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Open Economy…????
 Inward oriented outward oriented

 Regulatory framework         enabler framework / facilitator

 Public sector dominated private led economy

 UDC fastest growing emerging economy

 Paradigm shift in the economic planning formula

 Population pressure liability to opportunity

India's exports and imports constituted 46% of GDP in 2015-16,
where as this amount was only 16% of our GDP in 1990-91.



External Sector…..

 It is estimated that a $10 per barrel increase in the price

of oil reduces growth by 0.2-0.3 percentage points,

increases WPI inflation by about 1.7 percentage points

and worsens the CAD by about $9-10 billion dollars.



International Economics

 International Economics is a specialized branch of 
Economics focusing on the external trading relations 
of nations. 

 Generally external trade involves the exchange of
goods and services among nations crossing the
national territories.



Subject matter
 Broadly the subject matter in International Economics can 

be categorized into five broad groups. 
 1. International Trade Theory: It concentrates on the 

theoretical aspects of trade like reasons of trade, gains of 
trade etc. 

 2. International Trade Policy: This area deals with the 
international rules and regulations regarding the flow of 
transactions. It includes various trade restrictions like 
tariffs, quotas, changes in exchange rates etc. 

 3. Balance of Payment: With the progress of trade, nations 
have to make and receive payments. 

 4. Balance of Payment Adjustments or Open Economy 
Macroeconomics The external repercussions are also 
brought into the study. 

 5. International Organizations



Balance of Trade (BoT)

 BoT is the difference b/w the value of goods exported 
& imported 

 Comparison of the total imports and exports of goods 
of a country. 

The difference between the value of goods and visible
items exported and imported.



BoT… 

 It includes only the                           in the foreign trade. 

 BoT is favorable/active/positive when the value of 
exported goods exceeds that of imported goods E > I 

 It is unfavorable/adverse/negative when imports
exceed the value of export I > E

Visible items



BALANCE OF PAYMENTS (BOP)

 BoP of a country is a systematic record of all its
economic transaction with the outside world in a given
year.

 It is a statistical record of character and dimensions of
the country’s economic relationship with the rest of
the world.

It is a comprehensive record of economic
transactions of the residence of a country with the
rest of the world during a given period of time.



BoP – Definition…

 “The balance of payment is merely a way of listing
receipts and payments in international transactions of
a country”

 “The balance of payments of a country is a systematic
record of all economic transactions between residents
of that country and the rest of the world during a given
period of time”

Bo Soderton

Charles  P  Kindleberger



Model question - 2013

 1. The balance of payments of a country is a 
systematic record of

 a) all import and export transactions of a country 
during a given period of time, normally a year

 b) goods exported from a country during a year

 c) economic transaction between the government of 
one country to another

 d) capital movements from one country to another



answer

 1. The balance of payments of a country is a 
systematic record of

 A) all import and export transactions of a country 
during a given period of time, normally a year

 B) goods exported from a country during a year

 C) economic transaction between the government of 
one country to another

 D) capital movements from one country to another

Balance of payment records the transaction in goods, service and assets
between ‘residents’ (and not governments) of one country with the rest
of world.



Structure of BOP…?

 Credit (Receipts) and debit (Payments) items are 
shown vertically in the BoP account of a country 
according to the principle of double-entry book-
keeping.  

 Horizontally, they are divided into three categories; 

A. Current account 

B. Capital account 

C. Official settlement account



BoP – Credit (Receipts)…???

 The principal item shown on the credit side (+) are 

➢Export of goods and services 

➢Transfer receipts in the form of gifts, grants 
etc. from foreigners

➢Borrowing from abroad

➢ Investment by foreigners in the country

➢Recovery of old loans

➢ Inflow of private remittances

➢ Interest receipts, dividend… from abroad



BoP – Debit (Payment)…???

 The principal items on the debit side(-) include: 

➢Imports of goods and services

➢Transfer payments to foreigners as gifts, 
grants etc.

➢Lending to foreign countries

➢Investment by residents to foreign 
countries (ODI)

➢Repayment of old loans

➢Interest payments by residents to 
foreigners



Current Account

 Consists of all transaction relating to trade in goods
and services and unilateral transfers.

 Service transactions include cost of travel and
transportation, insurance, etc.

 Transfer payments relate to gifts, foreign aid, pensions,
private remittances, charitable donations, etc. received
from foreign individuals and government to foreigners.



Current Account – one component - BoT

 The difference b/w imports and exports of a country is
the balance of visible trade or merchandise trade or
simply balance of trade.

 If visible exports exceed visible import the BoT is
favourable.

 In the opposite case it is unfavourable – E < I



Current Account – another component - BoI

 The balance of exports and imports of services and 
transfer payments is called the balance of invisible 
trade. 

M

 The invisible items along with the visible items
determine the actual current accounts position.

CA = visible items + invisible items in the BoP



CAD / CAS – BoP Position….

 If exports of goods and services exceed imports of
goods and services, the BOP said to be favourable.

 In the opposite case, it is unfavourable.



Components of Current Account

 Export and import of goods (Merchandise 
Transactions or visible trade)

 Export and import of services (Invisible Trade)

 Unilateral or Unrequited Transfers to and from abroad 
(One sided Transactions)

 Income receipts and payments to and from abroad: It 
includes all investment income in the form of interest, 
rent, royalty and profits



CURRENT ACCOUNT BALANCE

ITEMS 2011-12 (USD 
BILLION)

2012-13

Exports 158.2 146.5

Imports 247.7 237.2

Trade Deficit (BoT) -89.5 -90.7

Net Invisibles +53.1 +51.7

CAD -36.4 -39.0

ITEMS AS PERCENT OF GDP

Trade deficit 9.9 10.8

Net Invisibles 5.9 6.2

CAD 4.0 4.6



Current Account Deficit & Surplus

 If the total debits are more than total credits in the 
current account of balance sheet of a country there will 
be current account deficit Debits  > Credits

 If the total credits are more than total debits in the 
current account of the balance sheet of a country their 
will be current account surplus             Credits > Debits



CAS in the history of India….????

1976-77, 
1978-79 & 
1979-80

2001-02, 
2002-03 & 
2003-04



MODEL QUESTION

 In BoP accounting gifts from foreigners is
considered as:

A) Capital Receipts

B) Goods

C) Services

D) Unrequited Receipts 



Capital Account

 The capital account of the country consist of its
transaction in financial assets in the form of short-
term and long term lending and borrowings and
private and official investments.

Capital account shows international flow of loans

and investments and represents a change in the

country’s foreign assets and liabilities.



Capital Account…???

 In the capital account, borrowings from foreign
countries and direct investment by foreign countries
represent capital inflows. They are positive item or
credit because they are receipts from foreigners.

 Lending to foreign countries and direct investments in
foreign countries represent capital outflows. They are
negative items or debits because they are payments to
foreigners.



Note the Points….

 Capital inflows can take either of two forms:

 an increase in foreign assets in the nation

 or a reduction in the nation’s assets
abroad.

Capital outflows can take the form of:

 either an increase in the nation’s assets abroad

 or a reduction in foreign assets in the nation
because both involve payment to foreigners.



Components of Capital Account

 Borrowing and lending to and from abroad

 Investment to and from abroad

 Investments by rest of the world in shares of Indian
companies (portfolio investment), real estate in
India... Such investments from abroad are recorded on
the positive (credit) side as they bring in foreign
exchange.

 Investments by Indian residents in shares of foreign
companies, real estate abroad, etc. Such investments
to abroad are recorded on the negative (debit) side as
they lead to outflow of foreign exchange.

 Change in Foreign Exchange Reserves



Basic Balance

m

The sum of current account and capital
account is known as basic balance.





The Official Settlement Account

 A part of the capital account

 Measures the changes in nations liquidity & non-
liquid liabilities to foreign official holders & the
changes in a nations official reserve assets during the
year.

The official reserve assets of a country include its
gold stock, holding of its convertible foreign
currencies and SDRs.



Model Questions……….

 Which of the following constitute Capital Account?
1. Foreign Loans
2. Foreign Direct Investment
3. Private Remittances
4. Portfolio Investment
Select the correct answer using the codes given below.
(a) 1, 2 and 3
(b) 1, 2 and 4
(c) 2, 3 and 4
(d) 1, 3 and 4



BOP Crisis…????

 If there is a positive outcome at the end of the year
(credit > debit)- the money is automatically
transferred to forex reserves of the economy.

 If there is any negative outcome, the same forex is
drawn from the country’s forex reserves.

 Approach IMF……….

If the forex reserves are not capable of fulfilling the
negativity created by the BOP – known as BOP crisis



BOP DISEQUILIBRIUM…???

 When a country’s total money receipts (credit) from 
foreigners are not equal to the total payments (debit) 
to foreigners.

 The BOP disequilibrium can be grouped into two 

A. Balance of Payment Surplus 

B. Balance of Payment Deficit



BOP Surplus…???

 If the total credits are more than total debits in the
current and capital accounts, there will be BOP
surplus

 The net credit balance measure the surplus in the BOP 
of a country.  

 This surplus can be settled with an equal amount of
the net debit in the official settlement account.



BOP Deficit…???

 If the total debits are more than total credits in the
current and capital accounts there will be BOP deficit.

 The net debit balance measures the deficit in the BOP
of a country.

 This deficit can be settled with an equal amount of net
credit balance in the official settlement account.



Impact of BOP Deficits

 Acute shortage of foreign exchange reserves

 Recession in the economy - lead to depression / crisis

 Increased dependence on international lenders like 
IMF, World Bank, etc.

 Reduction in the domestic money supply

 Increase the burden of external debt

 Threat of declining in credit rating

 Leads to currency crisis

 Outflow of foreign capital 



Measures to Correct Deficit in the BOP

 I. Automatic Correction

 Market forces of DD & SS are allowed to have free play,
in course of time, equilibrium will be automatically
restored.

 When there is a deficit DD for forex > SS of forex
increase in the exchange rate fall in the external
value of the domestic currency Exports and
import restore equilibrium…



Measures to Correct Deficit in the BOP
 II. Deliberate Correction – Three Types

 1. Monetary Measures
 a. Contractionary / Tight / Dear Monetary Policies
 b. Devaluation

 c. Exchange Control – Control over the use of forex

 2. Trade Measures
 a. Export Promotion
 b. Import Control

 3. Miscellaneous Measures
 Encouraging foreign investment – FDI & FII
 Incentives to enhance inward foreign remittances
 Promoting tourism development….



Measures to Correct Deficit in the BOP

➢Devaluation

➢Depreciation

➢Exchange Control

➢Tight / Dear Monetary Policies

➢Contractionary Fiscal Measures

➢Export Promotion

➢Import Restriction



Measures to Correct BOP Surplus

➢Revaluation

➢Appreciation

➢Relaxation in the Exchange Control

➢Cheap / Soft Monetary Policies

➢Expansionary Fiscal Measures

➢Import Promotion

➢Export Restriction



FOREIGN EXCHANGE (FOREX)…???
 Foreign currencies, bank deposits and other financial 

instruments denominated in foreign currencies. 

➢US Dollar, 

➢Euro, 

➢Pound Sterling, 

➢Yen, 

➢Yuan, 

➢SDR, 

➢Gold

 The ample reserves of foreign exchange exhibit the
strength of the nation to play in the global affairs
including trade.



Model Question….

 Which one of the following groups of items is included 
in India's foreign-exchange reserves?

 (a) Foreign-currency assets, Special Drawing Rights 
(SDRs) and loans from foreign countries
(b) Foreign-currency assets, gold holdings of the RBI 
and SDRs
(c) Foreign-currency assets, loans from the World 
Bank and SDRs
(d) Foreign-currency assets, gold holdings of the RBI 
and loans from the World Bank



FOREX reserves management…

The twin objectives:

Safety and 

Liquidity

Are the guiding principles of foreign

exchange reserves management in India



India’s BOP since 1991

 Both exports and imports have grown considerably 
 Export for two years – 1972-73 & 1976-77, in all the years 

since 1951, imports > exports
 India’s external sector position has been comfortable, with 

the current account deficit (CAD) progressively contracting 
from US$ 88.2 billion (4.8 per cent of GDP) in 2012-13 to 
US$ 22.2 billion (1.8 per cent of GDP) in H1 2017-18 and 
further to US$ 7.2 billion (1.2 per cent of GDP) in Q2 of 
2017-18. 

 More interestingly, India’s Forex reserves had touched a 
record high of $426.028 billion on April 13, 2018. 

 The forex reserves had crossed the $400-billion mark for 
the first time in the week to September 8, 2017, but have 
since been fluctuating. 



WTO: INDIA’S SHARE IN GLOBAL EXPORTS & IMPORTS 
(Merchandise Trade)

(%) 2000 2004 2013

EXPORT 0.7  
(RANK-31)

0.8 
(RANK –

30)

1.7 (RANK 
– 19)

IMPORT 0.8 
(RANK-

26)

1.0 
(RANK-

23)

2.5 
(RANK-12)



INDIA’S SHARE OF SERVICES EXPORTS IN THE WORLD 
EXPORT OF SERVICES

YEAR %

1990 0.6

2000 1.0

2011 3.3

2012 3.4



Foreign  capital flows….



INTERNATIONAL MONETARY FUND (IMF)

 The IMF, also called the Fund, is an international 
monetary institution established by 44 nations under 
the Bretton Woods Agreement. 

 The IMF was conceived in July, 1944

 It was formally organized on December 27, 1945, when 
the first 29 countries signed its Articles of Agreement 
at the Conference of Breton Woods. Its head quarters 
are in Washington DC, the United States of America.



INTERNATIONAL MONETARY FUND (IMF)

 Kristalina Georgieva (Bulgaria) is the current chief of
IMF, who replaced Christine Lagarde of France.

 Kristalina Georgieva is the second woman ever to lead
the 189-member institution, IMF.

 IMF grants loans to only member countries to manage
BoP crisis and for short-period

 The Global Financial Stability Report, published by
IMF, provides an assessment of the global financial
system and markets, and addresses emerging market
financing in a global context.



Functions of IMF
 The IMF is generally responsible for promoting the stability of 

the international monetary and financial system. 
 The IMF works to promote global growth and economic stability 

and thereby prevent economic crisis by encouraging countries to 
adopt sound economic policy. 

 Usually once a year, the IMF conducts in depth appraisals of each 
member country’s economic situations and policies, and advises 
on desirable policy adjustments. 

 In the event that member countries do experience crises, the IMF 
resources may be trapped to help finance balance of payments 
needs. 

 In low-income countries, the IMF provides financial support 
through its concessional lending facilities; namely: the Poverty 
Reduction and Growth Facility (PRGF) and the Exogenous Shock 
Facility (ESF) and through debt relief under the Heavily 
Indebted Poor Countries (HIPC).



SDR & IMF…….????

 SDR – 1969 by IMF to supplement the existing official 
reserves of member countries – IMF’s unit of account, 
which represents a potential claim on four (five) freely 

traded currencies – USD, Pound, Euro & Yen 

 The SDR basket is the basis of IMF’s lending made up
of the world’s most liquid currencies and hence
suitable for any member country that needs support
for its balance of payments.

Yuan

SDRs are the IMF’s unit of account restricted to its members. It 
is also known as ‘paper gold.’ 



Twin Deficit……….?

 Fiscal deficit         5.7 per cent of GDP in 2011-12 & 4.9 
per cent in 2012-13 & 4.5 per cent in 2013-14 & 3.5 in 
2017-18

 Economy more vulnerable to external shocks

 1991 crisis

TD = CAD + FD



MODEL QUESTION - FDI & FII………..

 Both Foreign Direct Investment (FDI) and Foreign 
Institutional Investor (FII) are related to investment in a 
country  - 2011 - Which one of the following statements 
best represents an important difference between the two?

(a) FII helps bring better management skills and 
technology, while FDI only brings in capital
(b) FII helps in increasing capital availability in 
general, while FDI only targets specific sectors
(c) FDI flows only into the secondary market, 
while FII targets primary market
(d) FII is considered to be more stable than FDI



Answer – Model Question 

(73) Both Foreign Direct Investment (FDI) and Foreign 
Institutional Investor (FII) are related to investment in a 
country  - 2011 - Which one of the following statements 
best represents an important difference between the two?

(a) FII helps bring better management skills and 
technology, while FDI only brings in capital
(b) FII helps in increasing capital availability in general, 
while FDI only targets specific sectors
(c) FDI flows only into the secondary market, while FII 
targets primary market
(d) FII is considered to be more stable than FDI

 Ans. b





International Transmission – Channels….?

 Those countries with large CADs saw larger volumes of 
outflows and their currencies depreciated sharply

 The volatilities in global financial markets could be 
transmitted through various channels 

•Trade

•Finance

•Confidence



FOREIGN EXCHANGE MARKET

 Forex market is the market where the various
national currencies are bought and sold.



FOREIGN EXCHANGE RATE

 The rate at which a unit of one country’s currency 
exchanges for the currency of another is the rate of 
exchange between them. 

 The exchange rate b/w the rupees & the dollar is equal 
to the number of rupees needed to purchase one $. 

 Rupees 60 is needed to buy one unit of Dollar. 

ER = Rs. 60 = $ 1



DEVALUATION…???

 The of the external value of a
unit of home currency expressed in terms of foreign
currency or gold by an official edict.

 It is the result of deliberate government decision for
the achievement of balance of payments equilibrium.

 For example; ER = Rs. 50 = $1

ER = Rs. 60 = $1 

deliberate lowering 



Effect of Devaluation…???

 The immediate effect of devaluation is: 

 an increase in exports

 reduction in imports

 so that the balance of payments deficits
can either be reduced or completely
eliminated.

The devalued currency falls in value against foreign
currencies so that the foreigners have to pay less in
terms of their own currency for our goods.



Model Question…????

 The ‘Currency War’ between Yuan of China and Dollar 
of USA on account of the process:

 Devaluation of Yuan by the Peoples 
Bank of China

 Devaluation of Dollar by the Federal 
Bank of USA

 Depreciation of Yuan

 Depreciation of Dollar



Answer….

 The ‘Currency War’ between Yuan of China and Dollar 
of USA on account of the process:

 Devaluation of Yuan by the Peoples 
Bank of China

 Devaluation of Dollar by the Federal 
Bank of USA

 Depreciation of Yuan

 Depreciation of Dollar



Model Question….?

 Consider the following actions which the Government 
can take:

1. Devaluing the domestic currency.
2. Reduction in the export subsidy.
3. Adopting suitable policies which attract greater 

FDI and more funds from   FIIs.
Which of the above action/actions can help in 
reducing the current account deficit?
(a) 1 and 2 (b) 2 and 3
(c) 3 only (d) 1 and 3



DEPRECIATION…???
 The reduction in the exchange value of home currency 

in terms of the foreign currency on account of free 
working of market forces. 

 There is no government or central bank intervention 
in this process and the effect is same as devaluation.

 For example; ER = Rs. 50 = $1

ER = Rs. 60 = $1 

 The lowering of the value of rupee is automatic….

Depreciation refers to an increase in the domestic price of
the foreign currency due to the working of market forces;
i.e. the demand for and supply of foreign currencies.



Effects of Depreciation

 The immediate effect of devaluation is: 

 an increase in exports 

 reduction in imports 

 so that the balance of payments deficits can 
either be reduced or completely eliminated. 

 The devalued currency falls in value against foreign
currencies so that the foreigners have to pay less in
terms of their own currency for our goods.



REVALUATION…???

 It indicates the deliberate raising of the external value 
of a unit of home currency expressed in terms of 
foreign currency or gold by an 

 Revaluation is the result of deliberate government 
decision to settle the balance of payment surplus. 

 For example - ER = Rs. 50 = $1

ER = Rs. 40 = $1 

official edict



Effects of Revaluation

 The immediate effect of revaluation is:

 an increase in import 

 reduction in exports 

 so that the balance of payment surplus can be 
eliminated

 Here the external value of home currency is rising in terms
of foreign currencies on account of the government /
central bank deliberate / purposeful intervention



APPRECIATION
 It means the rise in the exchange value of home

currency in terms of the foreign currency on account
of the free working of market forces.

 A decline in the domestic price of the foreign currency
due to the working of market forces, i.e. the
demand for and supply of foreign currencies.

 No government intervention in this case and effect is
same as revaluation.

ER = Rs. 50 = $1

ER = Rs. 40 = $1 



RBI Intervention & Rupee’s Stability

 To cool the pressure of Rupee’s appreciation, RBI will
purchase/absorb Dollar from the market.

 It will lead to fall in the supply of Dollar in the market
and helped to stabilize the value of Rupee by
preventing undesirable level of appreciation.

 Appreciation may leads to higher volume of import as 
it becomes cheaper and fall in the export as it becomes 
costlier - widening CAD.

 To prevent steep fall in the value of Rupee
(depreciation), RBI will inject/sell Dollar into the
market.

 It will strengthen the supply of Dollar in the market.



Points to remember…..

 The process of appreciation and
depreciation are involved only under the

flexible exchange rate system.

 The process of revaluation and devaluation

are involved only under the fixed exchange
rate system.



Fixed Exchange Rate

 Fixed exchange rate is a country's exchange rate regime
under which the government or central bank ties the
official exchange rate to another country's currency (or
the price of gold).

 Also called pegged exchange rate……….



Flexible Exchange Rate

 A flexible or floating exchange rate or fluctuating 
exchange rate  - currency's value is allowed to fluctuate 
according to the foreign exchange market. 

 A currency that uses a floating exchange rate is known 
as a floating currency. 

 It is a monetary system that allows the exchange rate to 
be determined by supply and demand. 



Managed Float Exchange Rate 

 A managed currency is an exchange rate that is
basically floating in the foreign exchange markets but
is subject to intervention from time to time by the
monetary authorities, in order to resist fluctuations
that they consider to be undesirable.

 The government and/or central bank of a country may
decide to use intervention in the currency market as a
way of manipulating its value to achieve given
macroeconomic objectives.

Presently, India is following managed floating
exchange rate system since 1993.



WHAT IS CURRENCY SWAP…????

 It is the exchange of currencies between two parties. 

It involves exchanging principal and fixed interest
payments on a loan in one currency for principal
and fixed interest payments on a similar loan in
another currency.



Currency swap - Illustration 

 Tata and Ford swap agreement  / India and the US

 Tata will give Ford Rs 7o lakh and Ford will give Tata $1 
lakh. 

 Both the amounts are equal as ER = Rs.70 = $1

 Tata should give Ford an interest rate prevailing at the 
US markets in dollars (say 6%). 

 Ford has to give Tata the Indian interest rate (say 8%) 
in rupees. 

 This contract will continue for five years. 

 At the end of the fifth year, Ford will give Tata back Rs 
70 lakhs and Tata will give Ford back the $1 lakh.



Currency swap - Advantages

 It reduces foreign exchange risks.

 It reduces interest rate risk.

 It also helps to obtain financing at a lower interest rate

than available in the local market

 Predetermined exchange rate for servicing a debt

obligation in a foreign currency.



India & Japan sign $75 billion currency swap agreement

 Improving the confidence in the Indian market

and that it would not only enable the agreed

amount of capital being available to India, but it

will also bring down the cost of capital for Indian

entities while accessing the foreign capital market.



Some Concepts
 Foreign Exchange Risk: Arises from the change in

price of one currency against another.

 Arbitrage: It refers to the buying of a currency in the
monetary centre where it is cheaper for immediate
resale in the monetary centre where it is more
expensive in order to make profit.

 Hedging: It refers to the process of avoiding a foreign
exchange rate risk or covering of an open position.

 Speculation: It is the just opposite of hedging.
Speculation is the acceptance of foreign exchange risk
or open position in order to earn profit from the
expected variation in the exchange rate.



Foreign Exchange (forex) Reserve

 The total capacity of an economy to manage liquid 
foreign exchange is its forex reserve. 

 It contains basically three components

➢Foreign currency assets

➢Total gold reserves

➢SDRs in the IMF



Hard Currency

 Internationally recognized currency

 Highest faith and liquidity

 Demanded by every economy

➢Dollar

➢Euro 

➢Pound Sterling

➢Yen……….



Yuan (Renminbi)……????

➢IMF is poised to approve the inclusion of China’s
renminbi (or yuan as it is called) as a reserve
currency, November, 2015.

➢When the yuan is formally inducted into the
SDR portfolio it will be the first new currency to
be so honoured since the euro was created.

➢It effectively becomes a reserve currency.



Seven Reserve Currencies…..
 There are seven reserve currencies —

I. Dollar, 

II. Euro

III.Pound sterling

IV. Japanese yen

V. Swiss franc

VI.Canadian dollar 

VII.Australian dollar.



Is Dollar the international vehicle currency..?

 The world financial order is heavily skewed in favour 
of the dollar. 

 About 62 per cent of international currency assets are 
held in Dollars. 

 The Euro accounts for 23 per cent and 

 Yen and Pound Sterling four per cent each.



Model Question….

 The problem of international liquidity is 
related to the non-availability of:

 (a) goods and services
(b) gold and silver
(c) dollars and other hard currencies
(d) exportable surplus



Answer….
 The problem of international liquidity is related to 

the non-availability of:

 (a) goods and services
(b) gold and silver
(c) dollars and other hard currencies
(d) exportable surplus



Soft Currency

 A term used in the forex market which denotes the 
currency that is easily available in any economy in its 
forex market

 Rupee is a soft currency in the Indian forex market



Hot Currency

 Hard currency is exiting an economy at a fast pace for 
the time………

 Example – South East Asian crisis – US $ had become 
hot

Refugees currency

Flight of capital



Heated Currency

Denotes the domestic currency which
is under enough pressure (heat) of
depreciation due to a hard currency’s
high tendency of exiting the economy



CURRENCY CONVERTIBILITY…?

 Implies the absence of exchange controls or
restrictions on foreign exchange transactions.

 It indicates the ease with which a country's currency
can be converted into gold or another currency.

 Convertibility is extremely important for international
commerce.

 When a currency in inconvertible, it poses a risk and
barrier to trade with foreigners who have no need for
the domestic currency.



Model Question…..

 Convertibility of rupee implies:

 (a) being able to convert rupee notes into gold 
(b) allowing the value of rupee to be fixed by market 
forces
(c) freely permitting the conversion of rupee to other 
currencies and vice versa
(d) developing an international market for currencies 
in India



Answer….

 Convertibility of rupee implies:

 (a) being able to convert rupee notes into gold 
(b) allowing the value of rupee to be fixed by market 
forces
(c) freely permitting the conversion of rupee to other 
currencies and vice versa
(d) developing an international market for currencies 
in India



Categories of Currency Convertibility

 There are two popular categories:

A. Convertibility for current international 
transactions (Current Account 
Convertibility).

B. Convertibility of International Capital 
Movements (Capital Account 
Convertibility).



CONVERTIBILITY…..

 Current account convertibility refers to freedom in 
respect of payments and transfers for current 
international transactions

 Capital account convertibility would mean freedom of 
currency convertibility in relation to capital 
transactions in terms of inflows and outflows.  

 It is sometimes referred to as capital asset liberation.



Article VIII of IMF..???

 Puts an obligation on a member to avoid imposing
restrictions on the making of payments and transfers
for current international transactions.

 Free convertibility is a major feature of a hard
currency.



Non-Convertible Currency..???

 The currency of one country is not permitted to
convert into another currency

 Also known as “blocked Currency”.

 Some countries pass laws restricting the legal
exchange rates of their currencies, or requiring permits
to exchange more than a certain amount.

 Eg. North Korean Won and the Cuban national Peso,
are officially nonconvertible and can only be
exchanged on the black market.



India and Currency Convertibility

 The present status of India in this field is the
complete convertibility on the current account in
the balance of payments of India.

 Convertibility on the current account implies that for
export and import of goods and services, for
education, overseas medical treatment, outward
tourism, etc.

 India retained restrictions and control on the capital
account convertibility.

In 1997, Tarapore Committee on Capital Account
Convertibility was constituted by the RBI.



Tarapore Committee on Capital Account 
Convertibility

 This Committee indicated three pre-conditions for 
capital account convertibility; 

 Fiscal consolidation, 

 A mandated inflation target 

 Strengthening of the financial system.
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