What is happening to the Indian Rupee?

Summary 

The partially convertible rupee is inching towards a 9 year high of 40 per dollar.  The landscape for the Indian rupee has shifted, as the Reserve Bank of India (RBI) takes a hands-off approach to the currency and to two-way capital flows.  A level of around 40.5 looks like the RBI’s new unofficial comfort zone.  Major RBI intervention looks unlikely, unless the 40 Rupee barrier is breached.  While exporters are starting to complain, India is also reaping benefits from the Rupee’s strength (eg, cheaper imports controlling inflation), and there is no talk of devaluation.  The RBI may also see this episode as a “dry run” for fuller capital account convertibility.

Detail 


1. Since 2002, the the RBI has been content to tolerate a gradual trend appreciation against the dollar that, until the end of April, approximated to a rise of one rupee a year (from a high of 49 in May 2002 around 44 at the end of April 2007).  May saw a sharper drop, to an intra-day low of 40.28 level on 28th May 2007 before settling to 40.51 level, a 9-year low for the dollar. Could we now see active RBI intervention to devalue the rupee?

2. The situation is not unprecedented.  In 1998 the rupee appreciated to 39.35 before the RBI intervened and devalued the currency.  And limited measures have already been taken This time around, when the 40.28 level was reached, the RBI instructed nationalised banks to make large dollar purchases to curb further appreciation. Forex dealers feel that the 40.50 per dollar is the comfort level for RBI.

3. There are several reasons behind the sharp appreciation: 
A non-intervening RBI, more concerned with inflation…

The rupee has risen over 9% since the start of the year. The central bank, which usually steps in to control the movement of the partially convertible currency, has intervened less this time, focusing instead on the priority of fighting inflation, which touched a high of 6.63% in February.  To rein in spiralling inflation the RBI raised the cash reserve ratio (CRR) for the banking sector by 50 basis points to 6.5% in April and the 'repo' rate from 7.5% to 7.75% to curb excess liquidity in the banking system.  An appreciating rupee also makes imports cheaper and thus is an effective anti-inflationary measure, another reason for RBI deciding not to intervene.  Indeed, some analysts (eg, Sailesh Jha of Credit Suisse) have suggested that with global food and base metals prices expected to rise in the second half of 2007, the RBI’s exchange rate management policy could be to allow an even faster pace of rupee appreciation.


Strong inflows…

Though the ECB (External Commercial Borrowing) policy has been modified to regulate the capital inflows, the flow of dollars has continued unabated. Net invisible earnings amounted to US$ 40.5 billion in the period April-December 2006 as against US$ 28.1 billion a year ago.  This was led by buoyant exports of software, transportation services, the continuing strength of remittances from Indians working overseas and the growing net exports of various professional and business services.

Gross FDI inflows also increased to US$ 16.4 billion during April 2006 to January 2007 from US$ 5.8 billion the corresponding period last year. 

The Foreign Institutional Investment (FII) capital flow into Indian markets, leading to an increased demand for rupees, also bears responsibility.  The equity markets have attracted considerable FII investment. According to Securities & Exchange Board of India (SEBI) in the period between January-April 2007, the amount of FII inflows have been recorded at US$ 3 billion, with the majority of it coming in the month of April (US$ 1.5 billion).

Domestic firms have also exploited lower interest rates overseas to raise about $11.8 billion in debt between April and December, up 77 percent from the same period a year before leading to large capital inflows.

Political factors…

Even though things are not all going Congress’s way (eg, the BSP’s triumph in the May Uttar Pradesh elections), there is at least political stability: after that decisive result, this Congress-led coalition won’t risk an early election and should run its full term.  This boosts sentiments of the financial markets. One can contrast this with May 2004, when the coalition unexpectedly came to power, the stock markets took a beating and the rupee depreciated from 43 to 46 to the dollar. 

4. And there are varying impacts: 

On Industry…

Importers of foreign merchandise, especially capital goods and machinery, will benefit from a stronger rupee and exporters that source raw material domestically and sell the finished goods outside will be worst hit. While the rupee appreciation may hurt export-oriented sectors such as software, pharmaceutical and textiles, analysts feel that it is the sunshine software sector that is going to be the worst affected, as they earn a majority of their revenues from the US.  Most of the other exporting sectors are import dependent too. However, software companies are putting on a brave face, stressing in the media that although their margins may be affected slightly, there would be little impact on their top lines as they have begun processes of market diversification by targeting Japan and Europe. Rising earnings from the strengthening Euro could compensate their losses from dollar income.  It is notable that software firms have, as a short-term measure, started hedging against the currency risk.

Higher Trade Deficits, but with a silver lining…

India's trade deficit widened from USD 40.3 bn in 2005-06 to USD 56.7 bn per cent in 2006-07 (a 40% increase in nominal terms, but less in real, given dollar depreciation).  A permanent strong rupee could hit exports further in months to come.  Commerce Minister Kamal Nath asserts that small and medium exporters would be worst affected and asked the RBI to rein in the appreciating rupee, and Finance Minister P Chidambaram on 31 May hinted that the Government might give tax sops to exporters adversely affected by the rupee appreciation especially the textile industry.  But this is a double-edged sword for India, as it imports more than 70 percent of its fast-growing oil needs, and a stronger rupee would help finance these.  Capital goods imports are also required more to sustain India’s recent robust industrial growth.  On balance, the trade deficit looks likely to widen further, but strong capital inflows means this is not yet a major cause of concern for policymakers, and Chidambaram’s comments suggest that fiscal palliative measures could be tried ahead of devaluation.

…and counterviews…

There is also a counterview – some analysts, eg senior Economic Times analyst Swaminathan Anklesaria Aiyar, suggest that the rupee appreciation is only notional and it has actually depreciated slightly on the basis of the Real Effective Exchange Rate (REER) index that is tracked by most analysts.  In developed countries, the REER is based on a six-currency basket (US dollar, Euro, Yen, Pound Sterling, Chinese Yuan and Hong Kong dollar).  However, developing countries normally use the 36-currency basket, which includes the currencies of many of India’s developing world export competitors too.

The six-currency REER for April – June 2007 shows an annual appreciation of the Rupee of 5.3%.  However, the erosion of the margins of Indian exporters may be less than that given where its competitors currencies are; in the same period, the Rupee actually depreciated about 1.9% against the 36-country REER basket. 


Comment

5. The Indian rupee is currently experiencing conflicting undercurrents. On the positive side, it is being pushed higher by capital inflows, partly due to India's strong growth rate, but also due to speculation that there may be an imminent adjustment in China.  Such an adjustment may in turn impact the Indian economy. On the negative side, the Indian trade deficit is now at record levels on a monthly basis, and export prospects look less encouraging given the projected slowdown in global growth.  The rupee could therefore be overvalued from a medium- to long-term fundamental perspective. 

6. The reason for the central bank’s more relaxed attitude towards the rupee appreciation appears to be threefold:

· A rising rupee can act to combat inflation, the spectre of which had prompted five interest rate increases in under a year;

· Central bank currency intervention to try to control the rupee would fuel money supply, and by extension inflation;

· The RBI may be warming up the domestic market for full capital account convertibility. Given its earlier interventionist role and the present hands off approach, the RBI will be more comfortable making such moves if domestic industry can develop a good track record in handling currency fluctuations. 
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