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Reading the OIS
curve signal

By crunching spreads, is the market expecting a rapid
reversal after the hiking cycle?
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Narrowing alley

1-year, 5-year G-sec and OIS rates
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As lead indicators go, the overnight indexed swap® (OIS) is a handy one. And market mavens seem to have
acquitted themselves with their rate calls of late. But more on that later.

Cut to now, and what does the ‘bull-flattening’ of the OIS curve since mid-June indicate?

It shows the market is betting the Reserve Bank of India (RBI) could cut rates faster than expected once it is done
with the rate hikes.

While that may seem a stretch at present given the many moving parts, it's worth noting that the ascent of the OIS
rates since the beginning of this year was prescient. It showed traders expected the RBI to hike the repo rate faster
than communicated.

A bull-flattening of the curve leads to long-term rates falling faster. On the other hand, a bear-flattening underlines
expectations of further tightening, which causes short-term rates to rise faster than long-term ones. Either way,
there is convergence of the short- and long-term rates.

Since the beginning of March — in the lead-up to the off-cycle Monetary Policy Committee (MPC) meet in May —
the 1-year OIS rate had jumped ~70 basis points (bps), while the 5-year onshore OIS rate rose ~86 bps.

Then on May 4, the MPC hiked the repo rate by 40 bps to 4.40%.
While this was dubbed a ‘surprise move’, the OIS market was, well, ahead of the curve.

Thereafter, too, and through June, OIS rates have stayed elevated, indicating the market is factoring in more, and
quicker, repo rate hikes.

On cue, June saw another 50 bps hike in the repo rate to 4.90%. So what gives?

‘OIS is an interest rate derivative contract in which two entities (say, banks) agree to swap/exchange a fixed interest rate payment versus a
floating interest rate payment on a notional principal amount during the tenure of the contract. The interest rate swap is one of the main interest
rate derivative products traded in India, as is the forward rate agreement (FRA)
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Too much, too soon?

OIS maturity July June May April March February January | December
VEE)) 27, 2022 30, 2022 31, 2022 29, 2022 31, 2022 28, 2022 31, 2022 31, 2022
0.5

5.87% 5.69% 5.44% 4.41% 4.07% 3.99% 4.09% 4.04%
1 6.26% 6.35% 6.21% 5.05% 4.48% 4.32% 4.49% 4.35%
2 6.31% 6.78% 6.76% 5.99% 5.13% 4.93% 5.11% 4.92%

FRA (in months)
6x12 6.65% 7.01% 6.99% 5.69% 4.89% 4.65% 4.89% 4.66%
12x24 6.36% 7.21% 7.31% 6.93% 5.79% 5.54% 5.74% 5.49%

The table depicts changes in OIS rates and how the market foresaw OIS forward rates this year. Source: CRISIL Research

The market frenzy in April — after the RBI set a hawkish tone in the month’s MPC meet though it did not touch the
policy rate — is apparent from these figures.

The RBI eventually did hike the rate in May, after keeping it steady for 11 consecutive sessions, as it became clear
that the Russia-Ukraine war was incessantly fuelling inflation pressures across the world.

Consequently, OIS rates rose, with the market indicating a “terminal policy rate” of 7.31% as of May 31, 2022.

Lately, however, there has been a backslide, as is evident from the FRA rate on July 18, 2022. The market seems
to have dialled back expectations of the terminal policy rate to 6.36%.

The curve see-saw

Spread between

Spread between
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OIS rates sec yields
Jan 31, 2022 4.47% 5.76% 1.29% 4.43% 6.03% 1.59%
Feb 28, 2022 4.33% 5.85% 1.52% 4.40% 6.04% 1.64%
Mar 31, 2022 4.49% 6.07% 1.58% 4.32% 6.09% 1.77%
Apr 29, 2022 5.05% 6.73% 1.68% 5.08% 6.66% 1.58%
May 31,2022 6.19% 7.10% 0.91% 6.01% 7.21% 1.20%
Jun 30, 2022 6.34% 6.88% 0.54% 6.20% 7.25% 1.05%
Jul 27, 2022 6.26% 6.41% 0.15% 6.32% 7.12% 0.81%

The table above shows the steepening and flattening phases of the OIS curve. Source: CRISIL Research

The OIS curve was bear-flattened to 91 bps after the off-cycle rate hike in May, from a steep 168 bps following
introduction of the Standing Deposit Facility (SDF) rate as the new policy floor in April. The impact was, however,
muted in the G-sec market.

But with US recession fears gaining ground, the curve was bull-flattened in July, with the 5-year OIS rate easing
much more than the 1-year.

In the G-sec market, yields have expectedly moved in the same direction as the OIS rate, albeit to a lesser extent.
That could be because yields have had to grapple with demand and supply dynamics as well as liquidity, apart
from interest rate hikes.
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Summing up

OIS rates in India have proved to be a good bet in anticipating rate hikes and are a good reflection of the inflation
situation, ahead of the bond market.

But central banks may run the risk of aggressive tightening, given that current inflationary pressures are still a
supply-led phenomenon.

The US government bond yield curve between 2- and 10-year has inverted 13 basis points in July. Such inversions
often portend recession, which could cause rates to slide earlier and faster.

The RBI revised its CPI forecast for this fiscal to 6.70% from 5.70% in April.

Assuming it is successful in taming the price rise, there is a case for the repo rate to settle between 6.25% and
6.75% — and then hope that the base effect kicks in next fiscal.

Perhaps this is the reason — along with rising fears of recession — there has been a big fall in OIS rates.

While one could surmise at this juncture that the OIS rates are hinting at faster repo-rate cuts once the hiking cycle
is over, the RBI has the onerous task of balancing its mandate of price stability while facilitating growth.

And therein lies the rub.
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About CRISIL Limited
CRISIL is a leading, agile and innovative global analytics company driven by its mission of making markets function better.

It is India’s foremost provider of ratings, data, research, analytics and solutions, with a strong track record of growth, culture of
innovation and global footprint.

It has delivered independent opinions, actionable insights, and efficient solutions to over 100,000 customers.

It is majority owned by S&P Global Inc, a leading provider of transparent and independent ratings, benchmarks, analytics and
data to the capital and commodity markets worldwide.

About CRISIL Research

CRISIL Research is India's largest independent integrated research house. We provide insights, opinion and analysis on the
Indian economy, industry, capital markets and companies. We also conduct training programs to financial sector professionals on
a wide array of technical issues. We are India's most credible provider of economy and industry research. Our industry research
covers 86 sectors and is known for its rich insights and perspectives. Our analysis is supported by inputs from our large network
sources, including industry experts, industry associations and trade channels. We play a key role in India's fixed income markets.
We are the largest provider of valuation of fixed income securities to the mutual fund, insurance and banking industries in the
country. We are also the sole provider of debt and hybrid indices to India's mutual fund and life insurance industries. We pioneered
independent equity research in India, and are today the country's largest independent equity research house. Our defining trait is
the ability to convert information and data into expert judgments and forecasts with complete objectivity. We leverage our deep
understanding of the macro-economy and our extensive sector coverage to provide unique insights on micro-macro and cross-
sectoral linkages. Our talent pool comprises economists, sector experts, company analysts and information management
specialists.
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