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India has been in the eye of the emerging market (EM) storm in the middle of 2013. Among

EM economies, India has one of the largest current account deficits—at -5% of gross

domestic product (GDP)—which is driven primarily by its trade deficit. As we mentioned

in a previous blog post, in today’s market environment, countries with large external

vulnerabilities have come under pressure. Given that India’s principal imports are oil

and gold, the trade balance is particularly sensitive to rises in commodity prices.

However, the Indian rupee’s recent performance has not been driven solely by domestic

factors. Speculation that the U.S. Federal Reserve (Fed) would begin tapering its bond-

buying programs caused interest rates to rise for a four-to-five-month period from early

May to September 18—the day the Fed decided to delay its tapering decision. Coinciding

with a global rise in interest rates, the Indian rupee declined by over 15% from the

beginning of May up until September 181. With the Fed surprising markets, we believe the

India rupee may be undervalued at current levels. Fed’s Inaction Delivers a Reprieve

to India The Fed’s decision not to taper, announced in its September 17/18 Federal Open

Market Committee (FOMC) meeting, has supported prices in both equities and currency in

India. In September, the MSCI India Index appreciated approximately 6.5%, while the

Indian rupee appreciated over 4%. In addition to the Fed’s action, the Reserve Bank of

India (RBI), under the stewardship of its new governor, Dr. Raghuram Rajan, raised its

main policy rate (i.e., the reverse repo rate) in its September 20 policy meeting to

combat inflationary pressures in India2. As a result, higher rates could further support

the currency in the months ahead as investors seek higher carry abroad. Relative Value

in the Rupee Still? The rupee has depreciated 40% against the U.S. dollar since early

2008, the most of any Asian currency3. To contrast this with one of its prime

competitors, the Chinese yuan, the rupee reached all-time lows in 2013 whereas the yuan

has continued to reach new all-time highs. In our view, the nearly 50% divergence

between these two currencies could have a significant impact on trade, especially

compared to China. Even though China’s currency does not freely-float in value against

the U.S. dollar, the fact remains that the significant depreciation of the rupee makes

India’s goods and service exports cheaper compared to China’s. Should inflation remain

contained, a weaker currency could help the economy get back on track. Focusing now on

one broad gauge of the currency’s value, the real effective exchange rate is used by

market participants as a way to gauge a currency’s value on a relative basis. The real

effective exchange rate takes into account the measure of a currency’s performance

versus its major trading partners after adjusting for inflation. Figure 1: Exchange 

Rate Historically Cheap Compared to its Trading Partners [09/30/2003 –        
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09/30/2013]  For

definitions of terms in the chart, please visit our Glossary. • We evaluated the current

exchange rates in the context of their history over last 10 years and show, using a

measure of standard deviation from its average rate over this period, how low or high

the exchange rate values are compared to their own history. • The real effective rupee

exchange rate is approximately 3 standard deviations below its 10-year average. In other

words, the rupee has traded at such inexpensive valuations relative to the U.S. dollar

less than 0.1% of the time in the past 10 years! • The broad nominal rupee, a measure of

the currency versus its trading partners’ (without taking into account inflation), is

also at historically cheap levels. • The rupee has the most attractive valuations

relative to its peers, as indicated by the largest negative bars in the chart above.

Conclusion In our view, the rupee weakness should translate into improved exports over

time, especially if some of the key trading partners such as Europe return to more

positive growth. The European Union and North America together comprise almost 30% of

India’s exports; improved growth in these regions combined with the rupee’s depreciation

has the potential to be helpful to its exports. This could release pressure from the

current account deficit situation and provide additional support for the currency. For

foreign investors, the Indian rupee has faced a substantial headwind in recent years. At

current levels, we believe the rupee and rupee-denominated assets offer a comparatively

attractive way to play a rebound in the Indian economy. With the recent appointment of

Dr. Rajan as the head of the Reserve Bank of India, we believe that market sentiment has

begun to turn. Although we acknowledge that a turnaround is far from certain, a

combination of a historically cheap currency with attractively priced equities and bonds

may pave the way for a rebound in the coming months. 1Source: Bloomberg 2Source: Reserve

Bank of India (RBI), As of 9/20/2013 3Source: Bloomberg

Important Risks Related to this Article

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

or political or economic uncertainty. Investments in emerging, offshore 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 focused in China

and/or India are increasing the impact of events and developments associated with the

region, which can adversely affect performance.

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

Current account   : The difference between a nation’s total exports of goods, services

and transfers, and its total imports of them.

Trade deficit : The amount by which the cost of a country’s imports exceeds the value

of its exports.

Tapering  : A shift in monetary policy by which the Federal Reserve would begin

decreasing the amount of bonds it purchases.

MSCI India Index    : A market capitalization-weighted index designed to measure the

performance of the Indian equity market.

Reverse Repo Rate : Reverse repo rate is the rate of interest that banks get when they

keep their surplus money with the RBI.

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

forward contracts.

free-floating : an exchange rate regime whereby the value of the currency is determined

by supply and demand against other currencies.

Real effective exchange rate : The weighted average of a country’s currency relative

to an index or basket of other major currencies, adjusted for the effects of inflation.

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.
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