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Il Analysis Il

Policy Paralysis and Falling
Rupee

Sunny Thomas!
Waheeda Sheikh?

Introduction

Exchange rate is the rate at which currency of one
country can be exchanged with that of another country.
There are many theories of determination of exchange
rate. According to Purchasing Power Parity Theory
exchange rate between two currencies is determined
on the basis of their purchasing power in respective
countries. For example if a set of commodities can be
purchased in India by paying ¥ 50/- and the same set
is purchase in United States for $ 1 then $ 1 =¥ 50/-.
Another theory of determination of exchange rate
is Balance of Payments theory which is also called
supply and demand theory. According to this theory
the exchange rate is determined by the equilibrium
between demand for foreign currency and its supply.
The market forces of demand and supply determine the
exchange rate which is nothing but the price of foreign
currency just like the price of any other commaodity.
With the reduction in the supply of foreign currency
and or increase in the demand for it, the price of foreign
currency increases in terms of domestic currency. The
increase in the price of foreign currency and resultant
reduction in the value of domestic currency is known
as depreciation. On the other hand a rise in supply and
or fall in demand of foreign currency will result in

appreciation of domestic currency. There are several
factors which affect the supply of foreign currency.
They are export earnings, incomes of repatriates,
Foreign Direct Investments, Foreign Institutional
Investments, Banking operations, Foreign Tourists and
students, foreign loans etc. On the other hand demand
is affected factors like imports, foreign repatriates, and
global investment by government, domestic companies
and citizens, domestic students and tourists going
abroad etc. These factors are in turn influenced in long
run by inflation rates, interest rates, BOP and GDP
levels and in short run news and events that drive the
exchange rates movement. Market imbalance causes a
fluctuation in the domestic currency which is normal.
However, figure 1 shows the rapid fall of Indian rupee
since June 26 2013. This fall is taking place despite a
number measures initiated by both Central government
and Reserve Bank of India. There is a sense of
pessimism and gloom enveloping the economic
environment in the country today. The depreciation of
Indian rupee is taking place due to factors which are
domestic and international in nature. Inflation, rising
interest rates, falling industrial production, rising
fiscal deficit, static export performance, inelastic
demand for Indian goods in international market,
compulsive nature of import, increasing domestic cost
of production, supply bottlenecks, flight of foreign
capital and decline in foreign direct investment have
contributed to weakening of economic fundamentals
and hence depreciation of Indian rupee.

1t would be unfair to single out our economy alone
for all the ills. Almost all the developing economies
such as Brazil, Korea, Malaysia, Mexico, Turkey,
Thailand, Indonesia and China are facing similar
predicament. There is deceleration of economic
activities in the entire world.
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Causes of Depreciation in Indian Rupee

e  Worsening Current Account Deficit

Alarming increase in the Current Account Deficit
(CAD) is the main reason for continuous depreciation
of Indian national currency. India posted a record
current account deficit of 4.8 per cent of gross domestic
product (GDP) in the year ending March. The reason
behind the widening current account deficit is fast
growing imports and slow movement of exports.
This has increased Balance of Payment Vulnerability
to sudden stop and reversal of capital, especially,
when sizeable flows comprises of debt and volatile
portfolio investment. The negative trade balance is
around $ 119.2 billion. CAD widened both in absolute
terms as well as a proportion of GDP. Government’s
failure to explore new destinations has led to poor
growth of exports. In the absence of a single window
clearance system and process delays, exports have
failed to register good growth. Even traditional export
areas have failed to show resilience making Indian
produce globally less competitive. Policy paralysis
and lack of direction to promote exports through
diversifying export commodity basket and export
destinations. Gold import has been one of the major
factors in deterioration of CAD. Gold deposits, gold
accumulation plans, gold linked accounts, gold linked
pension products etc added to the increased domestic
demand for gold. It is high time that the government
should wake up and control gold import. The total
gold import is around 380 tonnes in 2012-13.

[ Declining Foreign Exchange Reserves

As can be seen in figure 2 India’s foreign exchange
reserves are one the reverse trend after 2011. India’s
foreign exchange reserve is precarious in comparison
to her immediate neighbours.

The total foreign exchange of China is 3285
billion USD, Japan 1277 billion USD. A safe amount
of foreign exchange reserve is a sure shield against
volatility of domestic currency.

[ Insufficient Foreign Direct Investment
(FDI) inflows

Net FDI (inward FDI minus outward FDI) is
positive. This means that inward FDI is higher than
outward FDI. However, portfolio investment witnessed
marked decline over the years. The capital account
balance of balance of payments improved over the
years. Nevertheless capital account surplus fell short
of financing CAD. This phenomenon is resulting in a
drawdown of foreign exchange reserves. Government
has failed to tap major FDI inflow in the country. India
has witnessed withdrawal of major projects by global
giants like ArcelorMittal and Posco. ArcelorMittal
scrapped its USD 12 billion steel plant project which
is in Odisha. Posco pulled out of its Rs 30,000 crore
steel plant project in Karnataka. Red tapism, land
acquisition problems, government clearance delays,
lack of promptness have all contributed to the
withdrawal of major companies. In the year 2012-
13 the expenditure of Indian companies overseas is
greater than Foreign Investors in India.

[ Rising pressure of F11 outflows

Rising FIlI outflows from the country is putting
a continuous pressure on the rupee value. Foreign
investors have withdrawn nearly 10.5 billion USD in
June and July 2013. On the issue of economic growth
and recovery, Goldman Sachs, a leading global bank
has downgraded Indian stock and has put the foreign
investor on alert.
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e Increasing Import bill

Rising import bill due increase in import of gold
and silver, petroleum oil and lubricants is also major
factors that have rendered government’s effort to
tackle the fall of rupee futile.

[ Overall economic contraction

The Gross Domestic Product growth of India is
experiencing contraction. It has been pegged down to
less than 7 per cent by Ministry of Finance. In fact
the manufacturing sector is continuously experiencing
deceleration. Poor economic growth in the
manufacturing and mining sector has derailed investor
sentiment and they are shying away from investing in
India. Industrial production in June contracted by 2.2
per cent and in July RBI reduced its growth forecast
to 5 per cent for the fiscal year, from 5.7 per cent. This
portrays a lack of confidence in the fundamentals of
Indian economy. In the absence of a better sentiment,
confidence in the rupee will stay shattered.

e  Strengthening of dollar overseas

Another factor contributing to the weakening of
Indian rupee strengthening of dollar overseas due to
gradual recovery of US economy. The strengthening
of dollar is beyond government’s control which is
ultimately hammering the Indian currency. Constant
efforts of the government might bring a very marginal
respite for the rupee, but to bring it back to 55-level
will be an uphill struggle.

Measures to arrest the slide

Prime Minister of India Dr Manmohan Singh has
to become true leader of the cabinet and make his
Ministerial colleagues to speak and act in cohesion.
There has to be coordination between ministry of
Finance, Commerce and Industry and Environment.
An average Indian feels a sense of exasperation
because the government has failed to provide true
governance. Various arms of government such as
RBI, Trade and Commerce, Commercial Banks, Non
Banking Financial Institutions and Judiciary must act
in unison.

e According to World Bank India received USD
69 Billion remittance during the calendar year
2012. Remittance from NRI is crucial in bridging
current account deficit. The expatriates will come
forward to buy assets in their native country with
favourable rupee rate. Emphasis has to be place for
further facilitating remittance. Government also
should encourage software exports. Remittances
particularly are known to exhibit resilience when
the country is hit by an external shock.

e Arrest gold and silver import and control gold
linked financial instruments and loan against
gold as a collateral.

e Bring about exchange rate management, over all
macroeconomic and financial stability including
liquidity conditions.

e Capital account with an emphasis on promoting
FDI and reducing dependence on Flls.

»  Current account deficit has to be bridged with the
help of capital surplus from FDI.

e In the prevailing international financial
architecture foreign exchange reserves are the
first line of defense against volatile exchange
rate.

e Government has to usher in the new generation
reforms to attract FDI and trigger the growth
rate.

e The Reserve Bank of India is embarked upon a
futile mission to control the inflationary pressure
in the economy with the help of monetary
instruments. As a result interest rates have been
increased more than 7 times in the last financial
year. The net impact is that cost of capital has
increased manifold leading to cascading effect in
the manufacturing sector. It is imperative to kick
start the manufacturing sector with the help of
cheap and abundant capital. The RBI must take
arelook at rejig of Cash Reserve Ratio, Statutory
Liquidity Ratio, Repo rate and reverse repo rate.

e Kick start the Infrastructure projects, major
power projects, coal projects and mining which
have been stalled.

The current government has to wake up from its
deep stupor and initiate a number of policy reforms. In
this context it is worth mentioning that the Parliament
is not functioning and most important pieces of
legislations are in the limbo such as the pension
bill, land acquisition bill, the insurance bill, banking
legislation, Goods and Service Tax, Direct Tax Code
to mention a few. Undue delays and public protests,
lack of bold and dynamic leadership, lack of vision
have hampered the growth story of India. An over
cautious bureaucracy has brought governance to snail
pace. By the grace of God the country is experiencing
excellent monsoon giving hopes to a bumper crop and
3.5 per cent growth rate of agriculture sector.
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