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On March 10, 2014, the S&P BSE SENSEX Index hit a record high—21,934.1 Many U.S.

investors might be surprised by this fact, in that the experience of a typical investor

accessing India’s equities has not been indicative of a market strong enough to surpass

its own January 20082 and November 20103 highs.   U.S. Record Highs vs. India’s   

Record Highs  U.S. equity markets, such as the S&P 500 Index, are performing well and

continuing to trend toward periodic record highs. This is what investors expect when the

term “record high” is used—a strongly positive performance. With India, the single word

that comes to mind to characterize the current experience is volatility. This equity

market, at least from our perspective in the U.S., has been driven less by the

fundamentals of the underlying stocks and more by macroeconomic sentiment regarding

either India itself or broader emerging markets.   Currency Can Cut Deeply    The

critical link that we’ve thus far left out is India’s currency, the rupee. A U.S.

investor typically accesses India’s equity market with valuation or other fundamentally

related factors in mind. However, as with any other foreign equity investment, the

country’s currency becomes a second position for the investor. Recall that whenever the

purchase of foreign equities is involved, an investor has to sell U.S. dollars and buy a

foreign currency—in this case Indian rupees—to buy the foreign stocks. The rupee has

been particularly volatile and has behaved as somewhat of an economic barometer,

reflecting changes in investor sentiment.   How Influential Has the Rupee’s   

Performance Been?  Looking back to August of 2013, as the S&P BSE SENSEX Index was

trending upward toward a record high, the rupee was actually diving to a record low—an

exchange rate of nearly 70 per U.S. dollar4. At this point in time, investors were very

concerned with India’s current account deficit, and there was also deteriorating

confidence in India’s fiscal and monetary policies. Since then, the rupee has

strengthened back to a level closer to 60 per U.S. dollar, which is still approximately

50% weaker than the levels seen as recently as the end of July 2011.5 Illustrating the

Issue for U.S. Investors We’ve set up a veritable tug-of-war between India’s equities

and its currency, and the currency has been dragging down market performance for U.S.

investors.   Looking at Profitable Firms in India      WisdomTree created an Index of

India’s equities to measure the performance of the country’s profitable companies. Its

inception date was in December 3, 2007. What has the performance experience been over

this period?   India’s Currency Has Been a Major Headwind for Equity Returns        
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 • Volatility

Clearly Evident  – Whether looking at the WisdomTree India Earnings Index measured in

U.S. dollars or in Indian rupees, it’s pretty clear that the market has been very

volatile. Generally speaking, India is a higher beta emerging market country, and the

WisdomTree India Earnings Index is broadly inclusive of profitable companies, including

even small-cap firms as constituents. • Large Currency Impact   – Given our inception

date, the chart makes it clear that currency has been the primary factor leading to

negative returns—as the equities in local currency terms are in net positive territory

and close to all-time highs. Cumulatively, the rupee has depreciated nearly 36% against

the U.S. dollar over this period. Measuring the performance of the WisdomTree India

Earnings Index in rupees shows a cumulative return of over 7.5%, a positive figure. But

accounting for the exchange rate depreciation brings this cumulative return down to a

negative 31%.   Evaluating India as an Opportunity Today Given this illustration, we

believe it is impossible to evaluate the case for India’s equities without also

considering factors that could potentially influence the performance of its currency in

a positive way. Even with the S&P BSE SENSEX Index hitting record highs, it’s just as

important to think about the things that can keep the currency from sliding back in the

future. Over the last seven months, several developments have enhanced the resiliency of

the Rupee and create a stronger backdrop for US investors to allocate to Rupee

denominated assets. • Renewed Central Bank Credibility    – The new central bank

governor, Raghuram Rajan has helped restore market confidence in the inflation fighting

credentials of the Reserve Bank of India, by pro-actively hiking rates to stem

inflationary pressures. Additionally, the RBI has re-built FX reserves and re-anchored

FX expectations, reducing volatility. • Reduced external vulnerabilities   – The

current account deficit has improved dramatically. At close 2% of GDP, it is less than

of last year’s 4.7% deficit. Solid export growth amid a curb in gold imports and a fall

in non-oil imports triggered the improvement. • Less Heat from Inflation – The pace of

headline inflation has turned significantly dropping from double-digits to 8% for

consumer price inflation (CPI). Core CPI, however, remains sticky at 8%. Inflation

expectations remain elevated, providing some underpinning to the RBI’s more hawkish

stance. • Greater Fiscal Restraint – The government has slowly worked to tighten the

government’s belt in the last year. The recently proposed fiscal deficit of 4.6% of GDP

exceeded expectations of 4.8%. • Building consensus for pro-business candidate     –

Though elections do not start until April, a consensus in the polls is forming behind

Narandra Modi and his opposition Bharatiya Janata Party (BJP). A growing number of

strategists and business leaders feel that the prospects for change under the BJP could

inject an immediate boost to investor confidence. The confidence is likely to be

extremely supportive of the Rupee and Rupee-denominated assets. These developments have

fostered investor sentiment that India is pro-actively addressing its vulnerabilities

and unlocking the growth potential that has stagnated in recent years.   Conclusion:

Should We Have Been    Hedging the Rupee?   As we consider all these factors, we hope

that the divergence between the concept of record highs and the experience of U.S.
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investors has become clearer. The astute reader might question one thing, however: Given

WisdomTree’s success with currency-hedged equity strategies, an obvious answer could

have been to simply hedge the rupee. In a future blog post, we will address why this may

not be the best approach to solving the disconnect between India’s equity and currency

performances.   1Source: Bloomberg. 2January 8, 2008: SENSEX level at 20,873. 3November

5, 2010: SENSEX level at 21,004. 4Source: Bloomberg; refers to 8/28/2013, when it took

68.83 rupees to purchase 1 U.S. dollar. 5July 28, 2011: rupee vs. U.S. dollar exchange

rate was 44.07.

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 currency involve additional special

risks, such as credit risk and interest rate fluctuations. 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 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)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
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and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

S&P BSE SENSEX (S&P Bombay Stock Exchange Sensitive Index)         : A free-float market

capitalization-weighted stock market index of 30 well-established and financially sound

companies listed on BSE Ltd.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

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.

Current account deficit    : Situation where a country has a greater level of imports

than exports.

WisdomTree India Earnings Index     : A fundamentally weighted Index that measures the

performance of companies incorporated and traded in India that are profitable and that

are eligible to be purchased by foreign investors. Companies are weighted in the Index

based on their earnings in their fiscal year prior to the Index measurement date,

adjusted for a factor that takes into account shares available to foreign investors.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

FX Reserves   : assets held by central banks and monetary authorities, usually in

different reserve currencies, used to back its liabilitie.

Core CPI : Long run trend in the price level that excludes items frequently subject to

volatile prices, like food and energy. Can also be known as, CPI ex-Food & Energy

Fiscal deficit : Situation where government spending exceeds government revenue.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.
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