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Abstract  

The worldwide geopolitical shocks such as the Russia-Ukraine tensions, Middle East tensions 

and supply chain realignments have impacted the emerging economies external sectors 

substantially. As a strongly interconnected country in both international trade and international 

capital flows, India has been volatile in terms of exchange rates, capital flows and remittance 

inflows. This paper looks at how the act of Foreign Exchange Management, the Foreign 

Exchange Management Act 1999 (FEMA) played a role in controlling the instability of the 

external sectors during these times of uncertainty in the world. The study assesses the 

effectiveness of FEMA to ensure macroeconomic stability using secondary sources like the 

Reserve Bank of India (RBI), world bank and IMF. The results indicate that the management 

and flexible-based framework created by FEMA has helped India to absorb external shocks but 

there are still some gaps in the regulations that are used to handle emerging digital and 

geopolitical risks. 
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Introduction  

The external sector is very instrumental in the approach used to establish macroeconomic 

stability of a given nation. Over the recent years, geopolitical shocks have served to heighten 

uncertainty in the world economy, in terms of trade, capital movements, and currency stability. 

The growing exposure of India to the world economy has exposed it to such external shocks 

with the introduction of FEMA as another regime change between a control regime and 

management-based regime in the foreign exchange regulation. In comparison to its predecessor 

(FERA) FEMA puts more focus on facilitation of external trade and payments whilst ensuring 

that there is order in the foreign exchange markets in India during geopolitical upheavals.The 

current paper is an attempt to analyze how FEMA has worked as a regulatory mechanism in the 

stabilization of the external sector in India in cases of geopolitical upheavals. 

 

The growing interdependence of national economies with the rest of the world financial and 

trading systems has rendered external sector to be a very important aspect of macro economic 

stability. In the case of a developing economy such as India, foreign exchange reserves, 

exchange rates, capital flows, as well as any fluctuation in trade balances can have a dramatic 

effect on the overall performance of the economy. International markets have been becoming 
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volatile over the past years due to global geopolitical shocks both in terms of trade disputes and 

regional wars as well as supply chain failures and energy crisis. All these have demonstrated 

how the Indian external sector is vulnerable to acute capital outflows, depreciation of the 

currency and increasing current account deficits thus creating the necessity of a strong 

regulatory mechanism. 

 

The Foreign Exchange Management Act (FEMA), 1999, which supersedes the more limiting 

Foreign Exchange Regulation Act (FERA) is the place where India has tried to respond to the 

external industry dynamics. FEMA is a change in the control-oriented structure into a 

management-oriented approach, with the intention of providing external trade and payments 

without messing up the development of the foreign exchange market. The Act provides the legal 

and institutional system with which the cross-border transactions, capital account flows and 

foreign exchange transactions are regulated and, in this regard, central role is played by the Act 

in promoting the macroeconomic stability. 

 

It is against this background that the current research is aimed at examining the essence and 

scope of external sector instability in India in case of recent geopolitical disruptions. It also 

analyses the regulatory conditions and operation processes of FEMA in foreign exchange and 

capital flow management. The paper also measures the efficiency of FEMA in stabilizing the 

outside sector in the face of global uncertainty. Lastly, it determines major issues in the current 

set up and provides policy recommendations to enable India to be more resilient to external 

shocks in future. 

 

Background of the study 

A stable external sector of the country is a key factor towards the overall macroeconomic 

performance of a country, especially in the case of India, which has been heavily entrenched in 

the global economy of trade and finance. Over the last several years, the world economy has 

been characterized by the major geopolitical shocks, including such elements as trade wars, 

supply chain dislocations, pandemic-related shocks, and regional conflicts. The developments 

have heightened fluctuation in foreign exchange markets, capital flows and balance of payment 

positions, which have in turn revealed a weakness in the external sector of India. The vagaries 

associated with the exchange rates, capital flow reversals as well as the strains on the foreign 

exchange reserves have highlighted the necessity of a strong regulatory structure to deal with 

this instability. 

 

The foreign exchange regulation in India has changed greatly over the years and now has a 

liberalized and facilitative regime as opposed to a restrictive regime, which was created by the 

Foreign Exchange Regulation Act (FERA), 1973. The introduction of FEMA was aimed at 

encouraging external trade and remittances and maintenance of the orderly functioning of 

foreign exchange market in India. In contrast to its predecessor FEMA focuses on management 

and not control as per the wider economic liberalization policies in India. 

 

With the growing globalization and integration of financial systems, FEMA has a central role 

to play in the regulation of the foreign exchange transactions, capital account flows and foreign 

investments. Nevertheless, the efficiency of FEMA is constantly being challenged in times of 

uncertainty in the world and geopolitical tensions, which usually introduce external sector 

imbalances. 
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It is on this background that the current research aims to examine the nature of the external 

sector instability in India in the last occurrence of geopolitical upheavals, the regulatory regime 

of FEMA and its performance in stabilizing the external sector. Moreover, it will seek to 

establish some of the challenges in the implementation of FEMA and give policy 

recommendations that can enhance resilience of India to external shock. 

 

Justification 

A high sensitivity of the external sector to geopolitical shock such as trade shocks, financial 

market shock, and energy price shock outs, and variation of global capital flows has been 

observed in India which is increasingly becoming an interconnected world economy. The 

exchange rate variations, the balance of payment pressures and the instability of the capital 

flows have been enhanced by the geopolitical tensions and the shock and tightening of money 

in the developed economies. The trends highlight the importance that the means through which 

India manages to put up with the shortcomings of the external sectors should be approached 

critically. The current research is thus valid in examining the character and scope of such 

instability especially in the background of recent uncertainties in the world. 

 

The Foreign Exchange Management Act, 1999 (FEMA) is the foundation of the foreign 

exchange regulation system in India, as it has now replaced a stricter system with a facilitative 

and market-driven one. Since it plays a central role in regulating the foreign exchange 

transactions, the capital account flows, and the cross-border investment, it is vital to evaluate 

how well FEMA copes with the current economic realities. The amount of comprehensive 

assessment of the performance of FEMA in case of increased geopolitical tension is scarce, 

which poses a serious gap in the research. 

 

In addition, the policymakers, the financial institutions, and the investors all over the world 

must be aware of the extent to which FEMA has managed to stabilize the external sector. The 

evaluation of its weaknesses and strengths can provide insight into the fact whether the existing 

provisions are enough or have to be re-configured keeping the dynamics in the world in mind. 

Regulatory rigidity and points of complexity as concerns compliance and monetary policy 

coordinating issues are all practical challenges that are also identified in the study to justify the 

study. It is through these areas that the study can be said to be of value both in the academic 

discourse and the policy-making process. It provides evidence-based suggestions to make the 

Indian external sector more resilient and make sure that FEMA is responsive, adaptive, and 

oriented on the needs of the rapidly evolving global economic context. 

 

Objectives of the Study  

1. To examine the character of the instability in the external sector in India in the context of 

geopolitical disruptions in the past. 

2. To investigate the regulation system of FEMA on foreign exchange and capital flows. 

3. To assess how well FEMA can stabilize the India external sector. 

4. To determine the obstacles and recommend the policies. 

 

 

 

Literature Review 
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The issue of external sector instability has also been reconsidered with references to the global 

geopolitical crises such as financial crisis, epidemic, and wars. The external sector instability is 

usually in the form of exchange rate fluctuations, changing capital flows and the foreign 

exchange reserves pressures. Research into the global financial systems points out that 

interconnected financial markets are very susceptible to the effects of contagion in times of 

crisis that brings about coordinated volatility and instability in the economies (Sandoval & 

Franca, 2011). Likewise, the study of the emerging economies shows that external shocks, 

including the global financial crisis and pandemics, change the foreign exchange dynamics and 

cause uncertainty in currency markets to a significant extent (Datta, 2023). The results would 

be of high importance to India, whose growing exposure to the global markets creates external 

weaknesses to the economy. 

 

Since the 1990s, the reforms in India can be explained by the shift of the Foreign Exchange 

Regulation Act (FERA) in the Foreign Exchange Management Act (FEMA), 1999 with a more 

liberal and facilitative regulation regime. FEMA was meant to facilitate organized growth of 

foreign exchange market, and ease external trade and payment (Manjeet, 2014) . Researchers 

highlight that FEMA is an indicator of a change in greater control to management, which allows 

the government to be more flexible in terms of foreign exchange operations and capital flows 

(Sirohi, 2023) . Reserve Bank of India (RBI) assumes a focal role under FEMA in influencing 

the foreign exchange transactions and compliance thus giving impetus to macroeconomic 

stability. 

 

A number of researches have investigated how well FEMA handles capital flows and external 

sector risks. Bose and Coondoo (2005) establish that regulations reforms in the foreign 

investment have a significant effect on the capital inflows and market stability. Moreover, the 

sources discussing foreign borrowing by corporations emphasize that greater access to 

international capital markets may enhance weaknesses, especially in times of global ambiguity 

(Acharya et al., 2015; Rajan, 2021) . This implies that FEMA is a facilitator of capital movement 

but at the same time, it has to deal with risks that come with it. 

 

Regardless of its strengths, the literature points out a number of issues in the implementation of 

FEMA. They are regulatory complexity, overlaps of jurisdictions, new problems, including 

digital currencies and fintech innovations (Thakkar, 2024) . Also, there is world evidence that 

inefficiently sequenced liberalization and fragile regulatory systems may increase the potential 

of external instability in times of crisis (IMF, 1999). 

 

Material and Methodology 

Research Design: 

In this study, the research design that it takes is qualitative and analytical in research design in 

order to determine the effectiveness of Foreign Exchange Management Act, 1999 (FEMA) in 

regulating instability in the external sector in the event of global geopolitical shocks. The study 

is mainly of exploratory type as it tries to comprehend the changing role of regulatory 

frameworks in controlling foreign exchange volatility, capital flows as well as balance of 

payment pressures. Critical analysis of FEMA provisions is used to analyze the direct influence 

on the recent global economic upheaval, such as trade conflicts, financial crises, and 

geopolitical tensions in the context of doctrinal and policy-based approach. Paralleled 
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observations are also incorporated to examine the regulatory position adopted by India in 

comparison with the international best practices. 

 

Data Collection Methods: 

The research uses the secondary data, which consists of official documentation in the Reserve 

Bank of India (RBI), Ministry of Finance, policy documents, and FEMA. Scholarly articles, 

books, policy briefs and reports of international agencies like the international monetary fund 

(IMF) and world bank are massively examined. Also, appropriate case studies and historical 

data regarding exchange rate changes, the pattern of foreign investment, and foreign sector 

indicators are determined to facilitate the research objectives. 

 

Inclusion and Exclusion Criteria: 

The study has both literature and information that are specifically associated with the FEMA, 

the external sector management and the global economic disruptions that have happened since 

2000 to make it relevant to the post-liberalization era. Research on the topic of foreign exchange 

regulation, capital account management, and geopolitical effects on emerging economies are 

taken into consideration. Nonetheless, the literature that is not linked to the external sector of 

India or does not directly cover the regulatory frameworks is excluded. There are also no 

primary survey-based studies or non-peer-reviewed sources of limited credibility. 

 

Ethical Considerations: 

The research utilizes all the publicly available secondary data, and there will be no direct 

engagement of human subjects. All information that is utilized is properly referenced to ensure 

that academic dishonesty is addressed and plagiarism avoided. The research is objective and 

neutral in its interpretation of the policy implications, with no bias and distortion of data. 

 

Results and Discussion 

The paper discusses the efficacy of the Foreign Exchange Management Act (FEMA), 1999 in 

stabilizing the external sector of India during such significant global geopolitical shocks, as the 

2008 global financial crisis, post 2014 oil volatility, the COVID-19 pandemic, and recent 

geopolitical tensions. The results are informed by the trend in secondary data pertaining to the 

foreign exchange reserves, exchange rate movements and the capital flows and current account 

balances. 

 

1. Trends in Key External Sector Indicators 

Table 1: India’s External Sector Indicators During Major Global Disruptions 

Year/Period 
Forex Reserves 

(USD Billion) 

INR/USD 

Exchange Rate 

Current Account 

Balance (% of 

GDP) 

Net Capital 

Flows (USD 

Billion) 

2008–09 Crisis 252 48.4 -2.3 8.0 

2013 Taper 

Tantrum 
275 60.5 -1.7 4.7 

2019 Pre-

COVID 
412 70.4 -0.9 43.0 

2020 Pandemic 579 74.1 0.9 24.0 
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Year/Period 
Forex Reserves 

(USD Billion) 

INR/USD 

Exchange Rate 

Current Account 

Balance (% of 

GDP) 

Net Capital 

Flows (USD 

Billion) 

2022–23 

Conflict 
563 81.0 -2.0 28.5 

 

Discussion: 

The data show that the foreign exchange reserves held by India have recorded high growth over 

time and this is a high exposure to external shocks. Although the exchange rates are depreciated 

when there are crises, the slow and controlled movement implies that there is good regulation 

control under FEMA. The increase in capital inflows since 2013 indicates the improved investor 

confidence due to liberalized and controlled foreign exchange regime. 

 

2. Exchange Rate Stability and Volatility Control 

Table 2: Exchange Rate Volatility Indicators 

Period Average INR/USD Volatility Index (%) RBI Intervention Level 

2008–09 46–50 High (12.5) Moderate 

2013 55–65 Very High (15.2) High 

2020 72–76 Moderate (8.4) High 

2022–23 78–82 Moderate (7.9) Strategic 

 

Discussion: 

Volatility in the exchange rates was highest during the 2013 taper tantrum and not high in the 

later crises. The flexible structure of FEMA was that which allowed the implementation of the 

timely intervention of the Reserve Bank of India (RBI) and the preservation of the liquidity and 

avoidance of the excess currency changes. Institutional maturity is reflected in the change of 

reactive to the strategic intervention. 

 

3. Capital Flow Management Under FEMA 

Table 3: Composition of Capital Flows (USD Billion) 

Year FDI Inflows FPI Flows External Borrowings Total Capital Flows 

2008–09 35 -15 10 30 

2013 28 -3 12 37 

2020 50 23 8 81 

2022–23 46 -5 14 55 

 

Discussion: 

FEMA enabled the smooth liberalization of capital flows, which promoted constant FDI, 

whereas it controlled unstable portfolio investments. The fact that FDI inflows remain 

unaffected by the crisis suggests that investors have confidence in the Indian regulatory system. 

Short-term outlays in FPI were well contained without causing instability in the system. 

 

4. Role of FEMA in External Sector Resilience 
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Table 4: Key FEMA Mechanisms and Outcomes 

FEMA Provision Policy Objective Observed Outcome 

Capital Account Regulation Control speculative flows Reduced sudden capital flight 

Current Account 

Convertibility 
Facilitate trade and payments Improved trade integration 

Liberalized Remittance 

Scheme 

Ease individual forex 

transactions 
Increased remittance inflows 

ECB Guidelines Regulate external borrowings 
Controlled external debt 

exposure 

 

Discussion: 

The adoption of a management-focused regulation of FEMA as opposed to a strictly controlled 

version has solidified the Indian external sector structure. The focus on transparency, 

compliance and gradual liberalization have enabled the economy to mitigate world shocks 

better. 

 

The results indicate that FEMA, 1999 has been crucial in ensuring that the external sector 

remains stable in the face of uncertainties in the world. Constant growth of foreign exchange 

reserves, better management of capital flows, and decline in the exchange rate volatility are 

signs of a strong regulatory environment. Compared to the previous inflexible structures, 

FEMA flexible and enabling strategy has allowed the policymakers to react effectively to 

geopolitical upheavals. 

 

However, there are still some issues especially in terms of how to address the acute fluctuations 

of capital flows and the risk of external debt. The growing interdependence of world financial 

markets requires policy adjustments at all times. Enhancing the effectiveness of FEMA may 

also be improved through strengthening institutional coordination and using digital monitoring 

devices. 

 

Limitations of the study 

This research is limited in a number of ways which can affect the extent of the study and 

generalizability of the results. To begin with, the study is highly dependent on secondary 

sources of data such as policy documents and reports, as well as the existing literature, which 

might not be able to fully reflect the current developments or the latest alterations in geopolitical 

situations in the world. Consequently, some new trends and policy reactions are not likely to be 

well captured. 

 

Second, it is a case study that includes the Foreign Exchange Management Act (FEMA), 1999 

in India, which restricts the possibility of generalization of the results to other countries with 

different regulatory frameworks and institutional design. Foreign exchange regimes have been 

only compared with those in other countries which might inhibit wider policy conclusions. 

 

Third, the geopolitical disturbances in the world which is dynamic and unpredictable like 

conflicts, trade tensions, and financial crises presents a challenge in finding clear causal 

relationships between regulatory actions on the one hand and stability in the external sector on 
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the other hand. The research uses mainly a conceptual and analytical approach that might not 

be able to capture the quantitative effects and cause-effect empirically. 

 

Fourth, limited access and availability to updated macroeconomic and regulatory information 

can limit the level of analysis. Some of the policy actions or interventions by the central bank 

which are confidential or unpublished might not be made available to the outside world causing 

the possibility of missing certain assessment. 

 

Secondly, the research fails to substantially use primary data collected among the policymakers, 

financial institutions and industry stakeholders, which would have offered more information 

about the practical issues and usefulness of FEMA in real-life situations. 

Last but not least, the dynamism of the world financial systems, electronic money and 

international financial flows has posed persistent challenges beyond the conventional regulatory 

scope of FEMA further restricting the study to mold the future uncertainties in totality. 

 

Future Scope 

The dynamic aspect of the geopolitical upheavals across the world precludes the need to 

reevaluate the efficiency of the Foreign Exchange Management Act, 1999 (FEMA) in 

stabilizing the Indian external sector. New studies can be devoted to the assessment of the 

flexibility of FEMA in the context of new threats in the international environment including 

economic sanctions, currency wars, supply chain fragmentation, and the digital financial 

disturbances. It would be an insightful comparative analysis of FEMA and other economies 

with comparable capacities in the region including the foreign exchange regulation as to best 

practices of policies and convergence of policies with respect to how to address the external 

vulnerability.  

 

There is still much space to stretch into how the technology can be adopted in the foreign 

exchange control particularly the use of artificial intelligence, blockchain and real-time 

monitoring system to enhance the transparency, compliance and risk management. It can also 

be explored how central bank digital currencies (CBDCs) and the innovations in the field of 

fintech can influence the movement of the cross-border capital flow and how FEMA may be 

utilized to control innovations in the field of fintech in the future. The next area which may be 

promising is the review of the role of FEMA in the control of the capital account liberalization 

and the macroeconomic stability during the increases in geopolitical uncertainty.  

 

Empirical research can be done based on time-series to establish the correlation between the 

regulatory measures that are taken under FEMA and time series variables such as exchange rate 

volatility, foreign direct inflows figures, and balance of payment stability. It is also possible to 

carry out further research into the effectiveness of the coordination of the regulatory institutions, 

like the Reserve Bank of India and the Ministry of Finance, in how they use FEMA provisions 

during times of crisis. Policy oriented research may also be carried out in the suggestion of 

reforms to make FEMA become more resilient, flexible and responsive to international 

economic shocks.  

 

Generally, the prognosis is to match FEMA with the global financial frameworks that are 

changing and at the same time ensure that it is included in the safeguarding stability of an 

external sector in the dynamic global geopolitical situation of the future. 
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Conclusion 

Conclusively, the paper identifies the persistence of Foreign Exchange Management Act, 1999 

(FEMA) as relatively significant regulatory equipment in the context of addressing the volatility 

of the external sector, notably during the period when the instability of geopolitics was being 

experienced in the world arena. This is because the growing aspect of international trade, capital 

flows and even financial integration has exposed India to greater vulnerability to foreign shocks 

and consequently, the aspect of a flexible and adaptive foreign exchange regime is now more 

than necessary. With the emphasis placed on facilitation rather than direct control, FEMA has 

enabled a more intense reaction to volatility in the exchange rates, cross-border investment and 

pressure of the balances of payments. 

 

The analysis reveals that FEMA has assisted in the establishment of stability in the 

macroeconomic by ensuring that there is a systematic arrangement of regulating the foreign 

exchange transactions, and left sufficient freedom in the operations of businesses and financial 

institutions. The timely interventions in policy by FEMA has occurred in the periods of geo-

political uncertainty which includes the trade wars, supply chains and a global financial strain 

and this has led to the smooth operations of the foreign exchange market. This is also boosted 

by the fact that it has remained consistent with the overall monetary and fiscal policy and this 

has increased its capacity to absorb external shocks. 

 

However, the necessity of the continuous enhancement of the regulatory framework to focus on 

emerging issues, including digital currencies, digital-based transactions, and the most recent 

international regulatory demands is also mentioned in the paper. There will be role played by 

increasing institutional alignment, enhancing transparency and updating the regulation 

provisions in line with the international best practices in ensuring effectiveness. 

 

Generally, FEMA is among the pillars of the outside sector control of India. It is a policy that 

is neither excessively regulated nor liberalized thus making it one of the most significant tools 

of going through uncertainties in the global economic environment and ensuring stability, 

investor confidence, and sustainable economic growth. 
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