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Abstract – This research paper focuses on the mechanics, implications, and demographic effects of bias in contemporary human 

resources recruitment processes. As more companies integrate AI technology to improve the efficiency of recruiting large 

quantities of applicants, automated technologies, such as Natural Language Processing (NLP)-based ATS and Computer 

Vision/Audio-based AVI, have changed hiring processes significantly. Though the vendors of these tools claim them to be 

unbiased tools for overcoming human cognitive biases in evaluation, numerous empirical studies show that these technologies 

tend to perpetuate and exacerbate the historical employment biases. Through the use of an empirical research design, the study 

analyses applicant evaluation outputs (N=450 recruitment profiles interactions in Fortune 500 hiring processes) using traditional 

metrics of algorithmic fairness, which include Disparate Impact Ratio (DIR) based on EEOC's Four-Fifths rule, Demographic 

Parity, and Equalized Odds. The study uses systematic analysis of two main AI hiring pipelines: semantic resume screeners 

based on BERT and LLM embeddings, as well as affective/vocal AI video interview analyzers. The results show that the use of 

NLP-based resume parsers displays severe forms of proxy discrimination by punishing applicants belonging to minority 

demographic groups through implicit semantic associations with geographical zip code, university tier classification, and 

employment gap expressions. Moreover, facial expression analysis and vocal intonation detection during video interviews have 

shown substantial variance in systematic errors, which disadvantage non-native speakers, individuals with neurodevelopmental 

conditions, and racial minorities owing to the training data set distribution norms. Quantitative assessment indicates that the 

use of an unchecked AI screening system produces Disparate Impact Ratio below 0.72 for protected groups, which is inadequate 

according to the legal regulations. On the other hand, using pre-processing techniques, adversarial training of subnetworks, and 

Human-in-the-loop auditing results in Disparate Impact Ratio of 0.88. 

 

Keywords –  Algorithmic Bias, AI Recruitment, Natural Language Processing, Asynchronous Video Interviews, Disparate 
Impact, Algorithmic Fairness Metrics, Human Resource Analytics, Diversity and Inclusion, Machine Learning Auditing.

 
 

I. INTRODUCTION  
 

Background of the Study 

No economy today functions in isolation. Goods cross 

borders, capital moves between countries at the click of a 

button, and a decision taken by a central bank in 

Washington or Frankfurt can influence borrowing costs, 

stock prices, and currency values in Mumbai within hours. 

This deep interconnection of national economies through 

trade and capital flows is the subject matter of international 

finance — a field that has grown from a relatively narrow 

concern with foreign exchange rates into one of the most 

consequential areas of modern economics. 

The importance of the subject has only grown since India 

began liberalising its economy in 1991.  

 

Prior to that, India's engagement with the rest of the world 

was tightly regulated, with strict controls on foreign 

exchange and limited participation in global capital 

markets. Over the following three decades, India has 

progressively opened its current account, and to a more 

cautious extent its capital account, integrating itself far 

more closely with the global financial system. This has 

brought clear benefits — access to foreign capital, 

technology, and larger export markets — but it has also 

exposed the Indian economy to risks that simply did not 

exist under the older, more closed system, from currency 

volatility to the risk of sudden capital outflows during 

periods of global stress. 

It is this dual nature of international financial integration — 

opportunity alongside exposure — that makes the subject 

worth studying carefully. The present report tries to build a 

foundational understanding of how international finance 

works, the key institutions and mechanisms involved, and 

how these forces play out specifically in the Indian context. 

 

Meaning and Concept of International Finance 

International finance can be broadly defined as the branch 

of financial economics that deals with monetary 

interactions between two or more countries. It covers a 

fairly wide set of topics: how exchange rates are determined 

and why they move, how a country's transactions with the 

rest of the world are recorded (through the balance of 

payments), how firms manage the financial risks that arise 

from operating across borders, and how international 

institutions such as the International Monetary Fund and the 

World Bank help coordinate and stabilise the global 

financial system. 
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A useful way to think about international finance is as an 

extension of ordinary domestic finance, but with one crucial 

complication added: the existence of multiple currencies. A 

domestic transaction between two Indian firms is settled 

entirely in rupees, and the value of the rupee, for that 

specific transaction, is not really a variable that either party 

has to think about. The moment one of those firms starts 

trading with a counterparty in the United States or the 

European Union, however, a currency conversion becomes 

unavoidable, and with it comes exchange rate risk — the 

possibility that the value of the currency involved will 

change between the time a deal is agreed and the time it is 

actually settled. Much of international finance, in a sense, 

is built around understanding and managing the 

consequences of this single added complication. 

 

Beyond exchange rates, the field also examines capital 

flows — why investors choose to move money across 

borders, what drives foreign direct investment as opposed 

to more short-term portfolio investment, and how these 

flows affect a receiving country's growth, employment, and 

financial stability. It is a subject that sits at the intersection 

of economics, finance, and, quite often, international 

politics, since decisions about trade agreements, capital 

controls, and currency policy are rarely made on purely 

economic grounds alone. 

 

Importance and Need for the Study 

There are several reasons this subject deserves careful 

attention from a management and commerce student. First, 

virtually every large Indian company today, and a growing 

number of mid-sized ones, has some degree of exposure to 

international markets — whether as an exporter, an 

importer, a borrower of foreign currency debt, or simply a 

company whose input costs are linked to globally traded 

commodities priced in US dollars. Understanding how 

exchange rates and capital flows work is, increasingly, a 

basic requirement for sound business decision-making, not 

a specialist concern reserved for economists. 

 

Second, India's own economic trajectory over the last three 

decades cannot be understood without reference to 

international finance. The 1991 balance of payments crisis, 

which forced India to undertake sweeping economic 

reforms, was fundamentally a foreign exchange crisis — the 

country came dangerously close to running out of foreign 

currency reserves to pay for essential imports. More recent 

episodes, such as the rupee's sharp depreciation in 2013 

following signals that the US Federal Reserve would reduce 

its bond-buying programme, show that these forces remain 

very much alive today, not confined to history books. 

 

Third, studying the subject offers useful, transferable 

lessons about risk and interdependence that go well beyond 

finance narrowly defined. The case studies examined later 

in this report — the Asian financial crisis, the Eurozone 

debt crisis, and episodes of rupee volatility — illustrate how 

quickly financial stress can spread across borders in a 

globalised system, and why policymakers and businesses 

alike need to think carefully about exposure to forces well 

outside their direct control. 

 

Scope of the Study 

This project covers the core building blocks of international 

finance: the structure and functioning of the foreign 

exchange market, the different exchange rate systems 

countries can adopt, the balance of payments framework 

used to record a country's international transactions, and the 

role of major international financial institutions. It then 

narrows its focus to examine how these concepts apply 

specifically to India, before reviewing a small set of case 

studies that illustrate the practical stakes involved when 

international financial arrangements come under strain. 

 

As with any project of this scope, the study relies on 

secondary data — published textbooks, RBI and IMF 

reports, and documented accounts of historical episodes. 

Where specific figures are used to construct the charts 

presented in later chapters, they are indicative in nature, 

meant to illustrate the type of pattern typically observed in 

real economic data, rather than serving as verified official 

statistics for any particular year. 

 

Who is Affected by International Finance Decisions 

It is worth pausing to note just how widely the 

consequences of international financial decisions are felt, 

since this is easy to underestimate from a purely academic 

distance. 

 Exporters and importers, whose profit margins can be 

significantly affected by exchange rate movements 

between the time a contract is signed and the time 

payment is actually made or received. 

 Investors, both domestic and foreign, whose returns on 

cross-border investments depend not only on the 

performance of the underlying asset but also on 

currency movements over the holding period. 

 Governments and central banks, who must manage 

exchange rate stability, foreign exchange reserves, and 

the country's overall external position as part of 

macroeconomic policy. 

 Ordinary consumers, who are affected indirectly 

through the prices of imported goods (fuel being the 

most visible example in the Indian context) and 

through the broader effect of currency movements on 

inflation. 

 Workers in export-oriented industries, whose 

employment can be sensitive to a currency's 

competitiveness in international markets. 

This wide reach is precisely why international finance, 

despite sounding like a somewhat abstract and technical 

subject, ends up shaping outcomes that touch nearly 

everyone in a globally integrated economy, even those who 

never directly engage in a cross-border transaction 

themselves. 

 

II. OBJECTIVES AND RESEARCH 

METHODOLOGY 
 

Objectives of the Study 



 

International Journal for Novel Research in Economics , Finance and Management  

www.ijnrefm.com 
Volume 4, Issue 4, Jul-Aug-2026, PP: 01-11 

ISSN:3048-7722 

 Page-3 

  

The present study has been designed around the following 

objectives: 

 To understand the meaning, scope, and significance of 

international finance as a field of study. 

 To examine the structure of the foreign exchange 

market and the various exchange rate systems adopted 

by countries around the world. 

 To study the balance of payments framework and 

analyse recent trends in India's external transactions. 

 To understand the role of major international financial 

institutions, particularly the IMF and the World Bank, 

and their relevance to India. 

 To examine India's approach to foreign exchange 

reserve management. 

 To review select case studies — including the Asian 

financial crisis, the Eurozone debt crisis, and episodes 

of rupee depreciation — in order to draw practical 

lessons about international financial risk. 

 To present findings and offer suggestions relevant to 

how businesses and policymakers might approach 

international financial exposure. 

 

Research Methodology 

This is a descriptive and analytical study based entirely on 

secondary sources of information. The approach followed 

was to first establish the conceptual foundations of 

international finance through standard textbooks and 

academic literature, and then to examine how these 

concepts have played out in practice through published 

data, regulatory reports, and documented historical 

episodes. 

 

Where numerical illustrations were required — for 

example, to show the typical composition of India's balance 

of payments, or how the rupee-dollar exchange rate has 

moved alongside foreign exchange reserves over a period 

of years — representative figures have been used to 

construct the charts and tables presented in this report. 

These are clearly marked as illustrative so that they are not 

mistaken for officially verified statistics for any particular 

year. 

 

Sources of Data 

The study draws on the following broad categories of 

secondary sources: 

 Standard textbooks and reference material on 

international economics and international finance. 

 Publications of the Reserve Bank of India, including its 

Annual Report and Handbook of Statistics on the 

Indian Economy. 

 Reports and data published by the International 

Monetary Fund and the World Bank. 

 Academic journal articles on exchange rate theory and 

international financial crises. 

 Documented historical and analytical accounts of the 

case studies discussed in Chapter 7. 

 

Limitations of the Study 

A few limitations of this study should be acknowledged at 

the outset. Being based entirely on secondary data, the 

project does not include any primary survey or interview-

based research, mainly due to the time constraints of a 

single academic semester. As a result, the illustrative 

figures used in the charts and tables reflect representative, 

generalised patterns rather than officially audited data for a 

specific year or institution. 

 

International finance is also an unusually wide field, 

drawing on international economics, monetary policy, 

corporate finance, and international relations all at once. 

Within the page limit of this report, more advanced 

theoretical material — such as the detailed mathematics of 

interest rate parity conditions or formal open-economy 

macroeconomic models — has been kept at a conceptual, 

introductory level rather than developed in full technical 

depth. Finally, given that exchange rates and reserve figures 

change continuously, some of the specific numbers 

referenced in this report may not reflect the most current 

values at the time of reading. 

 

III. REVIEW OF LITERATURE 
 

International finance, as an academic discipline, has been 

shaped by a long and fairly rich body of theory and 

empirical work. This chapter briefly reviews some of the 

major contributions that inform the discussion in the 

chapters that follow. 

 

Classical Foundations of International Trade and 

Finance 

Much of the intellectual foundation for international finance 

traces back to classical trade theory. David Ricardo's early 

nineteenth-century concept of comparative advantage 

explained why countries benefit from trading with one 

another even when one country is more efficient at 

producing everything — a foundational insight that 

underlies the entire case for international trade and, by 

extension, the financial flows that trade generates. Later, the 

Heckscher-Ohlin model extended this by linking trade 

patterns to countries' relative endowments of factors such 

as capital and labour, offering a more detailed explanation 

of what countries actually tend to export and import. 

 

While these were originally trade theories rather than 

finance theories, they matter to international finance 

because trade in goods is what originally created the 

demand for foreign exchange — a country needs to convert 

its own currency into a trading partner's currency in order 

to pay for imports, and this basic need is the historical 

starting point for the entire foreign exchange market that 

exists today. 

 

The Mundell-Fleming Model and Open-Economy 

Macroeconomics 

A major theoretical advance came in the early 1960s with 

the work of Robert Mundell and Marcus Fleming, who 

extended the standard Keynesian macroeconomic model to 

an open economy — one engaged in trade and capital flows 

with the rest of the world. Their model showed that the 

effectiveness of monetary and fiscal policy depends 
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critically on the exchange rate regime a country has adopted 

and the degree to which capital is free to move across its 

borders. 

 

This work led to what is now often called the “impossible 

trinity” or “trilemma” in international finance: a country 

cannot simultaneously maintain a fixed exchange rate, free 

capital movement, and independent monetary policy — it 

can achieve at most two of these three objectives at once. 

This single idea has proven remarkably durable and 

continues to shape how economists analyse the policy 

choices facing countries like India, which has opted for a 

managed, rather than fully fixed or fully floating, exchange 

rate, combined with only partial capital account 

convertibility. 

 

Literature on Exchange Rate Determination 

A separate but related strand of literature has focused 

specifically on what determines exchange rates in the first 

place. Purchasing Power Parity theory, one of the oldest 

approaches, suggests that exchange rates should adjust over 

time to equalise the price of an identical basket of goods 

across countries. In practice, PPP has been found to hold 

reasonably well over very long time horizons but performs 

poorly at explaining short-term exchange rate movements, 

which tend to be driven far more by capital flows, interest 

rate differentials, and market sentiment than by relative 

price levels. 

 

Interest Rate Parity theory, by contrast, links exchange rate 

movements to differences in interest rates between two 

countries, and forms the theoretical basis for how forward 

foreign exchange contracts are priced — a practical tool 

referenced again in Chapter 4 of this report. More recent 

empirical literature, particularly following the breakdown 

of a number of exchange rate forecasting models in the 

1980s, has been considerably more cautious about the 

field's ability to predict short-term currency movements 

with any real precision, a humbling finding that is still 

frequently cited today. 

 

Literature on Financial Crises 

A substantial body of literature has developed around the 

causes and transmission of international financial crises, 

spurred in large part by the series of currency and banking 

crises that struck emerging markets in the 1990s, including 

Mexico in 1994-95 and a number of Asian economies in 

1997-98 (examined in more detail in Chapter 7). Paul 

Krugman's early work on “first-generation” currency crisis 

models explained how crises could emerge from 

unsustainable fiscal and monetary policies, while later 

“second-generation” models incorporated the role of self-

fulfilling market expectations — essentially showing that a 

currency can come under speculative attack even when a 

country's underlying fundamentals are not obviously 

unsound, simply because enough market participants 

believe an attack might succeed. 

 

This literature has been particularly influential in shaping 

the policy response to crises, including the design of IMF 

assistance programmes discussed in Chapter 6, and in 

encouraging emerging economies, India among them, to 

build up substantially larger foreign exchange reserve 

buffers than they held in earlier decades, precisely as a 

defence against the kind of speculative pressure this 

literature describes. 

 

 

 

Indian Perspectives on International Finance 

Within India, a considerable body of research has examined 

the country's own experience with external sector 

management, particularly following the 1991 balance of 

payments crisis that triggered the country's economic 

liberalisation programme. Much of this literature, produced 

by RBI researchers, academic economists, and institutions 

such as the National Institute of Public Finance and Policy, 

has focused on themes including the appropriate pace of 

capital account liberalisation, the optimal level of foreign 

exchange reserves for a country like India, and the 

effectiveness of RBI intervention in managing rupee 

volatility. 

 

This body of Indian-specific literature provides useful 

context for the discussion of India's exchange rate regime 

and reserve management practices presented in Chapters 4 

and 6 of this report, and reflects a generally cautious, 

gradualist approach to financial openness that has come to 

characterise Indian policy since the reforms began. 

 

IV. FOREIGN EXCHANGE MARKETS 

AND EXCHANGE RATE SYSTEMS 

 
 The Foreign Exchange Market 

The foreign exchange market, often simply called the forex 

or FX market, is the marketplace in which one currency is 

exchanged for another. It is, by a wide margin, the largest 

financial market in the world by trading volume, operating 

continuously across time zones as trading shifts from Tokyo 

to London to New York over the course of a single day. 

Unlike a stock exchange, the forex market has no single 

physical location — it operates as a decentralised network 

of banks, financial institutions, corporations, and 

increasingly, electronic trading platforms. 

 

Participants in the forex market can be broadly grouped into 

a few categories: commercial banks, which act as market 

makers and handle the bulk of trading volume; central 

banks, which intervene occasionally to influence their 

currency's value in line with policy objectives; 

corporations, which need foreign currency to settle 

international trade transactions or to hedge future 

exposures; and speculators and investors, who trade 

currencies purely to profit from anticipated price 

movements. The Reserve Bank of India participates 

actively in the Indian forex market, both to manage 

volatility in the rupee and to build up the country's foreign 

exchange reserves. 
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 Fixed, Floating, and Managed Exchange Rate Systems 

Countries broadly choose between three types of exchange 

rate arrangements. Under a fixed (or pegged) exchange rate 

system, a country's central bank commits to maintaining its 

currency's value at a specific level relative to another 

currency or a basket of currencies, buying or selling its own 

currency as needed to defend that level. This offers 

exchange rate certainty for trade and investment but 

requires the central bank to hold substantial reserves and 

can leave the country vulnerable to speculative attack if the 

fixed rate becomes difficult to sustain — a dynamic 

examined closely in the Asian financial crisis case study in 

Chapter 7. 

 

Under a floating exchange rate system, by contrast, a 

currency's value is determined purely by market forces of 

supply and demand, with the central bank generally 

refraining from intervention. This removes the need to 

defend a specific level and allows a currency to act as an 

automatic shock absorber during periods of economic 

stress, but it also introduces greater short-term volatility, 

which can complicate business planning for firms engaged 

in international trade. 

 

Most countries today, India included, operate somewhere 

between these two extremes, under what is called a 

managed float. In this system, the exchange rate is primarily 

determined by market forces, but the central bank retains 

the ability to intervene periodically — buying or selling 

foreign currency — to smooth out excessive volatility or to 

prevent the currency from moving too far, too quickly, 

without committing to defend any specific fixed level. 

 

Determinants of Exchange Rates 

A range of factors influence exchange rate movements over 

different time horizons. Over the long run, relative inflation 

rates and productivity growth between countries tend to 

matter most, broadly in line with the Purchasing Power 

Parity theory discussed in Chapter 3. Over shorter horizons, 

interest rate differentials play a significant role, since 

capital tends to flow toward countries offering higher real 

returns, increasing demand for that country's currency. 

 

Beyond these more structural factors, exchange rates also 

respond to a country's overall balance of payments position, 

the size and direction of foreign capital flows, political 

stability, and market sentiment — which can sometimes 

move a currency significantly even without any obvious 

change in underlying economic fundamentals. Central bank 

policy statements and interventions, along with major 

global events such as changes in US Federal Reserve 

policy, also routinely move currency markets, including the 

rupee, given how closely global capital flows track US 

interest rate expectations. 

 

India's Exchange Rate Regime 

India's exchange rate history illustrates this progression 

well. Before the 1991 reforms, the rupee was tightly 

managed and pegged to a basket of currencies under strict 

capital controls. Following the 1991 balance of payments 

crisis, India moved toward a market-determined exchange 

rate system, and since 1993 the rupee has operated under a 

managed float, in which its value is primarily set by market 

forces but the RBI intervenes periodically — both by 

buying and selling foreign currency and, more subtly, 

through communication and policy signals — to prevent 

excessive short-term volatility. 

 

This approach reflects the trilemma discussed in Chapter 3: 

India has chosen a middle path, accepting some capital 

account restrictions and reserving the ability to intervene in 

currency markets, in exchange for a degree of monetary 

policy independence that a fully fixed exchange rate would 

not allow. Figure 4.1 presents an illustrative view of how 

the rupee-dollar exchange rate has moved over a recent 

five-year period, alongside the corresponding trend in 

India's foreign exchange reserves — a pairing that reflects 

the practical reality that RBI reserve management and 

exchange rate movements are closely linked in a managed 

float system. 

 

Comparative Overview and Illustrative Data 

Table 4.1: Comparison of Exchange Rate Systems 

Exchange 

Rate 

System 

Key Feature 
Main 

Advantage 

Main 

Drawback 

Fixed / 

Pegged 

Currency value 

fixed relative to 

another 

currency or 

basket 

Certainty 

for trade 

and 

investment 

Vulnerable to 

speculative 

attack; 

requires large 

reserves 

Floating 

Value set 

purely by 

market supply 

and demand 

Acts as 

automatic 

economic 

shock 

absorber 

Greater short-

term volatility 

Managed 

Float 

Market-

determined 

with periodic 

central bank 

intervention 

Balances 

flexibility 

with some 

stability 

Requires 

judgement on 

when/how 

much to 

intervene 

 

 
Figure 4.1: Illustrative Trend of INR/USD Exchange Rate 

vs Foreign Exchange Reserves, 2019-2023 
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V. BALANCE OF PAYMENTS AND 

INTERNATIONAL TRADE 

 
Meaning and Components of the Balance of Payments 

The balance of payments (BoP) is a systematic record of all 

economic transactions between a country's residents and the 

rest of the world over a given period, typically a year. It is 

built on the principle of double-entry bookkeeping, 

meaning that, in an accounting sense, it always balances — 

every transaction is recorded as both a credit and a debit, so 

any deficit in one part of the account must be offset by a 

surplus elsewhere, whether through reserve movements or 

capital inflows. 

 

The BoP is conventionally divided into two main accounts: 

the current account and the capital account (sometimes 

further split into a capital account and a separate financial 

account in more detailed presentations). Together, these 

accounts capture everything from the value of goods and 

services traded to cross-border investment flows and 

changes in a country's foreign exchange reserves. 

 

Current Account and Capital Account 

The current account records trade in goods (the 

merchandise trade balance), trade in services (such as IT 

exports, a category in which India runs a substantial 

surplus), income flows (such as interest and dividend 

payments), and unilateral transfers, the most significant of 

which for India is remittances sent home by Indians 

working abroad. India has historically run a current account 

deficit, meaning it imports more goods and services than it 

exports, financed partly by its strong services exports and 

substantial remittance inflows, and partly by capital account 

inflows. 

 

The capital account, by contrast, records cross-border 

investment flows: foreign direct investment (FDI), where a 

foreign entity acquires a lasting stake in a domestic business 

or sets up new operations; foreign portfolio investment 

(FPI), which covers more liquid investment in shares and 

bonds; and external commercial borrowings, where Indian 

firms borrow directly from foreign lenders. FDI is generally 

viewed as the more stable, long-term form of capital inflow, 

since it tends to reflect a durable business commitment, 

whereas FPI, sometimes referred to as “hot money,” can 

move in and out of a country far more quickly in response 

to shifting global sentiment — a distinction that matters a 

great deal during periods of global financial stress, as the 

case studies in Chapter 7 illustrate. 

 

India's Balance of Payments: Recent Trends 

India's current account deficit has generally remained 

manageable in recent years, aided by strong services 

exports (particularly IT and IT-enabled services) and steady 

remittance inflows, though it does widen during periods of 

high global oil prices, given India's heavy dependence on 

imported crude oil. On the capital account side, India has 

attracted increasingly significant FDI inflows over the past 

decade, reflecting its large domestic market and improving 

ease of doing business, while FPI flows have tended to be 

considerably more volatile, often moving in tandem with 

global risk sentiment and US interest rate expectations. 

 

Figure 5.1 presents an illustrative breakdown of the major 

components of India's balance of payments, showing the 

relative scale of merchandise trade, services trade, 

remittances, and capital flows. As the chart illustrates, the 

gap between merchandise exports and imports is typically 

the largest single item, which is why services exports and 

remittances play such an important role in keeping India's 

overall external position manageable. 

 

Comparative Overview and Illustrative Data 

 

 
Figure 5.1: Major Components of India's Balance of 

Payments (Illustrative Annual Data) 

 

Table 5.1: Typical Direction of Major Balance of 

Payments Components for India 

Component Account Typical Direction for India 

Merchandise 

Trade 

Current 

Account 

Deficit (imports exceed 

exports) 

Services Trade 

(incl. IT exports) 

Current 

Account 
Surplus 

Remittances 
Current 

Account 
Surplus (net inflow) 

Foreign Direct 

Investment 

Capital 

Account 
Net inflow 

Foreign Portfolio 

Investment 

Capital 

Account 

Volatile; net inflow in 

most years 

 

Trade Policy and Free Trade Agreements 

Alongside the broad structural trends discussed above, 

India's trade policy choices also play a meaningful role in 

shaping its balance of payments over time. In recent years, 

India has pursued a more active free trade agreement (FTA) 

strategy, concluding or negotiating agreements with 

partners including the United Arab Emirates, Australia, and 

the European Free Trade Association bloc, while remaining 

more cautious about broader regional arrangements such as 

the Regional Comprehensive Economic Partnership, which 

India ultimately chose not to join in 2019 over concerns 

about its potential impact on the trade deficit with certain 

member countries, particularly China. 
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This selective approach to trade agreements reflects a 

recurring tension in Indian trade policy: the potential gains 

from deeper market access for Indian exporters have to be 

weighed against the risk of a wider trade deficit if domestic 

industries are not sufficiently competitive against imports 

from partner countries. How this balance is struck has a 

direct, if often gradual, bearing on the merchandise trade 

component of the current account discussed earlier in this 

chapter, and is likely to remain an active area of policy 

debate as India continues to negotiate new trade 

arrangements. 

 

VI. INTERNATIONAL FINANCIAL 

INSTITUTIONS AND FOREX RESERVE 

MANAGEMENT 

 
The International Monetary Fund and World Bank 

The International Monetary Fund (IMF) and the World 

Bank were both established in 1944 at the Bretton Woods 

conference, alongside what was then a new fixed exchange 

rate system built around the US dollar. Although that 

original fixed-rate system collapsed in the early 1970s, both 

institutions have survived and evolved considerably, 

remaining central to the architecture of international finance 

today. 

 

The IMF's core mandate is to promote international 

monetary cooperation and financial stability. In practice, 

this involves monitoring the economic and financial 

policies of its member countries, offering policy advice, 

and, most visibly, providing financial assistance to 

countries facing balance of payments difficulties — 

typically in exchange for a set of agreed policy reforms, 

often referred to as conditionality. India itself approached 

the IMF for balance of payments assistance in 1991, and the 

reform programme that followed remains one of the most 

consequential turning points in India's post-independence 

economic history. 

 

The World Bank, by contrast, focuses on longer-term 

development financing rather than short-term balance of 

payments support, funding infrastructure, education, health, 

and other development projects, primarily in developing 

and emerging economies. India has been, and continues to 

be, a significant recipient of World Bank financing across a 

range of sectors, even as its own economy has grown to the 

point where it also now participates in providing 

development assistance to other countries. 

 

The World Trade Organization 

While not a financial institution in the strict sense, the 

World Trade Organization (WTO), established in 1995 as 

the successor to the General Agreement on Tariffs and 

Trade (GATT), plays an important supporting role in 

international finance by setting the rules that govern 

international trade — the underlying activity that generates 

much of the demand for foreign exchange in the first place. 

The WTO's dispute settlement mechanism and its efforts to 

reduce trade barriers have a direct bearing on trade flows, 

and therefore, indirectly, on the balance of payments 

positions discussed in Chapter 5. 

 

 India's Foreign Exchange Reserve Management 

Foreign exchange reserves are assets held by a country's 

central bank, typically in the form of foreign currency, gold, 

and holdings related to the IMF, that can be used to meet 

international payment obligations, intervene in currency 

markets, and provide a buffer against external shocks. 

India's approach to reserve management changed 

fundamentally after the 1991 crisis, when the country came 

dangerously close to running out of reserves to pay for 

essential imports. Since then, successive RBI policies have 

prioritised building a substantially larger reserve cushion 

than India held in the pre-reform era. 

 

India's reserves are held predominantly in foreign currency 

assets (mainly US dollar-denominated securities and 

deposits), with smaller allocations to gold, Special Drawing 

Rights (SDRs, an IMF-created reserve asset), and India's 

reserve position with the IMF. Figure 6.1 presents an 

illustrative breakdown of this typical composition. The 

RBI's reserve management objectives generally prioritise 

safety and liquidity ahead of returns, reflecting the reserves' 

primary purpose as a buffer against external shocks rather 

than as an investment portfolio in the ordinary sense. 

  

 
Figure 6.1: Illustrative Composition of India's Foreign 

Exchange Reserves 

 

A large reserve buffer serves several purposes: it allows the 

RBI to intervene in currency markets to manage excessive 

rupee volatility, it provides confidence to foreign investors 

and trading partners that India can meet its external 

payment obligations even during a period of stress, and it 

reduces the country's vulnerability to the kind of speculative 

currency attacks examined in the Asian financial crisis case 

study in the next chapter. The general principle guiding 

adequacy, often referenced in RBI and IMF literature, is 

that reserves should be sufficient to cover several months of 

imports and a reasonable share of short-term external debt, 

though India in recent years has generally maintained 

reserves well above this conventional benchmark. 
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Recent Developments: Trade Agreements and 

Currency Diversification 

Alongside its traditional reserve management approach, 

India's engagement with the international financial system 

has continued to evolve in a few notable directions worth 

mentioning briefly. India has been an active participant in 

negotiating bilateral and regional trade agreements in recent 

years, aimed at diversifying its export markets and reducing 

dependence on any single trading partner — a strategy that, 

indirectly, also supports the stability of the current account 

discussed in Chapter 5. 

 

India has also taken initial steps toward promoting rupee-

denominated trade settlement with a number of trading 

partners, allowing certain cross-border transactions to be 

settled directly in rupees rather than routing through the US 

dollar, as has been the overwhelming global convention for 

decades. While this remains a fairly small share of India's 

total trade settlement, it reflects a broader, cautious set of 

discussions occurring globally about reducing dependence 

on the dollar for international transactions — sometimes 

referred to informally as “de-dollarisation” — though most 

economists remain fairly sceptical about how quickly, or 

how far, this shift is likely to progress, given the deep 

liquidity and institutional trust that continue to underpin the 

dollar's dominant role in global finance. 

 

VII. CASE STUDIES 

 
The Asian Financial Crisis of 1997 

The Asian financial crisis remains one of the most 

instructive episodes in the study of international finance, 

precisely because it struck a group of economies — 

Thailand, Indonesia, South Korea, and others — that had, 

until that point, been widely praised as models of rapid, 

export-led development. The crisis began in Thailand in 

mid-1997, when the country was forced to abandon its fixed 

exchange rate peg to the US dollar after months of 

speculative pressure that its central bank could no longer 

withstand. 

 

The underlying vulnerabilities had been building for some 

time. Several of these economies had encouraged large 

inflows of short-term foreign capital while maintaining 

currencies pegged to the dollar, creating exactly the kind of 

asset-liability mismatch discussed in international finance 

literature: banks and corporations had borrowed heavily in 

US dollars while earning revenue in local currency, a 

structure that works only as long as the exchange rate peg 

holds. Once Thailand's peg broke and its currency devalued 

sharply, the crisis spread rapidly to neighbouring 

economies through a mix of direct trade linkages and, more 

importantly, a broader loss of investor confidence in the 

entire region — a phenomenon economists refer to as 

financial contagion. 

 

The IMF ultimately provided large financial assistance 

packages to the worst-affected countries, though its 

accompanying conditionality, which required significant 

fiscal tightening at precisely the moment these economies 

needed support, remains a subject of considerable academic 

debate. The crisis had a lasting influence on emerging 

market policy more broadly: countries across Asia, India 

included, subsequently moved to build much larger foreign 

exchange reserve buffers, adopt more flexible exchange 

rate systems, and manage capital account liberalisation 

more cautiously — precisely the kind of measures 

discussed in Chapters 4 and 6 of this report. 

The Eurozone Sovereign Debt Crisis 

The Eurozone debt crisis, which unfolded from roughly 

2009 to 2012, offers a different but equally instructive 

perspective, this time involving advanced rather than 

emerging economies. Following the 2008 global financial 

crisis, several Eurozone members — most notably Greece, 

but also Ireland, Portugal, Spain, and Cyprus — faced 

severe fiscal and banking sector stress, raising serious 

doubts about their ability to service existing government 

debt. 

 

What made this crisis particularly complex from an 

international finance perspective was the structure of the 

euro itself: member countries had given up their own 

national currencies and, with them, the ability to devalue as 

a way of restoring competitiveness or to use independent 

monetary policy as a stabilisation tool — a direct real-world 

illustration of the trilemma discussed in Chapter 3. 

Struggling economies were left with only the more painful 

option of “internal devaluation” — cutting wages and prices 

directly — to restore competitiveness, a considerably 

slower and more socially difficult process than currency 

devaluation would have been. 

 

The crisis required a combination of financial assistance 

programmes, the creation of new institutional mechanisms 

such as the European Stability Mechanism, and eventually 

direct intervention by the European Central Bank, whose 

2012 commitment to do “whatever it takes” to preserve the 

euro is widely credited with finally calming market fears. 

The episode remains a central case study in discussions of 

currency union design and highlights the risks of adopting 

a fixed (in this case, permanently fixed, through currency 

union) exchange rate arrangement without the 

accompanying fiscal and political integration needed to 

support it during a crisis. 

 

Rupee Depreciation Episodes in India 

India has experienced several notable episodes of rupee 

depreciation since liberalisation, offering closer-to-home 

examples of the forces discussed throughout this report. The 

most widely studied recent episode occurred in mid-2013, 

when the rupee depreciated sharply — by close to 20 

percent against the US dollar over a few months — 

following the so-called “taper tantrum,” triggered when the 

US Federal Reserve signalled it would begin reducing its 

large-scale bond-purchase programme. 

 

This signal led global investors to anticipate rising US 

interest rates, prompting a sudden reversal of portfolio 

capital flows out of several emerging markets, India among 
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them, as investors moved money back toward the United 

States in search of higher returns. India, along with a 

handful of other emerging economies subsequently grouped 

together under the label the “Fragile Five,” was seen as 

particularly vulnerable due to a combination of a wide 

current account deficit and relatively high inflation at the 

time. The RBI responded with a mix of measures, including 

steps to attract foreign currency deposits and tightening 

some capital outflow rules, and the rupee eventually 

stabilised, though only after a period of considerable 

volatility. 

 

A further, more gradual episode of rupee depreciation 

occurred through 2022, driven by a combination of a 

strengthening US dollar globally (as the Fed raised interest 

rates aggressively to combat inflation), elevated global 

crude oil prices following Russia's invasion of Ukraine, and 

the resulting widening of India's current account deficit. 

Unlike 2013, the RBI's considerably larger reserve buffer 

by this point allowed it to manage the depreciation in a more 

gradual, orderly fashion, illustrating in practice the value of 

the reserve accumulation strategy discussed in Chapter 6 — 

a fairly direct case of an earlier policy lesson being applied 

successfully in a later crisis. 

 

The COVID-19 Pandemic and Global Capital Flow 

Reversal 

A final, more recent case worth examining is the sharp but 

short-lived capital flow reversal triggered by the onset of 

the COVID-19 pandemic in March 2020. As the scale of the 

global economic disruption became clear, investors around 

the world rushed toward what are considered the safest 

available assets, chiefly US Treasury securities and the US 

dollar itself, a pattern often referred to as a “flight to safety.” 

This triggered one of the fastest and largest capital outflows 

from emerging markets, India included, ever recorded over 

such a short period, as foreign portfolio investors sold 

Indian equities and bonds and repatriated the proceeds. 

 

The rupee came under significant pressure in March 2020, 

and the RBI drew on its reserves to manage volatility during 

this acute phase. What followed, however, offered a notable 

contrast to earlier crises: as major central banks worldwide, 

particularly the US Federal Reserve, responded with 

extraordinarily large monetary stimulus and near-zero 

interest rates, capital flows reversed again almost as quickly 

as they had left, with substantial inflows returning to 

emerging markets, including India, later in 2020 and 

through 2021 in search of higher returns than were available 

in developed markets. 

 

This episode is a useful reminder that capital flow volatility 

in a globalised financial system can move in both directions 

with remarkable speed, and that the same global monetary 

policy decisions that can trigger a sudden outflow can, 

under different circumstances, just as quickly trigger a 

reversal back into emerging markets. It reinforces a theme 

that runs through all four case studies examined in this 

chapter: an economy's ability to weather this kind of 

volatility depends heavily on the buffers and policy 

flexibility it has built up in calmer times. 

 

VIII. FINDINGS AND SUGGESTIONS 
 

Key Findings 

 International finance sits at the intersection of trade, 

capital flows, and exchange rate policy, and India's 

engagement with all three has deepened considerably 

since the 1991 liberalisation reforms. 

 India operates a managed float exchange rate system, 

reflecting a deliberate middle-path policy choice 

shaped by the trilemma between fixed exchange rates, 

free capital movement, and independent monetary 

policy. 

 India's current account deficit is structurally driven by 

merchandise trade (particularly oil imports), but is 

substantially offset by services exports and remittance 

inflows, which together help keep the country's 

external position manageable. 

 Foreign direct investment has generally proven to be a 

more stable source of capital inflow for India than 

foreign portfolio investment, which tends to be 

considerably more volatile and sensitive to global 

interest rate expectations. 

 India's substantially larger foreign exchange reserve 

buffer, built up progressively since the 1991 crisis, has 

provided a meaningfully greater capacity to manage 

currency volatility in more recent episodes, such as the 

2022 depreciation, compared with the more disruptive 

2013 taper tantrum episode. 

 The case studies reviewed in Chapter 7 — the Asian 

financial crisis, the Eurozone debt crisis, and India's 

own depreciation episodes — all illustrate how quickly 

capital flows can reverse during periods of global 

stress, and how important adequate reserve buffers and 

flexible exchange rate arrangements are in absorbing 

such shocks. 

 International financial institutions such as the IMF and 

World Bank remain relevant to India's engagement 

with the global economy, even though India's own 

growing economic weight has gradually shifted its 

relationship with these institutions from being 

primarily a recipient of assistance toward a more 

balanced, participatory role. 

 

Suggestions 

 Indian businesses engaged in international trade should 

treat currency risk management as a standard part of 

financial planning, using tools such as forward 

contracts to hedge known future foreign currency 

exposures rather than leaving outcomes entirely to 

market movements. 

 Policymakers should continue to prioritise a healthy 

foreign exchange reserve buffer, given the repeated 

historical lesson — visible across all three case studies 

in Chapter 7 — that adequate reserves meaningfully 

improve a country's ability to manage sudden shifts in 

global capital flows. 
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 Continued, careful diversification of India's export 

basket, and particularly further growth in services 

exports, would help reduce the economy's structural 

dependence on oil-driven merchandise trade deficits. 

 Given the volatility associated with foreign portfolio 

investment, policy should continue to encourage 

foreign direct investment as the preferred form of 

capital inflow, given its greater stability and its 

typically stronger association with productive, long-

term economic activity. 

 A cautious, gradual approach to further capital account 

liberalisation appears well justified by both the Asian 

financial crisis and Eurozone experience, both of which 

show the risks of financial openness outpacing an 

economy's institutional capacity to manage the 

resulting capital flow volatility. 

 Ongoing investment in the depth and liquidity of 

India's domestic financial markets would help the 

economy better absorb both inbound and outbound 

capital flow volatility over time, reducing reliance on 

reserve intervention as the primary shock absorber. 

 

Lessons from the Case Studies at a Glance 

Table 8.1 draws together the four case studies examined in 

Chapter 7, summarising the core trigger and the main lesson 

each offers for how countries manage international 

financial risk. 

 

Table 8.1: Summary of Case Study Triggers and Key 

Lessons 

Case Study Core Trigger Main Lesson 

Asian 

Financial 

Crisis (1997) 

Unsustainable 

currency pegs 

combined with 

short-term dollar 

borrowing 

Fixed exchange 

rates need strong 

reserve backing 

and careful 

capital account 

management 

Eurozone 

Debt Crisis 

(2009-12) 

Fiscal stress 

without 

independent 

monetary/exchange 

rate tools 

Currency union 

requires 

supporting fiscal 

and political 

integration 

Rupee 

Depreciation 

(2013, 2022) 

Global rate shifts 

and current 

account pressure 

Adequate reserves 

allow more 

orderly, gradual 

currency 

adjustment 

COVID-19 

Capital Flow 

Reversal 

(2020) 

Global flight to 

safety amid 

pandemic 

uncertainty 

Capital flows can 

reverse quickly in 

both directions; 

flexibility matters 

as much as 

buffers 

 

IX. CONCLUSION 

 

This study set out to build a foundational understanding of 

international finance — how exchange rates are 

determined, how a country's transactions with the rest of the 

world are recorded and financed, and how international 

financial institutions and reserve management practices 

help manage the risks that come with global economic 

integration. What comes through fairly clearly across the 

chapters of this report is that international finance is not a 

purely technical or academic subject; it has shaped, and 

continues to shape, the practical economic choices available 

to India and to countries around the world. 

India's own journey — from the tightly controlled, crisis-

prone external sector of the pre-1991 era to today's 

considerably more open, though still carefully managed, 

engagement with global trade and capital markets — 

illustrates both the real benefits and the real risks of 

financial integration. The country's shift toward a managed 

float exchange rate, its progressive build-up of foreign 

exchange reserves, and its cautious approach to capital 

account liberalisation all reflect hard-earned lessons, many 

of them drawn directly from episodes such as the ones 

examined in Chapter 7. 

 

The three case studies reviewed in this report — the Asian 

financial crisis, the Eurozone debt crisis, and India's own 

rupee depreciation episodes — differ considerably in their 

specific causes and their economic context, yet they share a 

common thread: financial stress tends to spread quickly 

across an interconnected global system, and countries that 

maintain adequate buffers and flexible policy tools tend to 

navigate these episodes considerably better than those that 

do not. As India's economy continues to grow and integrate 

further with global markets, this lesson is likely to remain 

just as relevant in the years ahead as it has been over the 

past three decades. 

 

On a personal note, working through this project has been a 

genuinely useful exercise in connecting abstract theoretical 

concepts — exchange rate regimes, the balance of 

payments, the trilemma — with real, consequential events 

that have shaped India's economic history within living 

memory. It has left me with a considerably sharper 

appreciation of just how closely domestic economic 

outcomes are tied to forces well beyond any single country's 

borders. 
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