
FX Update: Change in Call!
HDFC Bank, August 2018

HDFC Bank Quarterly Forecasts (period end)

Latest Sep-18 Dec-18 Mar-19

Old    70.9 68.00-69.00 67.50-68.50 68.00-69.50

New 70.9 70.00-72.00 70.00-71.00 70.00-71.00

Why are we changing our call?
• External trade dynamics worse than we anticipated
• ‘Turkey-hangover’ has not receded as expected
• Oil is up again (average has been USD 75 pb against our expectation of USD 72 pb)
• Unlike its past pattern , the INR is not benefitting from the decline of the USD index (DXY)
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Apr-18 May-18 Jun-18 Jul-18

Trade Deficit (USD bn)

Consensus Actual

1Q-2018 2Q-2018 Jul-18

Oil 29.6 52.2 60.5

Gold -26.4 -21.9 40.9

Non oil non gold 14.7 6.5 16.6

Oil - the major reason for increase in import bill (% YoY, monthly average)

External trade dynamics worse than we anticipated

20,000

22,000

24,000

26,000

28,000

30,000

32,000

 04/01/2018  05/01/2018  06/01/2018  07/01/2018

USD mn

Exports (actual) Exports (seasonally adjusted)

Exports on average has been 
1.2% below the seasonal trend

Trade deficit numbers have come in higher than market anticipated Exports growth has been subdued and lower than the trend



We now expect the current account deficit to rise to 2.7%-2.8% of GDP vs. our earlier estimate of 2.4%

• On CAD we earlier communicated a number of 2.4% of
GDP (i.e. USD 70 bn for FY19).

• As per our earlier estimate trade deficit was assumed at
USD 15.2 bn per month. However, the current run rate is
USD 16 bn.

• While exports have underperformed, the rise in oil bill has
also been little higher than we anticipated. This is because
we assumed an average price of USD 72 pb while the
average price so far has been USD 75 pb.

• Non oil non gold imports have trended up from monthly
average of USD 27 bn in FY18 to USD 28.4 bn so far in
FY19. This has been a surprise for the markets but
something we had penciled in our earlier forecasts.

USD billion FY16 FY17 FY18 FY19F FY19F Revised

Current Account Balance -22 -14 -49 -70 -80

Merchandise -130 -112 -160 -182 -195

   Exports 266 280 309 338 332

   Imports 396 393 469 520 527

       Oil imports 83 87 109 151 158

       Gold imports 32 28 34 32 32.0

       Non Oil non gold 282 278 326 337 337

Invisibles 108 98 111 112 115

Services 70 68 78 72 75

Capital Account Balance 41 36 91 48 43

FDI (Net) 36 36 30 30 27

Portfolio Investment -4.1 7.6 22.1 -10.0 -11.0

Loans -5 2 17 9 9

  External  Assistance 2 2 3 8 8

  ECBs -5 -6.1 -0.2 1.0 1.0

  Short Term Credit -2 6 14 0 0

Banking Capital 10.6 -16.6 16.2 13.0 12.0

   NRI Deposits 16.1 -12.4 9.7 12.0 12.0

Overall Balance of Payment 18 22 44 -20 -37

Current Account Balance (% GDP) -1.1 -0.7 -1.9 -2.4 -2.7



‘Turkey-hangover’ has not receded as expected
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Turkey's crisis escalated on 9th August (% change since then against USD)

This is the major change. We assumed Turkey’s impact on EM assets to be a short-lived but it has lasted and sustained much 
longer than we anticipated. Most of the EM currencies have come under pressure after the Turkey news.

What’s happening with Turkey?

• The value of Turkey's currency has nosedived since January and
has lost more than 72% of its value against the dollar. In August
alone, the decline has been 33%.

• Turkey's worsening relations with the US government has led to
sanctions. US seems to be reacting against the detention of
American pastor Andrew Brunson, who has been held in Turkey for
nearly two years over alleged links to political groups.

• Investors are worried that Turkish companies that borrowed heavily
(from European banks) to profit from a construction boom may now
struggle to repay loans in dollars and euros.

• There is around $179 billion (government + private) in Turkish
external debt that matures in the year to July 2019, equivalent to
almost a quarter of its annual economic output, which is causing the
panic anticipating possible default. Effectively the Turkey-problem
has become a stress point for European banks.



Turkey has exposed the EM vulnerabilities, the VEM effect is back on the table

Relative correlations: Which factor more important? CNY in July and VEMs in August

NB: VEM factor represents external debt risks related to Brazil, Argentina, Mexico, Turkey, and South Africa .Oil factor was back in the last week of August and hence not captured fully.
Relative correlations are only representative of relative importance of different factors and do not suggest absolute importance of a particular factor. 
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• VEM effect (Vulnerable economies of Brazil, Turkey, Argentina, Mexico, and South Africa) : Coming on the heels of recent interventions of the IMF in Argentina
and Pakistan, there seem to be a set of deeper vulnerabilities in the EM asset class as a whole, which investors are now giving attention to after the Turkey crisis.

• Between January and May, DXY, Brent and the VEM factor were the major drivers of the rupee. In June and July, the CNY became the most important driver because
of the trade war and currency war risk. Now because of the Turkey crisis, VEM factor has become the most important driver (oil being the second).
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Meanwhile, the INR has not benefitted from the decline of the USD index
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We anticipated that incremental rate hikes from the Fed would not have major impact on the dollar. This has played out as anticipated and the dollar 
has gone down against the DMs in the last two weeks. However, ‘’the risk-off trades”’ and escalation of trade war risks have led the dollar to 

appreciate against the EM currencies, primarily against CAD currencies like BRL, INR etc.
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Rise of oil prices in the last two weeks has compounded the problems for India



USD/INR Outlook

In absence of any concrete measures by the RBI or the GoI, the USD/INR pair is likely to remain elevated because of the following factors:

• The VEM factor is back and is likely to stay for a while – crisis in Turkey is unlikely to be resolved soon!
• Oil prices could trade in the range of USD 73-78 pb - Iran sanctions and trade war worries could be risky
• Don’t expect the RBI to defend the rupee aggressively – the pace of intervention has slowed (seem to be okay with marginal depreciation)
• We don’t see a sustained downside room for the USD and in fact there could be a possible reversal – issues in Eurozone and the UK (Brexit)
• FII flows have picked up again but the trend and the outlook ahead is not so robust – risk off trades could escalate (plus valuation concerns)
• Political pressures domestically could pose some uncertainty for the INR – state election results (MP and Rajasthan) could drive the trend

In a momentum driven trade (like this) it is difficult to predict the peak but the technical resistance stands at 72 levels and the
fundamental resistance (based on the 6- currency REER) stands at 73 levels against the dollar:

• In a worst case scenario if the tensions related to trade war (primarily US-China), Turkey’s contagion, and domestic political risks
escalate, there could be a sudden stop of capital inflows and a run on the currencies of vulnerable emerging markets like India, Brazil,
South Africa, Argentina and South Africa. In such a scenario, even 73- 74 levels could be breached. We assign 20% probability to this
scenario.

• In our base case scenario, Turkey is expected to quickly raise interest rates, commit to fiscal discipline and restore relationship with
the US. Meanwhile, the recently concluded US-Mexico deal gives us confidence that the some progress (in US negotiations) could be
made with Canada and China as well. In this case, we also assume that oil prices would settle around USD 75 pb. In this scenario, the
rupee could trade around 70-72 levels in the short-term.



A bit on RBI’s intervention and the fair value debate

• Don’t expect the RBI to defend the rupee aggressively!
The threshold limit (for the intervention) has increased
from 69 levels a month back to around 70.6 now. For one,
after spending around USD 25 bn on intervention, the pace
of intervention has slowed down. Two the comments of
some policy officials seem to suggest that the government
seem to be okay with the ongoing depreciation.

• REER based fair value? Going by the latest available data
for July, 36-currency base measure of REER shows an
overvaluation of around 15% and the 6-currency base
shows an overvaluation of 23%. Our analysis, using the 6
currency measure of REER shows that at 72-73 levels, the
overvaluation could be corrected.

Exchange rate 
(as of July-18)

Overvaluation
(%, estimate as 

of July-18)
Fair Value

Current 
exchange rate

USD-INR 68.5 5.0 72-73 70.7

GBP-INR 89.83 1.3 91 92.1

CNY-INR 10.03 6.1 11 10.3

HKD-INR 8.72 1.9 9 9

EUR-INR 80.04 7.2 86 82.5

JPY-INR 61.18 1.5 62 63.3

May be the RBI is looking at 72-73 now!
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Domestic elections: political risk could have escalated

• Some of the early opinion polls are predicting that BJP, though will win 2019 Lok Sabha polls, will lose seats leading to a more fractured coalition.

• For instance, according to the India Today’s Mood of the Nation (MOTN) July 2018 poll, BJP is poised to lose as many as 70-seats if LS elections are held now.

• Similar results are shown by the Neta app’s data. According to the app, BJP is down to 212-seats from its 2014 tally of 282.

• However the resilience of the stock-market seems to go against the idea that political risk is a major factor
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India today – Karvy Insights MOTN opinion July 2018 Poll

Source: India today – Karvy Insights MOTN opinion poll, media sources, Neta App & HDFC Bank
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USD index could rise again - a downward corrective movement in the EUR is likely

A Correction in store?- Since mid Aug-18, the euro has seen a dramatic recovery against the US dollar -
appreciated by ~3% from lows of 1.13 level to a 3 week high of 1.173.

• The rally has been fueled by the dollar weakness, rebound in risk appetite, stronger economic reports, and short covering.

However, given the political & trade risks and monetary policy divergence with the Fed , a correction now
seems likely.

1. Italy at the forefront: Concerns about the country's fiscal situation have reemerged. The government is likely to
breach the EU's 3% deficit target next year, which could prompt a negative outlook or downgrade by rating
agencies in weeks to come.

2. Turkey Contagion: Capital outflows and the lira's devaluation have increased concerns about Turkey’s
capability to service its external debt. The most affected European lenders being Spain's BBVA and Italy's
Unicredit, France’s BNP Paribas, Dutch bank ING and Britain’s HSBC.

3. Greece not yet out of woods!: Concerns on Greece’s fiscal sustainability persists. The government has reached its
highest fiscal deficit in H1 2018 since 2014 . Moreover budget discipline will be hard to sustain, going forward,
given that the elections are due by Oct’19.

4. US tariffs: Mr. Trump has threatened recently to impose a 25% tariff on car imports from the EU, despite the
supposed tariff ceasefire that the two sides have agreed on. There is a risk that the US might pull out of
negotiations with the EU at any time.

5. What about the monetary policy?: The euro is expected to struggle ahead of the FOMC September meeting where
a rate hike will reinforce the monetary policy divergence between the Eurozone and U.S.

Looming Risks

Yields have hit 4 year 
highs this week

Sources: Investing.com, Capital economics, media sources & HDFC Bank



The rescuer package - What could be done if currency depreciation pressures persist?

What could the worst case look like?
• Turkey crisis escalates (rise in default risk of USD 179 bn external debt due by Jul-19)
• Trade war tensions between the US and China (extension of tariffs to USD 200 bn by September end)
• Oil prices continue to rise (goes beyond USD 75 pb and remains around that level for a sustainable period)
• State election results (Madhya Pradesh, Rajasthan and Chhattisgarh in Nov-Dec 2018) not favorable for the BJP government

The rescuer package - What could be done if currency depreciation pressures persist?

• Interim rate hike: The RBI could consider hiking rates and tightening liquidity with an emergency MPC meet
• Restrictions on outward remittances and investment to limit capital flows
• Forex swap window to meet dollar requirement of oil marketing companies
• Higher custom duties to curb imports and liberalize FDI limits in some sector
• Raise dollar money with NRI bonds as done in the past
• Promote trade settlement in rupees (for example oil payments in local currency) and enter into bilateral swap agreements

Sources for the report: CEIC, Reuters, HDFC Bank, IMF, RBI  
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