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he current global debate on

monetary policy is centred

onwhetheritshould targetfi-

nancial stability in addition

to the domestic business cy-
cle. With relatively tight regulation of fi-
nancial markets, where present con-
cerns are more developmental than
regulatory, the counterpart debate in
EMEscentresisonreconcilingtwowide-
ly held economic policy formulations,
namely the Mundell-Fleming's Impossi-
bleTrinity andtheTaylor Rule. Theprob-
lem has become all the more compelling
in a rapidly globalising world where
large, volatile capital flows lead to mis-
aligned and volatile exchange rates that
threaten macroeconomic stability. The
recent currency crisis which con-
strained Brazil, Turkey, Indonesia and
India into tightening policy rates amidst
collapsing growth, makes the case for
reconciling the Impossible Trinity with
the Taylor Rule of monetary policy all
themore compelling.

Ceteris paribus, if a country runs a
current account deficit (CAD), its cur-
rency shoulddepreciateagainstthose of
itstradingpartners. Thereare,however,
two major circumstances, one emanat-
ingfromthecurrentaccount(the Dutch
disease syndrome'), and the other from
the capitalaccount (‘southern cone syn-
drome’) under which this reasoning
does not hold. The latter is more ger-
mane here because large and volatile
capital inflows into EMEs have become
afarmorefrequent phenomenonasare-
sult of loosening of financial regula-
tion, innovation, globalisation and
monetary policy spillovers. Cross-bor-
der flows of capital to EMEs have in-
creased manifold since the70sfollowing
theoil pricehikesandexport-led growth
strategiesadopted by several East Asian
economies. The first manifestation of

The dollar drag
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Effects of US monetary policy spill over into EMEs because of the overarching
dominance of the dollar in the international monetary system

thissyndrome in developing economies
was the wave of financial liberalisation
which led to a debt-fuelled recycling of
petrodollars by American banks in the
‘southern cone’ in Latin America.

Whilelarge capital inflows cansustain
large CADs for some time, over the medi-
um- to long-run, they tend to magnify ex-
ternal imbalances and lay the ground for
external payments crises. There are also
largecapitalflowsintocountriesrunning
accountsurpluses. Oncethecapital surge
abates, and particularly in the event of a
suddenstop, thereisalikelihood of asud-
den, rapid and accelerated correction in
exchange rates, with the nominal ex-
changeratedepreciatingsharply,andthe
Real Effective Exchange Rate (REER)
overshooting its neutral (long-term fun-
damental) rate. This can cause short-
term macroeconomic instability, such as
higher inflation, a loss in international
confidence and credit downgrade that
could compound the reversal in capital
flows and even precipitate an external
payments crisis.

What pushes capital into EMESs, and
what triggers the sudden stops? While
fundamentalsand the prospectsof high-
er returns are certainly contributory
factors, itisnow becoming increasingly
clear that the major factor drivingflows
in and out of EMEs has little to do with
thefundamentalsof recipientcountries
but yields in the source countries—the
US, in particular, which has the biggest
and deepest financial market in the
world. While the asymmetry in flows—
particularly outflows—can to some ex-
tent be explained by differing funda-
mentals, the inflows and the outflows,
seem to come in waves, across a wide
swathe of countries.

Large global imbalances themselves
should not result in destabilising flows.
They are nothing new, and capital ac-
count flows have traditionally been sim-
ply the counterpart of current account
balances. However, the cocktail of loosen-
ing of financial regulation, innovation,
globalisation and the extant internation-
al monetary system have combined to
openupagrowinggapbetween grosscap-
ital flows and net flows that reflect cur-
rentaccountbalances.Itisnotentirely co-
incidental that the capital stop in the
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US monetary policy has a determining influence on the direction
and quantum of global capital flows. This gives the issuer of the
global reserve currency the flexibility to soak up capital when it
needs it the most, and to export it out when it suffers from
excessive domestic liquidity. Through this mechanism, the US
can fund literally unlimited amounts of external and internal
deficits without being penalised by the markets

southern cone in the early-80s, in East
Asia in the late-90s, and across a broad
sweepof EMEssince May 2013, followeda
tightening of monetary policy by the
United States Federal Reserve. With the
integration of financial markets and
globalisation, the spillovers of US Fed
monetarypoliciesareonly increasingbe-
cause of the overarching dominance of
the dollar in the international monetary
system. Fed policies, therefore, hugely de-
termine the direction and velocity of
cross border capital flows. No other cen-
tral bank comes even close to exercising
this kind of influence, even within its
own borders.

Over the years, the dollar has effec-
tivelybecometheglobalreserve curren-

Easing up foreign investment

The new FPI Regulations ease up many processes for foreign investors.
The challenge now is to offer greater clarity on the provisions
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foreign portfolio investments, the

Securities and Exchange Board of
India (Sebi) recently notified the
Sebi (Foreign Portfolio Investors)
Regulations, 2014 (FPI Regulations),
which seek to repeal and replace the
existing Sebi (Foreign Institutional
Investor) Regulations, 1995 (FII
Regulations), and the Qualified
Foreign Investor (QFI) framework.

The FPI Regulations are a wel-
come move as this further simplifies
portfolio investment in India. The
Regulations merge all the existing
Foreign Institutional Investors
(FIIs), sub-accountsand the QFIs into
a single class of investors known as
Foreign Portfolio Investors (FPIs).
While the eligibility criteria have
been tightened, the process of apply-
ing for registration with Sebi has
been done away with. FPI registra-
tion is now to be obtained from a
Designated Depositary Participant
(DDP) who shall follow a risk-based
model for completion of Know Your
Client (KYC) requirements.

Depending on the risk-profile, the
FPIs have further been divided into
three categories, where Category-I
includes government and govern-
ment related foreign investors, Cate-
gory-II includes appropriately regu-
lated broad-based funds (BBF) and
persons, university funds, pension
funds and BBF's that are not appro-
priately regulated but whose invest-
ment managers are regulated and
registered asan FPI,and Category-III
istheresiduary.

The investment avenues available
under the FPI regime are mostly in
line with the current FII and QFI
regime. Total investment by each FPI
or an investor group is restricted to
10% of theissuedequity capitalof the
company. Furthermore, where two or
more FPIs have the same common

In its bid to encourage and simplify

beneficial owner (shareholding or
voting rights or any other form of
control in excess of 50% across the
FPIs), the investment by all such FPIs
will be clubbed together for the pur-
pose of calculating the investment
limit. Absence of clarity on the term
‘control’ is likely to create challenge
for the DDPs. Nevertheless, the in-
vestment limit of 10% may certainly
bring some cheer for a few investor
groupslikeforeign corporate, foreign
individualsand QFIs who were other-
wise allowed to invest only upto 5% of

Each FPl is mandated to
obtain a Permanent Account
Number (PAN) from the tax
department. This
requirement seems onerous
to the investment managers
of unregulated BBF who
would now have to obtain a
PAN even though they do
not intend to make
investments in India

the total issued capital of a company.

The erstwhile prohibition on
issue of Offshore Derivative Instru-
ments (ODIs) by sub-accounts has
been removed. Category-I and Cate-
gory-Il FPIs (except unregulated
BBFs)areallowed toissue, subscribe
or otherwise deal in ODIs directly
or indirectly.

On the taxation front, FIIs were
governed by a special tax regime
which provides for special rates of
taxes on income earned by FIIs. Post
introduction of the FPI Regulations,
there was a need to revamp the tax
regime in line with the FPI frame-
work. The Central Board of Direct
Taxeshasrecently extended the bene-
fitsof section115AD of theIncometax
Act, 1961 to registered FPIs, some-
thing which was eagerly awaited.

While the FPI Regulations are a
stepintherightdirectiontoboostin-
vestments in India, the new regime
does throw up its share of interest-
Ingissues.

The FPI Regulations require the

applicanttobea ‘personresident out-
side India’ under the income-tax law
whereas the FII Regulations referred
to exchange control regulations for
determining whether the person is
resident outside India. This could re-
sult in interesting situations. There-
laxation in the FII Regulations with
respect to requirement of 20 in-
vestors in the case one of the in-
vestors was an institutional investor
does not feature in the FPI Regula-
tions. Furthermore, underlying in-
vestors shall now be considered only
in the case of entities which have
been set up for the sole purpose of
pooling funds and making invest-
ments. These changes may warrant
the need to revisit several existing
FII/sub-account structures.

On theregistration front, each FPI

ismandated toobtainaPermanent Ac-
count Number (PAN) from the tax de-
partment. This requirement seems
onerous to the investment managers
of unregulated BBF who would now
have toobtain a PAN even though they
do not intend to make investments in
India. Further, in the case of multi-
managed fund structures, the regula-
tions are not clear on whether regis-
tration is to be sought at the
scheme/manager level or at the fund
level. Under the current FII Regula-
tions, each of the scheme/manager of
a multi-managed fund is registered
with Sebiand incomeearnedby allthe
managers is consolidated at the fund
level atthetime of filingannual tax re-
turn. Sebi is currently working with
the custodians and it is expected that
operational aspects of the FPI Regula-
tions would be streamlined soon.

Toconclude, theintroductionof the

FPIregime is a good move to increase
and attract foreign investment in the
country. However, speedy synchroni-
sation with other laws and more clari-
ty on the Regulations is imperative to
make the foreign investors actually
bite the bait.

Assisted by Siddharth Ajmera, Manager,
PwC India
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cy. Asaresult, USmonetary policy hasa
determining influence on the direction
and quantum of global capital flows.
This, in effect, gives the issuer of the
globalreserve currency theflexibility to
soak up capital when it needs it most,
and to export it out when it suffers from
excessive domestic liquidity. Through
thismechanism, the US canfundliteral-
ly unlimited amounts of external and
internal deficits without being pe-
nalised by themarketsashappensinthe
case of other countries. Open capital ac-
counts, espoused by the IMF, only facili-
tatesthisfunding and magnifies the ‘ex-
orbitant privilege’ of the dollar.

It haslong been argued, from the days
of John Maynard Keynes, that the extant

international monetary system has a
structural flaw in that it lacks a mecha-
nism, market based or otherwise, to in-
ducesurpluscountriestoadjust. Thiscan
lead to the persistence of large external
imbalances that are potentially destabil-
ising. Recent history however indicates
thatthisisnotentirely correct,asthereis
also little pressure on countries with re-
serve currencies, and especially the glob-
al reserve currency, to adjust even when
they run large CADs, on account of the
large external demand for their curren-
cies. Thelatter isalso consistent with the
Triffin Dilemma, by which the reserve
currency issuer is expected torun larger
and larger CADs to meet the growing
needs of global liquidity. This is mani-
festly not true in the cases of currencies
liketheJapaneseyenandtheSwissfranc.
Both countrieshaverun currentaccount
surpluses over the last decade and a half.
Similarly,even whileits currency wasbe-
coming important in the composition of
theglobal portfolioof reservecurrencies,
the eurowasrunningaroughly balanced
current account position with the rest of
the world. This is because it is really the
dollarthatisacceptedasthedefactoglob-
al reserve currency by markets, even
though theIMFmay have classified other
currenciesalsoasreserves.

In effect, the US Federal Reserve acts
astheglobal central bank. Policy easing
by the US Federal reserve, both prior to
andfollowingtheglobalfinancial crisis,
led to a surge in capital inflows into
emerging markets, appreciating their
currencies. There were intervening pe-
riods of sudden stops, as US monetary
policy changed course, resulting in
sharp currency depreciation, sudden
stops and external payments crises.
Thishappened inthe 80s in Latin Amer-
ica,inthe90sin East Asia, and isnow af-
fecting EMESs globally. International fi-
nancial markets in EMEs appear to
respond more to US Fed actions than to
domestic economicfundamentals.

According to Impossible Trinity, a
country can have only two of the follow-
ing three: Fixed exchange rate, mone-
tary independence and free capital
flows. A free monetary policy means
that it is free to respond to the domestic
business cycle. The Taylor Rule pre-

scribesarule-bound—asopposed todis-
cretionary—monetary policy by which
the central bank adjusts its short-term
policy rate based on amathematical for-
mula using differentials between a
country’s potential GDP and actual
GDP, and inflation target and actual in-
flation. The Taylor Rule and its variants
are now used by almost all advanced-
country central banks. The author of
therule, John B Taylor of Stanford Uni-
versity, is of the view that it is relevant
fordeveloping country central banksal-
so. Many developing countries have in-
deed started using the Taylor Rule.

In advanced economies, the Taylor
Rule responds to the domestic business
cycle. Monetary policy in developing
countries, on the other hand, is con-
strained to respond to the external fi-
nancial cycle, which distorts the appli-
cation of the Taylor Rule. Thus, if
domestic growth concerns warrantlow
interest rates, a sudden stop in capital
inflows may induce them to keep inter-
est rates unduly high to attract foreign
capital, thereby magnifying the down-
turn in the business cycle. In other
words, they end up trying to negotiate
the Impossible Trinity. Raising interest
ratesatsuchtimesrarely worksbecause
thestopsarefrequently not country-spe-
cific, and in any case, foreign investors
aremoreconcernedaboutcapitallosses
than higher interest income.

Domesticdebtin EMEsisbackstopped
by their central banks. External deficits
denominated in international reserve
currencies are not. The dependence on
market support makes them susceptible
toexternal paymentscrisesintheeventof
market revolt if deficits are perceived to
be excessive and unsustainable.

Thisthreat of external payments cri-
sis compels developing countries to fre-
quently use monetary policy formanag-
ing external imbalances, in addition to
managing the domestic business cycle.
They need separate instruments, as
part of a consistent policy framework,
to target the external financial cycle so
that their central banks to retain mone-
tary independence.

The author is secretary, Economic
Advisory Council to the Prime Minister.
Views are personal

Withdrawal syndrome

RBI bets on pre-2005, high-value currency notes' withdrawal
to combat counterfeiting and the black economy
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ays after RBI first announced
D that currency notes of 500 and

1,000denominationsissuedprior
t02005 would be withdrawn by the end of
this fiscal, it has emerged that the plan
was in the works since May 2013 when
the Finance Ministry wrote to the cen-
tral bank askingittowithdraw “olderse-
ries of banknotes in a time-bound man-
ner”’—this came after datarevealed that
asmuchas70% of “discovered” counter-
feit currency consists of higher denomi-
nation notes of 500and 1,000.

The currency issued after 2005 is safe
for the moment, but in the event of the
enhanced security features also falling
prey to counterfeiters, RBI and the gov-
ernment would step in once again. Offi-
cials involved in the process say “more
action would be taken to phase out any
note series based on reviews and data
regarding counterfeiting”.

The announcement was greeted with
a bit of shock and some scepticism as to
what it intended to achieve. After all, the
central bank said that all banknotes is-
sued prior to 2005 would be withdrawn
from circulationafter March 31thisyear.
From April 1 onwards, all banknotes
would have to taken to banks and ex-
changed for new notes issued after 2005.
Therewasnodatathat wasissued by RBI
astothetotal valueof thebanknotesthat
weretobe impacted by the move. The an-
nouncement is reported to have led to a
secondary market for discounted ban-
knotes issued prior to 2005. Reports sug-
gest people have started approaching
jewellers and real estate brokers to ex-
changelarge sums of pre-2005 cash.

It was perhaps this nervousness that
led RBItoclarify thematter twodayslat-
erwhenitsaidthattherationalebehind
the move was to remove these ban-
knotes from the market as they “have
fewer security features compared to
banknotes printed after 2005”. The
statement helpfully added that “the vol-
ume of the banknotes printed prior to
2005 today; still in circulation, is not sig-
nificant enough to impact the general

publicinalarge way”.
Butgiventhatthemovehad generated
some adverse comment and disquiet in
the political class, including the BJP, RBI
diluted themeasuretosomeextentbyan-
nouncingthatthe processof exchanging
notes at bank branches could be carried
out “at convenience”. It alsosaid thatthe
old series banknotes can be exchanged
evenafterJuly1,2014 at the bank branch-
es where people hold accounts. However,
if a person seeks to exchange more than
10 pieces of 500-rupee and 1,000-rupee
notes, at a branch where he or she does
not have an account, providing proof of
identity and residence would be manda-
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tory. Regardless of all of this, RBI reiter-
ated that the notes printed prior to 2005
will continuetobelegal tender.

Thetimingof themoveisinteresting.
It comes eight months after the Finance
Ministry demand and just a couple of
weeksafter BJPleader Nitin Gadkariin-
vited some journalists to a briefing by
the Pune-based Artha Kranti organisa-
tion. Among some of their proposals is
one to withdraw all high denomination
currency. This is not to suggest any sort
of link or similarity between RBI cur-
rency withdrawal and Artha Kranti’s
radical proposals, including demoneti-
sation, butsimply apointertothedisqui-
et among all shades of political opinion
over high denomination notes and their
link with black money:

However, a return of the High De-
nomination Bank Notes (Demonetisa-
tion) Act, 1978—a law that phased out

notes of 1,000-, 5,000- and 10,000-rupee
notes—is not under any consideration
whatsoever. Higher denomination
notes made a comeback in 1998, when
the Finance Ministry argued that
reintroducing 1,000-rupee notes was
necessary to meet the demand of high-
value transactions.

Over the last five years, the central
bank, in consultation with the Finance
Ministry, has phased out 100-, 500- and
1,000-rupee notes issued in two particu-
lar years—1996 and 2000. These ban-
knotes are part of the “MG Series”,
whose security features had been suc-
cessfully breached by counterfeiters
and led to a rash of “nakli Gandhi” as
the street tends to call fakes with a pic-
ture of the Father of the Nation.

The process for withdrawing 500-ru-
pee notes from the MG Series was initi-
ated inJuly 2008 and October 2009, while
the withdrawal of 1,000-rupee notes
happened in March 2011 and that of
100-rupee notes, in February 2012.

InJuly 2013, the Finance Ministryin-
formed the Standing Committee of Par-
liament on Finance headed by BJP
leader and former finance minister
YashwantSinhathatsince2006thelevel
of counterfeit currency in the banking
system had been goingup. For instance,
an RBI inspection at the Domariaganj
(Uttar Pradesh) branch of the State
Bank of India detected 76,108 pieces of
counterfeit notes valued at just over
%4 crore. What was shocking though is
thatthistranslated into 16 % of thetotal
number of notes screened in the cur-
rency chest of this one branch under
question. Such a high level of fakes set
thealarmbellsringingacrosstheestab-
lishment, especially asthiswasacase of
“deliberate and large-scale replace-
ment of currency held in a branch
chest”,and that too by the bank cashier.

Intelligence agencies have reported
that fake Indian currency notes smug-
gled into India mostly originate from
Pakistan, withthedistributionnetwork
spread from Thailand in the east to the
UAE in the west. Dubai, Dhaka,
Kathmandu, Colomboand Bangkok are
theprincipletransithubs. Thailand has
emerged as a safe haven for Pakistan
based operativesandtheirassociatesin
thefake currency racket.
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