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A b s tra c t

The perception that the current global economic crisis is primarily a financial crisis resulting  
from  excessive exuberance and inadequate regulation o f the financia l sector is at best 
superficial, i f  not dow nright misleading. Globalization has ensured that the Indian economy 
and financial markets cannot stay insulated from  the present financial crisis in the developed 
economies. The debate, therefore, can only be on the extent o f impact and how resilient 
India is to zvithstand the storm  w ith m inim al damage. In the light o f the fac t that the Iruiian 
economy is linked to global markets through a fu l l  floa t in current account (trade and 
services) and partial float in capital account (debt and equity), and there is the need to 
analyze the impact based on three critical factors: Availability o f global liquidity; demand  
fo r  India investm ent and cost thereof and decreased consumer demarui affecting Indian 
exports.

K e yw o rd s:  ECB, FDI, Forex, FRBM , GDP, Global Financial Crisis, Global outlook. 
M onetary Policy, N A S S C O M , NBFCs, Reserve Bank o f India.

In tro d u c tio n

The concerted in tervention  by central banks of developed  countries in injecting 
liquidity  is expected to reduce the unw in d in g  of India investm ents held by foreign 
entities, b u t fresh investm ent flow s into India are in doubt.

The im pact of this will be three-fold: The elem ent of GDP grow th  d riven  by off­
shore flows (along w ith  skills an d  technology) will be d ilu ted ; correction in the 
asset prices w hich  w ere  h ith erto  p u sh ed  by foreign investo rs and  d em an d  for 
dom estic liqu id ity  p u ttin g  p ressu re  on in terest rates.

W hile the global financial system  takes tim e to "nu rse  its w o u n d s"  lead ing  to low  
dem and  for investm ents in em erg ing  m arkets, the im pact will be on the cost and 
related  risk p rem ium . The im pact will be felt bo th  in the trade  and  capital account.

Indian  com panies w hich  had  access to cheap foreign currency  funds for financing 
their im port and export will be the w orst hit. Also, foreign funds (th rough  deb t 
and  equity) will be available at huge p rem ium  and  w ou ld  be lim ited to b lue-chip  
com pan ies. The im p act of w h ich , again , w ill be th ree-fo ld : R educed  capacity  
expansion leading to su p p ly  side pressure; increased in terest expenses to affect 
corporate profitability and  increased dem and  for dom estic liquidity  pu tting  pressure 
on the in terest rates.
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Abstract 

The perception tlzat the wrrent global economic crisis is primarily a financial crisis resulting 
from excessive exuberance and inadequate regulation of the financial sector is at best 
superficial, if not downright misleading. Globalization has ensured that the lndia11 economy 
and financial markets cannot stay insulated from tlze present financial crisis in the developed 
economies. Tlze debate, therefore, can only be 011 the exte11t of impact and how resilient 
India is to withsta11d the storm with minimal damage. [11 the light of the fact that the Indian 
economy is linked to global markets tlzrouglz a full float i11 wrrent account (trade and 
seroices) and partial float in capital accou11t (debt and equity), and there is the need to 
analyze the impact based on three critical factors: Availability of global liquidity; demand 
for India investment a11d cost thereof and decreased consumer dema11d affecting Indian 
exports. 

Keywords: ECB, FDI, Forex, FRBM, GDP, Global Financial Crisis, Global outlook, 
Mo11etary Policy, NASSCOM, NBFCs, Reserve Bank of India. 

Introduction 

The concerted intervention by central banks of developed countries in injecting 
liquidity is expected to reduce the unwinding of India investments held by foreign 
entities, but fresh investment flows into India are in doubt. 

The impact of this will be three-fold: The element of GDP growth driven by off­
shore flows (along with skills and technology) will be diluted; correction in the 
asset prices which were hitherto pushed by foreign investors and demand for 
domestic liquidity putting pressure on interest rates. 

While the global financial system takes time to "nurse its wounds" leading to low 
demand for investments in emerging markets, the impact will be on the cost and 
related risk premium. The impact will be felt both in the trade and capital account. 

Indian companies which had access to cheap foreign currency funds for financing 
their import and export will be the worst hit. Also, foreign funds (through debt 
and equity) will be available at huge premium and would be limited to blue-chip 
companies. The impact of which, again, will be three-fold: Reduced capacity 
expansion leading to supply side pressure; increased interest expenses to affect 
corporate profitability and increased demand for domestic liquidity putting pressure 
on the interest rates. 



C onsum er dem and  in developed econom ies is certain  to be h u rt by the p resen t 
crisis, leading to low er dem and  for Indian goods and  services, thus affecting the 
Ind ian  exports.

The im pact of w hich, once again, will be three-fold: E xport-oriented un its w ill be 
the w orst hit im pacting em ploym ent; reduced  exports will fu rther w iden  the trade  
gap to p u t p ressure  on rupee exchange rate and  in tervention  lead ing  to sucking 
ou t liquidity  and  p ressure  on interest rates.

The im pact on  the financial m arkets will be the follow ing; Equity  m arke t will 
continue to rem ain  in bearish  m ood w ith  reduced  off-shore flows, lim ited dom estic 
appetite  due  to liquidity  pressure and p ressure  on corporate earnings; w hile the 
inflation w ould  stay u n d er control, increased dem and  for dom estic liquidity  will 
p ush  in terest rates h igher and  w e are likely to w itness g radual rupee  depreciation  
and  dep leted  currency reserves. O verall, w hile RBI w ould  inject liquidity  th rough  
CRR/SLR cuts, m ain tain ing  grow th  beyond 7 per cent will be a struggle.

The bank ing  sector w ill have the least im pact as h igh  in terest rates, increased 
d em and  for rupee  loans and  reduced sta tu to ry  reserves will lead to im proved  NIM  
w hile, on the o ther han d , o ther incom e from  cross-border business flow s and  
d istribu tion  of investm ent p roducts will take a hit.

Banks w ith  capabilities to generate low  cost CASA and  zero  cost float funds will 
gain  the m ost as revenues from  financial in te rm ed ia tio n  w ill d rive  the b an k s ' 
profitability.

G iven the dependence on foreign funds and  off-shore consum er dem and  for the 
Indian grow th story, India cannot w ish aw ay from  the negative im pact of the presen t 
global financial crisis b u t should quickly focus on alternative rem edial m easures to 
lim it dam age and  look inw ards to sustain  grow th!

Im pact of the  C risis on Ind ia  -  C urren t L iterature

W hile the overall policy approach  has been able to m itigate the potential im pact of 
the turm oil on dom estic financial m arkets and  the econom y, w ith  the increasing 
in tegration  of the Ind ian  econom y and its financial m arkets w ith  rest of the w orld , 
there is recognition that the country  does face som e dow nside  risks from  these 
international developm ents. The risks arise m ainly from  the po ten tial reversal of 
capital flows on a susta ined  m edium -term  basis from  the projected slow  do w n  of 
the global econom y, particu larly  in advanced  econom ies, and  from  som e elem ents 
of potential financial contagion. In India, the adverse effects have so far been m ainly 
in the  eq u ity  m ark e ts  because  of rev ersa l of p o rtfo lio  eq u ity  flow s, an d  the 
concom itant effects on the dom estic forex m arket and liqu id ity  conditions. The 
m acro effects have so far been m uted due to the overall strength of dom estic dem and, 
the healthy  balance sheets of the Indian  corporate  sector, and  the p red o m in an t 
dom estic financing of investm ent. As m ight be expected, the m ain  im pact of the 
g lobal financia l tu rm o il in Ind ia  has e m an a ted  from  the  s ig n ifican t ch an g e  
experienced in the capital account in 2008-09 so far, relative to the p rev ious year. 
Total net capital flows fell from  US$17.3 billion in A pril-June 2007 to US$13.2 billion 
in A pril-June 2008. Nonetheless, capital flows are expected to be m ore than  sufficient 
to cover the current account deficit this year as well. W hile Foreign Direct Investm ent
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Consumer demand in developed economies is certain to be hurt by the present 
crisis, leading to lower demand for Indian goods and services, thus affecting the 
Indian exports. 

The impact of which, once again, will be three-fold: Export-oriented units will be 
the worst hit impacting employment; reduced exports will further widen the trade 
gap to put pressure on rupee exchange rate and intervention leading to sucking 
out liquidity and pressure on interest rates. 

The impact on the financial markets will be the following: Equity market will 
continue to remain in bearish mood with reduced off-shore flows, limited domestic 
appetite due to liquidity pressure and pressure on corporate earnings; while the 
inflation would stay under control, increased demand for domestic liquidity will 
push interest rates higher and we are likely to witness gradual rupee depreciation 
and depleted currency reserves. Overall, while RBI would inject liquidity through 
CRR/SLR cuts, maintaining growth beyond 7 per cent will be a struggle. 

The banking sector will have the least impact as high interest rates, increased 
demand for rupee loans and reduced statutory reserves will lead to improved NIM 
while, on the other hand, other income from cross-border business flows and 
distribution of investment products will take a hit. 

Banks with capabilities to generate low cost CASA and zero cost float funds will 
gain the most as revenues from financial intermediation will drive the banks' 
profitability. 

Given the dependence on foreign funds and off-shore consumer demand for the 
Indian growth story, India cannot wish away from the negative impact of the present 
global financial crisis but should quickly focus on alternative remedial measures to 
limit damage and look inwards to sustain growth! 

Impact of the Crisis on India - Current Literature 

While the overall policy approach has been able to mitigate the potential impact of 
the turmoil on domestic financia l markets and the economy, with the increasing 
integration of the Indian economy and its financial markets with rest of the world, 
there is recognition that the country does face some downside risks from these 
international developments. The risks arise mainly from the potential reversal of 
capital flows on a sustained medium-term basis from the projected slow down of 
the global economy, particularly in advanced economies, and from some elements 
of potential financial contagion. In India, the adverse effects have so far been mainly 
in the equity markets because of reversal of portfolio equity flows, and the 
concomitant effects on the domestic forex market and liquidity conditions. The 
macro effects have so far been muted due to the overall strength of domestic demand, 
the healthy balance sheets of the Indian corporate sector, and the predominant 
domestic financing of investment. As might be expected, the main impact of the 
global financial turmoil in India has emanated from the significant change 
experienced in the capital account in 2008-09 so far, relative to the previous year. 
Total net capital flows fell from US$17.3 billion in April-June 2007 to US$13.2 billion 
in April-June 2008. Nonetheless, capital flows are expected to be more than sufficient 
to cover the current account deficit this year as well. While Foreign Direct Investment 



(FDI) inflow s have con tinued  to exhibit accelerated g row th  (US$ 16.7 billion d u rin g  
A pril-A ugust 2008 as com pared  w ith  US$ 8.5 billion in the co rrespond ing  period 
of 2007), portfolio  investm ents by foreign institu tional investors (FIIs) w itnessed  a 
net outflow  of abou t US$ 6.4 billion in A pril- Septem ber 2008 as com pared  w ith  a 
net inflow  of US$ 15.5 billion in the co rrespond ing  period last year.

Sim ilarly, external com m ercial borrow ings of the corporate  sector declined from  
US$ 7.0 billion in A pril-June 2007 to US$ 1.6 billion in A pril-June 2008, partia lly  in 
response to policy m easures in the face of excess flow s in 2007-08, bu t also d u e  to 
the curren t tu rm oil in advanced  econom ies. W ith the existence of a m erchandise 
trade deficit of 7.7 per cent of GDP in 2007-08, and  a cu rren t account deficit of 1.5 
per cent, and change in perceptions w ith  respect to capital flows, there has been 
significant p ressu re  on the Ind ian  exchange rate in recent m onths. W hereas the 
real exchange rate  apprecia ted  from  an index of 104.9 (base 1993-94=100) (US$1 = 
Rs. 46.12) in Septem ber 2006 to 115.0 (US$ 1 = Rs. 40.34) in Septem ber 2007, it has 
now  depreciated  to a level of 101.5 (US $ 1 = Rs. 48.74) as on O ctober 8 , 2008.

W ith the volatility  in portfo lio  flow s having  been large d u rin g  2007 and  2008, the 
im pact of global financial tu rm oil has been felt particu larly  in the equity  m arket. 
The BSE Sensex (1978-79=100) increased significantly from  a level of 13,072 as at 
end-M arch 2007 to its peak  of 20,873 on January  8 , 2008 in the presence of heavy 
portfolio flow s resp o n d in g  to the h igh  g row th  p erform ance of the Indian  corporate 
sector. W ith portfo lio  flow s reversing  in 2008, partly  because of the in ternational 
m arket turm oil, the Sensex has now  d ro p p ed  to a level of 11,328 on O ctober 8 ,
2008, in line w ith  sim ilar large declines in o ther m ajor stock m arkets.

As no ted  earlier, dom estic investm en t is largely financed by dom estic savings. 
H ow ever, the corporate  sector has, in recent years, m obilized significant resources 
from  global financial m arkets for funding , both deb t and non-debt, their am bitious 
investm ent plans. The cu rren t risk aversion in the in ternational financial m arkets 
to EMEs could, therefore, have som e im pact on the Indian  corporate sector's ability 
to raise funds from  in ternational sources and  thereby im pede som e investm ent 
grow th. Such corporate  w ould , therefore, have to rely relatively m ore on dom.estic 
sources of financing, includ ing  bank  credit. This could, in tu rn , p u t som e u p w ard  
p ressure  on dom estic in terest rates. M oreover, dom estic p rim ary  capital m arket 
issuances have suffered in the cu rren t fiscal year so far in view  of the sluggish 
stock m arket conditions. Thus, one can expect m ore dem and  for bank  credit, and 
non-food cred it g row th  has indeed  accelerated in the cu rren t year (26.2% on a year- 
on-year basis as on Septem ber 12, 2008 as com pared  w ith  23.3% a year ago). The 
financial crisis in  the  ad v an ced  econom ies and  the likely s lo w d o w n  in these 
econom ies cou ld  have  som e im pact on the IT sector. A ccord ing  to the  la test 
a s se ssm e n t by  th e  N A SSC O M , th e  so f tw a re  tra d e  a sso c ia tio n , the  c u r re n t 
developm ents w ith  respect to the US financial m arkets are very  eventful, and  m ay 
have a direct im pact on the IT in d u stry  and  likely to create a dow nstream  im pact 
on o ther sectors of the US econom y and  w o rldw ide  m arkets.

G lobal O u tlo o k

• The global econom ic outlook  deterio ra ted  sharp ly  over the last quarter. In a
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(FDI) inflows have continued to exhibit accelerated growth (US$ 16.7 billion during 
April-August 2008 as compared with US$ 8.5 billion in the corresponding period 
of 2007), portfolio investments by foreign institutional investors (Fils) witnessed a 
net outflow of about US$ 6.4 billion in April- September 2008 as compared with a 
net inflow of US$ 15.5 billion in the corresponding period last year. 

Similarly, external commercial borrowings of the corporate sector declined from 
US$ 7.0 billion in April-June 2007 to US$ 1.6 billion in April-June 2008, partially in 
response to policy measures in the face of excess flows in 2007-08, but also due to 
the current turmoil in advanced economies. With the existence of a merchandise 
trade deficit of 7.7 per cent of GDP in 2007-08, and a current account deficit of 1.5 
per cent, and change in perceptions with respect to capital flows, there has been 
significant pressure on the Indian exchange rate in recent months. Whereas the 
real exchange rate appreciated from an index of 104.9 (base 1993-94= 100) (US$1 = 
Rs. 46.12) in September 2006 to 115.0 (US$ 1 = Rs. 40.34) in September 2007, it has 
now depreciated to a level of 101.5 (US$ 1 = Rs. 48.74) as on October 8, 2008. 

With the volatility in portfolio flows having been large during 2007 and 2008, the 
impact of global financial turmoil has been felt particularly in the equity market. 
The BSE Sensex (1978-79= 100) increased significantly from a level of 13,072 as at 
end-March 2007 to its peak of 20,873 on January 8, 2008 in the presence of heavy 
portfolio flows responding to the high growth performance of the Indian corporate 
sector. With portfolio flows reversing in 2008, partly because of the international 
market turmoil, the Sensex has now dropped to a level of 11,328 on October 8, 
2008, in line with similar large declines in other major stock markets. 

As noted earlier, domestic investment is largely financed by domestic savings. 
However, the corporate sector has, in recent years, mobilized significant resources 
from global financial markets for funding, both debt and non-debt, their ambitious 
investment plans. The current risk aversion in the international financial markets 
to EMEs could, therefore, have some impact on the Indian corporate sector's ability 
to raise funds from international sources and thereby impede some investment 
growth. Such corporate would, therefore, have to rely relatively more on dorr:estic 
sources of financing, including bank credit. This could, in turn, put some upward 
pressure on domestic interest rates. Moreover, domestic primary capital market 
issuances have suffered in the current fiscal year so far in view of the sluggish 
stock market conditions. Thus, one can expect more demand for bank credit, and 
non-food credit growth has indeed accelerated in the current year (26.2% on a year­
on-year basis as on September 12, 2008 as compared with 23.3% a year ago). The 
financial crisis in the advanced economies and the likely slowdown in these 
economies could have some impact on the IT sector. According to the latest 
assessment by the N ASSCOM, the software trade association, the current 
developments with respect to the US financial markets are very eventful, and may 
have a direct impact on the IT industry and likely to create a downstream impact 
on other sectors of the US economy and worldwide markets. 

Global Outlook 

• The global economic outlook deteriorated sharply over the last quarter. In a 



sign of the ferocity of the dow n turn, the IMF m ade a m arked dow n w ard  revision 
of its estim ate for global grow th in 2009 in purchasing  pow er parity  term s -  
from  its forecast of 3.0 per cent m ade in O ctober 2008 to 0.5 p er cent in January
2009. In m arket exchange rate term s, the d o w n tu rn  is sharper -  global G DP is 
projected to actually shrink  by 0.6 per cent. W ith all the advanced  econom ies -  
the U nited States, Europe and  Japan - hav ing  firm ly gone into recession, the 
contag ion  of the crisis from  the financial sector to the real sector has been 
unforgiving and total. Recent evidence suggests that contractionary  forces are 
strong: dem and  has slum ped, p roduction  is p lunging , job losses are rising and  
cred it m arkets rem ain  in seizure. M ost w orry ing ly , w orld  trad e  -  the m ain  
channel th rough  w hich the d o w n tu rn  will get transm itted  on the w ay fo rw ard  
-  is projected to contract by 2.8 per cent in 2009.

• Policy m aking a round  the w orld  is in clearly uncharted  territory. G overnm ents 
and central banks across countries have responded  to the crisis th rough  big, 
aggressive and  unconven tional m easures. There is a con ten tious debate  on 
w hether these m easures are adequate  and  app rop ria te , and  w hen, if at all, they 
w ill s ta rt to show  resu lts. T here has also  been  a sep a ra te  deb a te  on  how  
a b a n d o n in g  th e  ru le  b o o k  d r iv e n  by  th e  ty ra n n y  of th e  sh o r t- te rm , is 
c o m p ro m is in g  m e d iu m -te rm  s u s ta in a b i l i ty .  W h a t is c le a r ly  b e y o n d  
debate though is that this G reat Recession of 2008-09 is going to be deeper and  
the recovery longer than earlier thought.

E m erging Econom ies

C ontrary  to the 'decoup ling  theory ', em erg ing  econom ies too have been h it by the 
crisis. The decoupling theory, w hich w as intellectually  fashionable even as late as 
a year ago, held  that even if advanced econom ies w en t into a d o w n tu rn , em erg ing  
econom ies will rem ain unscathed  because of their substan tia l foreign exchange 
reserves, im proved policy fram ew ork, robust corporate balance sheets and  relatively 
healthy banking sector. In a rap id ly  globalizing w orld , the 'decoup ling  theory '
w as never totally persuasive. G iven the evidence of the last few m onths -  capital
flow reversals, sharp  w idening  of sp reads on sovereign and  corporate deb t and  
ab ru p t currency depreciations - the 'decoup ling  theo ry ' stands totally invalidated . 
Reinforcing the notion that in a globalized w orld  no country can be an island, grow th  
prospects of em erging econom ies have been u nderm ined  by the cascading financial 
crisis w ith, of course, considerable varia tion  across countries.

Q uestions th a t w ill be  A ddressed

India too has been im pacted by the crisis -  and  by m uch m ore than  it w as suspected  
earlier:

. W hy has India been hit by the crisis?

i. H ow  has India been hit by the crisis?

ii. H ow  have w e responded  to the challenge?

V. W hat is the outlook for India?
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sign of the ferocity of the down tum, the IMF made a marked downward revision 
of its estimate for global growth in 2009 in purchasing power parity terms -
from its forecast of 3.0 per cent made in October 2008 to 0.5 per cent in January 
2009. In market exchange rate terms, the downturn is sharper - global GDP is 
projected to actually shrink by 0.6 per cent. With all the advanced economies -
the United States, Europe and Japan - having firmly gone into recession, the 
contagion of the crisis from the financial sector to the real sector has been 
unforgiving and total. Recent evidence suggests that contractionary forces are 
strong: demand has slumped, production is plunging, job losses are rising and 
credit markets remain in seizure. Most worryingly, world trade - the main 
channel through which the downturn will get transmitted on the way forward 
- is projected to contract by 2.8 per cent in 2009. 

• Policy making around the world is in clearly uncharted territory. Governments 
and central banks across countries have responded to the crisis through big, 
aggressive and unconventional measures. There is a contentious debate on 
whether these measures are adequate and appropriate, and when, if at all, they 
will start to show results. There has also been a separate debate on how 
abandoning the rule book driven by the tyranny of the short-term, is 
compromising medium-term sustainability. What is clearly beyond 
debate though is that this Great Recession of 2008-09 is going to be deeper and 
the recovery longer than earlier thought. 

Emerging Economies 

Contrary to the 'decoupling theory', emerging economies too have been hit by the 
crisis. The decoupling theory, which was intellectually fashionable even as late as 
a year ago, held that even if advanced economies went into a downturn, emerging 
economies will remain unscathed because of their substantial foreign exchange 
reserves, improved policy framework, robust corporate balance sheets and relatively 
healthy banking sector. In a rapidly globalizing world, the 'decoupling theory' 
was never totally persuasive. Given the evidence of the last few months - capital 
flow reversals, sharp widening of spreads on sovereign and corporate debt and 
abrupt currency depreciations - the 'decoupling theory' stands totally invalidated. 
Reinforcing the notion that in a globalized world no country can be an island, growth 
prospects of emerging economies have been undermined by the cascading financial 
crisis with, of course, considerable variation across countries. 

Questions that will be Addressed 

India too has been impacted by the crisis - and by much more than it was suspected 
earlier: 

i. Why has India been hit by the crisis? 

ii. How has India been hit by the crisis? 

iii. How have we responded to the challenge? 

iv. What is the outlook for India? 



W hy has Ind ia  been  h it by  the  crisis?

There is, at least in som e quarters, d ism ay  that India has been hit by the crisis. This 
d ism ay stem s from  tw'o argum ents.

1. The first a rgum ent goes as follows. The Indian banking system  has had no direct 
exposure  to the sub-prim e m ortgage assets or to the failed institu tions. It has 
very lim ited off-balance sheet activities or securitized assets. In fact, Indian banks 
continue to rem ain  safe and  healthy. So, the enigm a is how  can India be caught 
up  in a crisis w hen  it has no th ing  m uch to do  w ith  any of the m aladies tha t are 
at the core of the crisis.

2. The second reason for d ism ay  is that Ind ia 's  recent g row th  has been driven  
p redom inan tly  by dom estic consum ption  and  dom estic investm ent. External 
dem and , as m easured  by m erchand ize  exports, accounts for less than  15 per 
cent of ou r GDP. The question then is, even if there is a global d o w n tu rn , w hy 
sh o u ld  Ind ia  be a ffec ted  w h en  its d e p e n d e n c e  on ex te rn a l d e m a n d  is so 
lim ited?

The answ er to both  the above frequently-asked questions lies in globalization. First, 
Ind ia 's  integration into the w orld econom y over the last decade has been rem arkably 
rapid . In tegration into the w orld  im plies m ore than just exports. G oing by the 
com m on m easure of g lobalization, Ind ia 's  tw 'o-way trade (m erchandize exports 
p lus im ports), as a p ropo rtio n  of GDP, grew  from  21.2 per cent in 1997-98, the year 
of the Asian crisis, to 34.7 per cent in 2007-08. Second, Ind ia 's financial in tegration 
w ith  the w orld  has been as deep  as Ind ia 's  trade  globalization, if no t deeper. If an 
expanded  m easure of globalization is taken into consideration , that is the ratio  of 
total external transactions (gross cu rren t account flows plus gross capital flows) to 
GDP, this ratio has m ore than doub led  from  46.8 per cent in 1997-98 to 117.4 per 
cent in 2007-08.

Im portantly , the Indian  corporate  sector's  access to external fund ing  has m arkedly  
increased in the last five years. Som e num bers will help illustrate the point. In the 
five-year p e rio d  2003-08, the sh a re  of in v es tm en t in In d ia 's  G D P rose by 11 
percentage points. C orpora te  savings financed roughly  half of this, bu t a significant 
portion  of the balance financing cam e from external sources. W hile funds w ere 
available dom estically , they w ere expensive relative to foreign funding . O n the 
o ther hand , in a global m arket aw ash  w ith  liquidity  and on the prom ise of Ind ia 's  
g row th  potential, foreign investors w ere w illing to take risks and  p rov ide  funds at 
a low er cost. In the year 2007-08, India received capital inflow s am oun ting  to over 
9 per cent of GDP as against a cu rren t account deficit in the balance of p aym ents of 
just 1.5 per cent of GDP. These capital flows, in excess of the cu rren t account deficit, 
evidence the im portance of external financing and the dep th  of Ind ia 's  financial 
integration. So, the reason India has been hit by the crisis, desp ite  m itigating  factors, 
is clearly h id ia 's  rap id  and  grow ing  into the global econom y.

H ow  has Ind ia  been  h it by  the crisis?

The contagion of the crisis has spread to India th rough all the channels -  the financial 
channel, the real channel, and im portan tly , as h ap p en s in all financial crises, the 
confidence channel.
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Why has India been hit by the crisis? 

There is, at least in some quarters, dismay that India has been hit by the crisis. This 
dismay stems from hvo arguments. 

1. The first argument goes as follows. The Indian banking system has had no di rect 
exposure to the sub-prime mortgage assets or to the failed institutions. It has 
very limited off-balance sheet activities or securitized assets. In fact, Indian banks 
continue to remain safe and heal thy. So, the enigma is how can India be caught 
up in a crisis when it has nothing much to do with any of the maladies that are 
at the core of the crisis. 

2. The second reason for dismay is that India's recen t growth has been driven 
predominantly by domestic consumption and domestic investment. External 
demand, as measured by merchandize exports, accounts for less than 15 per 
cent of our GDP. The question then is, even if there is a global downturn, why 
should Ind ia be affected when its dependence on external deman d is so 
limited? 

The answer to both the above frequently-asked questions lies in globalization. First, 
India's integra tion into the world economy over the last decade has been remarkably 
rapid. Integra tion into the world implies more than just exports. Going by the 
common measure of globalization, Ind ia's hvo-way trade (merchandize exports 
plus imports), as a proportion of GDP, grew from 21.2 per cent in 1997-98, the year 
of the Asian crisis, to 34.7 per cent in 2007-08. Second, India's financial integration 
with the world has been as deep as Ind ia's trade globa lization, if not deeper. If an 
expanded measure of globaliza tion is taken into consideration, tha t is the ratio of 
total external transactions (gross current account flow s plus gross capita l flows) to 
GDP, this ratio has more than doubled from 46.8 per cent in 1997-98 to 117.4 per 
cent in 2007-08. 

Importantly, the Indian corporate sector's access to external funding has ma rkedly 
increased in the last five years. Some numbers will help illustrate the point. In the 
five-year period 2003-08, the sha re of investment in India's GDP rose by 11 
percentage points. Corporate savings financed roughly half of this, but a significant 
portion of the balance financing ca me from external sources. While funds were 
available domestically, they were expensive relative to foreign funding. On the 
other hand, in a global market awash with liquidity and on the promise of India's 
growth potential, foreign investors were willing to take risks and provide fu nds at 
a lower cost. In the year 2007-08, India received capital inflows amounting to over 
9 per cent of GDP as against a current account deficit in the balance of payments of 
just 1.5 per cent of GDP. These capi tal flows, in excess of the current account deficit, 
evidence the importance of external financing and the depth of India's financial 
integration. So, the reason India has been hit by the crisis, despi te mitigating fac tors, 
is clearly India's rapid and growing into the global economy. 

How has India been hit by the crisi s? 

The contagion of the crisis has spread to India through all the channels - the financial 
channel, the real channel, and importantly, as happens in all financial crises, the 
confidence channel. 



The financial channel: Ind ia 's  financial m arkets - equity  m arkets, m oney m arkets, 
forex m arkets and  credit m arkets - had  all com e u n d er p ressure  from a num ber of 
directions. First, as a consequence of the global liquidity  squeeze, Indian banks 
and corporates found their overseas financing dry ing  up , forcing corporates to shift 
their credit d em and  to the dom estic banking  sector. Also, in their frantic search for 
substitu te  financing, corporates w ithdrew  their investm ents from  dom estic m oney 
m arket m utual funds pu tting  redem ption  p ressure  on the m utual funds and dow n  
the line on non-banking financial com panies (NBFCs) w here the MFs had invested  
a significant portion  of their funds. This su b stitu tio n  of overseas financing by 
do m estic  financ ing  b ro u g h t b o th  m oney  m ark e ts  an d  c re d it m ark e ts  u n d e r  
pressure. Second, the forex m arket cam e u n d er p ressu re  because of reversal of 
capital flows as part of the global deleveraging process. S im ultaneously, corporates 
w ere converting the funds raised locally into foreign currency to m eet their external 
obligations. Both these factors pu t dow nw ard  p ressure on the rupee. Third, the 
Reserve Bank's intervention in the forex m arket to m anage the volatility  in the 
rupee further ad d ed  to liquidity  tightening.

T he real channel: Here, the transm ission of the global cues to the dom estic econom y 
has been quite straight forw ard -  th rough  the slum p in dem and  for exports. The 
U nited States, E uropean  U nion and  the M iddle  East, w hich  account for th ree 
quarters of Ind ia 's goods and services trade, are in a synchronized  dow n  turn . 
Service export grow th is also likely to slow  in the near term  as the recession deepens 
and  financial services firm s -  traditionally  large users of ou tsourcing  services -  are 
restructured. Rem ittances from m igrant w orkers too are likely to slow  as the M iddle 
East adjusts to low er crude prices and advanced  econom ies go into a recession.

Beyond the financial and real channels of transm ission as above, the crisis also 
spread through the confidence channel. In sharp  contrast to global financial m arkets, 
w hich w ent into a seizure on account of a crisis of confidence, Indian  financial 
m arkets continued to function in an orderly  m anner. N evertheless, the tigh tened  
global liquidity  situation in the period  im m ediately  follow ing the Lehm an failure 
in m id-Septem ber 2008, com ing as it d id  on top of a tu rn  in the credit cycle, increased 
the risk aversion of the financial system  and m ade banks cau tious abou t lending.

The p u rp o rt of the above explanation is to show  how , desp ite  not being part of the 
financial sector problem , India has been affected by the crisis th rough  the pernicious 
feedback loops betw een external shocks and dom estic vulnerabilities by w ay of 
the financial, real and confidence channels.

H ow  have w e resp o n d ed  to the challenge?

The failure of Lehm an Brothers in m id-Septem ber w as follow ed in quick succession 
by several o ther large financial institu tions com ing u n d er severe stress. This m ade 
financial m arkets around the w orld uncertain and  unsettled. This contagion, spread  
to em erging econom ies, and to India too. Both the governm ent and the Reserve 
Bank of India responded  to the challenge in close coord ination  and  consultation. 
The m ain p lank of the governm ent response w as fiscal stim ulus w hile the Reserve 
Bank's action com prised m onetary  accom m odation and  counter cyclical regulatory  
forbearance.
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The financial channel: India's financial markets - equity markets, money markets, 
forex markets and credit markets - had all come under pressure from a number of 
directions. First, as a consequence of the global liquidity squeeze, Indian banks 
and corporates found their overseas financing drying up, forcing corporates to shift 
their credit demand to the domestic banking sector. Also, in their frantic search for 
substitu te financing, corporates withdrew their investments from domestic money 
market mutual funds putting redemption pressure on the mutual funds and down 
the line on non-banking financial companies (NBFCs) where the MFs had invested 
a significant portion of their funds. This substitution of overseas fin ancing by 
domes tic financing brought both money markets and credit ma rkets under 
pressure. Second, the forex market came under pressure because of reversal of 
capital flows as part of the global deleveraging process. Simultaneously, corporates 
were converting the funds raised locally into foreign currency to meet their external 
obligations. Both these fac tors put downward pressure on the rupee. Third, the 
Reserve Bank's intervention in the forex market to manage the volatility in the 
rupee fur ther added to liquidi ty tightening. 

The real channel: Here, the transmission of the global cues to the domestic economy 
has been quite straight forward - through the slump in demand for exports. The 
United States, European Union and the Middle East, which account for three 
quarters of India 's goods and services trade, are in a synchronized down turn. 
Service export growth is also likely to slow in the near term as the recession deepens 
and financial services firms - traditionally large users of outsourcing services - are 
restructured. Remittances from migrant workers too are likely to slow as the Middle 
East adjusts to lower crude p rices and advanced economies go into a recession. 

Beyond the financial and real channels of transmission as above, the crisis also 
spread through the confidence channel. In sharp contrast to global financia l markets, 
which went into a seizure on account of a crisis of confidence, Indian financial 
markets continued to function in an orderly manner. Nevertheless, the tightened 
global liquidity situation in the period immediately following the Lehman failure 
in mid-September 2008, coming as it did on top of a turn in the credit cycle, increased 
the risk aversion of the financial system and made banks cautious about lending. 

The purport of the above explanation is to show how, despite not being part of the 
financial sector problem, India has been affected by the crisis through the pernicious 
feedback loops between external shocks and domestic vulnerabilities by way of 
the financial, real and confidence channels. 

How have we responded to the challenge? 

The failure of Lehman Brothers in mid-September was followed in quick succession 
by several other large financia l institutions coming under severe stress. This made 
financial markets around the world uncertain and unsettled. This contagion, spread 
to emerging economies, and to India too. Both the government and the Reserve 
Bank of India responded to the challenge in close coordination and consultation. 
The main plank of the government response was fiscal stimulus while the Reserve 
Bank's action comprised monetary accommodation and counter cyclical regulatory 
forbearance. 



M o n eta ry  P o lic y  R e sp o n se :

The Reserve Bank's policy response w as aim ed at contain ing  the contag ion  from  
the ou tside  - to keep the dom estic m oney and  credit m arkets function ing  norm ally  
and see that the liqu id ity  stress d id not trigger solvency cascades. In particu lar, 
targeted three objectives are targeted: first, to m aintain a com fortable rupee liquidity  
position; second, to au g m en t foreign exchange liquidity; and  th ird , to m ain tain  a 
policy fram ew ork  th a t w o u ld  keep cred it de livery  on track so as to a rrest the 
m oderation  in g row th . This m arked  a reversal of Reserve Bank's policy stance from 
m onetary  tightening in response to heightened inflationary p ressures of the prev ious 
p e rio d  to m o n e ta ry  eas in g  in re sp o n se  to easin g  in fla tio n a ry  p re s su re s  an d  
m oderation in g row th in the current cycle. The m easures to m eet the above objectives 
cam e in several policy  packages s ta rtin g  m id -S ep tem ber 2008, on occasion in 
response to unantic ipated  global developm ents and at o ther tim es in an tic ipation  
of the im pact of po ten tia l global developm ents on the Indian  m arkets.

Ind ian  policy packages inc luded , like in the case of o th er cen tra l banks, bo th  
co n v en tio n a l an d  u n co n v en tio n a l m easu res. O n the c o n v en tio n a l s ide , Ind ia  
reduced the policy in terest rates aggressively  and  rapidly , reduced  the q u an tu m  of 
bank reserves im p o u n d ed  by the central bank  and  expanded  and  liberalized the 
refinance facilities for export credit. M easures aim ed at m anag ing  forex liquidity  
included an u p w ard  ad justm en t of the interest rate ceiling on the foreign currency  
deposits by non-residen t Indians, substan tia lly  relaxing the external com m ercial 
b o rro w in g s (ECB) reg im e for co rpo ra tes, and  a llow ing  n o n -b an k in g  financial 
com panies and  housing  finance com panies access to foreign borrow ing .

The im portan t am ong the m any unconventional m easures taken by the Reserve 
Bank of India are a rupee-do llar sw ap  facility for Indian banks to give them  com fort 
in m anaging  their short-term  foreign fund ing  requirem ents, an exclusive refinance 
w indow  as also a special p u rpose  vehicle for su p p o rtin g  non-bank ing  financial 
co m p an ies , and  e x p a n d in g  the  len d ab le  re so u rces  av a ilab le  to apex  finance  
institu tions for refinancing credit extended to small industries, housing  and  exports.

G o v e r n m e n t's  F isca l S tim u lu s :

Ov'er the last five years, bo th  the central and state governm ents in India have m ade 
a serious effort to reverse the fiscal excesses of the past. At the heart of these efforts 
was the Fiscal Responsibility and  Budget M anagem ent (FRBM) Act w hich m andated  
a calibrated  road m ap  to fiscal sustainability . H ow ever, recognizing the d ep th  and  
ex traord inary  im pact of this crisis, the central governm ent invoked the em ergency 
provisions of the FRBM Act to seek relaxation from the fiscal targets and  launched  
tw o fiscal stim u lus packages in D ecem ber 2008 and  January  2009. These fiscal 
s tim u lu s packages, to g e th e r am o u n tin g  to abo u t 3 p e r cen t of G DP, in c luded  
a d d itio n a l p u b lic  sp e n d in g , p a r t ic u la r ly  ca p ita l e x p e n d itu re , g o v e rn m e n t 
g uaran teed  funds for in frastru c tu re  spend ing , cuts in ind irect taxes, ex p an d ed  
guaran tee  cover for cred it to m icro and sm all en terprises, and  add itiona l su p p o rt 
to exporters . These s tim u lu s  packages cam e on top  of an  a lread y  an n o u n ced  
expanded  safety-net for rural poor, a farm loan w aiver package and  salary increases 
for governm ent staff, all of w hich too should  stim ulate  dem and .
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Monetary Policy Response: 

The Reserve Bank's policy response was aimed at containing the contagion from 
the outside - to keep the domestic money and credit markets functioning normally 
and see that the liquidity stress did not trigger solvency cascades. In particular, 
targeted three objectives are targeted: first, to maintain a comfortable rupee liquidity 
position; second, to augment foreign exchange liquidity; and third, to maintain a 
policy framework that would keep credit delivery on track so as to arrest the 
moderation in growth. This marked a reversal of Reserve Bank's policy stance from 
monetary tightening in response to hei~htened inflationary pressures of the previous 
period to monetary easing in response to easing inflationary pressures and 
moderation in growth in the current cycle. The measures to meet the above objectives 
came in several policy packages starting mid-September 2008, on occasion in 
response to unanticipated global developments and at other times in anticipation 
of the impact of potential global developments on the Indian markets. 

Indian policy packages included, like in the case of other central banks, both 
conventional and unconventional measures. On the conventional side, India 
reduced the policy interest rates aggressively and rapidly, reduced the quantum of 
bank reserves impounded by the central bank and expanded and liberalized the 
refinance facilities for export credit. Measures aimed at managing forex liquidity 
included an upward adjustment of the interest rate ceiling on the foreign currency 
deposits by non-resident Indians, substantially relaxing the external commerc ial 
borrowings (ECB) regime for corporates, and allowing non-banking fina ncial 
companies and housing finance companies access to foreign borrowing. 

The important among the many unconventional measures taken by the Reserve 
Bank of India are a rupee-dollar swap facility for Indian banks to give them comfort 
in managing their short-term foreign fundi ng requirements, an exclusive refinance 
window as also a special purpose vehicle for supporting non-banking financial 
companies, and expanding the lendable resources available to apex finance 
institutions for refinancing credit ex tended to small industries, housing and exports. 

Government's Fiscal Stimulus: 

Over the last five years, both the central and state governments in India have made 
a serious effort to reverse the fiscal excesses of the past. At the heart of these efforts 
was the Fiscal Responsibility and Budget Management (FRBM) Act which mandated 
a calibrated road map to fiscal susta inability. However, recognizing the depth and 
extraordinary impact of this crisis, the central government invoked the emergency 
provisions of the FRBM Act to seek relaxation from the fiscal targets and launched 
two fiscal stimulus packages in December 2008 and January 2009. These fiscal 
stimulus packages, together amounting to about 3 per cent of GDP, included 
additional public spending, par ti cularly capital expenditure, govern ment 
guaranteed funds for infrastructure spending, cuts in indirect taxes, expanded 
guarantee cover for credit to micro and sma ll enterprises, and additional su pport 
to exporters. These stimulus packages came on top of an already announced 
expanded safety-net for rural poor, a farm loan waiver package and salary increases 
for government staff, all of which too should stimulate demand. 



Im pact of M onetary  M easures:

Taken together, the m easures pu t in place since m id-Septem ber 2008 have ensu red  
that the Indian  financial m arkets continue to function in an  orderly  m anner. The 
cum ulative am ount of prim ary liquidity potentially  available to the financial system  
th rough  these m easures is over US$ 75 billion or 7 per cent of GDP. This sizeable 
easing has ensured  a com fortable liquidity  position starting  m id-N ovem ber 2008 
as evidenced by a num ber of indicators including the w eighted-average call m oney 
rate, the overn ight m oney m arket rate and  the yield on the 1 0 -year benchm ark  
governm ent security. Taking the signal from the policy rate cut, m any of the big 
banks have reduced their benchm ark prim e lending rates. Bank credit has expanded  
too, faster than  it d id  last year. H ow ever, Reserve Bank's rough  calculations show  
that the overall flow of resources to the com m ercial sector is less than w hat it w as 
last year. This is because, even though bank credit has expanded , it has not fully 
offset the decline in non-bank flow of resources to the com m ercial sector.

E valuating  the R esponse:

In evaluating  the response to the crisis, it is im portan t to rem em ber that a lthough  
the origins of the crisis are com m on around  the w orld , the crisis has im pacted  
d ifferen t econom ies differently . Im portan tly , in advanced  econom ies w h ere  it 
orig inated , the crisis spread  from the financial sector to the real sector. In em erg ing  
econom ies, the transm ission  of external shocks to dom estic vu lnerab ilities has 
typically been from  the real sector to the financial sector. C ountries have accordingly 
responded  to the crisis depend ing  on their specific country  circum stances. Thus, 
even as policy responses across countries are b roadly  sim ilar, their precise design, 
quan tum , sequencing and tim ing have varied. In particu lar, w hile policy responses 
in advanced  econom ies have had to contend w ith both the unfo ld ing  financial crisis 
and  deepening  recession, in India, the response has been p redom inan tly  driven  by 
the need to arrest m oderation  in econom ic grow th.

W hat is the  ou tlo o k  for India?

The outlook for India going forw ard is mixed. There is evidence of econom ic activity 
slow ing dow n. Real GDP grow th has m oderated  in the first half of 2008-09. The 
services sector too, w hich has been our prim e grow th  engine for the last five years, 
is slow ing, m ainly in construction, transport and  com m unication , trade, hotels and  
restauran ts sub-sectors. For the first tim e in seven years, exports have declined in 
absolute term s for three m onths in a row  d u rin g  O ctober-D ecem ber 2008. Recent 
data  indicate that the dem and for bank credit is slackening desp ite  com fortable 
liquidity  in the system . H igher inpu t costs and  dam pened  dem and  have den ted  
corporate m argins w hile the uncertainty su rround ing  the crisis has affected business 
confidence. The index of industrial p roduction  has show n negative g row th  for tw o 
recent m onths and  investm ent dem and  is decelerating. All these factors suggest 
that g row th  m oderation m ay be steeper and m ore ex tended  than  earlier projected.

In addressing  the fall ou t of the crisis, India has several advantages. Some of these 
are recent developm ents. M ost notably, head line inflation, as m easured  by the 
w holesale price index, has fallen sharply , and  recent trends suggest a faster-than- 
expected reduction  in inflation. Clearly, falling com m odity  prices have been the

58 Journal of Accounting and Finance58 Journal of Accounting and Finance 

Impact of Monetary Measures: 

Taken together, the measures put in place since mid-September 2008 have ensured 
that the Indian financial markets continue to function in an orderly manner. The 
cumulative amount of primary liquidity potentially available to the financial system 
through these measures is over US$ 75 billion or 7 per cent of GDP. This sizeable 
easing has ensured a comfortable liquidity position starting mid-November 2008 
as evidenced by a number of indicators including the weighted-average call money 
rate, the overnight money market rate and the yield on the 10-year benchmark 
government security. Taking the signal from the policy rate cut, many of the big 
banks have reduced their benchmark prime lending rates. Bank credit has expanded 
too, faster than it did last year. However, Reserve Bank's rough calculations show 
that the overall flow of resources to the commercial sector is less than what it was 
last year. This is because, even though bank credit has expanded, it has not fully 
offset the decline in non-bank flow of resources to the commercial sector. 

Evaluating the Response: 

In evaluating the response to the crisis, it is important to remember that although 
the origins of the crisis are common around the world, the crisis has impacted 
different economies differently. Importantly, in advanced economies where it 
originated, the crisis spread from the financial sector to the real sector. ln emerging 
economies, the transmission of external shocks to domestic vulnerabilities has 
typically been from the real sector to the financial sector. Countries have accordingly 
responded to the crisis depending on their specific country circumstances. Thus, 
even as policy responses across countries are broadly similar, their precise design, 
quantum, sequencing and timing have varied. In particular, while policy responses 
in advanced economies have had to contend with both the unfolding financial crisis 
and deepening recession, in India, the response has been predominantly driven by 
the need to arrest moderation in economic growth. 

What is the outlook for India? 

The outlook for India going forward is mixed. There is evidence of economic activity 
slowing down. Real GDP growth has moderated in the first half of 2008-09. The 
services sector too, which has been our prime growth engine for the last five years, 
is slowing, mainly in construction, transport and communication, trade, hotels and 
restaurants sub-sectors. For the first time in seven years, exports have declined in 
absolute terms for three months in a row during October-December 2008. Recent 
data indicate that the demand for bank credit is slackening despite comfortable 
liquidity in the system. Higher input costs and dampened demand have dented 
corporate margins while the uncertainty surrounding the crisis has affected business 
confidence. The index of industrial production has shown negative growth for two 
recent months and investment demand is decelerating. All these factors suggest 
that growth moderation may be steeper and more extended than earlier projected. 

In addressing the fall out of the crisis, India has several advantages. Some of these 
are recent developments. Most notably, headline inflation, as measured by the 
wholesale price index, has fallen sharply, and recent trends suggest a faster-than­
expected reduction in inflation. Clearly, falling commodity prices have been the 



key drivers beh ind  the disinflation; how ever, som e contribu tion  has also com e from  
slow ing dom estic dem and . The decline in inflation shou ld  su p p o rt consum ption  
dem an d  and reduce in p u t costs for corporates. F urtherm ore, the decline in global 
crude  prices and  n ap h th a  prices will reduce the size of subsid ies to oil and  fertilizer 
com panies, open ing  u p  fiscal space for in frastructu re  spending . From  the external 
sector perspective, it is projected that im ports will shrink  m ore than  exports keeping 
the curren t account deflcit m odest.

T here are  also  severa l s tru c tu ra l factors th a t have  com e to In d ia 's  a id . F irst, 
no tw ithstand ing  the severity and m ultiplicity of the adverse shocks, Ind ia 's financial 
m arkets have show n adm irab le  resilience. This is in large p a rt because In d ia 's  
banking  system  rem ains sound , healthy , well capitalized  and p ru d en tly  regu lated . 
Second, In d ia 's  com fortab le  reserve  position  p ro v id es  confidence  to o verseas 
investors. T liird, since a large m ajority of the Ind ians do  not partic ipa te  in equ ity  
and  asset m arkets, the negative im pact of the w ealth  loss effect tha t is p lagu ing  the 
advanced  econom ies shou ld  be quite m uted . C onsequently , consum ption  d em and  
should  hold up  well. Fourth , because of Ind ia 's  m andated  prio rity  sector lend ing , 
institu tional cred it for agricu ltu re  will be unaffected by the cred it squeeze. The 
farm  loan w aiver package im plem ented  by the G overnm ent shou ld  fu rther insu late  
the ag ricu ltu re  sector from  the crisis. Finally, over the years, India has bu ilt an 
extensive netw ork  of social safety-net p rogram m es, including  the flagship  rural 
em p lo y m e n t g u a ra n te e  p ro g ra m m e , w h ich  sh o u ld  p ro te c t the  p o o r a n d  the 
re tu rn ing  m ig ran t w orkers from  the extrem e im pact of the global crisis.

RBI's Policy S tance

G oing forw ard, the Reserve B ank's policy stance will continue to be to m ain tain  
com fortable rupee and forex liquidity  positions. There are indications tha t pressures 
on m u tu a l fu n d s  h av e  eased  an d  th a t NBFCs too are  m ak in g  the  n ecessa ry  
ad justm en ts to balance their assets and  liabilities. D espite the contraction  in export 
dem and , it is possible to m anage the balance of paym ents. It is the Reserve Bank's 
ex pec ta tion  th a t com m ercial b an k s w ill take the signal from  the po licy  ra tes 
reduction  to ad just their deposit and  lending  rates in o rd er to keep cred it flow ing 
to p roductive  sectors. In particu lar, the special refinance w in d o w s opened  by  the 
Reserve Bank for the MSME (micro, sm all and  m edium  enterprises) sector, housing  
sector and export sector shou ld  see credit flow ing to these sectors. Also the SPV set 
up  for ex tending  assistance to NBFCs should  enable NBFC lending  to pick up  steam  
once again. The govern m en t's  fiscal stim u lus should  be able to su p p lem en t these 
efforts from  both sup p ly  and  dem an d  sides.

W hen the  "T u rn a ro u n d "  C om es?

O ver the last five years, India clocked an  unpreceden ted  9 per cent g row th , d riven  
largely by dom estic consum ption  and  investm ent even as the share  of net exports 
has been risiiig. This w as no accident or happenstance. True, the ben ign  global 
env ironm ent, easy liqu id ity  and  low in terest rates helped, b u t at the heart of Ind ia 's  
g row th  w ere a g row ing  en trep reneu ria l sp irit, rise in p ro ductiv ity  and  increasing 
investm ents and exports slow. C learly, there is a period  of painful ad justm en t ahead  
of us. H ow ever, once the global econom y begins to recover, In d ia 's  tu rn  a ro u n d
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key drivers behind the disinflation; however, some contribution has also come from 
slowing domestic demand. The decline in inflation should support consumption 
demand and reduce input costs for corporates. Furthermore, the decline in global 
crude prices and naphtha prices wi ll reduce the size of subsidies to oil and fertilizer 
companies, opening up fiscal space for infrastructure spending. From the external 
sector perspective, it is projected that imports will shrink more than exports keeping 
the current account deficit modest. 

There are also several structural factors that have come to India's aid. First, 
notwithstanding the severity and multiplicity of the adverse shocks, India's financial 
markets have shown admirable resilience. This is in large part because India's 
banking system remains sound, healthy, well capitalized and prudently regulated. 
Second, India's comfortable reserve position provides confidence to overseas 
investors. Third, since a large majority of the Indians do not participate in equity 
and asset markets, the negative impact of the wealth loss effect that is plaguing the 
advanced economies should be quite muted. Consequently, consumption demand 
should hold up well. Fourth, because of India's mandated priority sector lending, 
institutional credit for agriculture wi ll be unaffected by the credit squeeze. The 
farm loan waiver package implemented by the Government should further insulate 
the agriculture sector from the crisis. Finally, over the years, India has built an 
extensive network of social safety-net programmes, including the flagship rural 
employment guarantee programme, which should protect the poor and the 
returning migrant workers from the extreme impact of the global crisis. 

RBI's Policy Stance 

Going forward, the Reserve Bank's policy stance will continue to be to maintain 
comfortable rupee and forex liquidity positions. There are indications that pressures 
on mutual funds have eased and that NBFCs too are making the necessary 
adjustments to balance their assets and liabilities. Despite the contraction in export 
demand, it is possible to manage the balance of payments. It is the Reserve Bank's 
expectation that commercial banks will take the signal from the policy rates 
reduction to adjust their deposit and lending rates in order to keep credit flowing 
to productive sectors. In particular, the special refinance windows opened by the 
Reserve Bank for the MSME (micro, small and medium enterprises) sector, housing 
sector and export sector should see credit flowing to these sectors. Also the SPY set 
up for extending assistance to NBFCs should enable NBFC lending to pick up steam 
once again. The government's fiscal stimulus should be able to supplement these 
efforts from both supply and demand sides. 

When the "Turnaround" Comes? 

Over the last five years, India clocked an unprecedented 9 per cent growth, driven 
largely by domestic consumption and investment even as the share of net exports 
has been rising. This was no accident or happenstance. True, the benign global 
environment, easy liquidity and low interest rates helped, but at the heart of India's 
growth were a growing entrepreneurial spirit, rise in productivity and increasing 
investments and exports slow. Clearly, there is a period of painful adjushnent ahead 
of us. However, once the global economy begins to recover, India's turn around 



will be sharper and  sw ifter, backed by ou r strong  fundam enta ls and  the u n tap p ed  
g row th  potential. M eanw hile, the challenge for the governm ent and  the RBI is to 
m anage the ad justm ent w ith  as little pain  as possible.

G overnm ent and  the RBI are to m anage the ad justm ent w ith  as little pain  as possible. 

C onclusion

The longer term  im plication of the cu rren t global crisis is tha t it p u ts  an  end  to the 
tr iu m p h a lism  th a t un til recently  characterized  neoliberal d e fen d ers  of m ark e t 
fu n d am en ta lism . The n o tion  th a t n o th in g  m uch  n eed s  to change  excep t for 
som ew hat m ore stringen t regulation of the financial sector is being p rom oted  by 
the rich countries. Further, in the nam e of global regulation, fu rther erosion of 
national sovereignty  and the autonom y of policy-m aking in the developing  w orld  
is on the anvil. A good starting  po in t for th ink ing  constructively  abou t the global 
e co n o m ic  c ris is  a n d  h o w  to d ea l w ith  it is to  d isc u ss  a n d  im p le m e n t th e  
recom m endations of the U .N .-appointed Stiglitz com m ittee on the Global Financial 
Crisis -  an opportu n ity  that w as m issed at the recent G 20 conclave, w ith  India 
lining up  faithfully behind  the G 7 for the m ost part.
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will be sharper and swifter, backed by our strong fundamentals and the untapped 
growth potential. Meanwhile, the challenge for the government and the RBI is to 
manage the adjustment with as little pain as possible. 

Government and the RBI are to manage the adjustment with as little pain as possible. 

Conclusion 

The longer term implication of the current global crisis is that it puts an end to the 
triumphalism that until recently characterized neoliberal defenders of market 
fundamentalism. The notion that nothing much needs to change except for 
somewhat more stringent regulation of the financial sector is being promoted by 
the rich countries. Further, in the name of global regulation, further erosion of 
national sovereignty and the autonomy of policy-making in the developing world 
is on the anvil. A good starting point for thinking constructively about the global 
economic crisis and how to deal with it is to discuss and implement the 
recommendations of the U.N.-appointed Stiglitz committee on the Global Financial 
Crisis - an opportunity that was missed at the recent G 20 conclave, with India 
lining up faithfully behind the G 7 for the most part. 
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