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-------------------------------------------------------------------------------------------------------------------------I am very thankful to FEDAI especially to Mr Jena and Ashwani for having invited me for this
annual conference and to take part in an open discussion with the authorized dealers in
India about the likely impact that developments in India and China could have on their
businesses.

First, let’s look at the overall scenario. There is a synchronized slowing down of the global
economy both in the advanced countries and the EMEs. This is also reflected in the
monetary policy stances of the Central Banks, which have either eased or paused. Inflation
remains low in major advanced and emerging economies, although crude oil prices have
risen on production cuts by major producers and supply disruptions among some exporters.
As regards financial markets, equity markets have generally rallied, bond yields have eased
and in some advanced economies, yields have moved into negative territory. US yield curve
has inverted for first time since 2007. In currency markets, the US dollar has traded with an
appreciating bias, while emerging market currencies have softened.
An OECD study published in 2018 provides the scenario for the world economy in 2060 1.
This shows that world trend real GDP growth declines from about 3.5 per cent now to 2 per
cent in 2060, mainly due to a deceleration of large emerging economies, although these
continue to account for the bulk of world growth. India and China take up a rising share of
world output (each accounting for 20 to 25 per cent of the global economy) as the world’s
economic centre of gravity shifts toward Asia. (Figure1)

Living standards (real GDP per capita) continue to advance in all countries through 2060 and
gradually converge toward those of the most advanced countries, but to varying degrees.
Living standards in high-growth emerging market and Eastern European economies
converge most, driven by catch-up in trend labour efficiency, but GDP per capita in the
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BRIICS and some low-income OECD countries remains below half that of the United States in
2060.

Source : http://www.oecd.org/eco/growth/scenarios-for-the-world-economy-to-2060.htm

PWC has identified five global mega trends viz. Shift in Global Economic Power,
Demographic

Change,

Rapid

Urbanization,

Rise

of

Technology,

and

Climate

Change/Resource Scarcity, that are macroeconomic and geostrategic forces that are shaping
our world, and our collective futures in profound ways. 2


Shift in Global Economic Power – A realignment of global economic and business
activity is transitioning BRIC and other growth countries from centres of labour and
production to consumption- oriented economies. As they become exporters of
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capital, talent, and innovation, the direction of capital flows is being adjusted. Along
with the growth and size of the emerging markets, it’s important to appreciate the
interconnectivity of the trade and investment flows between them, which are
growing much faster than the traditional routes from developed-to-emerging and
developed- to-developed countries.
Reflecting these trends (i) China is expanding its economic presence in the West to
include resource investments in Africa and North Sea (ii) Chinese companies and
banks have made their entry into the list of top banks/companies in the world (iii)
Renminbi is now included in the SDR (iv) internationalisation of the renminbi
especially through bilateral relationships and other more recent arrangements (iv)
The Global Financial Centre Index brought out by a London think tank Z/Yen in
collaboration with CDI in Shenzen launched in 2007 shows that 60% of the index
moves from Western centres to Asian centres in a decade. New York London
Hongkong, Singapore, Shanghai Tokyo in that order are the leading financial centres.


Demographic changes - Stabilising and aging population especially in the developed
and in many of the more developed EMEs especially China leading to overall slowing
down of global economy, increased dependence of the elders on the young and the
State, greater demand for health care and economic security for the elder
population including turning to robots for care.



Rapid urbanisation – The impact of urbanisation for environment and climate
change issues will propel countries to look for more clean energy, water security,
waste management and mass transportation. The demands on education and skill
development will be different and will need a more adaptive population. As
megacities grow in breadth and number, many analysts believe that their aggregate
power will rival that of national governments due to the sheer size of their
constituencies. Megaprojects will be required to build city infrastructure, support
new trade flows (airports, sea ports), address education, health, security,
employment demands, etc. The world urban population is expected to increase from
50% to 72% of total population by 2050. As part of Citi’s strategy, the company has
identified 150 cities it believes will shape the world in coming years. It is active in

80% of them and plans to enter the rest.


Rise of Technology - Breakthroughs in such disciplines as artificial intelligence,
nanotechnology, and other frontiers of research and development are increasing
productive potential and opening up new investment opportunities. The
combination of the internet, network capable mobile devices, data analytics, cloud
computing, and machine and deep learning capabilities will continue to transform
our world. These pose huge challenges for defence and security.



Resources scarcity and climate change. Securing resources domestically and
internationally via strategic relationships becomes even more critical for
governments and businesses. Increased conflict and political tension, especially over
resources, may occur as food, energy, and water patterns change. Increased levels of
regulation, both directly relating to environmental changes and indirectly through
taxation and similar types of incentives/disincentives. New industries created, or
existing ones revolutionized, in response to energy scarcity, climate change and lack
of resources; the pace of these changes will be accelerated by new technologies.

Having seen the big picture and the mega trends, it is very clear that the potential for
growth and job generation in both India and China are huge even though the rate of growth
is decelerating in China and will also start slowing down in India. One needs to remember
however that this is growth over a mega base and every per cent means huge output and
jobs!
It is important the financial system supports the huge expected growth in GDP in these two
countries. The centre for finance and financial markets has always been the developed
countries and if the developing countries want to make sure their real sector growth is not
inhibited by finance it is imperative that the financial markets are prepared and capable of
meeting the demand.
Turning to the forex markets, there is a fair amount of potential demand by those with
exposure to the rupee to manage their various risks including currency interest rate and
credit risks. Cross border trade and investment transactions of businesses in the two

countries with the rest of the world and with each other has been growing and with it the
foreign exchange and financing business. Both countries have capital controls but are
committed to further liberalisation. It is also increasingly difficult to retain controls when
companies and banks are global and can arbitrage to take advantage of the differences.
In a May 2014 working paper, Ma and Robert McCauley have undertaken a study of the de
jure integration of China and India with global financial markets.3 By conventional definition
of openness, these two countries are relatively closed as they practice capital controls
especially over short term inflows, outflows and curbs on currency trading without genuine
underlying exposure. They use three parameters the forex forward rates (3 month and 12
month), the money market yields and the equity prices.
Forex Forward Rates

Over the past decade, 2003-13, the average of the forward gap for the renminbi is clearly
larger than that of the rupee. Hence the forward markets onshore and offshore have been
more segmented for the renminbi than for the rupee, for both three-month and 12-month
tenors and for both the pre-crisis and the post-crisis periods. In this sense, India is financially
more integrated with the global financial market than is China. Moreover, while the
renminbi is priced cheaper onshore than offshore in the foreign exchange forward markets
in all cases, the Indian rupee forward is mostly more expensive onshore in most cases.
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Money Market yields

Using money market yields (proxy for the offshore is the implied yield in NDF markets) they
conclude that most of the main findings for the foreign exchange forward gap also hold in
the case of the money yield gap. Each and every pair wise comparison strongly suggests that
over the past decade, cross-border arbitrage continued to have freer play in India to keep
yields in line. On balance, onshore and inferred offshore money rates, like trading of
currency forwards, identify India as more financially open than China over the past decade,
for the full sample, the pre-crisis period and the post- crisis period, though its lead has been
narrowing. More interestingly, again, the post-crisis yield gap of the rupee has widened over
the pre-crisis counterpart, while that of the renminbi has narrowed considerably and is
rapidly converging with the rupee gap in the wake of the GFC. On this measure, China again
is catching up in terms of financial openness.

Equity Market prices

As both Chinese and Indian firms are allowed to list their shares in onshore as also offshore
exchanges, the difference between onshore and offshore share prices is analysed. Indian
shares tend to be cheaper onshore. By contrast, Chinese shares trade at a premium in
Shanghai over their prices in Hong Kong or New York. Chinese investors wish they could buy
Chinese equities at Hong Kong or New York prices. Thus, the more expensive share prices in
Shanghai would likely prompt more private outflows than inflows, once restrictions on the
capital account are further removed. The opposite is true for India. Nevertheless, by late
2013, the Shanghai premium and Mumbai discount had largely vanished. Indeed, the
Chinese equity market integration has come a long way and appeared to even have taken a
small lead over India’s by 2013.
Why has India been hitherto more financially open than China? The authors of the study
feel that the answer could lie in a mix of the need to fund current account deficits in India,
the greater rigour with which the controls are enforced in China, the longstanding
multinational operations of Indian private firms to arbitrage onshore and offshore markets
(Subramanian 2009), and a larger footprint of global banks in the Indian domestic banking
market. Future research could weigh these explanations (Ma and McCauley 2013).
Considering that this is a conference of forex exchange dealers, it is interesting to conjecture
what the demands on you will be

1. The forex dealers must be prepared to offer hedging products to all those who have
exposure to the Indian rupee. While currently RBI is taking steps to remove many of
the hurdles in offering such products, there is clearly a need for the dealers to get
prepared. The typical non residents who have exposure to the Indian rupee are FDI,
FPI, global businesses having operations and revenue flows from India like Apple
Amazon etc, investors in rupee masala bonds and all those who enter into rupee
contracts or invoice in rupees- exports or imports of goods and services. Unless the
forex dealers in India rise to the task of providing these non residents having genuine
exposure effective cover without any hassles, the markets will get driven offshore as
they have. You must set yourself a commitment to bring these demands on shore.
2. Indian banks will have to get prepared to offer efficient and hassle free custodial,
payment and settlement services for the global players who very often interface
with a single custodian for their global operations and exposures. Cash management
services are also equally important.
3. Varieties of derivative contracts will be needed by different categories of players and
the dealers should be ready to price and bundle such products learning from the
past experience which has made many bank boards shy of allowing their dealers to
offer such products today.
4. Rapid adoption of the digital technology by the populations of both countries is no
doubt a low hanging fruit but can become a disruptive – the idea of a regulatory
sandbox will ensure that innovation is not curbed by regulation. The future of the
financial sector has to be customer driven and technology driven. There is growing
competition banks face from non bank firms like Alibaba and Tencent in China –In
India there are increasing partnerships with the fintech partners. Niche products are
being developed and there no giants have emerged yet. Dealers will have to use
fintech to customise products serve different segments of the businesses and
individuals.
5. Clearly the RBI through various recent circulars and drafts have shown their
willingness to make the necessary regulatory changes to allow forex dealers the
space the freedom to offer a variety pf products providing the principle of the
underlying exposure is respected. It is now for the dealers and bank management to
take on the challenge of demonstrating “responsible” business practices.

Way forward
“In many ways China can be seen as the great “globalizer”. Rather than abruptly opening to
global trade under the “Washington Consensus”, beginning in the early 1980s China
followed the pragmatic expression attributed to its great reformer Deng Xiaoping: “cross the
river by feeling each stone.” China combined opening to global trade with significant and
gradually sequenced government attention to infrastructure, industrialization, and logistics
to become the largest trader on earth in just a few decades. Such an approach will prove
even more important as China considers the need to globalize its financial sector. The
history of other emerging markets’ previous experiences with financial liberalization offer
China some lessons as well. Fully opening the Chinese financial system will require keen
attention to prioritizing other important reforms and to designing a strong and flexible set
of cross- border financial regulations. Such regulations will be important to preventing and
mitigating financial fragility and ensuring that financial markets serve the productive
employment of the Chinese people.” These words of caution come out of a February 2014
workshop of the Pardee Task Force for Regulating Capital Flows at Boston University.4 These
words are equally true for India.
Both countries no longer have a choice as to the opening of the capital account –it is only
question of the sequencing and timing. Certain rigidities in the domestic financial sector will
have to be undertaken first, before external account is liberalised. Resolution of financial
firms, countercyclical prudential measures for dealing with asset bubbles, shadow banking
and the incentive system in State owned banks need to take precedence. The pre-emption
of household savings for government and quasi government borrowing will need to be
reduced.
There is much that the two countries can learn from each other.
FEDAI will do well to set up a dialogue at a technical level between the market participants
on issues of common interest between the two countries.
Thank you.
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