz-Alejandro (1985), which
relies on three problems associated with governments (Pesenti, 2001). The
first one is the over-borrowing/over-lending/over-investment syndrome,
wherein domestic and foreign creditors keep lending against future bail-
out revenue, unprofitable projects, excessively risky investments, and cash
shortfalls being refinanced and rolled over. In the case of foreign borrow-
ing, this translates into an unsustainable path of current account deficits.
The second problem is public guarantees (explicit, implicit, or simply
presumed) and expected bailouts. Whether or not depositors are explic-
itly insured, “the public expects governments to intervene to save most
depositors from losses when financial intermediaries run into trouble.
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Warnings that intervention will not be forthcoming appear to be simply
not believable” (Diaz-Alejandro, 1985, p. 13). And, thirdly, even if public
deficits may not be high before a crisis, when the government steps in
and guarantees the stock of private liabilities, it must undertake comple-
mentary fiscal reforms. If these involve recourse to seigniorage revenue
and money creation, expectations of inflationary financing may lead to
speculation in the currency market. If the central bank intervenes to sta-
bilize the domestic currency, it loses reserves that could otherwise be used
to bail out insolvent private institutions, and vice versa. Thus, the parallel
phenomenon of currency and banking crises appears. In many cases, cur-
rencies are pegged, which again amounts to a kind of guarantee, and the
consequences are similar.

Such crises did not go away when governments became better behaved
on the monetary and fiscal front. For example, the European Exchange
Rate Mechanism (ERM) crisis in 1992 could not be blamed on lax mon-
etary and fiscal policies in Europe, and therefore led to a new set of models
with multiple equilibria (Rodrik, 1998).

International and Indian Practice

The IMF’s Annual Report on Exchange Arrangements and Exchange
Restrictions is the standard official source documenting controls on capi-
tal transactions imposed by its member countries. Controls and other
provisions are broadly classified into 13 groups (Table 7.5), which are
further classified as controls/provisions on inflows and outflows (see
Appendix II). India is among the few countries that have controls and
restrictions of one form or the other in all 13 groups.

IMF (1999) provides a comprehensive overview of the pervasiveness
of exchange and capital controls during 1996. According to the indices
reported there, even the East Asian countries involved in the 1997 crisis
were not excessively open by international standards. Extensive exposure
to intra-regional trade and currency trading were perhaps more impor-
tant mechanisms for contagion.

India’s balance of payments recovered surprisingly swiftly after the 1991
crisis, and as previously mentioned, current account convertibility was
declared in 1993. Given the international intellectual support for capital
account convertibility in emerging markets at that time, and despite the
Mexican crisis of late 1994, a committee was constituted in 1996 by the RBI
to review international experience and prepare a road map for liberalization
of India’s capital account. The committee was chaired by a former Deputy
Governor of the RBI, Mr. S.S. Tarapore. Its report “Report of the Committee
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Table 7.5. Features of Exchange Controls in Selected Countries

Capital Transactions e India United States Brazil ~ China

December 2001 Position

Control on
Capital market instruments 69 1 1 1 1
Money market instruments 60 1 1 1 1
Collective investment securities 55 1 1 1 1
Derivatives and other instruments 45 1 1 1
Commercial credits 59 1 1 1
Financial credits 61 1 1 1
Guarantees, sureties, and

financial backup facilities 52 1 1 1
Direct investment 78 1 1 1 1
Liquidation of direct investment 31 1 1 1
Real estate transactions 74 1 1
Personal capital movements 50 1 1 1
Provisions specific to
Commercial banks and other

credit institutions 84 1 1 1
Institutional investors 45 1 1
Proportion of controls 100 31 92 92

December 2004 Position

Control on
Capital market instruments 68 1 1 1 1
Money market instruments 55 1 1 1
Collective investment securities 52 1 1 1
Derivatives and other instruments 45 1 1 1
Commercial credits 53 1 1
Financial credits 59 1 1
Guarantees, sureties, and

financial backup facilities 47 1 1 1
Direct investment 77 1 1 1 1
Liquidation of direct investment 29 1 1
Real estate transactions 73 1 1
Personal capital movements 52 1 1 1
Provisions specific to
Commercial banks and other

credit institutions 84 1 1
Institutional investors 49 1 1
Proportion of controls 100 31 46 92

Source: IMF, Annual Report on Exchange Arrangements and Exchange Controls (2001, 2005).
Notes: »+: proportion of member countries having a particular feature. A “1” means that the item is a
feature of capital control in that country.

on Capital Account Convertibility” (henceforth, Tarapore Committee or
TC) was finalized in 1997, on the eve of the Asian financial crisis.

As the committee had been asked to examine the positive case for
KAGC, it is not surprising that it accepted that there were several ben-
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efits that could be expected to flow from a more open capital account.
These included mobilization of external capital for domestic investment,
convergence between domestic and international interest rates, portfolio
diversification by residents, and enhanced innovation in the domestic
financial sector. The TC emphasized that capital controls progressively
become ineffective, costly, and even distortionary. One could add that,
like all other discretionary controls, restrictions on access to cheaper
sources of overseas capital are also a potential source of both corruption
and discrimination.

The TC further noted that domestic financial liberalization had already
served to expose weaknesses in the domestic economy. The introduction
of KAC could be even more damaging, so that “proactive policy action”
would be needed to prepare the economy for KAC. But, on the whole,
the committee believed that KAC would impose a strong (presumably
positive) discipline on the financial system and would “expedite the early
rectification of infirmities in the system and lead to widening/deepening
of markets to enable the spreading distribution of risks” (RBI, 1997, para.
1.27). Thus the TC was commendably clear on the two-way links between
domestic liberalization and KAC: the financial system had to be prepared
for KAC, but, in turn, KAC would stimulate further development of the
financial system for the greater benefit of both the government and the
private sector.

At this point it is worth distinguishing between official capital account
convertibility and de facto convertibility. With expanding trade, foreign
investment, and travel, and given India’s large overseas migrant popula-
tion, it is increasingly difficult to make capital controls even partially
effective. Opening trade without opening capital flows creates opportuni-
ties for under- or over-invoicing as export and import activity is used as
a cover for capital exports and risks constraining the growth of trade as
cumbersome controls are needed to enforce capital account restrictions
(Krueger, 2004). In addition to such manipulated invoicing, there are
legion other mechanisms of unauthorized capital flight. Evidence from
China as well suggests that capital movements have been much more vola-
tile than anything that could be suggested from having effective capital
controls (Anderson, 2005).

In India, the distinction between remittance flows and capital move-
ments is particularly blurred. India has historically been the hub of the
so-called “hawala” market for informal financial flows between the sub-
continent and the Persian Gulf. This market has been associated with
smuggling, tax evasion, and illegal gold transactions (even allegedly the
financing of terrorism, making this market a major focus for control of
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money laundering). But this market also serves legitimate cross-border
payments needs of individuals efficiently, cheaply, and swiftly. India’s
ambivalence on the need for effective capital controls is exemplified by
the numerous exemptions made for NRIs, a very broadly defined category
of foreigners of Indian ethnic origin who are granted privileged access to
Indian financial and physical assets as compared to other overseas natural
persons.

KAC is not an unambiguous concept in the literature, and the concepts
of capital account convertibility and currency convertibility are sometime
intertwined and conflated. Bhalla (1999) follows the definition of the TC
report, which defines KAC as “the freedom to convert local financial assets
into foreign assets and vice-versa at market determined rate of exchange”
(Reserve Bank of India, 1997, p. 339). India too has relaxed inflows of FDI
and portfolio flows by foreign institutional investors but outflows by resi-
dents have been more strictly controlled. In fact, some feel that liberaliza-
tion of inflows is almost complete (Bhalla, 1999). However, there remains
a marked difference in treatment by type of entity. Differential restrictions
are applied to residents vs. nonresidents and to individuals vs. corporates
and financial institutions (Reddy, 2002). Nonresident corporates now have
almost complete FDI access other than limits on FDI related to the finan-
cial and infrastructure sectors, and to retail trade.

Nonresident corporates and individuals are required to channel their
portfolio investments through registered FIIs. FIIs are allowed to invest in
Indian stocks and Indian corporates and are allowed to raise funds abroad
through depositary receipts. They are also allowed to list in selected over-
seas stock exchanges. Domestic corporates require approval for ECB,
equity issues, and overseas acquisitions, but these regulatory approvals are
generally liberally provided. The regime for nonresident individuals dis-
criminates between NRIs and other nonresidents. While NRIs are allowed
direct access to onshore bank accounts, shares, and real estate, other
nonresidents face restrictions in undertaking such investments. Following
the budget announcements of 2002-03, NRI accounts have been made
fully convertible. Transactions involving NRIs and Indian joint ventures
abroad have been made more liberal for investment in fully convertible
countries subject to specific limits.

While inflows have thus been liberalized for domestic and foreign corpo-
rates and for nonresident individuals of Indian origin on the outflow side,
India continues to maintain a restrictive regime for capital outflows on indi-
vidual accounts for domestic residents; such relaxations as have occurred
are discretionary and easily reversed. With the recent marked improvement
in external sector conditions, particularly the surge in foreign exchange
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reserves, cautious moves have been made in small steps to permit overseas
bank accounts and portfolio investments by individuals. Most recently,
some provisions have also been made to allow controlled outflows by Indian
corporates. Companies can now offer all forms of guarantees subject to an
overseas investment cap of 200 percent of their net worth, corporates can
disinvest their stakes in wholly owned subsidiaries and joint ventures with-
out RBI approval, and proprietary concerns can set up joint ventures and
subsidiaries abroad without prior RBI approval.

The consolidated fiscal deficit position of the central and state govern-
ments has improved relatively little. Combined total net domestic public
debt is around 76 percent of GDP. It is often noted that India’s fiscal and
debt indicators now are worse than many other emerging markets that
have suffered crisis, and comparable to levels at the time of India’s 1991
crisis (Ahluwalia, 2001a). Kletzer argues that the maintenance of capital
controls has been critical to preventing the fiscal position from leading to
crisis: “Capital controls are instrumental to financial repression in India
in that they separate domestic financial intermediation from interna-
tional financial markets and capture domestic savings for the financing
of the public sector budget deficit” (Kletzer, 2004, p. 256).

Greater integration would increase pressure for fiscal reform, which would
be growth enhancing in the long run. Empirical studies have shown that, if
capital account liberalization were to be exogenously imposed, ceteris pari-
bus, the government’s budget deficit would be reduced by 2.275 percent of
GDP (Kim, 2001). The disciplinary effect was also found to be stronger in
the 1990s. With the Fiscal Responsibility and Budget Management (FRBM)
Act, 2002 (in effect as of July 2005), the central government is bound to
bring in fiscal discipline. Capital account liberalization will only add to the
urgency with which such measures are implemented.

India has been faced with huge capital inflows since 2000. Like other
Asian economies, India has chosen to accumulate foreign exchange
reserves, rather than allow its nominal exchange rate to appreciate. In
addition, India has chosen to sterilize the domestic counterpart of this
intervention. On the whole, India’s management of its exchange rate and
its domestic monetary affairs has been well regarded, although the wedge
between domestic and international monetary conditions has only been
possible because of capital controls. One of India’s successes has been to
lengthen the maturity of its (relatively low) external debt. This may be
difficult to maintain with convertibility. India’s trade liberalization still
has some way to go. Greater volatility in nominal and real exchange rates
would make this harder to sell politically. The increased competitiveness
of the corporate sector, however, and a large and diversified economy, are
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positives. Given its competitive private sector, India stands to reap sub-
stantial benefits from the more efficient resource allocation that would
likely flow under a liberalized capital account.

Conclusion

International financial integration offers significant economic gains for
countries, but it also carries the possibility of crises. The history of inter-
national financial market growth and economic development suggests
that financial crises cannot be avoided, just as India’s domestic financial
liberalization has been punctuated by politically painful but economically
salutary scams. Many officials and some researchers fear that premature
liberalization of the capital account could be so damaging as to jeopardize
the whole reform effort. In our view, this is too risk-averse a position to
take. The banking system has demonstrated stability and strength over
recent years. Similarly, an open capital account would supplement the
transparency provided by the FRBM Act to get on with promised fiscal
adjustment. The strength of the international and domestic economies
and India’s strong reserves position are other propitious factors. Monetary
and financial integration sooner or later must accompany the real inte-
gration that is under way (and desired) in South Asia and East Asia and
would facilitate India’s desire to develop as a regional financial center.
Many less sophisticated economies have had open capital accounts for a
long time; others, in Southern Europe, for example, moved to integration
with Europe even before the euro. It is interesting that Mr. Tarapore has
been called upon once again, in 2006, to examine the case for full con-
vertibility. Given the progress that India’s financial system has made, and
the natural caution of our bureaucracy, it is unlikely that India will do
anything reckless.

Appendix I

The Tarapore Committee (TC) recommended that India achieve the fol-

lowing benchmarks as preconditions for capital account convertibility.

1. Consolidate public finances to achieve a sustainable position (defined as
a deficit of the central government of 3.5 percent of GDP or less, accom-
panied by a reduction in the deficit of the states and the quasi-fiscal
deficit). The fiscal deficit in 200506 is 4.1 percent of GDP.
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Reduce inflation, to 3-5 percent annually. Average inflation for last
three years (2003—04 is 5.5 percent; 2004—05 is 6.5 percent; 2005-06
is 4.4 percent).

Strengthen the financial system, including by:

a. taking steps to reduce the net nonperforming asset ratio to 5 percent
in 1999-2000; achieved 5.2 percent in 2004-05.

b. reducing the cash reserve requirement to 3 percent over the same
period.

c. leveling the playing field between banks and nonbanks.

d. harmonizing the cash reserve requirement on domestic liabilities
with those on overseas and nonresident liabilities (with a possibly
higher cash reserve requirement on nonresident liabilities including
overseas borrowing by banks).

e. improving risk management by financial institutions (marking to
market, monitoring currency and maturity mismatches, internal
control systems, accounting and disclosure, capital adequacy to
cover market risk, and training in best practices techniques with the
adoption of corresponding technology).

f. improving prudential supervision (effective off-site surveillance,
more stringent capital adequacy norms than the Basel minimums,
tighter income recognition, and asset clarification norms).

g. increasing the autonomy of public sector banks and financial insti-
tutions to deal with increased competition from foreign banks and
the growing private sector.

h. strengthening legal framework for loan recovery and execution of
collateral to deter default.

Establish a monitoring band for real exchange rate developments (+/-5

percent around an estimate of a neutral real exchange rate).

5. Adopt macroeconomic policies consistent with a current account defi-

cit that can be sustainability covered by normal capital inflows and,
consistent with this, trade and external financing policies that would
allow the debt service ratio to decline. The current account surplus
(+)/deficit () positions for the last three years are as follows (percent-

age of GDP):
2003-04 2.3 percent (surplus)
2004-05 0.8 percent (deficit)
2005-06 (April-December) 1.7 percent (deficit)

Maintain adequate foreign exchange reserves (at least six months of
imports) and legally required reserves to currency ratio of at least 40
percent.
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Appendix III
Indices of Exchange Controls, 1996
Exchange and Current Payment Capital Controls

Capital Controls (ECI) and Transfers (CCI) (KCI)
Netherlands 0.03 0.05 0.01
Norway 0.03 0.01 0.05
United Kingdom 0.05 0.03 0.07
Denmark 0.05 0.02 0.07
Germany 0.05 0.04 0.07
New Zealand 0.05 0.02 0.01
Greece 0.06 0.06 0.06
Canada 0.07 0.09 0.06
Ttaly 0.08 0.10 0.06
Spain 0.08 0.04 0.11
United States 0.09 0.05 0.13
France 0.10 0.04 0.16
Latvia 0.10 0.10 0.10
Kenya 0.11 0.05 0.17
Uruguay 0.11 0.09 0.13
Argentina 0.11 0.03 0.19
Australia 0.12 0.04 0.20
Saudi Arabia 0.12 0.03 0.21
Japan 0.12 0.09 0.16
Czech Republic 0.19 0.04 0.33
Mexico 0.21 0.05 0.36
Egypt 0.21 0.12 0.30
Turkey 0.26 0.16 0.36
Philippines 0.32 0.16 0.47
Hungary 0.33 0.10 0.57
Indonesia 0.34 0.18 0.50
Israel 0.35 0.16 0.54
Thailand 0.40 0.17 0.63
Poland 0.40 0.12 0.69
Korea 0.40 0.10 0.70
South Africa 0.43 0.29 0.56
Brazil 0.46 0.31 0.60
Pakistan 0.48 0.31 0.66
Morocco 0.49 0.27 0.72
Tunisia 0.51 0.21 0.81
China 0.53 0.33 0.73
India 0.55 0.22 0.87
Chile 0.56 0.22 0.89
Cote d’Ivoire 0.58 0.34 0.82
Russia 0.59 0.27 0.91
Kazakhstan 0.62 0.30 0.95
Summary statistics
Mean 0.39 0.26 0.13
Standard Deviation 0.30 0.20 0.10
Minimum 0.01 0.03 0.01
Maximum 0.62 0.34 0.95

Source: IMF (1999).
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Putting the Cart Before the Horse?
Capital Account Liberalization and
Exchange Rate Flexibility in China

ESWAR PRASAD, THOMAS RUMBAUGH, AND QING WANG*

ike their counterparts in many other emerging market economies,
Chinese policymakers are facing a complex set of questions related to
the desirability and appropriate mode of implementing exchange rate flex-
ibility and capital account liberalization. The Chinese authorities have stated
publicly that both exchange rate flexibility and capital account convertibility
are their medium-term objectives, but they have resisted recent calls from
the international community for an early move toward more flexibility.
The issue has come to the fore in the context of discussions about
the appropriateness of maintaining the current exchange rate regime—
wherein the renminbi is effectively linked to the U.S. dollar—given the
rapid pace of China’s reserve accumulation. Many observers have inter-
preted this surge in reserve accumulation over the past two years, which
has reflected a rapid expansion of China’s exports as well as large inflows
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analysis in this paper draws extensively upon work by other members of the IMF’s China
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of foreign direct investment (FDI), as clear evidence of undervaluation of
the renminbi. However, it also reflects large speculative capital inflows,
suggesting that the evidence on whether the renminbi is substantially
undervalued in terms of fundamentals is far from conclusive.!

A more important reason for recommending exchange rate flexibility
is that it is in China’s own interest. As its economy matures and becomes
closely integrated with the global economy, China will inevitably become
more exposed to different types of macroeconomic shocks, both internal
and external. It would therefore benefit from having some flexibility in the
exchange rate and, by extension, a more independent monetary policy to
help the economy better adjust to such shocks. Thus, a strong argument can
be made for an early move toward greater exchange rate flexibility in China,
irrespective of whether or not the renminbi is substantially undervalued. A
corollary to this argument is that it is a move toward flexibility rather than
a revaluation of the rate that is desirable.? As experiences of other countries
have shown, rapid economic growth and a strong external position consti-
tute relatively favorable circumstances for making such a move.

An interesting point in this public discussion is that the Chinese
authorities as well as a number of observers on both sides of the exchange
rate flexibility debate have conflated the issue of exchange rate flexibility
with that of capital account liberalization.? One of the main points of this

!0On the one hand, IMF (2004) and Funke and Rahn (2005) conclude that there is no
strong evidence that the renminbi is substantially undervalued. Goldstein (2004) and
Frankel (2004), on the other hand, argue that the renminbi is undervalued by at least
30-35 percent. Market analysts have a similarly diverse range of views. The role of specula-
tive capital inflows in accounting for pressures on China’s exchange rate appears to have
increased substantially since 2001. For instance, about half of the increase in international
reserves in 2003 can be accounted for by non-FDI capital inflows (for more details, see
IMF, 2004; and Prasad and Wei, 2005).

2See Prasad (2004b) for a further discussion of this point. Goldstein and Lardy (2003)
argue for a two-step approach to exchange rate reform in China—a revaluation followed
by a widening of the trading band. At the other end of the spectrum, the most promi-
nent proponents of the view that China should not alter its current exchange rate regime
include McKinnon and Schnabl (2003) and Mundell (2003).

3To cite a prominent example, Alan Greenspan has been quoted as saying that, “Many
in China fear that removal of capital controls that restrict the ability of domestic investors
to invest abroad and to sell or to purchase foreign currency—which is a necessary step to
allow a currency to float freely—could cause an outflow of deposits from Chinese banks,
destabilizing the system” (Ip, 2004). News reports interpreted his statement as indicating
“...that before floating its exchange rate China should fix its banking system” (Ip, 2004).
Standard & Poor’s has also said, in their evaluations of China, that “risk control systems
are ill prepared to deal with rapid liberalization of the exchange rate and capital controls,”
suggesting that the two issues are linked (S&P, 2003).
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paper is that these are related, but distinct, issues. They do not necessar-
ily have to be implemented simultaneously, and neither one necessarily
implies the other.

The juxtaposition of these issues appears to have come about in the
context of the notion that exchange rate flexibility could pose major
problems for the financial sector. Indeed, a number of observers—and
the Chinese authorities themselves—have argued that the weaknesses
in China’s banking system are a reason to defer making a move toward
greater exchange rate flexibility. The logic appears to be that such flex-
ibility could expose the financial system’s vulnerabilities by facilitating
outflows from the banking system as domestic economic agents take
advantage of investment opportunities abroad.

We argue that with existing capital controls in place—even if these are
somewhat porous—the banking system is unlikely to be subject to substan-
tial stress simply as a result of greater exchange rate flexibility. Domestic
banks do not have a large net exposure to currency risk, and exchange
rate flexibility by itself is unlikely to create strong incentives (or chan-
nels) to take deposits out of the Chinese banking system. Furthermore,
the introduction of greater flexibility would create stronger incentives for
developing the foreign exchange market and for currency risk manage-
ment, including developing the hedging instruments and forward markets
that are currently absent. In this way, the introduction of exchange rate
flexibility could, in fact, facilitate capital account liberalization by better
preparing the economy to deal with the impact of increased capital flows.

Capital controls do, however, tend to become less effective over time.
Expanding trade and the increasing sophistication of domestic and inter-
national investors invariably generate new ways to get around capital con-
trols. In addition, the experiences of numerous emerging market countries
have shown the risks associated with maintaining a fixed exchange rate
in tandem with a capital account that is open in either de jure or de facto
terms, especially if there are weaknesses in the domestic financial sys-
tem. Thus, the authorities’ recent efforts to gradually liberalize capital
outflows in the context of the current exchange rate regime could well
prove counterproductive. Moreover, these factors suggest that delaying a
move toward greater exchange flexibility could precipitate the need for an
adjustment in the future under far less desirable circumstances.

At the same time, given the weaknesses in China’s banking system, a
cautious and gradual approach to capital account liberalization would,
indeed, be appropriate. There are substantial risks associated with expo-
sure to capital flows in the absence of sufficient institutional develop-
ment, especially in the financial sector. The liberalization of capital flows
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should be sequenced in a manner that reinforces domestic financial lib-
eralization and allows for institutional capacity building to manage the
additional risks. A more stable financial system and experience over time
with greater flexibility in the exchange rate should, in fact, be regarded as
prerequisites to fully opening the capital account.

But what does it mean to have exchange rate flexibility if the country’s
currency is not convertible on the capital account? The exchange rate can
still be allowed to fluctuate in response to the evolution of supply and
demand for foreign exchange, even though there may be constraints on
capital flows. A move toward more flexibility also does not necessarily
mean immediate adoption of a free float.> In fact, a period of “learning
to float” can be advisable to overcome “fear of floating,” a term used to
characterize policymakers’ initial aversion, upon exiting a fixed exchange
rate regime, to allow the nominal exchange rate to move significantly. At
the same time, the maintenance of capital controls can, to some degree,
support this process by providing protection from potential instability
arising from capital flows while institutional arrangements needed to sup-
port capital account convertibility are allowed to develop.

The remainder of this paper develops the case for two key points: that
a move toward greater exchange rate flexibility is in China’s own interest
and that it should precede capital account liberalization (Eichengreen,
2004, reaches similar conclusions). It does not deal with a whole host of
related (and equally important) issues, including how the move toward
greater exchange rate flexibility should be managed, what the best alterna-
tive exchange rate regime would be, what form an alternative monetary
anchor could take, or how much financial sector and institutional develop-
ment is adequate to minimize the risks of capital account liberalization.

The Case for Exchange Rate Flexibility

With China’s increasing integration into the global economy, its expo-
sure to external shocks has increased. This has heightened the need for an
autonomous monetary policy and greater use of market-oriented instru-
ments such as interest rate changes to control economic activity. Indeed,
the constraints on the use of such instruments have been highlighted by

4Yu (2004) has argued that it would be optimal for gradual capital account liberalization
and moves toward greater exchange rate flexibility to proceed simultaneously.

SIMF (2004) notes that an initial move toward flexibility could take the form of a widening
of the renminbi trading band, a peg to a currency basket, or some combination of these.
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the capital inflows since 2001 that have increased liquidity in the bank-
ing system and complicated domestic monetary management. During
this period, rapid growth of bank credit has contributed to a surge in
investment growth, leading to the possible buildup of excess capacity
and associated nonperforming loans in several sectors of the economy, as
well as potential problems of more generalized overheating. Increases in
interest rates to control these problems have perforce been limited by the
increased incentives for capital inflows that would result.

In this context, it is worth reiterating that the Chinese authorities them-
selves have clearly articulated the desirability of having a more flexible
exchange rate and independent monetary policy; the main focus of the
recent debate has been about the appropriate timing for such a move. It
is useful to set the stage for the case for an early move to flexibility by
reviewing the economic concerns that could be inhibiting it.

Concerns About Greater Exchange Rate Flexibility

China’s export growth is widely regarded as playing an important role
in catalyzing overall economic and employment growth. Thus, a key
concern about allowing more flexibility is that an appreciation of the
renminbi could hurt China’s external competitiveness, thereby reducing
export growth and weakening prospects for continued FDI inflows (see
Mundell, 2003). However, the direct impact on exports of a moderate
appreciation of the exchange rate is likely to be considerably muted by the
high import content of China’s exports, as well as China’s strong produc-
tivity growth and low labor costs. Indeed, during the period 1999-2002,
China’s total exports (in value terms) rose by 37 percent despite a 7 per-
cent real effective appreciation. Trade data show that more than 50 per-
cent of Chinese export operations involve the final assembly of products
using intermediate inputs produced by other countries. Despite the high
gross value of Chinese exports, the domestic value-added content of these
exports to the rest of the world in general, and to the United States in par-
ticular, is only about 30 percent and 20 percent, respectively (Lau, 2003).
An appreciation of the renminbi, while raising the cost of processing and
assembly in China, would also lower the cost of imported intermediate
inputs. Hence, an appreciation of the renminbi may not put much of a
dent in China’s external competitiveness.®

®Anderson (2004) makes a similar point. Lau (2003) estimates that a 10 percent real
appreciation of the renminbi would increase the cost of Chinese exports to the United
States by only about 2 percent.
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Another concern is that an exchange rate appreciation could adversely
affect the agricultural sector. There is believed to be a large amount of sur-
plus labor in the rural areas—about 150 million workers by the Chinese
authorities’ own estimates. This, in conjunction with the notion that the
Chinese agricultural sector is not internationally competitive, has raised
considerable concerns among policymakers that a fall in domestic prices
of food imports that would result from an appreciation of the renminbi
could have significant adverse consequences. Although this is a plausible
and relevant concern, there is as yet little empirical evidence to support it.
In addition, recent research suggests that the competitiveness of China’s
agricultural sector has improved significantly in recent years, making it
less sensitive to external shocks (see Rosen, Rozelle, and Huang, 2004).”

As noted earlier, a greater concern is that exchange rate flexibility could
imperil the health of the banking system. Indeed, this is a typical problem
in countries in which a devaluation imposes a large burden on firms and
banks that have large amounts of debt denominated in foreign currencies.
The situation in China is of course quite the opposite because current
pressures are for an appreciation, but the fact that domestic banks have a
positive net foreign asset position implies that there could still be costs to
the banking sector.

The current overall exposure of the corporate sector and banks in China
to foreign exchange risks appears to be low; however, there are some indi-
cations that the degree of exposure has been on the rise in recent years.
In 2003, banks’ net foreign assets accounted for 3 percent of broad money
and 6 percent of GDP, and foreign currency lending constituted about 5
percent of domestic credit and 9 percent of GDP. These indicators seem
relatively innocuous when compared with those of other countries. Their
recent evolution, however, points to a trend that bears watching closely:
during 2001-03, banks’ foreign currency loans to domestic residents have
increased by more than 60 percent, net foreign currency liabilities are up
by nearly 50 percent, and total short-term external debt (which is denomi-
nated in foreign currencies) has risen by more than 50 percent. These are
trends that are likely to continue with China’s increasing global integra-
tion and the opening of the financial system as part of the terms of World
Trade Organization (WTO) accession.

There are some caveats to be borne in mind in interpreting the aggre-
gate figures discussed above. Detailed information on exposures of large

’This study notes that, contrary to expectations, the agricultural sector was able to cope
quite well with the opening up of China’s agricultural markets that resulted from WTO
accession commitments.
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financial institutions, including the currency composition and maturity
of foreign currency assets and liabilities, would have to be analyzed to
determine the exposure of specific institutions and any possible systemic
spillovers that could result from the effects of an exchange rate apprecia-
tion on any of these institutions. Moreover, there is currently little infor-
mation available on hedging practices in the corporate sector. Anecdotal
evidence suggests that the use of hedging instruments is limited; how-
ever, other forms of hedging—particularly “natural” hedges (for example,
denomination of processing imports and related exports in the same cur-
rency)—may be more prevalent.

A more general concern is that nominal exchange rate volatility under
a more flexible exchange rate regime could affect trade flows and FDI
inflows, both of which have been important to China’s growth. On the
former, recent studies find little evidence that exchange rate volatility has
a significant adverse effect on trade flows (see Clark, Tamirisa, and Wei,
2004). It is also worth noting that, by maintaining an effective peg to the
dollar, China’s currency is stable relative to its major trading partner—the
United States—but it still fluctuates relative to most of China’s other trad-
ing partners. This does not appear to have hurt China’s trade expansion in
other industrial country markets.

There is also little evidence in the literature that exchange rate vola-
tility has a significant role in determining the level of FDI a country
receives. The most important factors affecting FDI include market size,
GDP growth, productivity growth, political and macroeconomic stabil-
ity, the regulatory environment, and the ability to repatriate profits (Lim,
2001). Nevertheless, some recent papers have suggested that China’s main-
tenance of an undervalued exchange rate is crucial for its ability to attract
strong FDI inflows.® Our view is that, given China’s strong productiv-
ity growth, increasing access to world markets, and rapidly expanding
domestic demand, there is little reason to believe that an exchange rate
appreciation would have a substantial negative effect on FDI inflows.
Indeed, the prospects of greater macroeconomic stability that could result
from exchange rate flexibility could well offset any negative effects from
an appreciation.

In summary, our assessment is that the net adverse effects on the
Chinese economy of any appreciation in the renminbi resulting from
a move toward greater flexibility would be quite modest. There could,

8For instance, this is implicitly suggested by the work of Dooley, Folkerts-Landau, and
Garber (2004), although it is not their central thesis.
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however, be significant distributional effects, with some sectors such as
agriculture potentially facing larger adjustment costs.

All of these potential costs would, in any case, depend on the persistence
of any appreciation of the currency. Under current circumstances, a near-
term appreciation of the renminbi is widely regarded as a sure thing. Over
the medium term, however, the trend in the real exchange rate is much
harder to predict because it will depend on a number of additional factors
with potentially offsetting effects. Forces for appreciation include the con-
tinuing strong productivity growth in China’s traded goods sector, aided
by structural reforms and further improvement in access to world markets.
Forces for depreciation include the further liberalization of China’s domes-
tic market that will take place as part of WTO accession commitments, and
the expected gradual liberalization of the capital account, which could lead
to more outflows if domestic agents sought to undertake some international
diversification of their portfolios. Moreover, as noted earlier, recent upward
pressure on the exchange rate reflects strong capital inflows that in large
part appear to be driven by speculative inflows in anticipation of a cur-
rency appreciation. Such inflows are likely to be transitory and could easily
reverse. Thus, it is far from obvious that greater flexibility will result in a
persistent appreciation of the renminbi.

The Potential Costs of Not Having Exchange Rate Flexibility

We now turn to a discussion of the costs of delaying a move toward
exchange rate flexibility. In this context, it is first worth reviewing why
countries adopt fixed exchange rate systems in the first place. A crucial
consideration for developing economies is that such regimes provide a
well-defined nominal anchor and, in principle, impose discipline on
macroeconomic policies. This discipline can be useful for countries with
institutional and policy weaknesses that tend to manifest themselves
in higher inflation, problems of debt sustainability, fragile banking
systems, and other sources of macro volatility. Empirical studies have
shown that fixed or relatively rigid exchange rate regimes have indeed
provided some benefits in terms of macroeconomic stability, especially
to low-income countries where financial market development is limited
and the capital market closed (see, for example, Rogoff and others,
2004). But these benefits tend to erode over time whereas exchange rate
flexibility becomes more valuable as economies mature and become
integrated with global markets.

In fact, maintenance of a fixed exchange rate regime can often mask
underlying policy and institutional weaknesses and result in the buildup
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of various sorts of imbalances. These problems can be exacerbated by an
open capital account. For instance, governments may accumulate external
debt in order to get around constraints to domestic financing of budget
deficits. Domestic firms and financial institutions may also react to the
perception of limited foreign exchange risk by taking on foreign currency
debt. Given the relative riskiness of lending to emerging markets as per-
ceived by international investors, much of this debt tends to be short term.
The presence of large amounts of short-term external debt denominated
in foreign currencies is now widely recognized as being a key risk factor
in precipitating balance of payments crises.

In addition to these general considerations, the particular circum-
stances that China faces also generate some specific costs of maintain-
ing a fixed exchange rate. The sterilization of capital inflows has been
facilitated by the fact that domestic interest rates related to the main
sterilization instrument (central bank bills) have been lower than inter-
est rates on medium- and long-term industrial country treasury bonds,
which is where much of China’s reserves are presumed to be held. Thus,
the traditional net costs of sterilization are absent in this case. However,
maintaining such low domestic interest rates, which have recently been
negative in real terms, requires domestic financial repression, which
in turn creates large distortions and efficiency losses (see Prasad and
Rajan, 2005a).

Moreover, the depreciation of the U.S. dollar since 2003 suggests that
the terms of trade for China have worsened. This effectively acts as an
implicit tax on consumption and, although such costs are difficult to
detect directly, they are likely to be significant in terms of potential wel-
fare losses, especially in view of China’s high level of trade openness.

Furthermore, if fundamental factors such as relative productivity
growth create persistent pressures for real exchange appreciation, these
pressures eventually tend to force adjustment through one channel or
another. Even in an economy with capital controls and a repressed domes-
tic financial sector, these pressures can be bottled up for only so long
(Rajan and Subramanian, 2004). It is typically better to allow the required
adjustment to take place through changes in the nominal exchange rate
rather than through inflation. Particularly in a developing economy, such
inflationary dynamics can pose serious risks because expectations of ris-
ing inflation can feed on themselves and become entrenched.

For an independent monetary policy (with exchange rate flexibility) to be
most effective, further institutional and operational improvements would
be needed to establish a credible monetary policy framework and improve
the monetary policy transmission mechanism. However, the movement
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toward an independent monetary policy regime should not be delayed.
Although it may indeed be possible to maintain China’s present exchange
rate regime for a long period, the explicit and implicit costs of maintaining
this regime are potentially large and likely to grow over time, especially in
view of China’s increasing integration with global markets and the authori-
ties’ stated objective to gradually liberalize the capital account.

Capital Account Liberalization

Benefits and Risks in Theory and Practice

The financial crises experienced by many emerging markets in the past
two decades have led to an intense debate about the benefits and risks of
capital account liberalization for developing countries. In theory, capital
account liberalization should have unambiguous benefits in terms of pro-
moting more efficient international allocation of capital, boosting growth
in developing countries through a variety of channels, and allowing coun-
tries to reduce their consumption volatility by offering opportunities for
sharing income risk. The reality, however, is far more sobering. There
is little conclusive evidence of a strong and robust causal relationship
between financial integration and growth. Moreover, there is evidence that
financial integration could actually increase the relative volatility of con-
sumption growth for emerging markets (see Prasad and others, 2003).

Opening the capital account while maintaining an inflexible exchange
rate regime, especially when domestic macroeconomic policies are not
consistent with the requirements of the regime, has proven to be a pre-
cursor of crisis in many countries. Recent episodes involving emerging
market economies, from the “tequila crisis” of 1995 through the Asian,
Russian, and Brazilian crises of 1997-98, have added to the evidence that
a fixed exchange rate regime with an open capital account provides a
fertile ground for crises. By contrast, emerging market economies that
maintained greater flexibility in their exchange rate regimes have generally
fared much better when faced with external pressures. For example, Chile,
Mexico, Peru, South Africa, and Turkey all seem to have benefited from the
flexibility of their exchange rates during periods of instability in emerging
markets. China and India were less affected by the Asian crisis of 1997-98,
and their relatively closed capital account regimes have been credited with
helping to limit vulnerability to financial contagion, although other factors
may have played a role as well, including comfortable foreign reserves posi-
tions (see Krugman, 1998; and Fernald and Babson, 1999).
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As noted earlier, capital account liberalization can also aggravate risks
associated with imprudent fiscal policies. Moreover, in the presence of
weak and inadequately supervised banking systems and other distortions
in domestic capital markets, inflows of foreign capital could be misal-
located and create a host of problems, including currency, maturity, and
duration mismatches on the balance sheets of financial and corporate
sectors, as well as unsustainable levels and maturity structures of external
debt (Ishii and Habermeier, 2002).

All of this suggests that China would do well to adopt a cautious
approach to capital account liberalization. Indeed, China’s approach of
opening up to FDI rather than other types of capital inflows has helped
insulate it from many of the risks associated with capital account liber-
alization. But, as discussed below, the dominance of FDI in China’s total
capital inflows has declined markedly in recent years, implying that the
composition of inflows is likely to be increasingly driven by market forces
rather than the desires of policymakers.’

Capital Controls and Their Inevitable Erosion Over Time

Growing awareness about the potential pitfalls of capital account lib-
eralization has refocused attention on the usefulness of capital controls
in managing the process of integration with the global economy. Capital
controls do provide a degree of protection from the vagaries of inter-
national capital flows and can help control the risks posed by a weak
financial sector. However, they can often perpetuate inefficiencies and
distortions in domestic financial systems, with consequences for long-
term growth and stability.

In countries with weak financial systems, capital controls can prevent
the corporate sector as well as domestic banks—whose operations may
not entirely be run on a commercial basis and that may have inadequate
risk assessment capacity—from excessive external borrowing. In coun-
tries with an inflexible exchange rate regime, capital controls are also
used to preserve a degree of monetary policy autonomy. Some countries
resort to capital controls to reduce both exchange rate volatility generated
by swings in short-run capital flows as well as exposure to balance of pay-
ments crises. At the same time, capital controls can also support policies
of domestic financial repression that can be used to ensure that domestic

“Prasad and Wei (2005) document changes over time in the relative importance of FDI
in China’s total capital inflows and discuss various hypotheses about why China’s inflows
have been largely tilted toward FDI.
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savings are used to finance the government budget and sectors deemed as
priorities by policymakers.

In practice, capital controls tend to be far from watertight. A number of
channels can be used to evade capital controls. One of the most frequently
used channels has been under- and over-invoicing of export and import
contracts (Gulati, 1987; Kamin, 1988; and Patnaik and Vasudevan, 2000).
Multinational companies can also use transfer pricing schemes to evade
capital controls. Another trade-related channel for unrecorded capital
flows is associated with the leads and lags in the settlement of commercial
transactions or variation in the terms offered on short-term trade credits.
Remittances of savings by foreign workers in the domestic economy and
by domestic nationals working abroad, family remittances, and tourist
expenditures—although typically regarded as current account transac-
tions—have also been used as vehicles for the acquisition or repatriation
of foreign assets.

There is by now considerable evidence that the effectiveness of capital
controls tends to diminish over time, especially when strong exchange
rate pressures are resisted by official intervention. Japan’s experience in
the wake of the collapse of Bretton Woods system in the 1970s and the
experiences of Latin American countries during the debt crisis of the
1980s demonstrate that capital controls have generally not been very effec-
tive in restricting capital outflows (inflows) when there is strong down-
ward (upward) pressure on the exchange rate.

Capital controls in China are extensive and appear to have been reason-
ably effective in the past. However, recent experience suggests that their
efficiency may be waning. It is widely cited that China’s capital controls
were one reason the country withstood the Asian financial crisis (for
example, Gruenwald and Aziz, 2003), but it should be noted that the
capital flight from China during the Asian crisis was triggered by exter-
nal shocks, whereas public confidence in the domestic financial system
remained basically intact. In this sense, China’s capital controls have not
really been tested in a crisis context.

Despite the existence of controls on capital outflows, sizable amounts of
financial capital still appear to have flown out of China during the Asian
crisis and its aftermath.'® Since 2001, expectations of an appreciation
of the renminbi, coupled with a positive Chinese-U.S. interest differen-

YGunter (2004) estimates that capital flight from China exceeded US$100 billion
a year during 1997-2000. He also notes that, during this period, stricter controls on
cross-border currency and investment flows were largely offset by increasing use of trade
mis-invoicing.
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tial, have resulted in substantial net inflows of non-FDI capital despite
the extensive controls on non-FDI inflows (see Prasad and Wei, 2005).
Moreover, these expectations have also been reflected in recorded capital
account transactions. Foreign currency loans from domestic banks to
residents increased by almost 30 percent during 2003, whereas residents’
foreign currency deposits declined slightly. At the same time, anecdotal
evidence of early collection of export receipts and increased use of trade
credit for imports are also consistent with general expectations of an
appreciation of the renminbi.

These experiences, corroborated by more formal empirical work (for
example, Cheung, Chinn, and Fujii, 2003), suggest that the capital controls
have become less effective over time, increasingly limiting the room for an
independent monetary policy. China’s continued rapid trade expansion
also creates a growing scope for getting around capital account restric-
tions. As China becomes increasingly integrated into the global economy
in the context of its WTO accession, with commitments to further lib-
eralization of trade and the opening up of the financial sector, its capital
controls are likely to become even more porous.

The Foreign Exchange Market

Some commentators have argued that the absence of a well-func-
tioning foreign exchange market will inhibit any move toward greater
exchange rate flexibility. Furthermore, it has been argued that, so long
as controls on capital account transactions are in place, there will not be
a fully functioning foreign exchange market in China, because much of
the potential demand for foreign exchange in China is still excluded from
the market (for example, Lau, 2003). The latter is a valid point. However,
although liberalizing the capital account can expand the sources and
uses of foreign exchange, an open capital account is not a necessary con-
dition for deepening the foreign exchange market. Because China has a
large volume of trade transactions and few restrictions on convertibility
on current account transactions, there is clearly potential for a deep and
well-functioning foreign exchange market even without a fully open
capital account.!!

"Duttagupta, Fernandez, and Karacadag (2004) also discuss the potential to develop
the foreign exchange market in these circumstances and show that it is difficult to estab-
lish a strong positive relationship between capital account liberalization and depth of
foreign exchange markets.
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Furthermore, the notion of needing to first perfect the foreign exchange
market before moving toward greater flexibility is, in our view, a red her-
ring. In fact, the functioning of the foreign exchange market can be greatly
improved even within the context of the present exchange rate regime.'? A
phased approach toward flexibility should not pose any major risks even
if existing financial instruments to hedge foreign exchange risks are lim-
ited, and would give economic agents stronger incentives to hedge foreign
exchange risks that have so far been borne entirely by the monetary author-
ities. This would itself be an important factor nurturing the development
of a deeper and more sophisticated foreign exchange market.

Considerations of Timing

International experiences have varied considerably in terms of the order
in which countries have adopted policies to open up to global integration.
Some countries have liberalized capital flows without exchange rate flex-
ibility—an approach that entails considerable risks if financial markets
are not sufficiently developed—whereas others have introduced exchange
rate flexibility well in advance of capital account liberalization. In general,
countries appear to have better medium-term outcomes if they introduce
exchange rate flexibility before fully liberalizing their capital account,
especially if there are weaknesses in the financial sector.!

The Chinese authorities have attempted to alleviate recent appreciation
pressures by easing controls on capital as well as current account trans-
actions in order to provide more channels for capital outflows.!* These
measures, although broadly in the direction of the authorities’ long-term
objective of full capital account convertibility, run the risk of getting
the sequencing wrong. As discussed above, an increasingly open capital
account without exchange rate flexibility has been the root cause of many
recent emerging market financial crises.

2For instance, allowing enterprises access to the China Foreign Exchange Trading System
through a licensed broker system would increase trading volume and reduce the dominant
role of official intervention in the market. Even within a narrow band of a de facto peg, relax-
ing bid-offer spreads could encourage participants to take positions on both sides. Foreign
exchange surrender requirements could also be further reduced. Easing the requirement that
enterprises need “real commercial demand” to enter forward contracts would allow them to
hedge based on future needs (see Lin, 2004; Luo, 2004; and Ma, 2004).

13Selected international experiences are discussed in Annex I of the fuller version of this
paper (Prasad and Rajan, 2005b). India is one example of a country that has recently intro-
duced some exchange rate flexibility while only gradually easing capital account restrictions.

14See Annex II of Prasad and Rajan (2005b) for a detailed description of recent measures
taken to ease restrictions on cross-border foreign exchange transactions.
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Moreover, easing controls on capital outflows may end up being coun-
ter-productive because this could stimulate further inflows. The removal
of controls on outflows, by making it easier to take capital out of a country
when desired, tends to make investors more willing to invest in a coun-
try (Labdn and Larrain, 1993). In addition, to the extent that an easing
of controls on outflows is perceived as a commitment to sound domes-
tic macroeconomic policies, more capital could be induced to flow in
(Bartolini and Drazen, 1997). A number of countries that have removed
controls on outflows (for example, Uruguay in 1970, Italy in 1984, New
Zealand in 1984, and Spain in 1986) have experienced rapid and massive
inflows soon after.

Although capital controls provide some degree of protection to the
domestic financial system, these controls are likely to become less effec-
tive over time. It would, therefore, be in China’s best interest to consider
an early move toward exchange rate flexibility, while the existing capital
account controls are still relatively effective and the underlying structural
problems manageable. The current strength and stability of the economy,
together with existing capital account controls, have contributed to a
reasonably high level of confidence in the banking system despite its weak
financial position. But domestic banks are likely to come under increasing
competitive pressure, especially once foreign banks are allowed to enter
the Chinese market under WTO accession commitments.

In principle, an orderly exit from a fixed exchange rate regime to greater
flexibility can best be accomplished during a period of relative tranquility
in exchange markets. Because such periods are rare and fleeting, however,
experiences of other countries suggest that a next-best set of circumstances
is when the domestic economy is strong and pressures are for an apprecia-
tion of the currency (Eichengreen and others, 1998; and Agénor, 2004).
Such circumstances provide a useful window of opportunity that should
be taken full advantage of. History is replete with examples of countries
that, having passed up such opportunities, had to change their exchange
rate regimes in far less ideal circumstances and with much less desirable
macroeconomic outcomes during the adjustment to the new regime.

Concluding Remarks

China is firmly on the path of greater integration with the global
economy—a path that has provided great benefits for China and for the
world in general (see Prasad, 2004a). The Chinese authorities clearly
intend to continue on this path, undertaking more trade integration and
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a gradual liberalization of capital controls. In view of these objectives,
gaining experience over time with greater flexibility in the exchange rate
and achieving a more stable financial system should be prerequisites to
fully opening the capital account.

Introducing more flexibility in the exchange rate would help to improve
macroeconomic control and reduce vulnerabilities to shocks. Steps toward
more flexibility in the exchange rate need not be deferred until all of the
prerequisites for full capital account convertibility have been achieved.
The exchange rate can be allowed to move in response to the evolution of
supply and demand for foreign exchange, even though these forces may be
constrained by restrictions on capital flows.

Historical experiences of other countries highlight the risks associated
with capital account liberalization in the absence of exchange rate flex-
ibility. Easing controls on capital outflows in order to alleviate pressures
on the exchange rate could, in fact, be counterproductive and induce even
larger inflows. Thus, capital account liberalization should be given a lower
priority and should not be regarded as a substitute for greater exchange
rate flexibility.

This paper has also argued that greater flexibility can be introduced
without creating disruptions in the financial sector. Maintenance of
capital controls can, to some degree, support this process by providing
protection from potential instability arising from capital flows while
institutional arrangements needed to support capital account convertibil-
ity, including a stronger domestic banking sector, are allowed to develop.
A movement toward more exchange rate flexibility also does not necessar-
ily mean immediate adoption of a free float. In fact, a period of “learning
to float” can be useful in overcoming “fear of floating.”

However, capital controls will become increasingly ineffective as inte-
gration with the global economy continues. Furthermore, historical expe-
riences of other countries clearly show the merits of making a move
toward flexibility when the domestic economy is growing rapidly and the
external position is strong. All of these factors lead to the conclusions that
a relatively early move toward greater exchange rate flexibility would be
in China’s best interest and that there could be significant costs associated
with long delays in making such a move.
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Some Apparent Puzzles for
Contemporary Monetary Policy

RAKESH MOHAN*

feel very honored to have been invited to deliver this dinner address to

this distinguished audience. We have had a long day of intensive discus-
sions centered on issues related to the Indian and Chinese economies. I
thought that, given the timing of this address and the fact that we have
experts present here on both these economies, it would be more advisable
to talk about some general issues that are engaging economic and mon-
etary policymakers today all over the world. This is perhaps safer since
there are no clear answers and hence one is free to speculate!

We are living in interesting times. Oil prices have been rising at a fast
pace over the past two years. The IMF, in September 2004, had used an
implicit projection of oil prices at US$37.25 per barrel in 2004. Now, how-
ever, the forecast for international crude prices—which could pose the
biggest risk to global growth—has been revised upward by 20.5 percent
from the April 2005 projections, and the projection for growth in world

*Keynote address by the Deputy Governor, Reserve Bank of India, at the confer-
ence, “China’s and India’s Changing Economic Structures: Domestic and Regional
Implications,” organized by the IMF, the China Society of Finance and Banking, and
the Stanford Center for International Development, in Beijing, October 27-28, 2005. The
assistance of M.D. Patra, Sanjay Hansda, and Partha Ray in the preparation of this paper
is gratefully acknowledged. The author also wishes to thank, without implicating, T.N.
Srinivasan, Raghuram Rajan, and Ashoka Mody for their comments on an earlier version
of the paper.
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trade has been cut by half a percent. Unlike earlier forecasts, when the oil
price rise was expected to be relatively temporary, international opinion
now is that it is more permanent than temporary. Yet the IMF’s September
2005 World Economic Outlook (WEO) has retained the global output
growth forecast at 4.3 percent, a level higher than average world output
growth through the 1990s and until 2004, though it admits that risks are
still slanted to the downside. In our own two countries there is, as yet, no
sign of a slowdown; in fact, just earlier this week, we at the Reserve Bank of
India revised our growth forecast for 2005-06 (that is, April 2005-March
2006) for policy purposes from “around 7 percent” in April 2005 to “7.0
percent—7.5 percent” now. And we are among the countries that are said
to be more energy inefficient and dependent on oil imports.

One also sees little impact of the current oil price episode on global
financial markets. Undisturbed by the somewhat slowing global growth
scenario, financial markets have remained generally benign, with low
interest rates and healthy stock markets. Moreover, corporate balance
sheets in most countries have been exhibiting continuous improvement
with no pause in the determined efforts observed toward restructur-
ing and productivity-promoting cost-cutting activities. This is certainly
true in India and presumably in China as well. In fact, this financial
strengthening of the real corporate sector is perhaps underpinning the
continued health of the financial system and is emerging as a cushion
against medium-term risks and uncertainties. I am saying all this against
the backdrop of the difficulties that we all went through in the previous
oil price shock episodes of 1973-74, 1979-80, and 1989-90.

Besides, the macroeconomic imbalances—a key risk to global growth—
have actually increased, with the current account deficit of the United States
poised to cross 6 percent of GDP and its fiscal deficit 3.7 percent of GDP in
2005; surpluses are correspondingly set to rise in Japan, China, oil export-
ers in the Middle East, emerging Asia (excluding India, where current
account deficits have returned), and the Commonwealth of Independent
States countries. Yet financial conditions have enabled a smooth financing
of these imbalances, with growth and interest rate differentials continuing
to fuel investors’ appetite for the United States markets.

Atthe same time, the same favorable financial developments have caused
large imbalances to grow inward, particularly in the form of household
debt and increases in housing prices, and this is seen as heightening risks
for the future. Low bond yields and flat yield curves have triggered an
ever-widening search for yields, aided by the compression of credit risk
spreads. This has, perhaps, increased the risks embedded in the financial
system, and financial markets could become vulnerable to corrections.
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Questions regarding the sustainability of current global growth, overall
credit quality, and the state of the household sector’s finances have begun
to arise. The same set of factors, however, have improved the access of
emerging market economies to financial markets, with the low spreads of
their bond yields enabling the financing of strong growth with moderate
inflation, strengthening of fiscal and balance of payments positions, and
the accumulation of foreign exchange reserves.

Perhaps the greatest puzzle in current global developments is the coex-
istence of abundant liquidity and low consumer inflation.! Despite the
prolonged period over which monetary policy all over the world has
remained accommodative, inflation has been unusually benign, relatively
impervious to soaring crude prices and the elevated levels of prices of
nonfuel commodities. This phenomenon is unique in recent history.

These are not out-of-this-world paradoxes, and many explanations have
been offered. Indeed, they may be characterized as puzzles only because
they are in conflict with conventional wisdom, or because the traditional
models that calibrated our thinking are no longer valid. It is in this context
that I shall focus on some of these apparent puzzles and their explanations
in the present lecture. I am particularly concerned with possible erosion
of the efficacy of traditional price-related policy measures, that is, the
exchange rate and interest rate mechanisms, in restoring macroeconomic
balances.

Some Apparent Puzzles

From the various puzzles that monetary policymakers routinely face,
let me focus on six issues, namely, (1) the dollar’s appreciation despite
increasing U.S. twin deficits, (2) soaring oil prices accompanied by strong
global growth, (3) long-term bond yields falling in the presence of Federal
Fund rate hikes, (4) low consumer inflation in the presence of abundant
liquidity and increasing asset prices, (5) strong global growth accompa-
nied by a slowdown in global saving and investment rates, and (6) the
phenomenon of low inflation despite currency depreciation.

'As per McKinsey’s Global Survey of Business Executives for the quarter ending
December 2005, “Nearly half of the surveyed executives around the world expect the infla-
tion rate in their countries to rise by at least one percentage point over the next year, while
more than half say they won’t be able to raise prices” (McKinsey & Company, 2005).
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Increasing U.S. Twin Deficits and the Appreciating Dollar

Over the past two decades, the United States has transformed itself from
the world’s largest creditor into the world’s largest debtor nation. At the
end of 2004, U.S. debt to the rest of the world exceeded its assets by about
US$2.5 trillion, that is, 21 percent of its GDP. Driving this massive mis-
match is the quantum jump in the current account deficit during 2000-04
from the level during 1995-99, largely resulting from the mounting fiscal
deficit and falling private savings. The U.S. macro imbalances are set to
increase following the disaster brought by Hurricanes Katrina and Rita.
The IMF’s September 2005 WEO projects the U.S. current account deficit
will rise to over 6 percent of GDP in 2005, driven by higher oil prices and
strong domestic demand (Table 9.1).

What is the solution to these persistent and mounting imbalances?
Conventional wisdom would suggest that the existence of these twin defi-
cits and little expectation of improvement at present would have led to a
sizable market-led adjustment of the dollar against other major curren-
cies. The dollar, which did encounter depreciation in terms of the nominal
effective exchange rate in the first half of the 1990s, appreciated in the
second half of that decade and did so even in terms of the real effective
exchange rate during 2000—04. The process has also continued during
the first eight months of 2005 despite the sustained rise in the U.S. cur-
rent account deficit, offset primarily by depreciation of the euro, pound
sterling, and yen. The weakening of the euro against the dollar in recent
months possibly reflects the increasingly unfavorable short-term interest
rate differentials and growing political uncertainties in Europe follow-
ing the rejection of the European Union’s (EU’s) constitution in France
and the Netherlands, and post-election problems in Germany. Except in
the ASEAN-4, the trade-weighted exchange rates of the U.S. have gener-
ally appreciated in emerging markets, particularly in Latin America.?
Following the Chinese exchange rate reform on July 21, 2005—including
a 2.1 percent revaluation, the adoption of a reference basket of currencies,
and a 0.3 percent daily fluctuation range against the dollar—the renminbi
has remained broadly unchanged against the dollar. Clearly, the steady/
appreciating dollar despite the rising current account deficit constitutes a
daunting paradox of the day.

2ASEAN-4 (Association of Southeast Asian Nations—Brunei Darussalam, Cambodia,
Indonesia, Lao People’s Democratic Republic, Malaysia, Myanmar, Philippines, Singapore,
Thailand, and Vietnam).
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Table 9.1. U.S. Twin Deficits, NEER, and REER

Current Account General Government
Balance/GDP Fiscal Balance/GDP NEER REER
(Percent per annum) (Percent per annum) (2000 = 100) (2000 = 100)
1990-94 -1.00 —4.88 85.80 87.80
1995-99 -2.06 -1.24 89.78 86.33
2000-04 —4.63 -2.39 97.13 98.09
2005 —6.0! -3.7! 83.132 87.732

Sources: IME, World Economic Outlook (WEQ), and International Financial Statistics (IFS); and World
Bank, World Development Indicators Online.

'WEQ’s projection.

ZPertains to August 2005.

Strong Global Growth Despite Soaring Oil Prices

After the oil shocks of the 1970s, the first half of the 1990s witnessed
deflationary pressures in terms of real oil prices. However, the lull in oil
prices turned out to be short-lived. Soaring oil prices have since charac-
terized the 2000-04 period. While the IMF’s real oil price index at 277 in
2005 so far remains below the peak of 452 witnessed in 1980, oil prices are
scaling new heights every day, driven mainly by growing or unchanged
demand, low inventories, lack of spare capacity, and geopolitical tensions
and uncertainties. Although the accommodating global monetary condi-
tions have placed oil futures in the class of sought-after financial assets,
the persisting high levels of oil prices increasingly indicate that a large part
of the oil price hike has become permanent (Table 9.2).

The worrisome news on oil continues to project the image of a world
besieged with higher oil prices, bringing painful memories of the oil
shocks of the 1970s to the fore. Yet global growth remains remarkably on
track. Indeed, the growth momentum has only improved from the second
half of the 1990s to the first half of this decade. The growth in world trade
volume (goods and services) has also recovered after some slowdown in
2001 and 2002. The September 2005 WEO has, thus, retained its April
estimate for 2005 global growth at 4.30 percent. What is all the more sur-
prising is the increasing business confidence (for example, in the United
States) coupled with high corporate profit growth during 2002—05, much
higher than in the roaring 1990s.

Falling Long-Term Bond Yields in the Presence of Fed Fund Rate Hikes

With the economic expansion continuing strongly and risks shift-
ing toward possible inflationary pressures, the U.S. Federal Reserve
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Table 9.2. Global Growth, Business Confidence, Corporate Profit Growth, and Oil
Price Inflation

World Growth in World U.S. Corporate
Economic Trade Volume Profit
Growth (Goods and services) U.S. Business Growth WTI Oil
(Percent per (Percent per Confidence  (Percent per  Prices (US$
annum) annum) Index annum) per barrel)
1990-94 2.62 5.57 — 7.15 20.44 (-1.86)
1995-99 3.69 7.46 54.63! 7.57 18.95 (4.67)
2000-04 3.84 6.34 60.50! 6.88 30.97 (19.36)
2000 4.71 12.44 51.66 -3.91 30.32 (58.17)
2001 2.44 0.08 4391 -6.19 25.87 (-14.67)
2002 2.95 3.41 52.37 15.49 26.12 (0.95)
2003 3.97 5.44 53.31 16.42 31.10 (19.07)
2004 5.13 10.33 60.50 12.57 41.45 (33.29)
2005 4.302 7.00% 54.453 16.00* 56.01 (35.14)2

Sources: IME, WEO, and IFS, IMF; U.S. Federal Reserve; and Bureau of Economic Analysis, U.S.

Notes: The overall U.S. Business Confidence Index, referred to as the U.S. Business Conditions Index,
ranges between 0 and 100. An index greater than 50 indicates an expansionary economy over the course
of the next three to six months. (Taken from WEO, originally compiled by the Institute for Supply
Management, U.S.) Figures in parentheses are annual percentage changes.

!Pertains to the year 1999 and 2004, respectively.

2WEQO’s projection for 2005 over 2004.

3August 2005.

42005-Q2, year-on-year.

Board (Fed) has started reducing the degree of policy accommodation
and raised the policy rate 11 times since June 2004 by a “measured” 25
basis points each time, with indications of further such hikes. While the
prime lending rate of banks in the United States has responded to every
hike in the target federal fund rate, the long-term interest rates that
are set by financial markets continue to remain unusually low—what
former Federal Reserve Chairman Alan Greenspan has referred to as a
“conundrum.” The best way to summarize this issue is to quote from
Greenspan:

In this environment, long-term interest rates have trended lower in recent
months even as the Federal Reserve has raised the level of the target federal
funds rate by 150 basis points. This development contrasts with most experi-
ence, which suggests that, other things being equal, increasing short-term
interest rates are normally accompanied by a rise in longer-term yields. For the
moment, the broadly unanticipated behavior of world bond markets remains
a conundrum. Bond price movements may be a short-term aberration, but
it will be some time before we are able to better judge the forces underlying
recent experience. (Greenspan, 2005b)
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Table 9.3. Federal Funds Rate, Private Lending Rates (PLR), and U.S. Government
Securities (GSec) Yield

(In percent)
Federal Funds Rate U.S. PLR 10-Yr. GSec Yield

2004 May 1.00 4.00 4.72
Jun 1.03 4.01 4.73
Jul 1.26 4.25 4.50
Aug 1.43 4.43 4.28
Sep 1.61 4.58 4.13
Oct 1.76 4.75 4.10
Nov 1.93 4.93 4.19
Dec 2.16 5.15 4.23

2005 Jan 2.28 5.25 4.22
Feb 2.50 5.49 4.17
Mar 2.63 5.58 4.50
Apr 2.79 5.75 4.34
May 3.00 5.98 4.14
Jun 3.04 6.01 4.00
Jul 3.26 6.25 4.18
Aug 3.50 6.44 4.26
Sep 3.62 6.59 4.20

Source: U.S. Federal Reserve.

Note: U.S. PLR is the rate posted by a majority of top 25 (by assets in domestic offices) insured
U.S.-chartered commercial banks. It is one of several base rates used by banks to price short-term busi-
ness loans.

Given the understanding that the long-term yield tracks the behavior
of current and expected inflation (Fama, 1986) along with expected
growth performance of the economy in terms of productivity of capital
(Mishkin, 1991), the current behavior of yield defies conventional wis-
dom (Table 9.3).

A host of hypotheses have been put forward as an explanation for the
conundrum, among other things: easy liquidity conditions; a glut in
global savings over investment (Bernanke, 2005); the foreign exchange
reserves buildup in the Asian economies; the gradual expected pace of
U.S. tightening made possible by a high level of monetary credibility; the
fact that markets may have become deeper, thereby improving their risk-
bearing capacity; and low expected inflation, low term/risk premiums,
and a flight to quality after the dot-com crash in 2000. Meanwhile, the
low bond yields and flat yield curves have triggered an ever-widening
search for yields, aided by the compression of credit risk spreads. The
behavior of long-term rates to the short-term policy rates is, thus, posing a
threat to the traditional transmission channels of monetary policy, loom-
ing large on the efficacy of monetary management worldwide.
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Low Consumer Inflation in the Presence of Abundant Liquidity and
Increasing Asset Prices

The global economy is currently awash with liquidity. Exactly seven
years ago, the U.S. Fed responded to the “low probability but highly adverse
events” (Blinder and Reis, 2005) leading up to the Russian debt default and
the Long-Term Capital Management collapse with an emergency cut in
interest rates in September, October, and November 1998. Even though the
reduction was just 25 basis points each month, it shifted the monetary pol-
icy stance to accommodation. Once again, prompted by a deflation scare,
the federal funds rate was cut over a 42-month stretch from December
2000 to June 2003, to a 45-year low of 1 percent, taking the real federal
funds rate into negative territory. Thus, real policy rates were effectively
zero or negative until very recently in the United States and remain below
the “Wicksellian” long-term neutral rate. Real policy rates in the United
Kingdom and euro area are also generally hovering around zero. Coupled
with benign policy rates, money supply growth, which increased in the
second half of the 1990s in the United Kingdom, continued at the elevated
level during 2000—04. Similarly, money supply growth went up in the euro
area in 2000—04, from a lower level in 1995-99. Even in the United States,
where money supply has lost much of its charm as an information variable,
there has been accelerated money supply growth during 1995-99, which
has largely been sustained during 2000—04 (Table 9.4).

The policy accommodation pursued until recently by the United States
has had a global impact, flooding the rest of the world with an abundance
of liquidity (Table 9.5). Low interest rates in the United States have encour-
aged capital to flow into emerging market economies. For the countries
that prefer some form of managed parity against the dollar, this inflow
of capital has resulted in a large buildup of foreign exchange reserves and
excessive domestic liquidity, amplifying the Fed’s policy stance. Yet, the
global supply of dollars reflected in the so-called super money (that is, the
sum of cash and banks’ reserve holdings at the Fed plus foreign reserves
held by central banks around the world) is estimated to have grown by
about 25 percent a year in the past couple of years.

The global glut of liquidity has facilitated highly leveraged positions,
debt-financed consumption, and booming credit growth, raising finan-
cial stability concerns. Although equity prices shot up in the second half
of the 1990s, they came down subsequently in the wake of the dot-com
crash. Facilitated by the policy accommodation in the United States and
the subsequent easing in the rest of the world, housing prices have now
witnessed a boom during 2000—04 all over the world.
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Table 9.4. Policy Rates and Growth in Money Supply, Credit, Asset Prices,
Consumer Prices, and Producer Prices
(In percent)
Variable 1990-94 1995-99 2000-04
United States Policy rate 4.9 5.4 2.8
Money supply 1.4 8.5 7.6
Reserve money 7.8 8.6 3.7
Credit 3.0 7.5 7.0
Equity prices (Dow Jones) 7.2 24.7 -0.3
Housing prices -1.9 1.9 5.8
Producer prices 1.4 0.8 3.2
Consumer prices 3.6 2.4 2.6
United Kingdom  Policy rate 9.1 6.3 4.6
Money supply 5.9 7.6 7.6
Reserve money 4.1 4.6 53
Credit 5.7 7.4 10.3
Equity prices (FTSE 100) 5.8 17.8 -5.9
Housing prices -1.8 4.3 15.3
Producer prices 4.2 1.6 1.1
Consumer prices 4.6 2.8 2.4
Euro area Policy rate 2.8 3.0
(1999)
Money supply 7.1 4.7 6.9
Credit 7.9 5.9
(1998-99)
Equity prices (Xetra DAX) 12.6 27.8 5.4
(1991-94)
Housing prices 4.0 3.5 6.8
(1991-95) (1996-2000)  (2001-04)
Producer prices 2.3 1.1 1.4
(1991-95) (1996-2000)  (2001-04)
Consumer prices 3.2 1.6 22
(1991-95) (1996-2000)  (2001-04)
World Consumer prices 223 8.3 3.8
Consumer prices—
advanced countries 3.8 2.0 1.9
Consumer prices—
emerging markets 12.9 7.6 4.3
Non-oil commodity prices -6.1 —4.0 1.9

Sources: IME, WEQO, and IFS; and relevant central banks’ websites.
Note: Policy rates are in percent, and growth rates are annual average growth (in percent).

Perhaps the greatest puzzle in current global developments is the coex-
istence of abundant liquidity and low consumer inflation.? Despite the
prolonged period over which monetary policy worldwide has remained
accommodative, inflation has been unusually benign, impervious to

Yet another puzzle that remains to be resolved is why liquidity is chasing financial
assets rather than consumption.
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Table 9.5. Policy Rates, Money Supply Growth, and Producer and Consumer
Inflations in Select Emerging Asian Countries
(In percent per annum)

1990-94 1995-99 2000-04
China Bank rate 8.5 7.2 3.0
Money supply 27.6 19.1 16.2
Reserve money 28.8 15.5 12.4
Consumer prices 10.4 5.2 1.0
Credit 26.5 20.0 16.5
India Policy rate 11.4 10.6 5.9
Money supply 18.0 13.3 14.0
Reserve money 16.9 11.4 11.5
Producer prices 10.5 5.5 5.2
Consumer prices 10.2 8.9 3.9
Credit 13.3 14.9 14.3
Thailand Discount rate 10.5 10.0 3.5
Money supply 20.4 9.1 4.6
Reserve money 16.1 20.4 8.1
Producer prices 2.8 4.5 3.8
Consumer prices 4.8 5.1 1.7
Credit 242 8.5 0.8
Malaysia Money market rate 6.5 6.4 2.7
Money supply 17.9 14.6 7.3
Reserve money 21.9 10.9 2.1
Producer prices 2.5 3.6 3.5
Consumer prices 3.8 3.5 1.5
Credit 12.7 16.4 5.9
(1993-94)
Korea Discount rate 6.2 4.2 2.5
Money supply 18.2 7.2 9.2
Reserve money 14.7 4.2 6.7
Producer prices 3.1 4.4 1.9
Consumer prices 7.0 4.4 3.2
Credit 18.1 17.3 12.0
Philippines  Discount rate 12.0 11.5 8.0
Money supply 14.6 20.3 7.8
Reserve money 13.8 15.5 1.6
Producer prices 4.1 6.0 9.6
(1994)
Consumer prices 11.1 7.0 4.6
Credit 40.2 19.8 6.5
Indonesia  Discount rate 14.4 19.6 12.2
Money supply 16.0 225 17.0
Reserve money 16.9 41.7 15.3
Producer prices 5.9 28.1 8.0
Consumer prices 8.6 20.5 8.0
Credit 27.4 29.0 10.6

Source: IME, IFS.
Note: Policy rates are in percent, and growth rates are annual average growth (in percent).
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soaring oil prices and the elevated prices of nonfuel commodities, par-
ticularly ferrous and nonferrous metals. Whereas the industrial countries
have maintained inflation pressures at low and stable levels during both
1995-99 and 2000-04, there has been a noticeable decline in inflation
during 2000—04 in emerging market economies. Such low levels of infla-
tion have not been witnessed since the pre—war period when the discipline
of fixed exchange rates under the gold standard ensured that prices were
roughly stable and episodes of deflation were not uncommon. The current
phenomenon is unique in recent history, prompting some to visualize the
death of inflation, though there have been some signs of its resurrection in
the current year.

Slowdown in Global Saving and Investment Versus Strong
Global Growth

Global saving and investment rates have declined in recent years. Global
saving increased by a fraction in 1995-99, from its 1990-94 level, before
declining in 200004 (Table 9.6). Although saving as a percentage of GDP
declined in the United States, United Kingdom, and European Monetary
Union (EMU) in 2000—04, from the 1995-99 level, it increased in China
and India. The decline of savings in the industrial countries could have its
demographic roots in an aging population weighted against higher saving
(Mohan, 2004c¢).

Meanwhile, the world investment rate declined steadily during the
period, ignoring the signals of softening interest rates. Investment in
the United States, United Kingdom, and EMU fell during 2000-04 with
increasing risk aversion on the part of the corporates in the wake of the
dot-com and other financial crises in 1990s. The investment rate improved
in China during 2000-04, whereas it declined in India during 2000—03.

Notwithstanding the declining saving and investment rates, global
growth has continued its surge from period to period. Although consump-
tion has arguably played a critical role in the industrial countries’ growth
momentum, exports might have played a similar role in the emerging mar-
kets. The sustenance of consumption as opposed to investment-led growth
has thus given rise to new controversies on present versus future allocation
of resources and also on the relevance of overlapping generation outlooks.

Low Inflation Despite Currency Depreciations

Traditionally, the degree of exchange rate pass-through, that is, the
speed and extent of transmission of exchange rate movements into domes-
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Table 9.6. Global Savings and Investment

1990-94 1995-99 2000-04
GDP growth (percent)
World 2.6 3.7 3.8
European Monetary Union (EMU) 1.9 2.4 1.7
United States 2.4 3.9 2.8
United Kingdom 1.3 3.0 2.6
India 4.9 6.5 5.7
China 10.7 8.8 8.5
Savings (as percent of GDP)
World 22.0 22.3 214
EMU 22.5 22.8 22.5

(up to 2003)
United States 16.2 17.6 15.2

(up to 2002)
United Kingdom 15.8 16.6 14.2

(up to 2003)
India 22.4 21.7 22.2
China 39.7 42.1 43.6
Investment (as percent of GDP)
World 23.0 22.7 21.6
EMU 22.0 20.8 20.7

(up to 2003)
United States 17.1 19.3 19.1

(up to 2002)
United Kingdom 17.1 17.3 16.9

(up to 2003)
India 229 23.2 22.7

(up to 2003)
China 38.0 38.8 40.8

Sources: IME, WEO; and World Bank, World Development Indicators Online.

tic prices, used to be an important consideration for the conduct of mon-
etary policy, leading to the alleged “fear of floating” on the part of the
emerging economies (Calvo and Reinhart, 2002). However, there is now
increasing evidence that exchange rate pass-through to domestic inflation
has tended to decline since the 1990s across a number of countries. For
example, inflation turned out to be largely immune and insensitive—
barring the sole exception of Indonesia—to the wild volatility and cur-
rency depreciation witnessed in Korea, Thailand, the Philippines, and
Malaysia in the aftermath of the Asian financial crisis (Table 9.7).
Similarly, the dollar’s substantial depreciation against the euro during
2002-04 has not led to inflationary pressures in the United States. With
inflation standing rock steady even in the face of exchange rate volatility,
the traditional channels of current account adjustment have failed to work
toward restoring the external balances in a sustainable manner. Further,
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Table 9.7. Exchange Rates and Consumer Price Inflation—Select Asian Countries
During the Crisis

Year 1996 1997 1998 1999 2000

Korea Exchange rate 805 951 1,401 1,189 1,131
(4.3) (18.3) (47.3) (-15.2) (-4.9)
CPI inflation 4.98 4.40 7.54 0.83 2.25

Thailand Exchange rate 25 31 41 38 40
(1.7) (23.8) (31.9) (-8.6) (6.1)
CPI inflation 5.83 5.60 8.07 0.30 1.57

Philippines  Exchange rate 26 29 41 39 44
(1.9) (12.4) (38.8) (—4.4) (13.1)
CPI inflation 7.51 5.59 9.27 5.95 3.95
Malaysia Exchange rate 2.52 2.81 3.92 3.80 3.80
(0.5) (11.8) (39.5) (-3.2) (0.0)
CPI inflation 3.49 2.66 5.27 2.75 1.54

Indonesia Exchange rate 2,342 2,909 10,014 7,855 8,422
(4.2) (24.2) (244.2) (-21.6) (7.2)
CPI inflation 7.97 6.23 58.39 20.49 3.72

Sources: IMF, WEO and IFS.
Notes: Exchange rates are national currencies per U.S. dollar. Figures in parentheses are the percentage
changes over the previous year. CPI inflation rates are annual percentage changes.

the weakening of the dollar against the euro has not brought about sub-
stantial changes in the trade pattern between the United States and the
euro area. On the contrary, U.S. imports from the euro area surged ahead
during the phase of the dollar’s depreciation against the euro while U.S.
exports to the euro area did not increase, at least initially (Table 9.8).

Possible Explanations

What factors explain these seeming puzzles and counterintuitive rela-
tionships across a large set of variables? What really explains the divergence
between the producer price index (PPI) and consumer price index (CPI)
and the imperviousness of consumer prices to liquidity conditions? Is the
received wisdom on the relationship between money, output, and prices
undergoing yet another paradigm shift? Has the inflation process changed
at its core? Country experiences present a wide diversity of circumstances,
producing a variety of outcomes. This makes generalizations difficult and
even adventurous. Central bankers are not known to be adventurous, but
this opportunity of delivering a dinner speech has emboldened me.
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Table 9.8. Exchange Rate, Trade, and Consumer Price Inflation—Recent Trends in
the United States

Year 2000 2001 2002 2003 2004
NEER (2000 = 100) 100 105.94 104.28 91.46 83.97
REER (2000 = 100) 100 103.61 105.18 95.56 86.1
Exchange rate
(US$ per euro) 0.924 0.896 0.944 1.131 1.243
(~13.4) (=3.0) (5.4) (19.8) (9.9)
CPI inflation (percent) 3.38 2.83 1.59 2.27 2.68
Imports from euro area
(US$ million) 226,901 226,568 232,313 253,042 281,959
(13.42) (-0.15) (2.54) (8.92) (11.43)
Exports to euro area
(US$ million) 168,181 161,931 146,621 155,170 172,622
(8.63) (=3.72) (-9.45) (5.83) (11.25)

Sources: IME, WEO and IFS; and U.S. Census Bureau.
Note: Figures in parentheses are the percentage changes over the previous year.

As a central banker, I would like to subscribe to the objective of low
and stable inflation in the conduct of monetary policy. Reforms in the
manner in which monetary policy is set currently, and the institutional
changes that have occurred in the 1990s, have undoubtedly enhanced the
reputation of monetary authorities in terms of delivering price stability.
The current trend of increasingly independent central banks, enhanced
transparency, and greater accountability has, in fact, improved public
credibility in these institutions. The institutional strengthening of central
banks has coincided with the worldwide thrust on fiscal consolidation
and structural reforms in the labor and product markets, which have also
worked toward attaining price stability. Specified fiscal rules such as those
under the Maastricht Treaty and the Stability and Growth Pact in the
euro area have been emulated the world over, charting out explicit road
maps for fiscal consolidation. Thus, fiscal deficits in emerging market
economies are now less than half of their levels in the 1970s and 1980s. It
has been estimated that inflation could have declined by 5-15 percentage
points on account of lower fiscal deficits in emerging market economies
(IMF, 2002). So there are some broad structural fiscal reasons for the
worldwide decline in inflation.

Globalization has arguably unleashed the most significant anti-
inflationary forces. Lower trade barriers, increased deregulation, innova-
tion, and competition all over the world have led to exponential growth
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in cross-border trade, with world trade racing ahead of output. With the
rapid expansion in tradables, domestic economies are, therefore, increas-
ingly exposed to the rigors of international competition and comparative
advantage, reducing unwarranted price markups (Greenspan, 2004a).
The competition among nations to attract and retain factors of produc-
tion has also induced governments to reduce entry barriers for new
productive activities. Intensified competition in the domestic economy,
which has now become part of the global marketplace, has rendered
prices more flexible, containing the impact of unanticipated inflation on
output. This has reduced the incentive for monetary authorities to raise
output above the potential (Rogoff, 2003). Increasingly, a firm or country
that can produce for global markets, with the greatest cost efficiency, sets
global prices. Currently, China is perhaps in such a position but other
competitors are not far behind. It needs to be recognized, however, that
globalization may not continue to maintain its tempo indefinitely into
the future.*

An important contributor to low inflation has also been the productiv-
ity growth in a number of sectors, partly owing to information technology
(IT) investments combined with restructuring. Even the services sector,
which was otherwise believed to lag in productivity vis-a-vis industry in
view of its “cost disease” syndrome (a la Baumol), has witnessed impres-
sive productivity growth with increased penetration of I'T in most services
activities. Productivity growth has been particularly discernible in the
United States from the mid-1990s, with continuing signs of sustenance in
the next decade (Oliner and Sichel, 2002). Although productivity growth
in the euro area may not have been as high as in the United States, the
disinflationary effects of productivity growth in one region get transmit-
ted across borders through increased competition in a globalized world
(Table 9.9).

The impact of cross-country integration is also at work in the labor
market. An economy that is open to migrant labor exhibits a different
inflationary process from one that is not. An increase in spending raises
the pressure of demand on supply and leads to upward pressure on wages
and prices. But if the increased demand for labor generates its own sup-
ply in the form of immigrant labor, then the link between demand and
prices is broken, or at least altered. Indeed, in an economy that can call

4t is instructive to turn to former Chairman Greenspan, who said, “We have not experi-
enced a sufficient number of economic turning points to judge the causal linkages among
increased globalization, improved monetary policy, significant disinflation and greater
economic stability” (Greenspan, 2004a).
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Table 9.9. Productivity in Manufacturing
(Annual percentage change)

1987-96 1997-99 2000-04
Advanced economies 3.1 3.37 3.76
United States 2.8 3.97 4.96
United Kingdom 3.4 3.47 4.42
Euro area o 4.13 2.88
Japan 2.7 1.57 3.62

Source: IME WEO.
Note: Productivity in manufacturing refers to labor productivity, measured as the ratio of hourly
compensation to unit labor costs.

on unlimited supplies of migrant labor or can outsource, the concept
of output gap may not be that meaningful (King, 2005). The inflow of
immigrant labor in both the United States and the United Kingdom has
arguably led to a diminution of inflationary pressure in the labor market
in these countries (Table 9.10).

The expanding canvas of knowledge has also had its impact in the form
of low and stable inflation. The technological advances in architecture
and engineering as well as the development of lighter but stronger materi-
als have resulted in “downsized” output, evident in the huge expansion
of the money value of output and trade but not in tonnage. As a conse-
quence, material intensity of production has declined, reflecting “the sub-
stitution, in effect, of ideas for physical matter in the creation of economic
value” (Greenspan, 1998). This has contributed to the secular decline in
commodity prices, notwithstanding short spells of spikes in these prices.
The increasing commodity price volatility around the declining trend has,
however, engaged monetary policy attention in the short run (Mohan,
2004a). The declining share of commodity prices in final goods prices
has been an important factor, leading to a divergence between PPI and
CPI. Thus even substantial increases in input prices no longer lead to cor-
responding increases in output prices and are further muted by the forces
of global competition.

Thus the persistence of low and stable inflation worldwide despite con-
siderable monetary accommodation in recent years can be explained by
invoking these new economic developments in the real economy. The role
of central banks in the recent containment of inflation can, at best, be
seen to have limited applicability.

For industrial countries, the exchange rate pass-through to consumer
price inflation has been found to have almost halved in the 1990s com-
pared to the pre-1990s period (McCarthy, 2000; and Gagnon and Thrig,
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Table 9.10. Net Immigration to the United States and the United Kingdom

1985-90 1990-95 1995-2000
United States 3,775,000 5,200,000 6,200,000
United Kingdom 104,310 380,840 574,470

Source: World Bank, World Development Indicators Online.
Note: Net immigration is the number of immigrants less the number of emigrants, including both
citizens and noncitizens.

2001).> Furthermore, the pass-through has reportedly declined more
in developing countries in the 1990s than in the advanced economies
(Frankel, Parsley, and Wei, 2005). Financial innovations such as the avail-
ability of hedging products have also lowered the degree of pass-through
by enabling exporters and importers to ignore temporary shocks and set
stable product prices despite large currency fluctuations—witness the
lack of price change in BMWs, Mercedes, and Porsches in the United
States despite substantial dollar depreciation with respect to the euro. The
import composition of the industrial countries is found to have shifted in
favor of sectors with low pass-through, such as the manufacturing sector.
There is also a view that, in some cases, the low observed pass-through
might be due to the disappearance of expensive goods from consumption
and their replacement by inferior local substitutes (Burstein, Eichenbaum,
and Rebelo, 2003)—that is, no more Mercedes and BMWs!

The increasing share of nontradables in GDP has also worked toward
containing the exchange rate pass-through. Nontradables generally
approximated by services have increased their share in all major indus-
trial countries, as well as in China and India. As populations age, demand
moves more in favor of services than for goods. Thus, the aging popula-
tion in industrial countries has provided much of the growth impetus for
services. With the shift in demand composition in favor of services, it is
no wonder the extent of exchange rate pass-through, which works primar-
ily through tradables, has been limited (Table 9.11).

The role of exchange rate movements or policy-induced adjustments in
influencing the behavior of economic agents through the domestic price

*Banik and Biswas (2006) have estimated that for a 100 percent appreciation of the
Japanese yen against the U.S. dollar, Japanese exporters increase their local currency price
by about 13 percent for small automobiles, and around 39 percent for medium-size auto-
mobiles, whereas Korean exporters increase their price approximately by 30.37 percent
for medium-size automobiles in response to 100 percent appreciation of Korean currency
against the U.S. dollar.
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Table 9.11. Share of Services in GDP

(In percent)
Country 1990-94 1995-99 2000-04
United States 71.71 72.89 74.65!
United Kingdom 65.55 67.91 71.622
Japan 60.26 64.92 67.45°
Euro area 64.25 67.24 69.212
China 32.74 31.36 33.72
India 42.16 45.14 50.44

Source: World Bank, World Development Indicators Online.

1Up to 2001.

2Up to 2003.

5Up to 2002.

mechanism appears to have been significantly truncated. If an exchange
rate depreciation (appreciation) does not appreciably increase (decrease)
domestic prices of imported goods, there would be little reason to expect
a reduction (increase) in demand for imported products. Hence, small
exchange rate changes can scarcely be expected to help significantly in
effecting changes in the current account.

There has been reduced volatility of GDP growth in most G-7 countries
over the past three decades, coinciding with growing integration and
synchronization of business cycles (Mohan, 2004a). The standard devia-
tion of U.S. GDP growth during 1984-2002 was two-thirds of that during
1960—83. This could have also contributed to lowering inflation (Stock
and Watson, 2003). The growing share of services (a sector less susceptible
to volatility), better inventory management, and easy access to credit with
financial deepening have also brought down the volatility of GDP growth
and, therefore, expectations of future inflation.

The global financial landscape has undergone a sea change over the
past couple of decades, characterized by increasing liberalization and
growing completeness of markets and institutions. The pursuit of flex-
ible exchange rates for the major currencies since the 1970s has made
the spot and forward foreign exchange markets strikingly efficient in
tracking the expectations of economic agents. Also, the broadening and
deepening of the secondary and derivatives markets for government and
other fixed income securities has added to the flows of market infor-
mation. With the onset of demystification and decomposition of risks,
there has been a deluge of new financial products, enabling economic
agents to manage, hedge, or lay off risks. Simultaneously, there has been
discernible improvement in the institutional infrastructure—legal or
informational—providing a durable basis for efficient functioning of
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the financial markets. With the arrival of options pricing in the early
1970s, more and more complex financial products are hitting the market
every day. Financial markets—at least in the industrial countries—have,
thus, transformed themselves into super-efficient vehicles for allocating
resources and spreading risks across sectors, time, and space. The lower
costs of financial intermediation, the greater scope for risk spreading,
and the reduced reliance on any individual institution or market channel
for the intermediation of savings and investment have spurred financial
activities undertaken by households, businesses, and governments. Thus,
the global financial system appears to be more robust and resilient to
financial shocks emanating from individual countries. Certainly, the
increasing confidence of the financial system has its reflection in the
sustained global growth and taming of inflation all over world (Blinder
and Reis, 2005). The growing sophistication of financial markets has
therefore, paradoxically, reduced the power of the price mechanism in
bringing about changes in a desired policy direction.

It is, therefore, possible that such developments in financial markets
have had the effect of reducing risks across the board, both spatially and
temporally. Such developments have received further support from the
increased focus of central banks on inflation containment and stability,
along with overall financial stability. The accompanying institutional
changes, mainly the increased acceptance of central bank autonomy, have
probably contributed to enhancement of their credibility. Thus there
could be a secular decline in risk perception and in medium- and long-
term inflationary expectations, thereby reducing the neutral real inter-
est rate. If these conjectures have some element of validity, the effect of
changes in short-term policy rates on long-term yields would be muted,
as seems to have happened in the United States. Paradoxically then, the
central banks” own success could have blunted the efficacy of their most
powerful policy instrument: the short-term interest rate.

As regards the muted impact of soaring oil prices on the general price
level and economic activities, it needs to be recognized that, unlike in the
past when oil price surges were driven by supply shocks, the current bull
market in oil is mainly the result of a perceived secular increase in demand
emanating from accelerated growth in our countries, which, moreover, is
expected to continue in the foreseeable future. The sharp rise in oil prices
is perceived to have been triggered by sustained global growth (particu-
larly in the United States) among developed countries, and by increasing
contributions from the emerging market economies that tend to demand
relatively more oil than the developed world for a similar expansion in
output. The higher oil prices of the 1970s brought to an abrupt end the
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extraordinary period of growth in U.S. oil consumption. Between 1945
and 1973, consumption of petroleum products in the United States rose
at a startling 4.5 percent average annual rate, well in excess of real GDP
growth. However, between 1973 and 2004, oil consumption in the United
States grew, on an average, only 0.5 percent a year, far short of the rise in
real GDP (Greenspan, 2005a). The mandated fuel-efficiency standards
for cars and light trucks coupled with the imports of small, fuel-efficient
Japanese cars and the increasing share of the services sector in GDP
induced slower growth of gasoline demand in the United States. Thus,
while the oil intensity of output has fallen in the industrial countries—for
example, from the peak of 0.19 kg per real dollar in the United States in
1970 to 0.09 kg per real dollar in 2000—the relatively slower decline for
developing countries such as China and India has been neutralized by the
pace of the rise in incomes (Table 9.12).

Unlike the oil shocks of the 1970s, when the oil surplus with the oil-
exporting countries mainly found its way out into conspicuous consump-
tion, this time around, the oil-exporting countries seem to be doing a
much better job of recycling the oil surpluses into the global economy. For
example, the OPEC countries are running only a marginal trade surplus
with China because they are importing a range of goods from China, which
is using more oil to manufacture those goods. Oil-exporting countries have
also been active in the international investment arena, using their export
revenue to buy stocks and bonds in various countries, thereby keeping the
global cost of capital low.

Furthermore, the self-equilibrating demand-supply mechanism in the
face of rising oil prices has been kept in abeyance in a number of coun-
tries. Although the current oil cycle has witnessed a doubling in the price
of oil over the past three years, on average only a third of the price increase
has been passed on to end users. While Europe and Japan have cut down
high taxes on oil consumption to cushion the impact of higher oil prices,
governments in many developing countries are subsidizing oil prices in
recognition of the lower resilience of low-income people to sudden price
shocks. Greenspan (2005a) notes, “But if history is any guide, should
higher prices persist, energy use will over time continue to decline, rela-
tive to GDP. Long-term demand elasticities have proved noticeably higher
than those that are evident in the short term.” Nevertheless, since oil use
is only two-thirds as important an input into world GDP as it was three
decades ago, the effect of the current surge in oil prices, though notice-
able, is likely to prove significantly less than in 1970s.

The entry into the world economy of the erstwhile centrally planned
economies, in general, and China, in particular, has arguably constituted
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Table 9.12. Oil Intensity in Select Countries (Using Constant US$ GDP)
(In kilograms of oil per real US$)

1970 1980 1990 2000 2003
World 0.18 0.17 0.13 0.11 0.11
United States 0.19 0.15 0.11 0.09 0.09
United Kingdom 0.14 0.09 0.07 0.05 0.05
Japan 0.11 0.09 0.06 0.05 0.05
France 0.15 0.13 0.08 0.07 0.07
Germany 0.15 0.12 0.08 0.07 0.07
India 0.17 0.21 0.22 0.23 0.21
China 0.30 0.52 0.27 0.21 0.19
Malaysia 0.24 0.32 0.29 0.23 0.22
Indonesia 0.27 0.37 0.30 0.33 0.32
Philippines 0.27 0.23 0.20 0.22 0.18
Korea 0.14 0.20 0.17 0.20 0.18
Thailand 0.27 0.31 0.25 0.28 0.28
Brazil 0.14 0.14 0.13 0.14 0.13
Mexico 0.11 0.14 0.16 0.15 0.14

Sources: British Petroleum, Statistical Review of World Energy; and World Bank, World Development
Indicators Online.

a massive positive supply shock, raising the world’s potential growth,
holding down inflation, and triggering changes in the relative prices of
labor, capital, goods, and assets (BIS, 2005). In this context, the desir-
ability of positive inflation rates has been questioned in certain circles. In
other words, are central banks targeting too high a rate of inflation now
that China has joined the global market economy?

During the era of rapid globalization in the late nineteenth century,
falling average prices were quite common. This “good deflation,” which
was accompanied by robust growth, was very different from the bad
deflation experienced in the 1930s depression. Today, we could have been
in yet another phase of “good deflation,” but central banks have favored
low but positive interest rates while setting and meeting their inflation
targets. Furthermore, China’s entry into the global economy has raised
the worldwide return on capital. That, in turn, should imply an increase
in the equilibrium level of real interest rates. However, central banks are
holding real rates at historically low levels and one finds scenarios of
excessive credit growth, mortgage borrowing, and housing investment. In
this context, however, some estimates suggest that the impact of Chinese
exports on global inflation has been fairly modest. China’s exports could
have reduced (1) global inflation by 30 basis points a year, (2) U.S. import
price inflation by 80 basis points (but in view of the United States being
a relatively closed economy, the impact on producer and consumer prices
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has likely been quite small), and (3) import unit values inflation by
10-25 basis points in the Organization for Economic Cooperation and
Development countries (Kamin, Marazzi, and Schindler, 2004). These
estimates should be treated as upper bounds, because they ignore the fact
that China’s rapid export growth has also been associated with equally
rapid import growth and China is, therefore, contributing not only to
global supply but also global demand. This is also reflected in the sharp
rise in global commodity prices beginning in early 2003.

The Way Ahead

Measured by the growth in global credit or property prices, some parts
of the world are currently experiencing strong asset price inflation. As with
traditional inflation, the surging asset prices distort relative prices and
cause a misallocation of resources. For instance, because households think
they are wealthier, they spend more and save and invest less. The risk is
that as interest rates rise, the fragility of the economic recovery would be
exposed and decisions based on cheap credit would look less than wise.

Whereas there is no question about the desirability of maintaining
financial stability, monetary policy is often considered to be too blunt
an instrument to achieve financial stability, especially to counter threats
from asset price misalignments. Indeed, it is often difficult to judge ex
ante whether asset price misalignments are bubbles or not. Second, even if
the bubble is identified on a real time basis, the typical monetary tighten-
ing measures such as an increase in interest rates may not be effective in
deflating asset price bubbles.

In view of such limitations of monetary policy actions and also the fact
that inflationary pressures take more than the usual time to surface in
conditions of low inflation, central banks need to be cognizant of emerg-
ing financial imbalances by lengthening their monetary policy horizons
beyond the usual two-year framework. More important, in view of the
possibility of the role of prices becoming muted as an equilibrating mech-
anism, whether in terms of changes in exchange rates, interest rates, or
commodity prices, central banks will have to contribute to financial sta-
bility more through prudential regulation and supervision to address the
emergence of financial sector excesses or imbalances arising from excess
liquidity or other economic imbalances. Indeed, greater transparency and
cooperation between monetary policy and supervision is being increas-
ingly recognized, and many central banks are exploring alternatives to
traditional monetary policy instruments.
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Given the fact that the defining characteristic of the monetary policy
landscape is “uncertainty,” no simple rule could possibly describe the
policy action to be taken in every contingency (Greenspan, 2004b). As a
consequence, the conduct of monetary policy has come to involve, at its
core, crucial elements of risk management. This conceptual framework
emphasizes understanding as much as possible the many sources of risk
and uncertainty that policymakers face, quantifying those risks when
possible, and assessing the costs associated with each of the risks.

Under these conditions, the separation of the function of financial regu-
lation and supervision from central banking has come up for critical reap-
praisal. Even though a formal separation of functions may have become
more common than in the past, there remains a question of whether that
change would make much difference to the practical realities (Goodhart,
1995).% In their quest for financial stability, central banks worldwide have
exhibited a variety of responses. Several central banks have been given an
explicit mandate to promote financial stability. Another broad category of
response has been the constitution of independent departments to over-
see financial stability. Illustratively, at the Reserve Bank of New Zealand,
the banking supervision department and financial markets department
were merged into a Financial Stability Department, headed by a Deputy
Governor. In the Netherlands, the newly established Financial Stability
Division concentrates experienced staff members from monetary policy,
supervision, financial markets, oversight, and research departments. At
the European Central Bank, the area concerned with financial stability
matters (Prudential Supervision Division) was upgraded to a Directorate
(Financial Stability and Supervision), which reports to a member of the
Executive Board, and plays a coordination role for euro area/EU financial
stability monitoring. Finally, the Bank of England has recently consti-
tuted a dedicated Financial Stability Department for oversight of financial
stability matters. The transfer of supervisory responsibilities outside the
central bank in several countries has also led central banks to focus their
attention on systemic issues as reflected in a reorientation of organiza-
tional arrangements.

The traditional signals, such as inflation, interest rates, and exchange
rates, are today overly anchored whereas the global economy is on a long
leash supported by easy finance. However, the increasing potential for

°Although the central bank as the lender of last resort needs to play a critical role in
avoiding a meltdown in the wake of unexpected “catastrophic” events, there is no con-
sensus on the role of the central bank in dealing with the state of the financial sector and
ensuring its efficient and prudent performance.
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sharp corrections in the medium term needs to be contained by fol-
lowing a twofold strategy: consumption needs to give way smoothly to
investment, with the withdrawal of policy accommodation in industrial
countries, and the locus of domestic demand needs to shift from countries
running deficits to ones with surpluses so as to reduce the current account
imbalances. Obviously, coordinated policy initiatives have to be high on
the agenda of the global community for ensuring a smooth transition.

If it is indeed true that the efficacy of price-based indirect monetary
policy instruments has become blunted because of central banks’ own
success in containing inflation and muting expectations, along with
the increasing sophistication of financial markets, what alternatives do
we now have to address the emerging global imbalances? Ironically, the
answer perhaps is that we may need to return to more quantity-based
instruments, through either micro actions by central banks or struc-
tural actions by the fiscal authorities. Central banks would perhaps have
to again resort to activating more detailed prudential, regulatory, and
supervisory roles aimed at disciplining different segments of the financial
markets. Similarly, if external imbalances are perceived to arise because
of fiscal imbalances, they will have to be attacked directly, rather than
through increasingly ineffective exchange rate signals.

This finally gives me an opportunity to provide some illustrations from
recent monetary management actions in China and India.

The People’s Bank of China (PBC) has been trying to contain the pos-
sible downside risks by way of a range of direct and indirect instruments.
Required reserve ratios have been lifted several times, within the context of
a newly differentiated reserve requirement system aimed at better aligning
the degree of restraint with the degree of excess credit expansion, institu-
tion by institution. Moral suasion has been used with “window guidance”
and “credit policy advice” in relation to credit allocation, including warn-
ings on the riskiness of increasing exposures to certain overheated sectors.
Benchmark interest rates were increased by about 0.3 percentage points in
October 2004. At the same time, the upper limit on interest rates charged
by commercial banks was abolished, and the limits for urban and rural
cooperatives were increased to 2.3 times the benchmark rate. The inter-
est rates that the PBC charges for providing short-term liquidity support
were increased by between 0.3 and 0.6 percentage points, and the PBC was
given additional room to adjust these rates according to economic and
financial conditions. PBC has also continued its sterilization operations
by way of changes in reserve ratios, open market operations, and issuance
of central bank bills in the wake of strong foreign exchange inflows. China
has also revalued its currency and the renminbi now floats against a bas-
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ket of currencies. This policy of having greater flexibility in the exchange
rate would allow monetary authorities to guard against the risk of any
further increase in inflation in both product and asset markets. Thus, as
I understand it, China has used a judicious mix of traditional monetary
instruments, along with a selection of detailed prudential and regulatory
instruments, to deal with the possibility of overheating in the economy.

In India, monetary management has had to contend with testing chal-
lenges on several fronts—an increase in domestic prices in the first half
of 2004 driven largely by a sustained increase in international commod-
ity prices including fuel, a large overhang of domestic liquidity gener-
ated by capital inflows, and the upturn in the international interest rate
cycle. The Reserve Bank of India (RBI) has, therefore, had to strike a fine
balance between reining in inflationary expectations, encouraging the
impulses of growth, and ensuring financial stability. In early 2004, it was
recognized that the finite stock of government paper with the RBI could
potentially circumscribe the scope of outright open market operations
for sterilizing capital flows that were last carried out in January 2004.
The RBI cannot issue its own paper under the extant provisions of the
Reserve Bank of India Act, 1934, and such an option has generally not
been favored in India. Central bank bills/bonds would impose the entire
cost of sterilization on the RBI’s balance sheet. Besides, the existence of
two sets of risk-free paper—gilts and central bank securities—tends to
fragment the market. Accordingly, the liquidity adjustment facility, which
operates through repurchases of government paper to create a corridor for
overnight interest rates and thereby functions as an instrument of day-to-
day liquidity management, had to be relied upon for sterilization as well.
Under these circumstances, the Market Stabilization Scheme (MSS) was
introduced in April 2004 to provide the monetary authority an additional
instrument of liquidity management and sterilization. Under the MSS,
the government issues treasury bills and dated government securities to
mop up domestic liquidity and parks the proceeds in a ring-fenced deposit
account with the RBI. The funds can be appropriated only for redemption
and/or buyback of paper issued under the MSS. In addition to an increase
in the MSS ceiling; raising of the cash reserve ratio (CRR); lowering of
the rate of remuneration on the eligible CRR balances; and hikes in the
reverse repurchase rate by 25 basis points each in October 2004, April
2005, and October 2005, several measures were also initiated to maintain
asset quality of the banking system at a time of rapid credit growth.

The runaway oil prices riding on the back of growing demand in a
cyclical upturn are currently looming large on the pace and pattern of
the growth performance in both the economies. Although the economies
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have so far absorbed the oil shocks in stride and with surprising resilience,
continuing uncertainties on the oil front pose a question mark on their
sustained performance. Paradoxically, the reserves buildup with the Asian
central banks, with its attendant cost implications, has started slowing
down of late with soaring oil prices, cutting into the oil importers’ trade
and current account surpluses. However, the growing transfer on account
of oil portends yet another risk in terms of the sustenance of current
accounts. Besides, foreign direct investment and portfolio inflows are also
showing signs of fatigue in several Asian countries with the hardening of
the rates in the United States. With sudden reversals of expectations, the
Asian economies thus run the risk of disruption in their financial and
real markets.

Several countries in Asia have followed a relatively flexible exchange
rate policy to ensure smooth adjustment along with corrections in the
world economy. Such flexibility has served these countries well. However,
the world has to guard against any new risks arising out of any large
corrections in the exchange rates of the world’s major currencies accom-
panied by rising inflation and interest rates (Mohan, 2004c). First, pro-
tectionist tendencies need to be curbed in keeping with the multilateral
spirit of trade negotiations. Second, we need to work collectively toward
developing a sound international financial architecture, the lack of which,
it may be recalled, has led to excessive caution on the part of developing
countries in building large reserves. Third, given the need for financial
stability alongside monetary stability, central banks need to be cautious
before joining the recent trend of separating the monetary and super-
visory authorities, particularly in view of the muted responses to the
pricing channels of monetary policy. In the recent past, faced with an
unprecedented rise in housing credit, the Reserve Bank of India has raised
the risk weight of housing loans as a countercyclical action for maintain-
ing the capital-to—risk assets ratio. It is felt that availability of prudential
instruments at the disposal of a central bank facilitates its twin tasks of
monetary and financial stability.
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Fiscal Policy in China

STEVEN DUNAWAY AND ANNALISA FEDELINO*

n recent years, fiscal policy in China has been prudent. Fiscal deficits

have been lower than budgeted, because revenue overperformances
relative to the budget targets were not fully spent and the stock of gov-
ernment debt has remained low and even declined in 2004 and 2005
(Figure 10.1). Fiscal policy has largely been guided by the government’s
medium-term focus on fiscal consolidation aimed at making room for
likely future expenditures on contingent liabilities, such as the banking
sector’s large nonperforming loans, and a need for higher social spend-
ing as the population ages.

Fiscal policy has also been used, albeit less frequently, for short-term
macroeconomic management. For example, as concerns about possible
overheating and excessive investment in some sectors emerged in early
2003, fiscal policy was used to contain demand. In the future, as the
authorities aim to direct growth away from investment, fiscal policy has
an important role to play—for example, by reprioritizing spending in
favor of programs that would boost household incomes, including spend-
ing on social safety nets and education. To make greater use of fiscal
policy for demand management, broader coverage of fiscal accounts and
a better assessment of the impact of budget operations on current macro-
economic conditions would be helpful, as well as improvements in cash
management to better coordinate fiscal and monetary policies.

*Steven Dunaway is Deputy Director, IMF’s Asia and Pacific Department, and is also
the IMF’s mission chief for China. Annalisa Fedelino is Senior Economist, IMF’s Fiscal
Affairs Department.
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Figure 10.1. Fiscal Developments
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Table 10.1. Government Revenue!

1998 1999 2000 2001 2002 2003 2004 2005

(In percent of GDP)
Total revenue 12.1 13.1 13.8 15.1 159 16.2 16.6 17.3
Tax revenue 11.0 119 127 13.9 14.6 14.7 151 15.8
of which: taxes on income
and profits 1.9 2.1 2.6 3.6 3.9 3.5 3.7 42
Value-added tax (VAT)
on domestic goods 43 43 46 4.9 5.1 5.3 56 5.8
VAT and excises on imports 0.7 1.1 1.5 1.5 1.6 2.1 2.3 2.3
Nontax revenue 1.1 1.2 1.1 1.2 1.3 1.4 1.5 1.5
(As a share of total revenue)
Tax revenue 90.7 91.0 92.0 92.4 92.0 912 90.7 913
of which: taxes on
income and profits 154 164 19.2 23.6 246 21.7 223 244

VAT on domestic goods 355 331 333 324 322 33.0 339 337
VAT and excises on imports 5.4 8.7 10.9 10.0 9.8 127 139 134

Nontax revenue 9.3 9.0 8.0 7.7 8.0 8.8 9.3 8.7

Source: China Ministry of Finance.
The coverage of this data includes the central government, provinces, municipalities, and counties.

Overview of the Budget

The budget deficit has declined from a peak of 3.7 percent of GDP in 1999
to 1.3 percent of GDP in 2005. This consolidation was achieved through
revenue increases of more than 5 percent of GDP during this period; strong
growth in tax collections, in particular income taxes and value-added
taxes, was driven by both buoyant economic activity and improvements in
tax administration (Table 10.1). At the same time, spending grew by about
3.5 percent of GDP, mostly in the areas targeted by the government’s devel-
opment policies. For example, capital expenditures expanded by about 3.5
percent of GDP over the period; expenditures on pension and social wel-
fare programs increased by almost 2 percent of GDP, reflecting the transfer
of some social expenditure mandates previously assigned to state-owned
enterprises back to the government (Table 10.2).!

Fiscal consolidation over the past few years contrasts sharply with the
performance in the years immediately following the Asian financial crisis.
At that time, the Chinese authorities attempted to boost domestic demand
by stimulating the economy; as a result, the budget deficit widened by

'The current budget classification, which is being upgraded, does not provide an accu-
rate description of expenditures by economic and functional types. Hence, it is difficult
to explain past trends in expenditure programs.
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Table 10.2. Government Expenditure!

1998 1999 2000 2001 2002 2003 2004 2005

(In percent of GDP)
Total expenditure and net lending 149 168 170 179 189 186 181 185
Current expenditure 11.7 125 12.7 137 145 144 144 149
of which: Administration
and defense 35 3.8 4.0 44 4.8 4.8 48 438
Culture, education, public
health, science 25 2.8 2.9 3.2 3.5 35 34 35
Pensions and social welfare relief 02 09 1.5 1.8 2.2 20 1.9 1.9
Capital expenditure 2.4 3.2 3.6 3.8 4.0 4.0 3.6 3.6
Unrecorded expenditure 0.9 1.1 0.8 0.4 0.3 03 02 0.2
Memo item: primary expenditure 140 1le.1 163 171 183 179 17.7 18.1
(As a share of total expenditure)
Current expenditure 783 747 746 76.6 769 77.2 79.3 80.5
of which: Administration
and defense 235 226 234 246 254 259 264 260
Culture, education, public
health, science 169 16.7 169 179 183 186 185 19.1
Pensions and social welfare relief 14 5.5 9.1 9.9 11.6 105 10.7 104
Capital expenditure 159 188 209 212 213 21.3 19.6 195
Unrecorded expenditure 58 6.5 44 2.2 1.8 1.5 1.1 0.9
Memo item: primary expenditure 942 960 957 959 97.0 963 974 976

Source: China Ministry of Finance.
The coverage of this data includes the central government, provinces, municipalities, and counties.

about 1.3 percentage points in 1998 and by 1 percentage point of GDP in
1999—the largest consecutive deficit increases recorded in the past two
decades.

By and large, both revenue and expenditures have deviated by signifi-
cant amounts from budget targets (Figure 10.2). Deviations were more
sizable for expenditures in the earlier years (with a peak of almost 12
percent, relative to the budget, in 1998), when the government focused on
stimulating the economy. This trend reversed in later years, when revenue
overperformances relative to the budget (reaching a sizable 12 percent of
the budget in 2004) were larger.

Assessing the Stance of Fiscal Policy

The Chinese authorities have described their post—-Asian crisis fis-
cal policy as being “proactive.” In addition to significant and deliberate
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Figure 10.2. Overshooting in Revenue and Expenditure
(Outturn less budget, as percent of budget)
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spending overruns, special bonds (referred to as “construction bonds”)
were issued beginning in 1998. The proceeds of these bond issues were
largely on-lent to local governments to be spent on capital projects.

In the 2005 budget, the authorities portray a shift in the fiscal policy
stance from “proactive” to “neutral.” The targeted budget deficit was low-
ered in nominal terms to Y 300 billion—about Y 20 billion lower than the
medium-term target announced in 2004—and the issuance of construc-
tion bonds was reduced to Y 80 billion (0.5 percent of GDP, about one-
third the average annual issuance during 1998-2004).

However, the impact of fiscal policy on the economy was not only the
result of changes in spending. Indeed, although spending exceeded bud-
geted amounts in every year since 1998, revenue was also much stronger.
Thus, while the authorities were injecting stimulus from the spending
side, they were also withdrawing it from the revenue side through higher
taxes.

An assessment of the stance of China’s fiscal policy using the conven-
tional analysis of fiscal impulses takes account of the changes in both
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Figure 10.3. Fiscal Impulse
(In percent of GDP)
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spending and revenue. The fiscal impulse is a simple indicator of the
impact of fiscal policy on aggregate demand. Its main purpose is to pro-
vide a measure of fiscal policy that is adjusted for changes induced by
cyclical movements in economic activity.? The measure can be used only
as a guide, because a number of uncertainties surround the analysis, such
as major structural changes and incomplete data; results are also sensitive
to the choice of assumptions, particularly with respect to trend growth.?
Based on estimates of the fiscal impulse, fiscal policy was broadly con-
tractionary during 2004 and 2005 (Figure 10.3). As expected, spending
was expansionary in the earlier years, whereas revenue has systematically
exerted a contractionary impact.

%A positive fiscal stance indicates that the budget deficit (surplus) is larger (smaller)
than it would be, given the cyclical position of the economy; similarly, a negative fiscal
stance indicates that the fiscal deficit (surplus) is smaller (larger) than it would be, given
the cyclical position of the economy. The fiscal impulse measures the change in the fiscal
stance and indicates the direction and amount of fiscal stimulus.

3For simplicity, it is assumed that annual trend growth is 8 percent.
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Figure 10.4. Implications of Fiscal Policy Execution for Liquidity Management
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Strengthening the government’s liquidity management is also important

for improving macroeconomic policy operations. In China, government
spending takes place unevenly during the year (Figure 10.4). Generally,
it takes about 8 to 9 months to execute half of annual expenditures, and
about 20 percent of recorded expenditures take place in December alone.
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This leads to accumulation of fiscal surpluses during most of the year,
with a sharp reversal in December. The associated large swings in govern-
ment deposits significantly complicate the conduct of monetary policy
over the course of a year.

China’s New Fiscal Priorities and Their Impact on the
Budget Balance

The Chinese authorities intend to shift spending away from capital
projects to social programs. These policy intentions are reflected in a
number of official statements and documents, including the 2005 budget
speech by the minister of finance and the recently approved 11th Five-Year
Plan. Because additional spending in health and education may require
the construction of related infrastructure, this shift should not be seen
as necessarily implying lower capital expenditures and higher current
spending but rather as a move away from “construction of physical infra-
structure to social infrastructure.™

Although these policy intentions are sound, spending increases should
be weighed against a number of uncertainties and rigidities. The following
are some key considerations:

+ The budget classification is inadequate. Current classification of
government expenditures—which is based more on functions and
administration than on economic concepts—does not allow proper
identification of programs or a clear-cut distinction between current
and capital expenditures.

+ The budget classification is not consistent across the various levels of
government. Differences in expenditure and revenue classifications
undermine coordination of budget formulation and implementation
and hamper the consolidation of various budgetary items—a neces-
sary requirement for consistency across various government pro-
grams. This is more of a problem in the context of social programs
because most of this spending is delivered at the local level. For

4This will also reflect the model chosen by the authorities for the provision of the related
services. For example, social infrastructure services may be provided by the private sec-
tor, as is the case in a number of countries, under concession contracts or public-private
partnerships. This option is not without risks to the government, though, because shifting
costs to the private sector may mean significant obligations later on. On the positive side,
efficiency gains would be expected to stem from private sector participation. These (and
other) issues will be explored in a forthcoming selected issue paper on social programs
and policy options in China.
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example, 94 percent of total health spending and 97 percent of total
education spending were undertaken by local governments in 2004.

« There is insufficient monitoring and lack of accountability. Although
the central government provides funding for most spending via
transfers, thereby serving as an instrument to control and influ-
ence spending,® evidence suggests that monitoring mechanisms and
accountability are lacking.

* Political economy constraints are likely to play a role. The model
of development implemented so far in China has rewarded local
authorities, promoting investment in fixed capital at the expense
of other types of spending, including social programs. The planned
shift in spending may actually meet with some resistance.

+ Spending is recorded on a cash basis. Operations that would normally
be treated as financing items (such as clearance of arrears or amor-
tization of debt) are included in spending when the corresponding
cash payments are made. This has biased spending upward when
liabilities were paid back (for example, in 2004, when a large amount
of arrears on value-added tax refunds to exporters was cleared) and
has biased spending downward when the corresponding liabilities
were incurred but not recorded. Hence, care should be taken when
looking at spending patterns in China because there is not sufficient
information to properly classify and record all government outlays.

Ongoing public financial management reforms would help address

these weaknesses, and their implementation should buttress any signifi-
cant increase in overall spending. This would provide assurance that policy
intentions are translated into appropriate actions and that value for money
is guaranteed. A new budget classification and chart of account should
be promptly implemented, and the single treasury account should con-
tinue to be extended nationwide. Over time, the experience with pilots on
performance-based budgeting of capital projects may also prove useful.

Significant increases in social spending might be achieved without

major cuts in other expenditures or a substantial rise in the budget defi-
cit, if recent history is any guide. Spending has risen significantly over
the past several years, even when the budget dictated expenditure cuts.
Over the period 1998-2005, the Chinese authorities intended to reduce
spending relative to GDP more often than they intended to increase it

*Transfers from the center represent almost half of local governments’ total resources
on average, but this share varies significantly across provinces. For example, in 2002 this
share ranged from about 20 percent in Beijing and Guangdong to about 60 percent in
Inner Mongolia and Guizhou, and 85 percent in Tibet.
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Table 10.3. China: Budgeted and Actual Spending

(In percent of GDP)
1998 1999 2000 2001 2002 2003 2004 2005

Expenditure

Actual 14.9 16.8 17.0 17.9 18.9 18.6 18.1 18.8

Budget 13.3 15.6 15.7 16.6 18.0 17.9 17.1 18.0
Difference 1.6 1.2 1.3 1.3 0.8 0.7 1.0 0.8
Memorandum items:
Budgeted change 0.7 -1.0 -0.5 0.2 -0.9 -1.5 0.1
Actual change 1.9 0.3 0.8 1.0 -0.3 -0.5 0.7

Source: China Ministry of Finance; and authors’ calculations.

Figure 10.5. China: Deviations Between Outturn and Budget, 1998-2005
(In percent of budgeted level)
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(Table 10.3 and Figure 10.5 show how budgeted spending in a year com-
pared with actual spending in the preceding year). However, regardless of
original intentions, spending has consistently exceeded budget targets. At
the same time, these higher levels of spending have not led to a systematic
deterioration in the fiscal position because revenue overperformance
relative to the budget exceeded the increase in expenditure.
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Labor Mobility in China and India: The
Role of Hukou, Caste, and Community

ARVINDER SINGH*

ajor debates on the industrialization of agrarian economies view
labor mobility—sectoral and spatial, from agriculture to industry

and from villages and small towns to cities—as central to understanding
the pace and nature of industrialization. Many see labor mobility as the
result of the commercialization and capitalization of agriculture, which
leads to an increasing number of peasants who are alienated from the
land and must be absorbed by the expanding urban and industrial sec-
tor. Indeed, industrialization is seen as hinging on the successful, rapid,
and smooth transfer of the so-called surplus labor from agriculture to
nonagriculture. Land and labor productivity rises in agriculture as a
result of the labor transfer, which enables it to contribute more capi-
tal resources to the developing industrial sector through terms of trade
(TOT) favorable to industry. The labor transfer mobilizes the savings
of the rural households directly or through taxes and provides a ready
“home market” for industrial sector goods. Speedy development of the
industrial sector itself, along with rural industrialization and increas-
ing urbanization, takes care of the transferred labor from agriculture.
Not only do the two sectoral, artificially neat distinctions present prob-
lems, but these models of the movement of labor and capital from agri-

*Arvinder Singh is a fellow at the Centre for the Study of Developing Societies, Delhi,
India. An earlier version of this paper was presented at the China-India Roundtable at the
Centre for Asian Studies, University of Hong Kong, September 22-23, 2005.
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culture to the nonagricultural sectors are extremely state-centered. It is
invariably the state that is seen as restricting, facilitating, or regulating
the transfer of labor according to the needs of industrialization. In fact,
neither the commercialization and capitalization of agriculture alone,
which may indeed alienate peasants from the land and compel them to
seek a livelihood elsewhere, nor the might or the policies of the state may
explain why peasants are known to “irrationally” cling to the land (or, for
that matter, to be too eager to move out even when the state intends to
“keep” them in agriculture). Peasants often cling to the land despite the
pressures of destitution. They may refuse to join the ranks of the factory
proletariat even when they are made to give up the land.

Because states and state-centered theories are so preoccupied with
extracting capital and food grains from agriculture for the supposed
nascent industrial sector, labor is virtually treated as a residual issue. For
one thing, by the time the state intervenes to “develop” agriculture for the
sake of industry (a typical postcolonial developing-economy endeavor,
modeled on Soviet-type planning), the industrial sector may already be
fairly developed, generating its own surpluses and working on its own
specific needs for skilled and unskilled labor. By this time, the industrial
sector may not be short of capital in a blanket sense nor in need of help by
cheap labor from agriculture. For this reason, planners should take into
account simultaneous developments in agriculture and nonagriculture.

In addition, because of an aversion to depending on food imports, states
may attempt to force peasantries to produce and deliver food grains for
the national economies. These efforts can affect the retention or displace-
ment of labor from agriculture. It would be better to recognize the ways
that specific state policies affect labor in agriculture than to ascribe results
vaguely to the “state.”

The TOT, or the price scissors, so central in the literature on the rural-
urban interface, fail to see beyond financial surplus from the agricultural
sector.! The fact is that adverse TOT could depress agriculture and make
more labor redundant. Policies on urbanization, on rural industrializa-
tion, and on raising incomes of agricultural households through invest-
ments in agriculture, which are often interrelated, would slow or hasten
the movement of labor from agriculture. Equally important, labor’s exo-

ISee the section entitled “Agricultural Surplus, Industrialisation and Social Structure”
in Singh (1999, pp. 1-29) for a discussion of the centrality of price scissors in debates on
industrialization in contemporary developing agrarian economies. The article also dis-
cusses the desirability, feasibility, and efficiency of this tool in extracting surplus resources
from agriculture.
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dus from agriculture, whether on account of state policies or otherwise,
might influence rural incomes, rural industry, and urbanization. It would
help if the literature on rural nonfarm activities and employment and
rural industry, and the demographic work on urbanization and migra-
tion, were linked more meaningfully with the economic literature on
industrialization and labor mobility. The city studies as such, though
interesting and growing in number, would be more useful if they would
come out of the city limits and start looking at wider local economies of
which the city is a part or with which it is linked.

Notwithstanding the occasional admission that the process of land
alienation (or that of agriculture’s dwindling relative importance in con-
tributing to income or in engaging or supporting labor) is a long one,
spread over generations, the models remain static by and large. Besides, a
persisting or thriving agriculture is possible, is compatible with industri-
alization,? and has implications for rural-urban labor mobility. Even the
role of differing forms of agrarian structures—land organization, owner-
ship, and rights—and the size of holdings in rural-urban labor transfers
has hardly been adequately captured in the literature.

Also, a wider class framework and a better appreciation of social dif-
ferentiation in the economy than that suggested by the two-class polar-
ization/pauperization framework—Ilabor versus capital—would help in
better understanding the dynamics of labor movement, both forced and
voluntary, from agriculture to nonagriculture or from the rural to the
urban sector. The polarization thesis is questionable in both agriculture
and industry.? The thesis is simplistic. It is not the best way to analyze
agrarian transformation and the way it links to the wider process of
industrialization in the economy through sectoral movement of labor,
capital, and enterprise. Creating a labor market, or a working class, in an
industrializing agrarian economy is not all about conflict between labor
and capital. The creation of a labor market would be better understood
in the context of the wider social structure and institutions in which the
developing economy is embedded. Also, not all peasants who leave the
land will become part of the manual labor workforce. Some will become
white-collar workers and entrepreneurs. Besides, there are also nonpeas-
ant sections of the agricultural population to consider, such as artisans

2See “Agricultural Surplus, Industrialisation and Social Structure” in Singh (1999,
pp- 1-29).

3See “Agricultural Surplus, Industrialisation and Social Structure” in Singh (1999, pp.
1-29). See also “Feasibility of High Accumulation in Peasant Agriculture” in Singh (1999,
pp. 30-57).
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and traders. The social and economic transition of artisans and traders is
more difficult to capture in the polarization/pauperization perspective.
Then there is also the question of social and class relationships among
land-owning peasants, landless labor, artisans, merchants, and industrial-
ists; the relative social mobility of these classes should be considered.

Industrialization and Social Structure

Developing economies may be structured strongly around social and
communal identities—for example, around caste and religion in India.
Different social groups or communities provide different aspects of pro-
duction in the economy. Land may belong to certain caste groups or
religious communities; landless agricultural labor is provided by another
caste group (usually lower menial castes); industrial capital may be in the
hands of still others—traditionally the elite urban castes; and trade usu-
ally involves the traditional merchant communities (like Baniyas).

The following tables show how this is indeed the case in Punjab, a
northern province in India, which also happens to be a classic Green
Revolution site and is known for its rapid economic development over the
past three to four decades. In fact, Punjab is a site of very large-scale labor
migration—both into and out of the province. The data presented here
make it clear that production and exchange in Punjab are almost neatly
compartmentalized along religious and caste lines. The peasants are Sikhs
(Jats), whereas merchants are Hindus (Khatris/Aroras/Baniyas). Sikhs cul-
tivate and organize agricultural production, Hindus trade. Peasants live
in villages, merchants live in towns. The occupational barriers between
agriculture and nonagriculture are clear and strong.

Table 11.1 shows that the rural population in Punjab is predominantly
Sikh and the urban population is predominantly Hindu. Of the rural house-
holds, 70 percent are Sikh whereas 65 percent of the urban households are
Hindu.®> The dominance of Sikh households in rural areas is greatest in the
districts of Amritsar, Faridkot, Ludhiana, Bathinda, and Sangrur; while the

4See “Merchant Capital and Accumulation in Normal Commercialisation” in Singh
(1999, pp. 58-82).

5The data in Tables 11.1 and 11.2 were obtained from the census of 1981, the time around
which the Green Revolution was at its height. Punjab’s population in 1981 was 16,788,915
and in 1991 it was 20,281,969. In 1981, 36.93% of the population were Hindus, 60.70%
were Sikhs, and 2.37% were others. In 1991, Hindus were 34.46% of the population, Sikhs
were 62.95%, and others were 2.59%. In the 1981 census, information on religion was col-
lected according to the religion of the head of the household.
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Table 11.1. Rural and Urban Population in Different Districts in the Indian Punjab
by Religion of the Head of the Household

(In percent)
Rural Urban

District Sikhs Hindus Sikhs Hindus

Punjab 70.08 27.74 32.25 65.24
Gurdaspur 50.80 40.70 19.73 77.21
Amritsar 90.82 7.01 41.60 56.96
Firozpur 64.06 34.79 20.85 76.72
Ludhiana 87.20 11.94 35.04 63.21
Jalandhar 52.73 46.21 20.62 77.71
Kapurthala 70.27 28.71 33.05 65.92
Hoshiarpur 41.66 57.06 22.93 75.58
Rupnagar 58.19 40.41 35.55 62.03
Patiala 62.67 35.33 34.06 64.72
Sangrur 79.58 16.49 34.79 50.48
Bathinda 86.76 12.54 36.59 62.40
Faridkot 89.79 9.60 42.75 56.29

Source: Singh (1999, p. 193).

dominance of Hindu households in urban areas is most pronounced in the
districts of Jalandhar, Hoshiarpur, Gurdaspur, and Firozpur.

Table 11.2 makes it even clearer that the Sikhs in Punjab are concen-
trated heavily in rural areas. The table shows that 84 percent of the Sikhs
live in rural areas and only 16 percent in urban areas. The occupational
structure and religious composition of towns in Punjab make it clear that
most merchants are Hindu and live in towns.

The towns in Punjab in which trading is predominant are precisely the
ones where Hindus compose the majority of the population. Table 11.3
presents the percentage of the Hindu population that is engaged in trade
in 42 towns the census has classified as primarily trading towns.® The
names of the towns are arranged in descending order by population size.

The mandi towns are more striking. They owe their very existence to trade
in agricultural goods. These towns are more prominent in the Malwa region,
which comprises the southern districts of Bathinda, Sangrur, Faridkot, and
Firozpur. Trade in these towns (including Abohar, Kot Kapura, Malout,
Mansa, Sunam, Dhuri, Samana, Rampura Phul, Ahmedgarh, Budhlada,
Patran, and Bhucho Mandi) has been conventionally handled by Baniyas.”

°The information, both on religion and on workers engaged in trade and commerce in
towns, was obtained from the 1991 census.

’Otherwise, Tarn Taran in the district of Amritsar seems to be the only exception. In
the Amritsar district/Majha, Sikhs have a more marked presence than they do in towns in
Doaba, as in the districts of Jalandhar and Hoshiarpur.
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Table 11.2. Percentage of Sikh Households in Different Districts in the Indian
Punjab According to Residence (Rural/Urban)

Sikhs
District Rural Urban
Punjab 83.80 16.20
Gurdaspur 89.43 10.57
Amritsar 79.98 20.02
Firozpur 90.75 9.25
Ludhiana 75.42 24.58
Jalandhar 82.20 17.80
Kapurthala 81.98 18.02
Hoshiarpur 90.74 9.26
Rupnagar 82.41 17.59
Patiala 78.80 21.20
Sangrur 87.83 12.17
Bathinda 87.50 12.50
Faridkot 86.44 13.56

Source: Singh (1999, p. 193).

The existing industrial capital in Punjab is primarily owned by the
urban trading castes, the high-caste Hindu elite—Khatris, Aroras, and
Baniyas—all of whom have trading backgrounds; however, artisans
(Ramgarhias), who set up the small engineering goods workshops and
factories that are connected with Green-Revolution technology, also own
industrial capital. The religion and caste of the owners of the top 10
corporations in Punjab are telling (see Table 11.4 for religion and caste/
subcaste of the chairperson and see Table 11.5 for the religion and caste
of the members of the boards of directors of these companies). As these
tables show, these companies are owned predominantly by Hindus. Of the
10 chairpersons, 9 are Hindu—-3 are Khatri, 5 are Baniya, and 1 is Arora.
The chairperson of the remaining company, Ranbaxy, is an Arora Sikh.
Out of the 80 members of the boards of directors of these companies, as
many as 70 are Hindus, 45 of them being Khatri, Baniya, or Arora.

At the top of the corporate ladder in Punjab, Khatris are represented by
Thapars, Aroras by Munjals, and Baniyas by Oswals. Artisans are mainly
Ramgarhias. Thapars represent the old Khatri industrial elite, whereas
Munjals are newcomers, having emerged from the refugee middle class.
The line that divides Baniya and Khatri in commerce seems to extend to
industry too, where there is also a caste distinction. While the Baniya are
rice shellers, the Khatris are more likely to enter the kind of modern indus-
try not really related to agriculture.®

8Khatris have a strong taboo against working on iron or metals, which they consider to
be the domain of the artisanal castes, mainly blacksmiths.
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Table 11.3. Percentage of Hindu Population and of Main Workers Engaged in Trade
in Primarily Trading Towns in the Indian Punjab

(In percent)
Main
Workers

Town Hindus in Trade
Abohar 83.70 30
Ahmedgarh 56.28 35
Amloh 52.73 28
Banga 70.19 29
Bassi 51.42 29
Batala 66.67 31
Bhogpur 65.85 34
Bhucho Mandi 67.17 37
Budhlada 71.83 41
Dasua 68.92 32
Dhuri 63.51 36
Dinanagar 86.50 34
Doraha 47.63 30
Fatehgarh Churian 45.87 34
Garhdiwala 72.36 37
Giddarbaha 61.71 32
Goniana 63.25 46
Guru Har Sahai 74.82 38
Jagraon 43.32 33
Jaitu 57.52 28
Khanna 61.58 33
Kot Kapura 50.53 30
Lehragaga 71.52 40
Malout 71.84 33
Mansa 55.52 31
Morinda 51.87 28
Mukerian 77.78 43
Nabha 64.77 31
Nawanshahr 75.05 31
Patran 72.42 48
Qadian 56.89 38
Raman 64.65 33
Rampura Phul 55.74 31
Samana 68.93 41
Samrala 48.09 29
Shahkot 59.45 38
Sirhind 50.17 27
Sunam 60.01 33
Talwandi Bhai 45.11 35
Tapa 59.09 36
Tarn Taran 25.28 30
Urmar Tanda 55.39 29

Source: Singh (1999, p. 194).

Notice how the lower castes are almost completely missing from indus-
try and trade. As Tables 11.6 through 11.9 show, the Dalits, or the scheduled
castes, play an extremely marginal role in trade in Punjab; commodity
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Table 11.4. Religion and Caste of the Owners of the Top Ten Corporate Companies
in the Indian Punjab

Religious Affiliation Sub-Caste of the Caste
Name of Company of Chairman Chairman Group
Ranbaxy, Mohali Sikh 1 Arora
JCT, Hoshiarpur Hindu Thapar Khatri
Hero Cycles, Ludhiana Hindu Munjal Arora
Mabhavir Spinning, Ludhiana Hindu Oswal Baniya
Jagatjit, Kapurthala Hindu Jaiswal Baniya
Oswal Agro, Ludhiana Hindu Oswal Baniya
Vardhman, Ludhiana Hindu Oswal Baniya
JCT, Mohali Hindu Thapar Khatri
Malwa Cotton, Ludhiana Hindu Oswal Baniya
JCT Fibres, Hoshiarpur Hindu Thapar Khatri

Source: Constructed by the author from a list of the names of the chairpersons and the members of
the boards of directors of the top corporate companies in Punjab. The list was provided in a report by
the Centre for Monitoring Indian Economy (January 1995). The table also appeared in Singh (1999,
p- 153).

Note: The companies have been arranged in descending order according to sales in 1994.

!Could not be ascertained.

trade there is predominantly in the hands of the higher castes. Scheduled
caste traders seem to be catering to the lower end of the markets. Fixed
costs, working capital, and turnover show that scheduled caste traders
operate at a much lower level than higher caste traders (see Table 11.6).
Interestingly, scheduled caste traders operate self-reliantly, with a low
frequency of loans.

Scheduled castes are more evident in trade in rural areas. One-fourth of
the trading enterprises located in rural areas in Punjab are owned by sched-
uled castes, whereas in towns, they account for only 8 percent of firms (see
Tables 11.7 and 11.8).° However, trade based in rural areas is itself of small
quantitative importance in Punjab (see Tables 11.7 and 11.9).1

I have argued elsewhere that such a peculiarly “communal” organization
of basic economic activities, along religious and caste lines, in which agri-
cultural land and organization of its cultivation is almost exclusively in the
hands of one community whereas trading and industrial capital is owned
primarily by the other community, may not be incidental to the nature
and process of capital formation in the economy. Economic growth stem-
ming from a particular socioeconomic scenario and benefiting different

°The data pertain to 1990-91 and were obtained from the Government of India’s
National Sample Survey Organisation (NSSO, 1996). See Singh (1999, pp. 147-48).

0The data pertain to 1985-86 and were obtained from the Government of India’s
National Sample Survey Organisation (NSSO, 1989). See Singh (1999, p. 147).
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Table 11.6. Estimated Value per Enterprise of Fixed Assets, Working Capital,
Outstanding Loan, and Turnover of Smaller Trading Enterprises in the Indian
Punjab by Caste Group, 1990-91

Enterprises Fixed Working

assets Capital Loans Turnover
Caste Group (Number) (Percent) (Rs.) (Rs.) (Rs.) (Rs.)
Higher castes 217,468 84.43 24,951.83 38,502.41 4,224.29  306,766.79
Dalits 39,044 15.16 8,844.97 5,065.23 1,064.76 74,486.64
Scheduled tribes 1,028 0.40 9,363.82  28,014.85 11.49 121,350.83
Not reported 32 0.01 130,215.94 37,501.88 0.00 274,495.31
Total 257,572 100.00 22,461.27  33,391.81 3,727.92 270,812.79

Source: Singh (1999, p. 147).
Note: Includes proprietary and partnership enterprises within the same household.

Table 11.7. Estimated Value per Enterprise of Working Capital and Turnover of
Smaller Trading Enterprises in Punjab by Caste Group and Location (Rural/Urban),
1990-91

Enterprises (percent) Working Capital (Rs.) Turnover (Rs.)
Social Group Rural Urban Rural Urban Rural Urban
Higher castes 74.63 91.47 11,153 54,534 80,217 439,565
Dalits 25.04 8.06 3,444 8,684 45,583 139,003
Scheduled tribes 0.33 0.45 5,738 39,918 68,836 149,411
Not reported 0.00 0.02 16,200 38,922 50,625 289,420
Total 100.00 100.00 9,205 50,770 71,508 414,013

Source: Singh (1999, p. 147).
Note: Includes proprietary and partnership enterprises within the same household.

Table 11.8. Value per Enterprise of Fixed Assets, Working Capital, Outstanding
Loans, and Turnover of Smaller Trading Enterprises Run by Dalits in Punjab by
Location, 1985-86

Estimated Number Fixed Working Loans Turnover
Location of Enterprises Assets Capital Outstanding (Rs.)
Rural OATE! 106,647 37,294 2,140 1,965 65,388

Others 913 825 - - 27,004
Urban OATE 5,447 5,073 1,801 302 54,780

Others 306 11,088 9,346 - 90,037

Source: Singh (1999, p. 148).
!OATE is an acronym for “own account trading enterprises,” referring to enterprises without hired
labor.
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Table 11.9. Value per Enterprise of Fixed Assets, Working Capital, Outstanding
Loans, and Turnover of Smaller Trading Enterprises of All Castes by Location in
Punjab, 1985-86

Estimated Number Fixed Working Loans Turnover

Location of Enterprises Assets Capital Outstanding (Rs.)
Rural OATE! 197,698 22,744 3,472 1,685 57,357
Others 5,532 30,471 11,824 1,181 311,832
Urban OATE 117,259 18,389 15,658 1,850 52,670
Others 23,117 26,129 108,404 20,901 880,537

Source: Singh (1999, p. 148).
!OATE is an acronym for “own account trading enterprises,” referring to enterprises without hired
labor.

social groups or classes differently may lead to a reassertion of social
identities and a more marked social differentiation than before. This
social differentiation may also be more marked than the two-class labor-
versus-capital models suggest. Therefore, rather than breaking down
social barriers to development, it may increase the social distance between
the classes, which is often reflected in the spatial segregation of classes
(Singh, 1993 and 1999). I argue here that this kind of economic growth
may have strong implications for the labor market and its mobility and
in the making of the new working class as industrialization progresses. I
argue that rural-urban labor mobility (which may not always be rural to
urban but may even be urban to rural) is unlikely to be a neat two-class
(capitalist and pauperized), state-led affair. It will also not be a free move-
ment of labor even if the state leaves it to the market, because the market
process is likely to be mediated by the social institutions and identities
mentioned above. In fact, the state may even use traditional social insti-
tutions to restrict or guide labor mobility, as China has used Hukou, the
age-old system of household registration kept alive by successive dynasties
and regimes to this day.

Social Structure and Labor Mobility

The role that institutions like Hukou and caste play in the industrial
transformation of socially segmented economies like China and India
needs to be acknowledged and understood. These institutions may also
have affected the differential performance of the Chinese and Indian
economies in recent times. In China’s standard story of reform-led devel-
opment, focused more on foreign direct investment and international
trade, the role of indigenous, local, and traditional institutions is inad-
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equately considered, at least by the economists. In India, the economists
have almost completely avoided issues such as caste and religion and have
conveniently shielded themselves behind the rhetoric that “caste is class.”

Hukou, which can be regarded more as an entrenched social institu-
tion than as a mere state instrument, obviously has had a direct bearing
on labor mobility in contemporary China. Indeed, it seems to have been
primarily used in recent times for regulating labor mobility.

China’s is not a simple case of massive migration and massive controls.
The way Hukou has been used in China not to restrict but to guide labor
mobility is striking. The state arranged cheap migrant labor for basic
urban sectors like construction and infrastructure and for major manu-
facturing sectors. It liberalized or practiced Hukou selectively in ways that
allowed labor to move whenever and into whichever regions and sectors
cheap labor was needed (indeed, labor has actively been encouraged and
organized by the state from different regions and provinces). This has
been the extent of the liberalization, if that is the proper term, of Hukou.
Like the earlier marketization of the grain sector, Hukou is one of those
areas of China’s reforms where liberalization has taken longer to come.
This is similar to the opening up of foreign investment in India—despite
policies supporting it and claims to the contrary, foreign investment has
not really taken off. However, it is important to note here that in India the
state has almost no policies for regulating migrant labor.

China’s migrant labor policy successfully maintained huge reserves
of labor, thus keeping wages down and creating the country’s celebrated
low-cost advantage in the manufacturing sector. China even created a
huge bureaucracy to guide the movement of migrants. Even recruiting
is partly done by state agencies. This guided movement of labor from
the rural/agricultural sector to the urban/industrial sector could be seen
as an unusual way of primary accumulation from agriculture. With its
vibrant foreign investment and exports, China’s industrial sector perhaps
did not need a financial surplus from agriculture and a home market as
much as it needed cheap labor. The Indian economy, on the other hand,
has a more inward orientation; for this reason, a financial surplus from
agriculture and a home market have been very important in India. China
has been successful in mobilizing labor easily and cheaply. This success
has probably been helped by a sense of nationalism inspired by the idea of
building a new China. In India, industrial labor is comparatively expen-
sive, highly unionized and politically affiliated, and widely seen as an
active enemy of reforms.

In China, sectoral and spatial labor transfer is definitely and in a
planned way linked with the so called Xiaokang project, which aims to
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create a reasonably well-off society by 2050 and to quadruple the GDP
by 2020 from the 2000 level. Project planners have established 7 percent
as the target for the annual growth rate and 1 percent as the target for
the yearly shift of the labor force from agriculture to the nonagricultural
sectors. This does not seem to be impossible, for the Chinese have done it
before—in the 20-year period preceding 2000. Interestingly, there are no
such targets or targeted policies in India directly related to shifting labor
from agriculture. It is expected that as agriculture develops and the urban
industrial sector expands its employment-generating capacity, labor from
agriculture will move out.

Through its use of Hukou in regulating labor mobility in the country,
China has forced a particular kind of working class to be formed and
kept the peasantry more or less back. (In addition to Hukou, China has
accomplished this through “rurbanisation” and a rural industry led by the
so-called Township and Village Enterprises, which have, however, grown
weaker of late.) Because of these effects, Hukou might have perpetuated, if
not sharpened, the deep-rooted rural-urban distinction in a social struc-
ture traditionally and historically dominated by the urban gentry. This
particular mode of primary accumulation from agriculture might have
had a lot to do with social mobility (or immobility) of classes, too, just as
caste affects social mobility in India. Rural-urban division itself is very
caste-like and extremely deep-rooted both in China and India.

Of course, Hukou and caste are two different things. Yet in some sense,
Hukou is caste-like. Both are forms of social exclusion. Both have a hier-
archy and an identity aspect. Both eventually control the social mobil-
ity of classes. Caste may well be performing Hukou-like functions in
restricting or guiding labor mobility. In India, everybody knows who is
whom and where people are from (if people don’t know these things about
others, they try to find out!). The Indians do not have to keep a Hukou
to identify and exclude the ruralites or migrants. Name, surname, caste,
religion, racial features, and provincial identity give one away. Whereas
the Mingongs of China can be recognized by their appearance also, in
India the migrant identity is mixed with other identities too, such as caste,
occupational, provincial, and communal identities. (Note the social invis-
ibility of Mingongs in China: they are hardly noticed in everyday urban
life despite their pervasive presence. This is somewhat like the social atti-
tude toward poverty in India.) In India, there are landed and nonlanded
castes, menial castes, artisanal castes, merchant castes, and so on, all of
whom are identified with different regions. Of course, caste is much more
pervasive and far-reaching in its social and economic role than Hukou.
However, Hukou may just be one of the many social institutions associ-
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ated with the divisions and segmentations that exist in Chinese society. It
may be that the social class divisions in China are subtler and less visible
than in India’s caste system. This could be a result of, among other things,
the different nature of occupational status in China, the blurred distinc-
tion between the state and society, and the scholarly preoccupation with
the state and the party.

The traditional urban gentry of China, in whose hands politics, bureau-
cracy, and even military continue to rest are like the Brahmins of the
Middle Kingdom. The caste-like distinction between the gentry and com-
moners in China has persisted through the years regardless of the political
regime in power. This distinction may have been perpetuated in recent
times by keeping the commoners back, spatially and occupationally,
through Hukou and through Danwei. The distinction may also have been
reinforced through controls on higher education, which have helped form
the educated elite. It would be an injustice to the interesting and complex
social structure of China to ignore social distance between classes and to
insist that the division is only between the rich and the poor. This would
be akin to the argument that “caste is class” in India.

It is hard to imagine an India with Hukou (more difficult, perhaps,
than imagining a China without Hukou). What would Mumbai, Kolkata,
or Delhi be if there had been a Hukou to restrict the influx of outsiders?
Or what would Delhi be without the in-migration of Bengalis, Punjabis,
and Biharis, which are only three of the major groups of “outsiders” who
are now numerically strong and comfortably claim to be Delhites. (The
migration of these groups to Delhi is similar in ways to the privileged
interregional Han movement and large-scale migration into Manchuria
from other parts of China during the early twentieth century.) In Delhi’s
case, Bengalis’ in-migration is associated with the early twentieth cen-
tury shift of the British from Calcutta to Delhi; the British brought along
the Bhadralok Bengali bureaucracy with them. Punjabis’ influx is associ-
ated with the Partition of India and the creation of Pakistan in 1947 and
later to other sociopolitical factors and movements in Punjab. The case
of the Punjabi migration to Delhi is perhaps somewhat different because
of the Punjab’s physical proximity to Delhi; in fact, Delhi once was a
part of the Greater Punjab. The influx of the Biharis is a more recent
phenomenon—from the past 20 or 25 years. Occupationally, Punjabis are
more likely to be found in the service, industry, and white-collar sectors,
whereas Biharis hold a mixture of manual and informal service sector
and white-collar jobs. It seems that India has had a much longer and
perhaps a more interesting history of market-led internal labor mobility,
of all types, including rural-urban. Spurts of economic development in
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different regions, social upheavals, and catastrophes have also periodi-
cally led to large-scale population movements of working people, both
blue- and white-collar.

Yet the seeming “free-for-all” labor market in India might be decep-
tive. Just because there is no Hukou, or household registration system as
such, in India, Indian labor is not necessarily free to move. In fact, social
structure does restrict or hasten labor movement in India. In addition,
factor markets in India (as also in other developing economies such as
China) are far from integrated, and the dictum that labor—most obvi-
ously manual labor—moves from comparatively less developed areas to
the more developed ones holds true in India, as well. Ethnic, religious,
caste, cultural, and linguistic divisions and their corresponding identities
(market imperfections of their own kind, one could say) may effectively
restrict labor movement or even encourage some other kind of movement.
Labor from certain areas may be more or less welcome in certain other
areas. The state may not interfere directly (as the state in China does) and
may uphold the idea of the free market and democracy, yet the demands of
social structure would dictate who would leave the countryside and how
they would be welcomed or “settled” in the cities (for the mostly poor and
lower-caste migrants, survival in the market environment is already dis-
advantaged). Once in the cities, it is not uncommon in India for migrants
to organize themselves around their caste and community identities, as
much to seek and protect their rights in the city as to let their community
organizations serve as networks for future incoming migrants. (The idea
of political rights is apparently meaningless in China. In India, even the
poorest of the poor migrants get their voting rights almost immediately
upon arrival in the city, and it becomes politically not only incorrect but
undesirable to evict them.) No wonder labor in India can be observed
to be moving in caste and community groups. That is true as much of
agricultural as of nonagricultural labor, of Bihari farm laborers in Punjab
or Malayalee!! Stenos and nurses across the country. The phenomenon
is helped by community-based identities and networks on the one hand
and by caste and regional discrimination in the job market on the other
hand.

It is not surprising that migrant manual labor in Punjab has come from
outside and from a distant, impoverished, and itself a violently caste-
ridden region like Bihar (and some areas of Eastern Uttar Pradesh near
Bihar). Punjab’s and Bihar’s economies are interesting contrasts. One is

"Malayalee referes to people from the state of Kerala, who speak Malayalam.
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a classic Green-Revolution, rapidly grown economy; the other is “back-
ward.” One is known for semi-feudalism and the other for enterprising
peasant proprietors. The labor migration that has occurred between them
represents the most pronounced and the best-known case of interprovin-
cial rural labor migration in India. The rural laborers from Bihar were
economically deprived and were members of the lowest castes; there was
hardly demand for them in their own social and economic space. With
few opportunities in the neighboring region, these illiterate and socially
excluded laborers literally took the train to far-off Punjab, which was the
most prosperous and booming province in the country at the time. In
the process, they were not just meeting an economic demand for labor
in Punjab’s agricultural and nonagricultural sectors but they were also
filling a social space where local peasants and artisans refused to join the
ranks of the proverbial industrial proletariat, contrary to expectations.

The peasants in Punjab have refused to become workers in the facto-
ries. Instead, they have aspired to industrial entrepreneurship or white-
collar jobs. They have not gotten access to the trade sector, which is in
the hands of the traditional business community. Some have clung to
their land; some have migrated abroad, legally and illegally. The deci-
sions they have made regarding occupation should be understood not in
terms of inflated aspirations or lack of industrial enterprise but in terms
of the mobility of social classes. To be poor would still be preferable, or
less demeaning, than being socially at the bottom of the hierarchy. The
Jat Sikhs have been a dominant caste in Punjab. If they become factory
workers, they slip down the social ladder. Sectoral labor mobility in terms
of occupations is closely tied with social mobility of classes. The compul-
sions of social hierarchy may restrict or hasten sectoral, occupational, or
spatial mobility.!2

As a whole, caste and religious discrimination is a fact of life in the
Indian labor market. Workers belonging to certain castes or minority
communities may not even expect to work for, or may prefer not to
work for, nonstate employers of certain other communities or groups.
In fact, entrepreneurs themselves go by strong regional, provincial, and

PIncidentally, Punjab’s case also shows that rural-urban labor mobility may not be as
straight and simple as it appears. The laborers may traverse a long and complicated path,
working in the rural sector or elsewhere before ending up in the urban industrial sector.
Punjab attracted migrant labor both in the rural farm sector and in the manufacturing
sector. However, a large section of the rural labor has “graduated” to the urban manu-
facturing sector over a generation. Also, the way migrants in Punjab have come to hold
considerable political power in the province because of their numbers shows how consid-
erations of electoral democracy affect internal migration in India.
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ethnic identities, such as Marwari, Punjabi, and South Indian. It is not
uncommon to find certain social groups flooding particular sectors of
the job market, both white- and blue-collar. Certain communities domi-
nate economic sectors such as trade and industry (such as the case of the
Malayalee Stenos and nurses across India, as mentioned above, or the case
of trade and industry in the hands of different social classes, as shown in
the previous section). Labor (also capital) in India has a tendency to move
together in their social groups both sectorally and spatially. When rural
laborers move to the cities, they are not necessarily taking the jobs that the
city dwellers do not want—the so-called leftover or undesirable jobs—as
many researchers believe. The job choices they make are more likely to be
influenced by the imperatives of the social structure—perhaps only those
who have nothing to lose in their social status would be inclined to accept
the jobs that no one else wants. Migrants often compete with the locals,
and sooner or later some of them succeed. Migrants may work in the
informal service sector because this sector may provide an entry point;
the formal sector, especially the private sector, may be “protected,” with its
jobs reserved for particular caste groups and communities. The informal
service sector may also be attractive to migrant workers because it has a
socially ambiguous status.

It is interesting to note that, despite social and cultural differences, such
as those of caste and religion, or maybe because of these differences, India
as a whole seems to be more receptive to internal migrant labor. Migrant
labor exists on the fringes but is allowed and tolerated. This is true not
only because there is no Hukou.

Of course, there are occasional protests in some provinces and cities
against “outsiders.” In Punjab, certain Sikh groups wanted the rural migrant
laborers to leave because they believed that the presence of the migrants,
who are Hindu even if largely lower caste, would threaten the Sikhs’ numer-
ical dominance in Punjab. In addition, there are periodic outbursts against
outsiders in Mumbai for cultural, demographic, and economic reasons.

However, Indian cities seem to be absorbing migrants more perma-
nently, more democratically, and into a wider range of occupations than
Chinese cities are doing. Indian cities also give migrants more physical
space, too. There are “migrant villages” both in Chinese and Indian cities,
but migrants in Indian cities seem to be more spread out. Slums are only
one part of the story, although these get more attention. This is not to
deny, however, that industrialization projects in both China and India are
using forced or hostage labor. The Indian economy has yet to effectively
come out of the traditional, socially determined forms of labor organiza-
tion. This is evident from the remnants of “attached” labor in Indian
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agriculture (“attached” through caste) and the persistence of “bonded”
labor here and there in both rural and urban locations of India.
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Indian Economic Development and
India-China Cooperation

NALIN SURIE*

elations between India and China have been developing and diversi-

fying in a steady manner over the last five years. During this period
there have been a series of high-level visits from both sides that have
further helped the process of mutual understanding and laid the foun-
dation for cooperation in a diverse set of sectors. Premier Zhu Rongji
visited India in January 2002; Prime Minister Vajpayee visited China
in June 2003; and Premier Wen Jiabao was in India in April 2005.
Each of these visits has helped improve the quality of the relationship.

As the two most populous developing countries, which are neighbours
and ancient civilizations that have had contact to mutual benefit, there is
growing realization that our common experiences are very important for
furthering the processes of socio-economic development in our respective
countries.

The Declaration of June 2003 provides a road map for the development
of relations and comprehensive cooperation between India and China.
The Joint Declaration of April 2005 demonstrates that bilateral relations
have entered a new phase of development. It reflects the consensus that
bilateral relations transcend bilateral issues and have acquired a global
and strategic perspective.

Both sides have recognized the importance of trade and economic rela-
tions for strengthening bilateral relations. Important progress has been

*Nalin Surie is India’s Ambassador to China.
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made in this direction. Bilateral trade has grown at a fast pace, mutual
investment is growing as are our links in financial matters, civil aviation,
customs cooperation, agriculture, tourism, and so forth. All this while
peace and tranquility is maintained in the border areas based on the
agreements of 1993, 1996, and 2005.

The leaders of the two countries now meet regularly on the sidelines
of regional and multilateral meetings and conferences. Prime Minister
Manmohan Singh and President Hu Jintao met on several occasions in
2005.

The Indian model of economic development has become a topic of
discussion of late on account of our rather high growth rates particularly
in the last two years. Unfortunately, not enough deep analysis has been
done in public discourse over why these growth rates have become so high
and why they are sustainable. What is perhaps not so well known is that,
since 1980-81, India’s average real growth rate over the next 20 years was
just under 6 percent. This was happening surely but steadily and did not
attract attention. Nor did India seek such attention.

The central idea of the Indian model is to unleash the productive capac-
ity and forces of our people, especially their entrepreneurial abilities and
ideas. This has been enabled by our democratic political system and
market-based economy, that has the benefit of a strong institutional and
financial infrastructure, which is rapidly growing and adapting itself to
the changing needs of the marketplace and to the requirements of greater
accountability and transparency.

The other very important factor is the wave of optimism and confi-
dence in the country’s abilities and talents that is gaining strength. That
India has been able to compete effectively in the global marketplace not
only in knowledge-based industries but also in high tech manufacturing,
pharmaceuticals, auto components, and so forth, has added to the feeling
of self-belief in the country.

There are several reasons why the economy is doing well. Growth is now
well spread across various sectors, and the agricultural sector is picking
up. There has been very substantial growth in manufacturing, and, of late,
this has begun to lead economic growth. There is improvement in busi-
ness expectations and confidence, and corporations have accumulated
significant internal resources. Investment in the economy now continues
to be driven by domestic demand, and global competitiveness is a new fac-
tor. The export sector is also beginning to play a more important role.

Rapid growth requires stable financial markets and these have remained
generally stable and mature. This has enabled, among other things, effi-
cient allocation of resources.
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Over the nine quarters ending in December 2005, the Indian economy
grew in real terms at around 8 percent. Our savings rate is around 29 per-
cent, and the investment rate is 31 percent.

Like China, India is a developing country, and there are many factors
that inhibit or adversely impact on growth rate. This is true also of devel-
oped countries, although factors that inhibit growth in these countries
may differ from those in developing countries. The argument over the
impact of inefficient government on growth rates is not new, and this is
also true of the participation of government in productive activity. The
mantra today is that governments should increasingly distance themselves
from direct participation in economic activity. In developing countries
like ours this argument can now perhaps be made with some justification
in many cases because past government participation in economic activity
enabled development of the economy, institutions, and the market itself so
that the private sector could play a more important and determining role
today in economic growth.

There is no doubt that inefficiency, whether in the government or private
sectors, will adversely affect growth. We are fully aware of this in India,
and efforts are being made to reduce such inefficiency in government. In
his recent address to our Parliament on February 16, 2006, the President of
India drew attention to several changes that India intends to implement to
reduce government inefficiency and improve the quality of governance.

It is true that under-developed infrastructure affects the growth rate of
the Indian economy. Yet in spite of this, we have maintained, on a secular
basis, high growth rates. We are fully aware of this deficiency, which is now
being addressed on a priority basis. Very significant improvements have
already taken place in the telecommunications and road sectors and these
are being expanded. Indeed, development of these sectors is providing a
huge thrust to growth. Simultaneously, inadequacies in power generation,
ports, airports, and the railways are being addressed. These issues have also
been addressed at some length in the president’s parliamentary address (see
above). For instance, the government has setup a Special Purpose Vehicle
called the India Infrastructure Finance Corporation Limited to provide
long-term debt funds to commercially viable projects in the infrastruc-
ture sector. The National Highway Development Project envisages a total
investment of Rs. 1.75 trillion over the next seven years. The Ministry of
Power is facilitating, among other projects, the construction of five major
power projects with a capacity of 4,000 megawatts each.

India and China are the two largest developing countries and among
the geographically largest countries in the world. They are also the two
most populous countries and rapidly growing. Together, we both account
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for more than one-third of the world’s population. Over the next ten
years, if we sustain our current growth rates, we will probably become
the two largest markets in the world, and will be two of the largest global
producers of a whole series of goods and services. As our cooperation
increases, our common developmental efforts will benefit not only our
countries but the rest of Asia and the world as a whole. This rapid and
sustained development of one-third of human kind will, in my estima-
tion, be hugely beneficial to the whole world and influence the future
course of events.

If you look at the socio-economic problems identified by the Chinese
leadership that need to be addressed—such as unemployment, rural-
urban inequalities, regional imbalances, environmental and water prob-
lems, needed improvements in health and education, and the status of
women—ryou will find that India’s problems are virtually identical.

Take the rural sector as an example. In the president’s address to both
houses of parliament in February 2006 to mark the opening of the budget
session (which is akin in many respects to China’s annual NPC session)
drew attention to the ambitious schemes that the government intends to
put in place to deal with issues such as rural unemployment, development
of rural infrastructure, and improvement of health and educational facili-
ties. The present focus in China on the development of the new socialist
countryside is similar.

Which is the best example that our two countries should look towards
in resolving the problems each faces? Is there another country that faces
these problems in the same magnitude and under similar socio-economic
circumstances? It is true that our systems of political governance are radi-
cally different from each other. But the more we share our developmental
experiences, the more commonalities we find both in terms of problems
and solutions to those problems.

It is not only in the rural sector that we need to share our experiences
and learn from each other. This applies across the board to environmen-
tal issues, availability of clean drinking water, manufacturing, education,
health, the institutions of the market economy, banking, financial man-
agement, employment generation, urban development, and many others.
Obviously solutions implemented by one country cannot be automatically
applied to the other without any adjustment. But the process of learning
from each other has begun and needs, in my view, to be hastened quite
substantially.

Competitors or partners? I think China and India will be both, but the
important thing is there is space for both countries in a growing world. Is
India-China development cooperation a zero-sum game? Not at all. It has
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positive effects not just for India and China, but also for the Asia-Pacific
region and the global economy.

The India-China economic and trade relationship is still a work in
progress, but it is headed in the right direction. The discussions at the
recently concluded Ministerial-level Joint Economic Group in New Delhi
on March 16, 2006, reflected a determination to build on the very impres-
sive development of the bilateral trade and economic relationship over the
last five years. The opportunities are enormous and manifold.

Business leaders in both countries are presently engaged in identifying
opportunities for productive activity and cooperation with each other.
A Joint Study Group, set up by heads of both governments, submitted
their report to Manmohan Singh and Wen Jiabao in New Delhi in April
2005. The report identifies potential complementarities between India
and China in expanded trade and economic cooperation and has recom-
mended a series of measures that would facilitate trade in goods, services,
investments, and other areas.

Our governments have also decided to entrust a group of experts to
study the feasibility of and benefits from an India-China regional trading
arrangement. This group of experts has begun its work.

Finally, it is likely that bilateral trade will reach US$20 billion (or more)
by 2008. India’s and China’s rediscovery of each other has begun.
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India-China Economic Cooperation

ARVIND VIRMANT*

he legacy of relations between India and China began to change

in the 1980s, with the opening of both economies. As long as their
relationship was seen through a geopolitical prism, it was easy for both
countries to view it as a zero-sum game. With the shift in both countries
from an import substitution to an export promotion strategy during the
1980s, the focus shifted gradually to economics. With the acceleration
of globalization during the 1990s, the imperatives of global interdepen-
dence and an appreciation of the possibilities of mutual gain have also
increased. This is particularly so in China, whose share of world trade
is now about eight times that of India; they have similar shares of for-
eign direct investment (FDI) and capital flows. Starting in 2000 these
developments led to the establishment of an India-China Joint Study
Group (JSG) on accelerating bilateral economic cooperation, of which
I was a member as Director and Chief Executive of the Indian Council
for Research on International Economic Relations (ICRIER). ICRIER
also did a number of background studies for JSG, covering goods and
services. After the presentation of this report to the two governments,
the two countries formed an agreement for economic cooperation when
Premier Wen Jiabao visited India in April 2005. However, the following
discussion has nothing to do with that group or the government; these
are my personal views.

*Arvind Virmani is Principal Advisor (Development Policy), Planning Commission,
New Delhi, India.
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I will first review the trade between the two countries and then briefly
mention issues connected with comprehensive economic cooperation and
a multilateral context.

India-China Trade

In 2004, India was among China’s top 20 trading partners, fifteenth in
imports, and eighteenth in exports. China was a much more important
trade partner for India in 2004, ranking in the top five, second in imports,
and third in exports. The details of India’s trade with China, from India’s
perspective, are shown in Table 13.1.

Trends in the export, import, and trade shares are depicted in Figure
13.1. China’s shares in India’s overall imports and exports have been ris-
ing rapidly over the past six years. It is interesting to note that the gap that
opened up between the import share and the export share in the middle of
the period has now closed.

Figure 13.2 gives the rate of growth of trade as well as the growth of
China’s share in India’s international trade from 1997-98 to 2004-05.
The main point is that normally we look at the growth of trade, which for
India is somewhat faster than the rise in the trade share of China. That is
because India’s trade has been growing quickly over this period. But still
the trade share has been rising and accelerating over this period at 3.4
percent per annum, as you can see from the bottom line in the figure.

Figure 13.3 depicts the volatility of exports and imports along with
the rate of growth of total trade. The figure shows that there is much less
variability in India’s imports from China than in India’s exports to China.
There is much more fluctuation in the rate of growth of the export trade.
The precise degree of volatility is shown in the second column of Table 1,
which shows that the coefficient of variation of the export growth rate is
double that of the import growth rate.

More precisely, the coefficient of variation of exports is 1.2 and that for
imports is 0.6. This can bring up a number of hypotheses. One is that India’s
imports are driven by normal market considerations. In contrast, there is
much more implicit or explicit government intervention in China’s imports
from India; there is an element of government signaling to the socialist/pub-
lic sector part of the economy. These signals have apparently turned positive
over the past few years. This is probably also the reason for the closing of the
gap between the import and export shares that had opened up in the middle
of the period (Figure 13.1). So perhaps the positive signals from the Chinese
government have been partly responsible for this growth in trade.
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Figure 13.1. China’s Share in India’s Total Trade
(In percent)
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Source: www.dgft.delhi.nic.in, Department of Commerce.

The commodity composition of trade in Table 13.2 lists India’s top 10
exports to China and top 10 imports from China. Similarly, Figure 13.4
depicts the concentration ratio for exports and imports at the two-digit
level by ordering them from those with the highest to the lowest share and
then cumulating the share. So, on the horizontal scale, if we look at the
number five and track it to the graph, we get the five-product concentra-
tion ratio at the two-digit level.

The bottom line in Figure 13.4 shows the concentration with respect to
imports. The concentration is very high: the top five commodities account
for almost 70 percent of India’s imports from China. The concentration in
India’s exports to China is even higher. The top five exports account for
more than 80 percent of the exports from India to China. Now we return
to Table 13.2 to see the list of commodities. The top export from India to
China is the two-digit category “ores, slag, and ash” (26) with 52 percent
of total export value. The category of salt, sulfur, lime, and cement (25)
has another 2.6 percent of export value. So there is a very high concentra-
tion of basic raw material exports.
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Figure 13.2. Growth Rate of India’s Trade in China
(In percent)
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It seems that this has a more general implication beyond India. China
is now drawing many raw materials from all over the world—from Latin
America, Africa, and Asia. Thailand, for example, is a raw materials
exporter to China. Indonesia, another raw materials exporter, has seen a
surge in exports to China. I think this is going to be a factor around the
world. A theory that was very prominent in Latin American economist
literature envisioned countries in the “center” as an exporter of industrial
goods and the periphery as an exporter of raw materials. I think some
element of that arrangement is emerging with respect to China and other
developing countries.

The second noteworthy point is with respect to intermediate goods.
The next-largest exports from India to China are iron and steel, followed
by plastics. There are a number of undifferentiated products, and this,
again, has certain implications for India and for other countries. That is,
intermediate goods industries are subject to much cyclical fluctuation.
In recent years, the fluctuation has been driven by very high aggregate
investment rates in these products. High aggregate investment creates a
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Figure 13.3. Growth Rate of India’s Trade in China
(In percent)
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Source: www.dgft.delhi.nic.in, Department of Commerce.

demand for these commodities, which results in a jump in investment in
these industries, so the supply rises eventually. Thus, temporary imbal-
ances lead to higher imports, but these are eliminated by higher supply,
and could even be followed by exports of the same intermediate goods.

Table 13.2. Composition of India-China Trade

India’s Top 10 Exports to China India’s Top 10 Imports from China

HS Commodity Share HS Commodity Share
26 Ores, slag, ash 52.1% 85 Electrical machinery and parts 25.6%
72 TIron and steel 11.5% 84 Nuclear reactors, boilers, machinery 14.8%
39 Plastic and articles 7.4% 27 Mineral fuels, oils, and waxes 12.0%
29  Organic chemicals 6.5% 29 Organic chemicals 11.7%
28 Inorganic chemicals, compounds 3.9% 50 Silk 4.3%
25 Salt, sulphur, lime, cement, etc. 2.6% 71 Pearls, stones, jewelery 2.2%

3 Fish and aquatic invertebrates 1.9% 28 Inorganic chemicals, compounds 2.1%
84 Nuclear reactors, boilers, machinery 1.8% 72 Iron and steel 1.8%
52 Cotton 1.5% 59 Textile fabrics, industrial textiles 1.5%
74 Copper and articles 1.2% 54 Man-made filaments 1.5%

Source: www.dgft.delhi.nic.in, Department of Commerce.
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Figure 13.4. India’s Import and Export Concentration of Trade with China
(Cumulative share, in percent)
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Over time, perhaps during the next 10 years, all countries, including
India, may face this fluctuation in intermediate goods trade with China.
That is, the net demand for these undifferentiated, intermediate products
will sometimes be converted to net excess supply turning to net exports.

Future Potential

Before examining the future potential of India-China trade, it is useful
to take stock of the existing position from another perspective. China’s
trade with India is less than 1.5 percent of its trade with the world, whereas
India’s trade with China is over 6 percent of its total trade. Consequently,
India’s exports to China constitute 6.6 percent of its total exports, whereas
they make up only 1.4 percent of China’s imports. China’s exports to India
account for 1 percent of its total exports, but constitute 6.2 percent of
India’s imports. This is simply a reflection of each country’s share of world
trade, with India’s being about 0.8 percent and China’s about 6.4 percent.
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The bilateral trade potential is very high, given the size and economic
dynamism of the two economies. Since 1980, China’s average growth rate
has been the highest, whereas India’s has been the eighth or ninth highest.
They are among the 10 largest economies in terms of current exchange rates
and among the five largest in terms of purchasing power parity. They are
also neighbors sharing a long border, although this border consists of the
highest mountain range in the world; and the sea route between the two
countries is long. Both countries are signatories of the Bangkok Agreement
and already participate in the Asian currency union mechanisms.

More formally, Dr. Amita Batra at ICRIER has built an augmented grav-
ity model that provides quantitative estimates of the gap between actual
trade and trade potential between India and other countries. It finds that
the potential for trade between India and China is between two and a half
times and six times the actual trade in the year for which the model was
estimated. The data used were for the year 2002. Some of this potential
has already been actualized in the subsequent three years to 2005 and is
in the process of being realized more fully.

There are also a few other related studies by Batra that have been pub-
lished as ICRIER working papers and are available on the ICRIER website
(www.icrier.org). These papers, as well as our analysis for the India-China
study group, show the scope for intra-industry trade. Both countries are
highly diversified economies with very diversified manufacturing struc-
tures. Thus, there is considerable scope for intra-industry trade in inter-
mediate manufactured goods. The share of private consumption in India’s
GDP is relatively high compared with other emerging economies, whereas
that of China is perhaps the lowest in the world. As consumer goods grow
in importance, there will also be increasing scope for intra-industry trade
in differentiated products and intermediate goods specialization.

There are identifiable differences in export specialization in the two
countries, based on natural resource endowments, skills, and policy. The
most interesting and important resource-based difference is in textiles.
Given the abundance of cotton in India, India’s exports are heavily con-
centrated in cotton textiles and garments, whereas China has a com-
manding position in textiles and garments based on man-made fibers.
An ICRIER study some years ago showed that the two countries’ exports
were largely noncompeting because of this. Among the reasons for this
divergence in skill development were a highly rigid labor policy for orga-
nized industry, small-scale industry reservations, and exorbitant indirect
(excise) taxes on man-made fibers in India. One of the indirect conse-
quences of the rigid labor policy has been a greater use of educated labor
and higher value-added niche products in India.
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There are also differences in skills, because of either cultural or his-
torical development. In the case of general skills, India has a compara-
tive advantage in the English language and in dealing with multiethnic,
multireligious workforces. These strengths could enable a clear advantage
in industries such as advertising and entertainment. China has developed
a lasting advantage in labor-intensive mass manufacturing, based on the
virtual absence of labor laws for the FDI export sectors, the single-party
system of government, and the organization and management of the
socialist investment system. There are also differences in sector-specific
skills. India has developed, over the past half century or more, skills
in engineering/automobiles, specialty chemicals, and pharmaceuticals.
China, by contrast, has developed over the past 25 years skills in consumer
electronics, telecommunications, and other consumer durables. On the
other hand, China and India are similar in that the labor force in each
country has strong math and science skills.

The ICRIER studies also identified at the two-digit and six-digit levels a
list of commodities with the greatest export potential from India to China
and vice versa. Among the former are agriculture and allied products,
iron and steel and articles thereof, nuclear reactors, boilers and machin-
ery, man-made steel fibers and man-made filament yarns, organic chemi-
cals, and cotton. Among the categories that have potential for exports
from China to India are nuclear reactors, boilers and machinery, organic
chemicals, silk, and electrical and electronic equipment. Nuclear reactors
and boilers and machinery appear in both lists and indicate the potential
for intra-industry trade.

Barriers and Constraints

To realize the full potential of India-China trade, remaining barri-
ers and constraints have to be relaxed. These include customs rules and
procedures, standards, certification and regulatory practices, nontariff
barriers, and rules of origin.

Some of the problems that have arisen with respect to customs valu-
ation are (1) the use of a minimum reference price instead of the World
Trade Organization—sanctioned transaction cost method; (2) a varia-
tion of customs valuation across ports, resulting in additional costs to
exporters; and (3) a lack of clarity in guidelines and procedures relat-
ing to imports for exporters. Though some of these things apply to all
trade, there are some changes that may be more acute in a bilateral
context that would lead to an increase in India-China trade. Thus there
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is a need to evolve a mutual consensus on customs valuation, clarify
guidelines, facilitate uniform documentation across ports, and increase
the efficiency of handling at ports and customs. An existing mecha-
nism, the India-China Customs Cooperative Group, can be used for this
purpose.

To illustrate, variation across ports creates special problems for small
exporters. For a large exporter, like the United States to China, these
problems are minor; but if you have many small exporters, as we have in
India-China trade, these variations create additional costs for both sides.
Similarly, there are problems related to imports for exporters. This may
be very simple for, as an example, traders in Taiwan Province of China
or Hong Kong SAR, but not for those in India. We need more clarity and
guidelines.

Also, there are certain problems related to standards, certification,
regulatory practices, rules, and regulations in terms of national treat-
ment and accessibility. The Chinese language poses a problem for Indian
traders, because most Indian trade is in English. It is difficult for them
to keep up with the Chinese regulations. This situation creates an extra
problem for Indian traders that could be easily remedied if the rules and
regulations were published and updated regularly, preferably in English,
the language of international commerce.

The certification process, including with respect to sanitary and phyto-
sanitary standards (SPS), also involves delays and high costs. SPS require-
ments generally exceed what is necessary to protect consumer health. India
has a great interest in certain agricultural commodities, the standards for
which need clarification. Certain other standards related to commodities
such as granite are not available. Harmonization of technical and agricul-
tural standards would greatly facilitate India-China trade.

Certain nontariff barriers (NTBs) are also hindering the growth of
trade between the two countries. There are problems related to tariff
quotas, preshipment inspection, and definitions of rules of origin. For
example, there are NTBs on automotive parts and components, and a
tariff-quota on agricultural products. These barriers need to be elimi-
nated. A preshipment inspection agreement between the two countries
could help reduce NTBs and related barriers. Problems relating to rules
of origin can be sorted out by agreeing on clear definitions. This in
turn could result in smoother movement of goods between the two
countries.

Removal of these constraints and barriers in a spirit of cooperation and
mutual accommodation will set the stage for a quantum jump in eco-
nomic cooperation between the two countries.
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Next Steps

Going forward, from a global perspective, everybody knows that China
has been the fastest-growing economy, averaging 9.5 percent for the past
25 years, but not many people know that India has been the eighth- or
ninth-fastest-growing economy over the past 25 years. This is because
many people think that India’s reforms started in 1992 and that India has
been lagging by about a decade. The fact is that India’s reforms started
around the same time as China’s (1980), but its average growth rate has
been slower (Virmani, 2005). The East and Southeast Asian economies
that have grown faster than India during the past 25 years are likely to
slow during the next decade. India, in contrast, has been on a rising
growth rate trend since the reforms of the 1990s. It is therefore likely to
be among the five fastest-growing economies (if not among the top three)
along with China. It will become one of the primary global growth drivers
by the end of the decade along with China. By 2010, it is likely to be the
fourth-highest contributor to world GDP growth after the United States,
China, and Japan. The possibilities for trade and economic cooperation
between China and India will therefore continue to expand.

Once the identified barriers are removed (hopefully in a year or two),
we should be in a position to start discussing a comprehensive economic
cooperation agreement. Given the high reinvestment, “vent for surplus”
approach of the socialist-owned part of China’s economy, a free trade agree-
ment is likely to benefit China more than India. So there has to be a trade-
off. I think both sides need to recognize that you cannot have these special
agreements unless both sides can balance the gains and losses. There are
already some special losses to certain manufacturing sectors such as toys.
However, India expects some gains in the services sector. The agreement has
to be a comprehensive one that includes trade in both goods and services.

Another area of economic cooperation that is very important for the
future of Asia is that Indian and Chinese economic cooperation be embed-
dedin an Asian context. India and China have either framework agreements
or ongoing discussions for a Free Trade Agreement/Common Economic
Partnership Agreement with the Association of Southeast Asian Nations
(ASEAN), Japan, and Korea. We have to harmonize these by developing
an East Asian community in which ASEAN, China, Japan, and India are
equal partners. In December 2005, there was a meeting of the Fast Asian
Economic Community, in which both India and China were involved.
China’s attitude toward Indian inclusion will be closely watched by people
in India and Asia as an example of its general approach to hegemonic com-
petition versus mutually beneficial cooperation.
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