3. Rbi Offshore Rupee Derivatives Proposal - Economy

1. Background and Definition
Background

The Indian Rupee is not a fully convertible currency on the capital account. This restriction has
historically led to the growth of a massive Offshore Rupee Market, where global investors trade rupee -
linked products outside the direct oversight of the RBI. High volatility in these offshore hubs (like London
or Singapore) often spills over into India’s domestic markets, complicating the RBI's monetary policy and
exchange rate management. To mitigate this, the RBI is now seeking “look-through” transparency into
these global transactions.
Key Definitions
Offshore Rupee Derivatives: Financial contracts (like forwards or options) whose value is linked to the
INR but are traded and settled in financial centres outside India.
Non-Deliverable Forwards (NDFs): A popular derivative where the parties do not exchange the actual
currency (INR) at maturity. Instead, they settle the difference between the contracted exchange rate and
the prevailing market rate in a convertible currency, usually US Dollars.
Partial Capital Account Convertibility: A regulatory regime where India allows full freedom for trade-
related (current account) transactions but maintains limits on cross-border investment and asset-
related (capital account) flows to prevent sudden capital flight.

2. The RBI Reporting Proposal

The core of the new proposal is to ensure that the RBI has a bird's-eye view of all rupee-linked trades,

regardless of where they occur.

Key Provisions

Leveling the Playing Field: * Currently, Domestic Indian Banks must report all derivative trades, including

those from their overseas branches.

1. Foreign Banks, however, only report trades from their Indian units. Their offshore branches (e.g., a
London branch of a US bank) currently operate in a "blind spot” for the RBI.

2. The proposal mandates that these foreign lenders also report trades executed by their offshore units.

Targeted Compliance: The RBI expects lenders to share data on at least 70% of such derivative

transactions.

Implementation Timeline: The reporting requirements are set to begin in February 2027.

3. Types of Offshore Rupee Derivatives

The offshore market utilizes several sophisticated instruments to manage or speculate on the rupee’s
value:

Non-Deliverable Forwards (NDFs): The dominant offshore instrument. Because the rupee cannot be
easily moved offshore, NDFs allow traders to hedge or speculate on the INR-USD rate with cash
settlement in Dollars.

Currency Options: These grant the holder the right (but not the obligation) to buy or sell INR at a set
price. They are vital for exporters and investors looking to protect themselves against "downside’
volatility while keeping "upside” profit potential.

Currency Swaps: These involve exchanging interest rate payments and principal in different currencies.
They are primarily used by large corporations to manage long-term debt and liquidity across different
borders.

4. Why Offshore Markets Exist

Foreign investors often bypass the Indian domestic market for several structural reasons:

Regulatory Flexibility: Offshore markets have fewer compliance hurdles, making it easier for global
funds to enter and exit positions quickly.



Convertibility Restrictions: Since the INR is not fully convertible, foreign entities find it easier to settle
trades in USD offshore rather than dealing with the complexities of opening onshore rupee accounts.
Global Accessibility: Hubs like Singapore, Hong Kong, London, and Dubai offer 24-hour trading
environments and high liquidity that cater to global time zones.

5. Comparison: Onshore vs. Offshore Rupee Markets

Feature Onshore Market (India) Offshore Market (NDF Market)

Jurisdiction Under RBI and SEBI oversight. Outside the direct control of the RBI.

Settlement Physical delivery of INR or cash Non-deliverable; settled in USD or other
settlement in INR. hard currencies.

Participants | Resident Indians, NRIs, and registered Global hedge funds, multinational banks,
FPIs. and institutional investors.

Accessibility | High compliance; requires Easy access; minimal regulatory barriers.
registrotion/documentation.

Impact on Primary price discovery zone. Significant influence; often leads price

INR movements during volatile periods.

6. Challenges and Significance

Major Challenges

Limited Regulatory Control: The RBI cannot stop speculative attacks on the rupee if they originate in
London or Singapore.

Arbitrage Distortions: Traders exploit price differences between the Mumbai market and the Singapore
market. This "arbitrage” can distort the true value of the rupee.

Systemic Spillover: A crash in the offshore NDF market can cause panic in the domestic Indian forex
market, leading to a sudden depreciation of the rupee.

Significance of the Market

Integration: It links the Indian economy with the global financial system, making the INR a more
“internationalized” currency.

Liquidity: The offshore market provides massive depth, ensuring that large investors can move money
without causing massive price swings (during normal times).

Risk Management: It provides essential tools for multinational companies to hedge their “India risk,”
which encourages Foreign Direct Investment (FDI).

7.Importance of the Reporting Mandate

The move to mandate reporting is not just about “control,” but about Financial Stability:

Improved Transparency: By having data on offshore trades, the RBI can identify which entities are
shorting the rupee and take pre-emptive policy action.

Reduced Volatility: Accurate data allows the RBI to intervene in the market more effectively to prevent
"flash crashes.”

Policy Formulation: Real-time knowledge of offshore trends helps the RBI align domestic interest rates
and liquidity measures with global realities.
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