Mizuho Flash: RBI

Economics & Strategy | Asia ex-Japan

May 5, 2022 | Vishnu Varathan | Head, Economics & Strategy

RBI: The Hawk & The (Leap-)Frog
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“If ... losing you are, a different game you must play.” - Master Yoda, Star Wars

In a Nutshell: With an unscheduled, and larger than “conventional” (25bp) hike of 40bps the RBI has
pulled off a surprise re-positioning; in an attempt to wisely change the game. Not just in absolute terms as
an unambiguous hawk set to tackle enlarged inflation risks. But crucially also in a relative sense to leap-
frog many other Asia-Pacific central banks (with the exception of the BoK and RBNZ).

Especially as the RBI braces for “volatility spillovers” that are set to emerge from an aggressively hawkish
Fed. The upshot is that while policy setting may remain accommodative as of this point, identifying inflation
as the greater risk alongside mounting external threats to macro-stability, means that policy will most
likely have be tightened significantly more in coming months. We expect another 110bp of tightening to
5.50% by year-end as our base case; as the RBI looks to adopt the path of least harm rather than an
unbridled hawkish charge.

The Move: In an off-cycle move yesterday (4™ May), the RBI hiked the policy repo rate by 40bps to 4.40%
alongside a 50bps lift in the cash reserve requirement (CRR) to 4.50%. In tandem with the 40bp repo
hike, the standing deposit facility (SDF) has been lifted to 4.15% and the marginal standing facility (MSF) is
bumped up to 4.65%. This is an unequivocal hawkish shift compared to April, when the RBI equivocated.

April MPC’s (Intended) Ambiguity: To recap, at the scheduled policy meeting on 8" April, the RBI had on
one hand stressed on maintaining accommodation and kept the repo rate on hold at 4.00%. Yet on the other
hand, began to insure against runaway inflation on the other by introducing the SDF at 3.75%, which
effectively lifted the LAF (liquidity) corridor floor by supplanting the reverse repo rate (3.35%).

Re-assessing Balance of Risks: In unveiling this surprise tightening (both in quantum and timing) the RBI
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has alluded to “heightened uncertainty (to) ... inflation trajectory ... heavily contingent upon the evolving
geopolitical situation” and core inflation that is “likely to remain elevated” amid high and volatile energy
prices, renewed lockdowns as well as supply-chain disruptions. All of which culminating in “significant
upside risks to inflation trajectory set out in ... April”. Whereas the RBI assesses that domestic economic
activity has stabilized; with ebbing “third wave” amid wider vaccination coverage helping sustain recovery
in high-contact services alongside public investments, which may induce “crowding in”.

And Identifying Inflation as the Overriding Risk: In short, inflation has been identified as the overriding
risk (and growth less so) at this point. Notably, the RBI, in citing that the IMF has revised up inflation
outcomes for advances economies 2.6%-pts to 5.7% and by 2.8%-pt to 8.7% for developing economies,
appears to be conceding that its upward revisions to FY22/23 inflation to 5.7% (from 4.5%) in April may
be inadequate. Which in turn, makes the case for a more unfettered shift in stance.

Relinquishing Neutral for Hawkish: In other words said, despite the RBI reference “to remain accommodative
while focusing on the withdrawal of accommodation”, the policy stance now assumes an unequivocally
hawkish bent given that the “MPC expects inflation to rule” even as the economy “is navigating a vortex
of forces”.

Especially Urgent Given a Hawkish Fed: What’s more, the prospects of an aggressively hawkish Fed poses
serious threats to macro-stability, which may easily overwhelm any benefits from policy
accommodation. And so, the greater risk for the RBI is a being too slow to tighten rather than being
too quick. Especially as the Fed embarks an aggressive hiking path. With a 50bp Fed hike overnight, and
suggestions of more such moves in coming months, the RB!’s inter-meeting 40bp hike just before the Fed is
hard to pass off as mere coincidence. The “spillover volatility” risks from aggressive tightening by the Fed
is clearly the co-pilot, if not the captain, of this hawkish RBI inflection.

Central Bank Policy Outlook

Country Central Bank 2 L L2
o1 Q2 Q3 Q4 o Q2 Q3 Q4 o Q2
us Fed 0.00-0.25% | 0.00-0.23% | 0.00-0.25% | 0.00-0.25% | 0.250.50% | 1.25-1.50% | 2.00-2.25% | 2.25-2.50% | 2.50-2.75% | 2.75-3.00%
India RBI 4.00% 4.00% 4.00% 4.00% 4.00% 4.75% 5.25% 5.50% 5.75% 5.75%
Implied RBI-Fed Policy Spread ~ 3.875% 3.875% 3.875% 3.875% 3.625% 3.375% 3125% 3.125% 3125% 2.875%

More and Front-loaded Hikes: Given the nature of the risks, comprised of inflation inflamed by geo-political
prices shocks and the Fed gearing up for rapid successions of upsized (50bps) rate hikes in coming months,
the extent of the RBI’s policy normalization is as important as the timing. It follows that most of the
RBI’s hikes may be front loaded. And so, we could see another 85bp of hikes by Q3 and 25bps in Q4. In
other words another 110bps by end-2022 (cumulative 150bp hikes for 2022) to bring the repo rate to 5.50%.
But that said, the RBI will be not be on a hawkish war path with abandon, but rather navigating a (hike)
path of least harm to the economy (involving macro-stability considerations as well).

Rupee Backstop, Not Immunity: Admittedly, the RBI’s hawkish inflection and leap-frog (relative to EM Asia
central banks) will provide incremental backstop to the rupee. But this is not to be mistaken for immunity to
Fed hawks and consequent USD bulls; especially as aggressive rate hikes and step-up in the Fed’s quantitative
tightening come through in Q3. So downside (upside) risks to rupee (USD/INR) remain entrenched for now.

FX Forecasts Jun 22 Dec 22 Mar 23 Jun 23
USD/INR 73.2-77.3 73.8-78.3 71.7-76.6 70.4-76.6 £9.7-75.9 68.3-745
(76.5) (75.8) (74.4) (74.2) (73.5) (72.0)
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Important Information

This publication has been prepared by Mizuho Bank, Ltd. (“Mizuho”) and represents the views of the author. It has not been prepared by an
independent research department and it has not been prepared in accordance with legal requirements in any country or jurisdiction designed
to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of
investment research.

Disclaimer

Unless otherwise stated, all views or opinions herein are solely those of the author(s) as of the date of this publication and are not to be
relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient, and are subject to change without notice.
This publication has been prepared by Mizuho solely from publicly available information. Information contained herein and the data
underlying it have been obtained from, or based upon, sources believed by us to be reliable, but no assurance can be given that the
information, data or any computations based thereon are accurate or complete. This publication provides general background information
only. It is information in summary form and does not purport to be complete. This publication has been prepared for information purposes
only and is not intended by Mizuho or its affiliates to constitute investment, legal, accounting, tax or other advice of any kind and all recipients
of this publication are advised to contact independent advisors in order to evaluate the publication, including, without limitation, the suitability
of any security, commaodity, futures contract or instrument or related derivative (hereinafter, a “financial instrument”), product or strategy
herein described. This publication is not intended to be relied upon as advice to investors or potential investors and does not take into
account investment objectives, financial situation or needs of any particular investor. It is not intended for persons who are Retail Clients
within the meaning of the United Kingdom’s Financial Conduct Authority rules nor for persons who are restricted in accordance with US,
Japanese, Singapore or any other applicable securities laws.

This publication has been prepared for information purposes only and is not intended by Mizuho to market any financial instrument, product
or service or serve as a recommendation to take or refrain from taking any particular course of action or participate in any trading or other
strategy. This publication is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or any of the assets, businesses
or undertakings described herein, or any other financial instrument, nor is it an offer to participate in any trading or other strategy, nor a
disclosure document under applicable laws, rules, regulations or guidelines. Nothing contained herein is in any way intended by Mizuho or its
affiliates to offer, solicit and/or market any financial instrument, product or service, or to act as any inducement to enter into any contract or
commitment whatsoever. Neither the author, Mizuho nor any affiliate accepts any liability whatsoever with respect to the use of this
publication or its contents or for any errors or omissions herein.

Mizuho and its affiliates, connected companies, employees or clients may take the other side of any order by you, enter into transactions
contrary to any recommendations contained herein or have positions or make markets or act as principal or agent in transactions in any
securities mentioned herein or derivative transactions relating thereto or perform or seek financial or advisory services for the issuers of
those securities or financial instruments.

All of the information contained in this publication is subject to further modification without prior notice and any and all opinions, forecasts,
projections or forward-looking statements contained herein shall not be relied upon as facts nor relied upon as any indication of future
results. Opinions stated in this publication are subject to change without notice. Future results may materially vary from such opinions,
forecasts, projections or forward-looking statements. The information contained in this publication may not be current due to, among other
things, changes in the financial markets or economic environment. Mizuho has no obligation to update any information contained in this
publication. Past performance is not indicative of future performance.

This is a strictly privileged and confidential publication. This publication contains information addressed only to a specific individual and is not
intended for distribution to, or use by, any person other than the named addressee or any person or entity in any jurisdiction or country where
such distribution or use would be contrary to law or regulation. Save with Mizuho’s prior written consent, you may not disclose, divulge,
reproduce or furnish any information contained herein to any other party. Please notify the sender immediately if you have mistakenly
received this publication.

Singapore: Mizuho is licensed as a bank under the Banking Act (Chapter 19) of Singapore, and is regulated by the Monetary Authority of
Singapore.

Japan: Mizuho is authorised and regulated by the Financial Services Agency of Japan.

United Kingdom / European Economic Area: In the UK, Mizuho is authorised by the Prudential Regulation Authority and subject to regulation
by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of MHBK's regulation
by the Prudential Regulation Authority are available upon request. This publication may also be distributed by Mizuho International plc (“MHI”).
MHI is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority.

United States: This publication is not a “research report” as defined in Commodity Futures Trading Commission (“CFTC”) Regulations 1.71
and 23.605. The content of publications distributed by Mizuho Securities USA Inc. (‘“MSUSA”) is the responsibility of MSUSA. The content of
publications distributed directly to US customers by Mizuho is the responsibility of Mizuho. US investors must effect any order for a security
that is the subject of this report through MSUSA.
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