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     • High inflation, disappointing global growth and political stagnation weighed

heavily on the Indian economy      and the rupee in 2012      • Falling commodity prices

have provided the Reserve Bank of India (RBI) with sufficient flexibility to cut

     interest rates and stimulate economic growth      • Tax reforms provide an

additional catalyst for increased investment and positive economic momentum      • In

our opinion, even after a cut in rates by the RBI, India still provides attractive carry

combined with an      undervalued currency compared to other emerging markets Moderating

global growth, sticky inflation and political stagnation negatively impacted the Indian

economy in 2012. Growth decelerated to under 4% while above-trend inflation effectively

tied the hands of the RBI.1 The rupee sharply declined against the U.S. dollar last year.

However, in February 2013, we mentioned that the Indian economy may be turning the

corner. As a result of recently announced tax reforms and a fresh round of interest rate

cuts from the central bank, we are bullish on the Indian rupee in 2013. Lower Oil and

Gold Permits Easier   Monetary Policy  Key commodities that account for a large

percentage of the average Indian citizen’s spending have fallen significantly. So far

this year, oil is down nearly 6.5% while gold has fallen 12%.2 With lower inflation being

reported via the Wholesale Price Index (WPI), the Reserve Bank of India recently cut

interest rates to help get economic growth back on track. In fact, the International

Monetary Fund (IMF) forecasts that the Indian economy will grow by 5.7% in 2013.3 As a

result of lowered borrowing costs and rebounding growth, we believe money may continue

to flow into the Indian economy through accelerating foreign direct investment (FDI).

Lower Taxes, More Flows    On April 30, 2013, the Indian Ministry of Finance announced

that withholding taxes on government and corporate debt would be cut from 20% to 5%

effective June 1. Through lower taxes, the Indian government is attempting to make

Indian debt more attractive to foreign investors. Flows from abroad could then give a

lift to the rupee, a currency we believe to be undervalued compared to the U.S. dollar.

According to the IMF, the Indian rupee is currently undervalued by nearly 62% versus the

U.S. dollar.4 Even with Rate Cuts, Carry Still Attractive Although the central bank

has recently cut interest rates by 0.25% to 7.25%,5 we still believe India provides

attractive opportunities for carry. In fact, India still has some of the highest short-

term interest rates across all emerging markets. As of March 31, 2013, the “implied

yield” of 3-month forward contracts was 7.68%.6 The notion of implied yield means that,

should the value of the rupee not change against the U.S. dollar, the return embedded in

the forward currency contract would be 7.68% on an annualized basis. For currency

investors, this interest rate provides a “cushion” of returns that could potentially

mitigate or offset losses, should the rupee depreciate against the U.S. dollar.

Additionally, many currency investors look to a concept known as carry per unit of

foreign exchange (fx) volatility. Essentially, this measure attempts to provide a

standardized means of comparing risk and reward in currency markets.  

EM Currencies: 3M Implied Carry (%)/Historical 3M FX Volatility (%)
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   As the chart above

shows, the Indian rupee has provided some of the highest implied interest rates of any

emerging market country over the past year. However, it has also seen its volatility

climb compared to other Asian and Latin American currencies over the past year. Yet when

compared to many European or African currencies, the rupee has been comparatively

attractive given its higher carry and lower levels of volatility. Outlook for the 

Remainder of 2013   If rate cuts and inflows are supplemented by further political

reforms, we believe the Indian rupee has the ability to deliver sizable appreciation

against the U.S. dollar by the end of the year. Combined with higher local interest

rates, investments in the Indian rupee could potentially provide an attractive entry

point for investors near current levels.     1Source: International Monetary Fund (IMF),

2013. 2Source: Bloomberg, 4/30/2013. 3IMF, 2013. 4IMF, 3/31/2013. 5Source: Bloomberg, May

3, 2013 6Source: Bloomberg, 2013

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Some funds focus their investments in specific

regions or countries, thereby increasing the impact of events and developments

associated with the region or country, which can adversely affect performance.

Investments in emerging or frontier markets are generally less liquid and less efficient

than investments in developed markets and are subject to additional risks, such as risks

of adverse governmental regulation and intervention or political developments.

Investments in currency involve additional special risks, such as credit risk and

interest rate fluctuations.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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DEFINITIONS

Carry  : The amount of return that accrues from investing in fixed income or currency

forward contracts.

Monetary easing policies    : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Implied interest rate    : The annualized interest rate implied by forward currency

contracts relative to spot rates.

Forward contracts : Agreements to buy or sell a specific currency at a future date at

an agreed upon rate.
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