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INR to rely on RBI’s support while uncontrolled 
second wave of pandemic unfolds
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Despite the grim health situation in India, the
exchange rate has managed to recover quickly from
the nearly 4% slump it experienced against the US
dollar in late March. While markets are fully aware of
the deteriorating economic backdrop that is
unfolding in India, the rupee’s recovery continues to
take place as the central bank props up economic
growth conditions with ample liquidity in the
financial system while it offsets pressure for INR
depreciation via swaps operations. Looking forward, the Reserve  Bank  of  India  is  likely  to
continue fighting any sustained INR weakness in order to contain a spike in inflation such that
it can continue a slow and calibrated normalisation of its accommodative stance as the
recovery matures. However, the chaotic health situation puts the country in a horrendous
position, while also threatening the pace of the global economic recovery.

Looking forward, we believe the currency outlook is poised to remain 
stable with a slight appreciation bias against the US dollar, but risks to this 

view remain strongly tilted to the downside. 

The Indian Rupee quickly reverses most of its decline triggered by the pandemic chaos
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Monex Europe’s May forecasts

3-month
31st Jul 2021

6-month
31st Oct 2021

12-month
30th Apr 2022

2022

USDINR 73 72 72 72

EURINR 89 88 89 89

Covid-19 in India: crisis of unmeasurable proportions

India has recently captured broad international attention as an uncontrolled wave of Covid-
19 infections shakes the second-most populous country in the world. Around 400,000 new
cases and 4,000 deaths have being registered daily over the past weeks, with medical experts
indicating that India’s actual figures could be five to ten times worse than official numbers
suggest. The surge in infections followed “super spreader” events like religious festivals and
political rallies, along with a delayed government response to the outbreak, which has been
widely criticised. The situation has also sparkled alerts from the World Health Organisation,
which labelled the Indian Covid-variant one of global concern. The outlook is particularly dire
considering the collapsed hospital and ventilator capacity, along with an underlying
background of crowded cities and poor sanitation. Some scientists predict that the total
death toll, currently at 250,000, could reach 400,000 by mid-June, and keep rising afterwards
into a likely third wave of infections in Q3.

Even with under-reported figures, India faces a chaotic pandemic crisis
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A dramatic drop in vaccine delivery has made things worse. Despite being a major vaccine
producer, supply shortages in India have added to already slow-going demand.
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India’s local manufacturer Serum is currently producing some 70 million doses a month, far
from the targeted 100 million. Production strains follow a shortage in the supply of
components, from bioreactor bags to filters, as US providers are forced by Washington to
prioritise domestic orders. The low pace of vaccinations remains a major concern even as
Indian exports orders aren’t being fulfilled to prioritise domestic delivery, including the
delayed 200 million doses to the Covax initiative. Other government attempts to improve the
stock of doses are yet to bear results. The distribution of Moderna and Pfizer shots will be
admitted without requiring domestic clinical trials, although deliveries from those companies
are largely restricted by advance economies. Another local manufacturer, Cadila Healthcare,
is on track to receive approval for its three-dose vaccine as soon as next month, while Serum
plans on manufacturing the Novavax drug too. The country is also looking into the Russian
vaccine Sputnik V, with plans to produce over 700 million doses annually.

Vaccinations are far from alleviating the situation

At the current rate of 
distribution, India will 
not be able to achieve 
herd immunity in less 

than three years.

Monetary stimulus and liquidity management provide support but risks
remain tilted to the downside

The RBI’s management of financial and liquidity conditions has remained a solid backup for
investors, with the weighted average call rate (WACR) trading below the policy reference rate
(repo) and the floor of the RBI’s corridor system (reverse repo). A number of policy actions
leading to excess liquidity has supported these record low financing costs over the last year.
Namely, the Bank carried out a 100bp cut of the cash reserve ratio (CRR) last year, lowering it
to 3% - a record low not seen since the 60’s-70’s. The corridor rate system was also trimmed
down by 115bp.
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The cuts were asymmetric with the floor rate being lowered to 3.35%, relative to the 4%
policy rate and the 4.25% upper target -the marginal standing facility (MSF). Amid the current
second wave of infections, the RBI has also announced explicit QE purchases for the first time
in history, a programme comprising government bond financing of INR1 trillion in Q2. This is
different from the typical non-calendar use of open market operations, as it signals an
unconditional commitment to support government issuance and low back-end interest rates.
In a recent unscheduled announcement, the RBI also introduced a set of new measures to
enhance liquidity conditions. Among the initiatives, the Bank implemented a new loan facility
for emergency health credit via the reverse repo window; a new long-term repo operation
targeted at small banks; relaxed the ceiling rules for government advanced facilities and
allowed banks to use countercyclical buffers to adjust for the expected rise in non-performing
assets.

Improved liquidity conditions takes financing costs to record-low levels

However, with the exchange-rate pinned as a fundamental tool to manage outsized inflation
pressures, the RBI hasn’t been shy about intervening in the FX market via dollar swaps,
suppressing the downward dynamics in the rupee. The potential damage to the economic
outlook from a weaker currency is of major proportions, as the risk of rising import prices
leading to a rampant inflation rate could force the RBI to abandon its current growth-
supporting policy stance and, instead, begin a quicker cycle of monetary tightening.

“The solid monetary response to the uncontrolled pandemic hit might have 
shielded the currency from a further deterioration in investor sentiment, but 

the reduced carry appeal under the ample monetary expansion favoured
capital outflows nevertheless.” 
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The risks are particularly concerning in the current environment of rising commodity prices,
foreign inflation, adverse demand and supply dynamics and a further increase in global rates.
Considering the all-time high FX reserves in the RBI’s vaults, we believe any cycle of INR
weakness will be largely met with strong FX intervention going forward.

Strong FX reserves opens the gate for life-saving FX intervention

Crucially, the shift from a calendar-based guidance by the RBI firmed expectations of a
smooth and calibrated tightening of the monetary stance. The CRR hike of 0.5 percentage
points in March, half of what was expected, was an indication of this. In light of a wider
output gap in Q2 and into Q3, a more patient pace of policy normalisation is likely looking
ahead. Expectations of a protracted recovery phase and a soft unwinding of stimulus tools
leads us to believe the road to a significant rupee appreciation this year is also limited.
During the initial stages of the recovery, we believe the RBI will keep intervening in FX
markets, but this time to lean against rupee appreciation past the pre-pandemic levels. This
would allow the Indian recovery to take advantage of the rising cycle of global trade. Risks to
this view are plentiful, however, with a potentially large wave of inflation in foreign markets
potentially steepening the inflation trajectory in India during the recovery, and thus speeding
up the RBI’s policy normalisation timeline.

The RBI’s relatively optimistic macro projections at present add downside risks to a generally
positive position in front-end rates. The Bank foresees a moderate hit to aggregate demand
compared to last year as containment measures are more targeted and consumers and
businesses are better adapted.
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Disclaimer

This information has been prepared by Monex Europe Limited, an execution-only service provider. The material
is for general information purposes only, and does not take into account your personal circumstances or
objectives. Nothing in this material is, or should be considered to be, financial, investment or other advice on
which reliance should be placed. No representation or warranty is given as to the accuracy or completeness of
this information. No opinion given in the material constitutes a recommendation by Monex Europe Limited or
the author that any particular transaction or investment strategy is suitable for any specific person. The
material has not been prepared in accordance with legal requirements designed to promote the independence
of investment research, it is not subject to any prohibition on dealing ahead of the dissemination of investment
research and as such is considered to be a marketing communication.

High frequency data is mixed amid the new surge in infections, with disruption in
manufacturing being limited while services take the brunt. The RBI expects that the fall in
economic activity in Q2 could be largely erased in Q3, but risks to this forecast are tilted
substantially to the downside with the bleak evolution of the pandemic in the country. The
governor noted that the inflation trajectory going forward is little changed from the latest
assessment, with headline inflation peaking at 5.2% in Q2 and moderating to the 4.4%-5.1%
range in the second half of the current fiscal year. We expect the Bank will adjust rising back-
end rates for at least the first half of FY22, while allowing for an upward trend by the end of
2021 to cope with higher global rates as long as the domestic recovery is ongoing. Risks to
this view are tilted to the downside as a potential third wave of infections in Q3 looms
ahead.

With the RBI in charge of providing ample liquidity while keeping currency imbalances under
control, risks to the INR outlook hang on the evolution of the pandemic and a slow-going
vaccination campaign. Political risks are also a source of concern, as the long-lasting
governance by Narendra Modi, who until just recently was seen as the most powerful and
popular prime minister in decades, faces harsh criticism on the back of negligent pandemic
management.

Overall, the currency outlook does not reflect the size of the health crisis 
dominating the country, as a generous degree of monetary 

accommodation is in place, while the RBI has capacity to shore up the 
rupee should any further waves of depreciation arise. 
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