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The August MPC meeting assumed its importance amid last two consecutive months of elevated
inflation prints that were above RBI’'s own expectations as well as above the six-percent threshold.

Naturally, bond market participants were a bit nervous about the RBI's perspective on the same and
suitable policy response in the meeting.

As widely expected, the MPC decided to keep the policy rates unchanged for the seventh straight
MPC meeting as the MPC remained focused on supporting the “nascent and hesitant recovery”.

However, their decision to keep the monetary policy stance as “accommodative” was voted 5-1 as
against a unanimous voting in the June MPC meeting. This perhaps suggests that some members
are getting a bit concerned on India’s evolving growth-inflation dynamic.

The MPC raised their FY22 inflation forecast from 5.1% in June to 5.6% in August considering the
recent spike in Q1FY22 CPI prints and firmer global commodity prices. The RBI, along with several
other DM central banks, has been “behind the curve” as far as inflation forecasts are concerned. The
RBI is pinning hope that arrival of kharif harvest should ease pressure on food prices in Q3FY22.

On growth, the MPC has observed normalization of broader economic activities based on several
high-frequency indicators. The MPC remains confident that increase in pace of vaccination and
further progress of monsoon in the country will have positive impact on consumption going forward.
As a result, the RBI has maintained its FY22 real GDP growth target at 9.5%.

In order to address current liquidity overhang, the RBI has announced a gradual increase in the
quantum of fortnightly Variable Rate Reverse Repo (VRRR) auctions starting Aug 13, 2021 to take it
to Rs. 4 trillion by Sep 24, 2021. However, the Governor was clear that this should not be misread as
reversal of the accommodative policy stance.

What does this mean for the bond market?

Bond market participants have welcomed the MPC’s pragmatic views on the economy and their
continued focus on the revival of economic growth despite recent inflation due to “transitory factors”.

Government finances are in surprisingly good shape despite the second wave and its economic
impact. Government cash position is bolstered by better-than-expected tax collections in Q4FY21 and
Q1FY22 and sharp reduction in expenditure. Based on that, bond market doesn’t expect government
borrowing to overshoot in FY22, at least as of now. This is a positive sign, in our view.

However, government bond yield curve has steepened in the last month as market participants may
have begun to factor in the potential withdrawal from the easy accommodative policy by Q4FY22.

Government bond auctions have faced a little bit of push back from the market participants lately.
This can be seen from the amount of devolvement of sovereign bond auctions to Primary Dealers. As
aresult, the sovereign yield curve has steepened on the long end. We believe this does not reflect any
lack of appetite for sovereign bond yields but a mismatch in rates expectations. It will be interesting
to see how RBI's GSAP 2.0 will be able to influence the market sentiment going forward amid sharp
decline in 10- and 30-year UST yields lately.
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Credit spreads have continued to tighten in FY22. This is mainly due to higher demand for quality
assets and lack of commensurate supply from issuers amid ongoing deleveraging exercise by
Corporate India. We expect credit spreads to remain tight until supply situation improves going
forward. However, the improvement in supply of quality assets, in turn, is linked to improvement in
demand outlook and capacity utilization rates — which continue to trend lower in recent months.

What should bond investors do?

We have been highlighting the fact that FY22 was going to be a tough year for the bond market and
that investors should brace for low, single-digit return in FY22. A cursory look at the median YTD
returns of various fixed income categories suggests the same outcome.

That said, the steepness in the AAA CPSE yield curve is quite alluring for patient investors and should
be taken advantage of in our view. For example, YTM of BHARAT Bond ETF - April 2023 at ~4.50%
and BHARAT Bond ETF - April 2025 at ~5.55% as on Aug 4, 2021 suggests that bond market is
expecting 2-year AAA CPSE break-even yield to be close to 6.5% two years (2x2) from now, suggesting
that the Repo Rate may be closer to 6% by April 2023.

Similarly, five-year AAA CPSE break-even yield to be close to 8% four years (5x4) from now.

These break-even levels suggest a higher-than-expected path of policy rate normalization based on
the existing macro-economic landscape and the RBI's dovish monetary policy stance, in our view.

Based on all these, we suggest patient investors with investment horizon of at least two years to
focus on passively-managed fixed income funds having residual maturity between five and 10 years
with underlying investments in sovereign and AAA-rated assets.

These passively-managed funds will not only provide investors with relatively better risk-adjusted
returns in the current environment but may also protect them from the vagaries of interest rates down
the road, in our opinion.
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Bharat Bond ETF - 2025

The product is suitable for investors who are seeking Riskometer

* Income over the target maturity period B

+ An open-ended Target Maturity Exchange Traded Bond Fund that seeks to track *
the returns provided by NIFTY Bharat Bond Index - April 2025 a‘

Investors understand that their

*Investors should consult their financial advisers if in doubt about whether the
principal will be at Moderate risk

product is suitable for them

Bharat Bond ETF - 2030

The product is suitable for investors who are seeking Riskometer

* Income over the target maturity period
» An open-ended Target Maturity Exchange Traded Bond Fund that seeks to track

the returns provided by NIFTY Bharat Bond Index - April 2030

*Investors should consult their financial advisers if in doubt about whether the Investors understand that their
product is suitable for them principal will be at Moderate risk

BHARAT Bond ETF 2031

The product is suitable for investors who are seeking Riskometer

* Income over the target maturity period
» An open-ended Target Maturity Exchange Traded Bond Fund that seeks to track

the returns provided by NIFTY Bharat Bond Index - April 2031

*Investors should consult their financial advisers if in doubt about whether the Investors understand that their
product is suitable for them principal will be at Moderate risk

BHARAT Bond ETF - 2023

The product is suitable for investors who are seeking Riskometer
» Income over the target maturity period. o T
* An open-ended Target Maturity Exchange Traded Bond Fund that seeks to track {:’ ¥
the returns provided by NIFTY Bharat Bond Index - April 2023 t ."e
[ eowen

Investors understand that their

*Investors should consult their financial advisers if in doubt about whether the
principal will be at Moderate risk

product is suitable for them

For more details, please visit www.edelweissmf.com and www.bharatbond.in.
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Disclaimer

The information provided above is for information purpose only and do not construe to be any investment, legal or taxation
advice or solicitation of business in schemes of Edelweiss Mutual Fund. Please note that Edelweiss Asset Management
Limited (Investment Manager of Edelweiss Mutual Fund) / Edelweiss Trusteeship Company Limited (Trustee Company) /
Edelweiss Financial Services Limited (Sponsor of Edelweiss Mutual Fund) or any of its Associate Company will not be liable
in any manner for the consequence of any action taken by you on the information contained herein. Please note that the
proposed Schemes and their features are awaiting SEBI approval and may undergo changes accordingly. Please consult your
Financial / Investment Adviser before making any investment decision. Neither Sponsor / AMC/ Trustee Company and its
associates nor Edelweiss Mutual Fund or any person connected with it, accepts any liability arising from the use of this
information. Utmost care has been exercised while preparing the document, and Sponsor /AMC /Trustee Company and its
associates or Edelweiss Mutual Fund does not warrant the completeness or accuracy of the information and disclaims all
liabilities, losses and damages arising out of the use of this information.

MUTUAL FUND INVESTMENTS ARE SUBJECT TO MARKET RISKS, READ ALL SCHEME RELATED DOCUMENTS
CAREFULLY.



