
DR. RAGHURAM RAJAN EXITS: WHAT’S
NEXT FOR INDIA
Gaurav Sinha — Associate Director, Asset Allocation and Modern Alpha

07/12/2016

June brought a number of surprises for investors: Brexit threw markets off and brought uncertainty surrounding a messy
divorce process between the UK and the European Union (EU). However, I want to talk about another surprise that
happened a week earlier, which I will call “Rexit.” In a surprise move, the Reserve Bank of India’s (RBI) governor, Dr.
Raghuram Rajan, communicated his desire to return to academia after his term ends September 4, 2016. Below, I will
cover some highlights of his term and the potential road ahead for India. Dr. Rajan Starts as Governor During "Taper
Tantrum" Infection in Emerging Markets (EM) Let’s rewind the clocks to September 2013, when Dr. Rajan joined the
RBI as its governor. The entire emerging market (EM) currency basket was reeling under pressure of the Federal Reserve’s
(Fed) taper tantrum and the fear of what a rise in interest rates from the U.S. would do to EM. A combination of global

and local factors led the rupee to depreciate more than 25% in just the first eight months of 20131 —a massive decline.
Dr. Rajan’s first task was to halt this decline using the RBI’s declining foreign exchange (FX) reserves (also down 7.1% for
2013 as of the end of August 2013). With limited means, Dr. Rajan was able to stabilize the rupee, and by year’s end it

had not only recovered by more than 10% from its lows, but the FX reserves also went up by 7.1%.2 Stabilized Economy
Now Set for Long-Term Recovery Process  Once there was stability, Dr. Rajan set out his long-term vision. He argued
that higher historical inflation in India was raising unemployment (this is contrary to what many economists illustrate
using the classic "Phillips curve"). If India were to finance its 8%–10% economic growth trajectory, its saving rate would
need to rise significantly. This could occur only if the country’s large non-financial savings, primarily gold and cash-based
real estate market, would morph into financial savings held at banks. Thus Dr. Rajan became a rare breed among global
central bankers: while his peers were competing to keep rates lower and flood the system with liquidity, Dr. Rajan set out
to bring inflation and its expectations down. When Dr. Rajan joined the RBI, inflation in India was running above 10% and
increasing. The RBI hiked interest rates on three occasions between September 2013 and January 2014, and inflation fell
from 11.5% to 9.5%, shortly after Dr. Rajan announced a target rate of 8% by January 2015. As the chart below shows,

this target was achieved by July 2014, six months ahead of schedule.3   

 India being the fourth largest
importer of crude oil, it’s important to highlight here that reduction in inflation was not all because of declining global
oil prices. India’s inflation already fell below 8% (from its peak of 11.5%) by July 2014, before the decline of oil prices. Oil
prices were consistently going up by roughly 10% annually (right-hand axis). In January 2015, inflation was 400 basis
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points (bps) below the RBI’s target of 8%—a massive turnaround in 1.5 years, where inflation dropped from over
11% to below 5%. Assured by a speedy recovery of the economy, the astute governor kick-started the next round of his

treatment by cutting rates, leading to 125 bps in consecutive cuts in 2015, with a new inflation target of 4% +/- 2%.4

Comparing Markets before and after Treatment by the Doctor India also saw a significant improvement in its macro
fundamentals. Current account and foreign reserves both built up significantly—a key reason for reduced volatility of the
rupee and the gain in equities. While external circumstances were also beneficial to India, Dr. Rajan helped in
compounding results and achieving what was previously unheard of. While credit risk in EM has been rising, India
managed to navigate in the opposite direction. Lower FX volatility helped make the rupee one of the best carry-
to-volatility trades in EM. If there was one chart that could capture Dr. Rajan’s tenure, I believe it would be a
performance comparison of the WisdomTree India Earnings (EPI) and Indian Rupee Strategy (ICN) Funds to EM
(represented by the MSCI Emerging Markets Index) generally in periods before and during Dr. Rajan’s tenure. For
standardized performance, visit the EPI and ICN pages.   

 The three-year period
preceding Dr. Rajan’s tenure marked an era of significant underperformance by both EPI and ICN, while results
of his three-year tenure were completely opposite. What’s Next; the Road Ahead for Investors Dr. Rajan’s exit as
governor of the RBI may dampen sentiments; however, his work of setting the right conditions for growth should have a
lasting effect. Having dealt with many of the negatives associated with previous cycles (especially inflation), India is close
to the trough of its expansion cycle. I believe lower inflation would allow for lower nominal rates and, along with that, a
lower cost of capital over time. In fact, it is quite possible that Dr. Rajan decided to return to academic life only after he
was satisfied with the longevity of current structures and the groundwork he had laid at the RBI. I don’t expect any
meaningful change in monetary policy going forward, as the government is equally interested in attracting capital flows,
in my view. Continuing on its liberalization agenda, there has been a recent push for opening the defense,
pharmaceutical and aviation sectors. We expect Dr. Rajan’s replacement will be a capable economist who maintains the
RBI’s goal of lowering inflation, clearing out stress from banking books and boosting domestic savings. The long-term
macro trends, combined with the groundwork laid by Dr. Rajan that turned around the monetary and inflation outlook,
are likely going to structurally make India an attractive investment destination for strategic investors, in my view.   Unless

otherwise stated, data source is Bloomberg, as of 6/30/2016.         1Source: Bloomberg, as of 6/30/16. 2Source:

Bloomberg, as of 6/30/16. 3Sources: Reserve Bank of India, Bloomberg, as of 6/30/16. 4Sources: Reserve Bank of India,
Bloomberg, as of 6/30/16.
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as risk of loss from currency fluctuation or political or economic uncertainty. These Funds focus their investments in India,
thereby increasing the impact of events and developments associated with the region, which can adversely affect
performance. Investments in emerging, offshore or frontier markets such as India 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. As these Funds have a high concentration in some sectors, the
Funds can be adversely affected by changes in those sectors.

Investments in currency involve additional special risks, such as credit risk and interest rate fluctuations. Derivative
investments can be volatile, and these investments may be less liquid than other securities, and more sensitive to the
effect of varied economic conditions. As these Funds can have a high concentration in some issuers, the Funds can be
adversely impacted by changes affecting those issuers. Unlike typical exchange-traded funds, there are no indexes that
the Funds attempt to track or replicate. Thus, the ability of the Funds to achieve their objectives will depend on the
effectiveness of the portfolio manager. Due to the investment strategy of these Funds, they may make higher capital gain
distributions than other ETFs. Please read each Fund’s prospectus for specific details regarding each Fund’s risk profile.

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, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, 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

Brexit  : an abbreviation of “British exit” that mirrors the term Grexit. It refers to the possibility that Britain will withdraw
from the European Unio.

Tapering  : A shift in monetary policy by which the Federal Reserve would begin decreasing the amount of bonds it
purchases.

Interest rates  : The rate at which interest is paid by a borrower for the use of money.

Foreign Exchange (FOREX, FX)  : The exchange of one currency for another, or the conversion of one currency into
another currency.

Inflation  : Characterized by rising price levels.

Phillips curve  : An economic concept developed by A. W. Phillips stating that inflation and unemployment have a stable
and inverse relationship. According to the Phillips curve, the lower an economy’s rate of unemployment, the more
rapidly wages paid to labor increase in that economy.

Liquidity  : The degree to which an asset or security can be bought or sold in the market without affecting the asset’s
price. Liquidity is characterized by a high level of trading activity. Assets that can be easily bought or sold are known as
liquid asset.

Basis point  : 1/100th of 1 percent.

Current account  : The difference between a nation’s total exports of goods, services and transfers, and its total imports
of them.

Foreign exchange reserves  : The total balance of foreign currency deposits and bonds held by a central bank or
monetary authority.

Volatility  : A measure of the dispersion of actual returns around a particular average level.&nbsp.

Credit risk  : The risk that a borrower will not meet their contractual obligations in conjunction with an investment.

MSCI Emerging Markets Index  : a broad market cap-weighted Index showing performance of equities across 23
emerging market countries defined as “emerging markets” by MSCI.

Nominal interest rate  : Interest rate that does not account for the impact of inflation.

Monetary policy  : Actions of a central bank or other regulatory committee that determine the size and rate of growth of
the money supply, which in turn affects interest rates.
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