
© Apeejay Journal of Management and Technology
January 2007 ,Vol.2 ,No:1

FULLER CAPITAL ACCOUNT CONVERTIBILITY (FCAC)
AND IT’S IMPACT ON RETAIL INVESTORS
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India has been relentlessly moving on the path towards liberalisation, opening up of its

markets and loosening its control over many economic matters so as to integrate with global

economy. One of the preconditions of the free trade is to have a uniform and homogeneous

economic environment, with lesser controls and restrictions, so as to facilitate faster transfer

of goods and services. In an era of interconnectivity, inter-dependability of countries and its

residents on each other, the need to have universally accepted or widely accepted trade

options, across all products and services is arising. Trade without borders is the new manta of

this era.

The economic reforms, which were initiated in 1991, progressed along two paths. The

first path entailed the process of liberalization – deregulation and phasing out of controls

encompassing the entire economy. The second path was to pursue structural reforms,

institutionalizing policy changes, refining economic processes, and defining regulatory and

supervisory roles of the government and the central bank. The structural reforms were

necessary for an orderly transformation of the economy, and to ensure that the liberalization

process became irreversible and without destabilizing the financial markets.

Reforms in the external sector were part of the overall economic reforms, which were

underpinned by the institutional changes. The first reforms were focused on reducing the

controls on the rupee’s exchange rate. Following the recommendations of the High Level

Committee on Balance of Payments, headed by Rangarajan, this phase culminated in August

1994, when the rupee was made fully convertible on the current account under Article VIII of

the Articles of agreement of the IMF.

THE TARAPORE COMMITTEE

The first Tarapore committee under the chairmanship of the then deputy governor of the RBI,

S. S. Tarapore, which was mandated to create a road map to capital account convertibility

submitted its report in June 1997. The committee recommended a three-year timeframe for

complete convertibility, subject to meeting certain preconditions. It set out three important

milestones for reaching this objective. More than nine years later, Tarapore-II notes that two

of the three milestones -- the inflation rate and a reduction in non-performing assets -- have
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been substantially reached. (The third milestone was the fiscal deficit). Yet, the committee

would like to stretch CAC over three phases ending in 2011. In this regard on March 20,

2006, the Reserve Bank of India appointed “Tarapore committee-2” to set out the framework

for fuller Capital Account Convertibility entitled- "Towards fuller convertibility''. On a

review of existing controls, a broad time frame of a five-year period in three phases, 2006-07

(Phase I), 2007-08 and 2008-09 (Phase II) and 2009-10 and 2010-11 (Phase III) has been

considered appropriate by the Committee.

CAPITAL ACCOUNT CONVERTIBILITY(CAC)

Capital account convertibility (CAC) or a floating exchange rate means the freedom to

convert local financial assets into foreign financial assets and vice versa at market-determined

rates of exchange. This means that capital account convertibility allows the free movement

from local currency into foreign currency and back. It refers to the removal of restraints on

international flows on a country's capital account, enabling full currency convertibility and

opening of the financial system.

Availability of the freedom to convert the domestic assets in to Foreign Assets, or

Foreign Assets in to domestic assets at any given point of time, at prevailing price is fast

becoming a pre-requisition. This freedom is not a ‘given’ thing, as it requires a lot of other

targeted objectives in the area of fiscal disciplining and strengthening of financial markets.

Various goalposts in money and capital markets are required to be met, if a country adopts a

phased manner approach for introducing this kind of freedom for its residents.

The targeted objectives of CAC and processes are related to the overall economic well

being of the country, any changes made by a country in any of the above mentioned areas; do

get reflected in the Balance of payment (BOP) situation of the country. Thus we can

understand the concept of convertibility in BOP context. Balance of Payment is like a balance

sheet of a country and is a barometer of a country’s economic health. It records not only the

total receipts and payments a specified country received at any given point of time but also

reflects a country’s trading position, changes in its net position and the changes in its reserve

holding positions. Broadly speaking, what a balance sheet is to a company, Balance of

Payment (BOP) has got the same relevance for a country. BOP captures the sources of

generation of funds as well as deployments of the funds. It also reflects how any shortfall or

surplus was managed by the country, during a specified reporting period. Balance of Payment
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of a country has two broad dimensions: Current Account and Capital Account. Thus when we

want to understand convertibility we need to study its two dimensions: Capital a/c

convertibility and Current a/c convertibility as depicted in Figure 1.

Figure 1: Capital a/c convertibility and Current a/c
convertibility

Capital a/c convertibility and Current a/c convertibility

The title of the Tarapore Committee report is "Towards fuller convertibility'' and not "Full

convertibility". This distinction is crucial to an understanding of convertibility, its status and

also the various safeguards suggested. Neither current account convertibility nor capital

account convertibility admits of a concise definition. While there are internationally

understood norms for indicating a country's "convertibility" status, these are not precise. All

they connote is that the authorities will stipulate fewer controls on money transfers into and

out of a country. However, whether on current or capital account, even developed countries

have some kind of negative lists. Incidentally, these lists have expanded what with tough anti-

money laundering laws and the all-pervasive need to fight terrorism. It follows that there is

no such thing as full convertibility of the domestic currency in absolute terms. In any case,

even if the monetary authorities in India allow residents to invest anywhere in the world, it

does not automatically make such investments possible. This is because many countries

restrain investments in specific sectors of their economies.

Currency convertibility refers to the freedom to convert the domestic currency into

other internationally accepted currencies and vice versa. Capital account refers to capital

transfers and acquisition or disposal of non-produced, non-financial assets, and is one of the
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two standard components of a nation's balance of payments. The other being the current

account, which refers to goods and services, income, and current transfers. Current account

convertibility allows free inflows and outflows of currencies for all purposes other than for

capital purposes such as investments and loans. In other words, it allows residents to make

and receive trade-related payments -- receive foreign currency for export of goods and

services and pay currency for import of goods and services, make sundry remittances, access

foreign currency for travel, studies abroad, medical treatment and gifts, etc with few

restrictions. Thus, while current account convertibility refers to freedom in respect of

‘payments and transfers for current international transactions’, capital account convertibility

(CAC) would mean freedom of currency conversion in relation to capital transactions in

terms of inflows and outflows.

FULLER CAPITAL ACCOUNT CONVERTIBILITY (FCAC)
FCAC can be defined as a freedom to convert all the capital inflows and outflows listed under

Capital Account of Balance of Payment. It means a freedom to convert domestic currency/

domestic assets into any other currency/assets or vice-versa at prevailing price. FCAC is a

facilitating process that helps in the creation and liquidation of claims on, or by, the rest of

the world. Although, term full convertibility is used but still in truer sense, it does not mean

zero regulations, but essentially means full currency convertibility with relevant reasonable

controls.

In the cautious, process driven approach, introduction of the FCAC is preceded by

Current Account or Trade related convertibility. Some of the parts of this process are required

to be introduced or are being introduced because of various multi-lateral agreements, that

specific country has. Article VIII of IMF is specifically devoted to this and this Article VIII

of the IMF puts an obligation on a member to avoid imposing restrictions on the making of

payments and transfers for current international transactions. So, introduction of FCAC has

not always been an economic decision taken by that concerned country only, and at times

many subtle pressures and pulls do get applied.

The working definition of FCAC would be as follows: FCAC refers to the freedom to

convert local financial assets into foreign financial assets and vice versa. It is associated with

changes of ownership in foreign/domestic financial assets and liabilities and embodies the
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creation and liquidation of claims on, or by, the rest of the world. CAC can be, and is,

coexistent with restrictions other than on external payments.

Current Account or Trade related convertibility can be broadly defined as freedom accorded

by a country on the trade related transfers and payments on international Current nature

transactions. Current nature transactions are generally described as recurring trade related or

miscellaneous remittance and payment transactions. Whereas, in Fuller Capital account

Convertibility regime total freedom (Subject to some minor reasonable regulations) is given

to the residents of a country to freely convert their local financial assets to any other Foreign

Asset. The changeover to CAC essentially helps in the free changes of ownership in

foreign/domestic financial assets and liabilities.

FCAC is a culmination vast enabling processes, and a start of many more routine

monitoring and regulatory processes, no single study can capture all the dimensions of FCAC.

Studies have been done, to understand the impact FCAC has on a specific country, or on a

group of countries, having the similar reasons or compulsions for introducing the FCAC.

Some of the studies have been specifically done to understand the experience and

preparedness of a country for FCAC. McKinnon (1973 and 1982), Frenkel (1982) and

Edwards (1984) made a case for liberalizing the capital account following the opening of the

current account and the domestic financial system. Arguments for a simultaneous opening of

the current and capital account have been advanced by Little, Scitovsky, and Scot, (1970),

Michaely, (1986) and Krueger (1984).

Following the East Asian crisis and the crises in Brazil and Russia many economists

have questioned the relevance of Capital Account Convertibility and has argued for the return

of capital controls. Krugman (1999) maintained that ‘sooner or later we will have to turn the

clock at least part of the way back: to limit capital flows for countries that are unsuitable for

either currency unions or free floating.’ Bhagwati (1998) and Cooper (1998), argue that in a

world with imperfect information, existing distortions get augmented in a world of free

capital mobility, create situations of moral hazard, encourage excessive risk taking, and

generate major and costly crises. A voice of concern was also raised by Stiglitz (1999), who

concluded ‘that volatile markets were an inescapable reality. Developing countries need to

manage them. They will have to consider policies that put some limit on capital flows.’
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One such study by Dani Rodrik (1998), seems to sum up the debate by telling us that

“CAC is a pill with occasionally horrific side effects, while we don’t have any good way to

control the side effects.

Since, FCAC is a final policy decision of the country, reflecting not only the

underlying strengths and weaknesses and preparedness of that country, but also reflects the

ideological changes in the philosophy of that country. Convertibility of Russian Roubal is an

example we can cite here to corroborate our point of view. In the post Bolshevik Revolution

era, for a brief period Russia (Erstwhile USSR) also reintroduced the barter system.

In Indian context, as of now, one of the most exhaustive and detailed study available,

on the subject is a study by Tarapore committee (2006). Tarapore Committee constituted by

RBI in 1997, and reconstituted in 2006, did a detailed analysis of the preparedness of India.

In this study, the committee has restricted itself to the specific mandate of giving the inputs

and directions for the implementation of the FCAC in phased and gradual manner (2007-

2011).

FCAC AND POTENTIAL BENEFITS

What are the benefits that can come from such a shift? FCAC affects all the constituents of an

economy, by giving them more opportunities in an unstable regime. It also expands the scope,

dimensions and complexity of all the transactions, so it’s very important to study the impact

of FCAC from the much wider angle. Principally, it would allow the Indians to widen their

portfolio of assets, to benefit from differentials in financial returns and hedge against the risk

associated with investing in assets in a single country. Some of the other benefits expected

are:

 Facilitates in economic growth through higher investment by minimising the cost of both

equity and debt capital;

 Help in improving the efficiency of the financial sector through greater competition,

thereby minimising intermediation costs;

 Help in providing opportunities for diversification of investments to residents and

 Help in getting the latest technology and management expertise also.
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In India, as recommended by Tarapore committee, government is considering the

introducing the CAC in phased manner (2007-2011). Once FCAC is allowed, the govt would

not be in a position to accord any kind of special treatment to domestic investment products,

hence there would be lesser discrimination between any kind of investment, so impact of

FCAC on the domestic Investment scenario is required to be studied.

Secondly, FCAC would not only be bringing in the more choices for the Retail investors, but

would also be bringing in more complexity in the investment decision making also. As of

now, savings in the tax outflows is taken as a guiding factor in almost all the investment

decisions made by the small investors. Maturity amount and tenure of the investments comes

second and third in terms of the priority. One of the major benefits brought in by the FCAC is

the equality of tax treatment for all investment decisions. How does a retail investor adjusts to

this scenario is required to be seen. Thirdly, in FCAC, all the investment products would be

available for the investors, as a product offering or satisfying specific needs, and investor

would be picking up the products to meet his specific needs. How does a retail investor in

India responds to all such changes is to be seen.

IMPACT OF FCAC

The impact of FCAC would be felt by all 3 constituents of the market, namely.

 Issuer of Investment Products

 Investor in the Investment products

 Intermediaries of the Market

Since, the scope of this study is to understand the impact from the Retail Investors

point of view, so we would be restricting ourselves to the impact, it would have on the Retail

investors. Some of the impacts, it would have on Domestic retail investors would be as

follows:

Impact on Domestic investors

 The share of the “Tax benefits induced investments” in the total savings and

investments made in a year should come down drastically.



© Apeejay Journal of Management and Technology
January 2007 ,Vol.2 ,No:1

 There would be an elimination of the seasonal variations in the total investment. As of

now, a major chunk of the investments are made in the last quarter of the financial

year.

 Factors like Maturity amount and Tenure of the investments would also become an

equally important factor determining the choice of Investments.

 Gradual movement to Tax Exempt Exempt (TEE) regime from Exempt Exempt Tax

(EET) regime would also bring in more complexity in the whole investment related,

decision making process.

 Investment products would be sold, more on the basis of the specific benefits that an

investor needs, than as product offering a bunch of benefits. Some of the specific

benefits that an investor needs, besides the safety and security of his investments are:

Tax Savings, Consistently higher assured Returns, Choice in maturities, Easier entry

and exit at minimum costs, Clarity of the Tax treatment at the time of maturity, in

case of long and very long-term investments. There would be a specific product

satisfying the specific needs, an investor needs.

 Lesser differentiation/importance would be made on any Currency specific

investments. All the investments in any currency would be treated at par. Most of time,

in recent past, USD ($) deposits are getting higher returns in India, for comparable

tenure FCNR (Foreign Currency Non Resident) deposits. NRE (Non resident external)

deposits are attracting higher interest rates, although they have features comparable to

Saving Bank deposits only

 There would be lesser govt involvement and support for the Pension schemes, and

other Govt borrowing schemes. There is a hidden social cost factor also, which is

difficult to quantify.

 A normal portfolio of an investor would have more products and lesser amount per

product. The overall investible funds would get distributed in the available options

satisfying the needs of the investor.

 Investor would get an option to weigh various investment domestic products available

to him, against the same type of products available overseas.

Impact on Intermediaries

It would also affect the market intermediaries. The impact it would have on Intermediaries

would be as follows:
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 Investment portfolios of the investors would consist of different products offering

different maturities, different yields and entirely different Tax treatment. It would be

more like a basket consisting of all assorted products, as against the basket consisting

of plain vanilla products.

 Investor would get an option to weigh various investment domestic products available

to him, against the same type of products available overseas.

 Role of qualified investment advisors would be more prominent in any investment

related decision-making. Investment advisors would be required to be more

knowledgeable and more organised.

 Role of qualified Tax Advisors, specialising in the Investment Taxation would also

get more prominent.

 Speed and ease of transactions would be a critical in the success of any Investment

scheme.

So, as the things stand today, FCAC would not only bring in the umpteen opportunities

for the retail investors, they would also be affecting the overall investment culture of the

country. In some of the areas of investments, introduction of FCAC would give an additional

impetus to the overall investment environment, by making available more choices, (available

both in domestic market as well as in overseas markets) for the retail investors. At the same

time, it would also expose the vulnerability or sustainability of the domestic investment

environment. It would also expose the weak link or strong link in the system.

Impact of Tax on domestic saving is not only an economic issue, but also has political and

social security dimensions also. We need to draw the attention to the fact, on the amount of

heat generated in the country, on the proposed phasing out of the available incentives in the

Housing Sector, as recommended by the Kelkar Committee. Although, the mandate of the

committee was to suggest the reforms in direct Taxes. One of the spin off suggestion of the

committee was to introduce the all round tax reforms and rationalisation, in that context the

committee also looked at the incentives available under the Housing Sectors, and

recommended the phased withdrawal of the incentives. Point we want to make is that, if the

proposed withdrawal of tax benefits on one of burgeoning sector of economy can generate so

much debate and interest, the impact it would have on overall domestic investment scenario,

political and social security mechanism can best be left to the imaginations of the readers.
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So, what FCAC brings for Retail Investor can be summed up as

 Shattering the existing investment assumptions, and bringing in a paradigm shift in

overall investment behaviour.

 Availability of needs specific, complex investment opportunities, in domestic markets.

 Integration of the local markets with overseas markets, hence opportunities to invest

in overseas products offerings.

 Well-diversified portfolios with smaller holdings per product.

CONCLUSION

There is little doubt that moving towards more open capital account would benefit the

country enormously. Capital Account Convertibility is the logical next step in the process of

globalisation of the Indian economy, which commenced during 1991. During the initial

stages partial convertibility was implemented on the current account, which was in phases

made full convertibility on the Current or Trade account. The experience so far has been

encouraging and the country has been able to build up a comfortable Balance of Payment

(BOP) position of over $130 billion. Given the comfortable monetary position India could

venture into Capital Account Convertibility, taking precautions to ensure that the currency

crisis faced by the south east Asian countries is not repeated.
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