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Qil prices have been on an upward trajectory supported by a global supply shortage and strong demand as the world
recovers from COVID-19. It is reminiscent of the early 2010s when oil was way above the $100 mark. The downward slide of
oil from late 2014 started providing support to the external sector of India, which is heavily dependent on crude oil imports
to meet the demand. Current Account Deficit which touched a high of —4.82% of GDP in FY13 started declining and has not
gone above -2.1% since then. However, the rising crude prices and overall supply side bottlenecks due to COVID-19 are
raising concerns again. The eerie similarity does not end here. The news of bond purchase taper in the recently published
FOMC Minutes for September 21-22 is akin to that suggested in May 2013 by the then Fed Chairman Ben Bernanke, that
the Fed would begin reducing its program of asset purchases. In the four months after Bernanke had first mentioned
tapering, emerging-market exchange rates fell by 6% against the dollar. Between May’13 and Sep’13 Rupee lost as much as
Rs 14.

If we look at the current rupee trajectory, Rupee saw a tumultuous 2020, when the news of COVID-19 pushing the exchange
rate down rapidly. However, Rupee started gaining strength as India saw a current account surplus and foreign investors
maintained faith in the economy by pouring in capital. RBI had continuously made forex purchases. In FY21, RBI purchased
Rs 5.1 trillion worth of forex and its forex reserves swelled by $103.72 billion. Despite the second wave of COVID-19, Rupee
gained strength and even went below 73 per dollar.

However, recently, Rupee went from 73.09 per dollar as on September 1 to a low of 75.52 per dollar on October 12. It has
again started appreciating and is presently at around 75. If we look at the turnover in the forex market, there has been
excess supply of dollars at $2.2 billion in Aug’21. This clearly shows that the appreciating bias on Rupee remains.

The September 2021 merchandise trade deficit at $22.59 billion is quite high and has the closest counterpart in October
2012 when India recorded a merchandise trade deficit of $20.21 billion. But it needs to be remembered that trade data
shows seasonality and it is fairly common to see jump in imports, as well as exports every quarter end month. So far India’s
exports have been doing quite well. India’s merchandise exports in April-September 2021 were USD 197.9 billion, a robust
increase of 24.3% over USD 159.2 billion in April-September 2019. In composition terms engineering goods are the most
valued. India has also seen considerable increase in products like cereal preparations, cotton, electronics. drugs and pharma
and chemicals are also performing well. Thus, achieving the target of $400 billion is not a pipe dream and this will provide a
strong cushion to the current account balance, even if the oil import bills rise rapidly. Taking everything into account our
CAD projections stand at (-)1.4%. India is also witnessing robust FDI inflows even if the FPI flows are showing some volatility.

With CAD at a comfortable situation and an extremely unlikely devastating third COVID, Indian Rupee is going to handle any
taper news with relative calm. Considering higher domestic inflation, as supply disruptions mount, it will not do any harm
for RBI to lean with the wind and let rupee appreciate as it can lead to reduced imported inflation when metal and oil
prices are rising, and clearing the liquidity overhang to some extent. Meanwhile, RBI has been globally applauded for its
effective management of exchange rate fluctuations. IMF in its recently released article IV consultation welcomed the
authorities’ commitment to maintain exchange rate flexibility.

WPI inflation has averaged 11.6% in H1 FY22, remaining markedly above CPI inflation (5.34%). Since the onset of the
pandemic in 2020, consumer price and wholesale price inflation rates have been exhibiting considerable divergence. Recent
RBI studies have shown that over time and through the course of the pandemic the sensitivity of CPI inflation to WPI
inflation has come down. Such a development might miss the concerns of manufacturers who are grappling with extremely
high imported inflation and a depreciating Rupee just might add to their woes. India’s backward linkages in the global value
chains is higher than forward linkage and a weak Rupee might not help in pushing the exports as much as is touted by
traditional economic theory.
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In the recently published FOMC Minutes for September
21-22, participants expressed their views on how
slowing in the pace of purchases might proceed. In par-
ticular, participants commented on an illustrative path,
developed by the staff and reflecting participants’ dis-
cussions at the Committee’s July meeting, that gave the
speed and composition associated with a tapering of
asset purchases.

The illustrative tapering path was designed to be simple
to communicate and entailed a gradual reduction in the
pace of net asset purchases that, if begun later this
year, would lead the Federal Reserve to end purchases
around the middle of next year. The path featured
monthly reductions in the pace of asset purchases, by
$10 billion in the case of Treasury securities and $5
billion in the case of agency MBS. Participants generally
commented that the illustrative path provided a
straightforward and appropriate template that
policymakers might follow, and a couple of participants
observed that giving advance notice to the general pub-
lic of a plan along these lines may reduce the risk of an
adverse market reaction to a moderation in asset pur-
chases. Participants noted that, in keeping with the out-
come-based standard for initiating a tapering of asset
purchases, the Committee could adjust the pace of the
moderation of its purchases if economic developments
were to differ substantially from what they expected.
Several participants indicated that they preferred to
proceed with a more rapid moderation of purchases
than described in the illustrative examples.

No decision to proceed with a moderation of asset
purchases was made at the meeting, but participants
generally assessed that, provided that the economic
recovery remained broadly on track, a gradual tapering
process that concluded around the middle of next year
would likely be appropriate. Participants noted that if a
decision to begin tapering purchases occurred at the
next meeting, the process of tapering could commence
with the monthly purchase calendars beginning in
either mid-November or mid-December.

MERCHANDISE TRADE POSITION AND

IMPACT ON EXTERNAL METRICS

*

If we look at Rupee’s recent performance, it went from
73.09 per dollar as on September 1 to a low of 75.52 on
October 12. It again started appreciating and is present-
ly at around 75.

See the last page for disclaimer

SBI Research

¢ The combination of taper news and rising crude
prices has sparked fears that Rupee might lose a
lot of value. Comparisons are being drawn with
the ‘Taper Tantrum episode of 2013’. In May 2013,
then-Fed Chairman Ben Bernanke first suggested
that the Fed would begin reducing its program of
asset purchases—Treasuries and mortgage-backed
securities—commonly referred to as quantitative
easing, or QE3, as a means of supporting the U.S.
economy. In the four months after Bernanke first
mentioned tapering, emerging-market exchange
rates fell by 6 percent against the dollar. Between
May’13 to Sep’13 Rupee lost as much as Rs 14.
However, it settled and by the end of the financial
year settled at Rs 59.89, displaying a full year
depreciation of Rs 5. Exacerbating the situation
were crude oil prices which were at $108 per bbl in
FY13, thus impacting the Current Account
adversely. India, however, slowly managed to
bring its current account deficit to manageable
levels as oil prices started declining and India’s
exports, especially services, and remittances did
well.

+ However, again worries have surfaced with the
September 21 merchandise trade deficit at $22.59
billion. The closest value to it came in October
2012, when India recorded a merchandise trade
deficit of $20.21 billion. But it needs to be
remembered that trade data shows seasonality
and it is fairly common to see jump in imports, as
well as exports every quarter end month. So far
India’s exports have been doing quite well. India’s
merchandise exports in April-September 2021
were USD 197.9 billion, a robust increase of 57.5%
over USD 125.6 billion in April-September 2020
and an increase of 24.3% over USD 159.2 billion in
April-September 2019. In composition terms
engineering goods are the most valued. India has
also seen considerable increase in products like
cereal preparations, cotton, electronics. Drugs and
pharma and chemicals are also performing well.
Thus, achieving the target of $400 billion is not a
pipe dream and this will provide a strong cushion
to the current account balance, even if the oil
import bills rise rapidly. Taking everything into
account our CAD projections stand at (-)1.4%.
India is also witnessing robust FDI inflows even if
the FPI flows are showing some volatility.
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Category-wise exports

Broad categories Apr'19-Sep'19  Apr'20-Sep'20  Apr21-Aug2l Growth over 2019 |Growth over 2020
Agri and allied 14.7 14.8 17.6 19.5% 19.0%
Ores and minerals 3.4 3.8 4.7 38.2% 23.6%
Leather & leather products 2.4 1.4 2.0 -15.6% 43.9%
Ceramic products & glassware 14 1.3 1.7 19.4% 36.3%
Gems & Jewellery 19.2 8.7 19.3 0.6% 122.1%
Chemicals and pharmaceuticals 21.4 22.1 25.9 20.7% 16.9%
Engineering Goods 39.9 33.7 54.5 36.4% 61.5%
Electronic Goods 5.5 4.1 6.5 18.4% 60.7%
Textiles, handicrafts and garments 17.0 11.6 19.4 14.4% 67.2%
Petroleum Products 21.9 12.1 28.7 31.2% 136.7%
Plastic & Linoleum 4.0 3.8 4.9 24.0% 29.3%
Sub-Total 150.9 117.5 185.3 22.8% 57.8%
GRAND TOTAL 159.4 125.6 197.9 24.1% 57.5%
Source: SBI Research
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impact on our export growth. This can be explained by higher
import content in our exports. Furthermore, the global
growth has a significant positive impact on export growth.
Thus it can be inferred that there is no harm in allowing
rupee to appreciate and ease on the forex purchases.

¢ Also, considering higher domestic inflation, as supply
disruptions mount, it will not do any harm for RBI to lean
with the wind and let rupee appreciate as it can lead to
reduced imported inflation when metal and oil prices are
rising, and clearing the liquidity overhang to some extent.

¢ In the forex market, in the merchant market there has been
excess demand of dollars amounting to $2.3 billion during
Apr-Aug’21. Also, in the interbank market there has been
excess demand of dollars in both the spot and forward
segment, totalling $12.1 billion. Thus, for the entire
market, the demand for dollars has been higher in the
Apr-Aug’21 period. However, in the recent month there has
been tepid forward demand for dollars in the interbank
market which shows that the appreciating bias on rupee
remains.
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Disclaimer: The Ecowrap is not a priced publication of
the Bank. The opinion expressed is of Research Team
and not necessarily reflect those of the Bank or its
subsidiaries. The contents can be reproduced with
proper acknowledgement. The write-up on Economic &
Financial Developments is based on information & data
procured from various sources and no responsibility is
accepted for the accuracy of facts and figures. The Bank
or the Research Team assumes no liability if any person
or entity relies on views, opinion or facts & figures
finding in Ecowrap.
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