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India's Yield Curve: A Case for
Term Spread Compression

The Indian bond market is presenting a compelling puzzle: an
unusually high term spread between long-term yields and the
repo rate. Our analysis suggests this disconnect is an anomaly
poised to correct. This note details the key drivers - RBI's pro-
growth agenda, improved fiscal credibility, pending global
tailwind and India’s sovereign credit rating upgrade that support
a bullish outlook on long-duration bonds. Read on to understand
why we believe the yield curve is set to flatten.
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India’s Yield Curve: A Case for Term Spread Compression

Background

The G-sec yield curve in India has shifted upward following the last two RBI Monetary Policy
Committee (MPC) meetings, driven by shifting policy signals.

e Jun'25 MPC: A larger-than-expected 50 bps repo rate cut, but market was surprised
by change in policy stance from accommodative to neutral.

e Aug'25 MPC: The MPC announced a hawkish pause, setting the bar for future rate
cuts higher.

This policy uncertainty has directly impacted bond yields. The RBI's data-dependent
approach means future rate cuts hinge on two key factors:

e Inflation Trajectory: The RBI has revised down its inflation forecast for FY26 by 60
bps to 3.1%. However, inflation is projected to rise above the RBI’s medium-term
target of 4% by Q1 FY27.

e Economic Growth: The RBI remains positive on growth. Any future rate cut would be
contingent upon growth weakening and inflation remaining supportive.

In essence, the market is grappling with the uncertainty of future policy easing, leading o
an upward pressure on bond yields.

India’s G-sec Yield Curve
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Since May’25, 3yr and above G-sec yields have risen by 20-40 bps. Long tenure (30/40yr)

bond yields have seen a larger increase of >35 bps. 1yr G-sec yield has fallen by 5 bps since
May’25 end largely on account of surplus liquidity in the banking system.
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Term spread has widened post last two MPC meetings

Historical trend of India’s repo rate and 10yr yield
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India’s 10yr yield vs. repo rate spread (bps)
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Repo Spread (bps)

23Y Median: 83 bps

Current: 96 bps
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YEARS

The median spread
between India’s 10yr G-
sec yield and repo rate
over last 23 years has
been 83 bps.

If we exclude two periods
of 2009-2010 (post GFC-
crisis) and 2020-2022
(Covid), the median
spread narrows to 66 bps.

Compared to this historical
term spread, the current
spread is 96 bps which is
on a higher side and could
compress from current
levels.

This compression in spread
is likely o be achieved
through a fall in 10yr yield
rather than a rise in repo
rate as interest rate cycle
is expected to remain on a
long pause considering the
medium-term growth-
inflation dynamics.

Apart from mean reversion discussed above, why we think India commands a lower term

spread today.

e RBI’s pro-growth approach - The RBI's goal is to revive credit growth (currently in
single digit) and boost the economy. To achieve this, it has cut the repo rate by 100
bps since Feb’25 and injected large amounts of liquidity. A high ferm spread works
against these efforts by keeping long-term borrowing costs high, thus hindering the
fransmission of policy actions to the economy. To ensure its pro-growth policies are
effective, the RBI would be averse to maintaining such a high term spread.
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Monthly Debt FPI Flows (Rs cr)
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Fiscal Credibility - The government's strong commitment to fiscal consolidation
provides a solid foundation for lower long-term vyields. By consistently working to
reduce the fiscal deficit and offering a credible roadmap for debt management, the
government has reduced the risk associated with future borrowing. The current high
term spread is therefore inconsistent with this improved fiscal credibility, suggesting
it should narrow to reflect the more favourable and stable fiscal environment.

Global Tailwind - As weaker US economic data emerges over the coming quarters;
it could likely compel the US Fed to begin cutting interest rates (market expects 85-
90% probability of rate cut in Sep’25 FOMC meeting). This would cause US bond yields
to fall, making the relative yield on Indian bonds far more attractive to international
investors. These foreign flows are expected to return to India’s bond market, pushing
down long-term yields and thereby helping to narrow the term spread.

India’s Sovereign Rating Upgrade - S&P Global Ratings has upgraded India’s
sovereign credit rating to ‘BBB’ from ‘BBB-’, the first such upgrade in 18 years. This is
a strong vote of confidence in India’s economic resilience and fiscal management.
This development is particularly significant for foreign flows. The rating upgrade
makes Indian government bonds more atftractive to a wider base of foreign
institutional investors, including those with investment mandates tied to specific
credit rating thresholds.

e India’s sovereign rating

source of demand that
could put downward
pressure on long-term
yields.
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India’s 30yr vs. 10yr yield spread (bps)
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Out Take:

The current steepness of India's yield curve is a clear outlier from its historical tfrend, creating
a notable disconnect between market pricing and underlying fundamentals. With a pro-
growth RBI having already front-loaded rate cuts, and the government maintaining strong
fiscal discipline, the domestic environment is increasingly supportive of lower long-term
yields. This is expected to be further reinforced by a global tailwind of potential Fed rate
cuts and India’s sovereign credit rating upgrade by S&P. We believe these factors will
compel a mean reversion, leading to a flatter yield curve through fall in long-duration bond
yields.

It is noteworthy that the fundamental context for falling yields has evolved significantly. A
year ago, this was considered a secular view as the RBI had not begun its monetary easing
cycle. Today, after having front-loaded a significant 100 bps of repo rate cut and repo rate
likely nearing its terminal rate, the scope for further yield compression has become more
limited, positioning this as a tactical rather than a long-term secular view.

Risks to our View:

e Domestic inflation surprise could force a hawkish RBI pivot, widening the spread.
¢ Unexpected fiscal slippage could increase bond supply, pushing up long-term yields.
¢ A hawkish Fed could trigger foreign capital outflows, pressuring domestic yields.
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Disclaimer

This communication is being sent by the Investment Advisory Group of HSL IA., registered under
SEBI (Investment Advisors) Regulations, 2013 under the Registration number INAOO0011538.

This note has been prepared exclusively for the benefit and internal use of the recipient and does not
carry any right of reproduction or disclosure. Neither this note nor any of its contents maybe used
for any other purpose without the prior written consent of HSL IA, Investment Advisory Group (HSL
IA). In preparing this note, we have relied upon and assumed, without any independent verification,
accuracy and completeness of all information available in public domain or from sources considered
reliable. This note contains certain assumptions and views, which HSL IA considers reasonable at
this point in time, and which are subject to change. Computations adopted in this note are indicative
and are based on current market prices and general market sentiment. No representation or
warranty is given by HSL IA as to the achievement or reasonableness or completeness of any idea
and/or assumptions. This note does not purport to contain all the information that the recipient may
require. Recipients should not construe any of the confents herein as advice relating fo business,
financial, legal, taxation, or other matters and they are advised fo consult their own business,
financial, legal, taxation and other experts / advisors concerning the company regarding the
appropriateness of investing in any securities or investment strategies discussed or recommended
in this note and should understand that statements regarding future prospects may not be realized.
It may be noted that investments in equity and equity-related securities involve a degree of risk and
investors should not invest any funds unless they can afford to take the risk of losing their investment.
Investors are advised tfo undertake necessary due diligence before making an investment decision.
For making an investment decision, investors must rely on their own examination of the Company
including the risks involved. Investors should note that income from investment in such securities, if
any, may fluctuate and that each security’s price or value may rise or fall. Accordingly, investors may
receive back less than originally invested. Neither HSL IA nor any of its employees shall be liable for
any direct, indirect, special, incidental, consequential, punitive, or exemplary damages, including lost
profits arising in any way from the information contained in this material. This note does not
constitute an offer for sale, or an invitation to subscribe for, or purchase equity shares or other assets
or securities of the company and the information contained herein shall not form the basis of any
contract. It is also not meant to be or fo constitute any offer for any fransaction. HSL IA and its
affiliates, officers, directors, key managerial persons and employees, including persons involved in
the preparation or issuance of this material may from fime fo time, have long or short positions in,
and buy or sell the securities thereof, of company (ies) mentioned herein. HSL IA may at any time
solicit or provide commercial banking, credif, advisory or other services to the issuer of any security
referred to herein. Accordingly, information may be available to HSL IA, which is not reflected in this
material, and HSL IA may have acted upon or used the information prior to, orimmediately following
its publication.

HSL IA neither guarantees nor makes any representations or warranties, express or implied, with
respect to the fairness, correctness, accuracy, adequacy, reasonableness, viability for any particular
purpose or completeness of the information and opinions. Further, HSL IA disclaims all liability in
relation to use of data or information used in this report which is sourced from third parties.

Please note that HDFC Securities has a proprietary trading desk. This desk maintains an arm’s length
distance with the HSL IA tfeam and all its activities are segregated from HSL IA activities. The
proprietary desk operates independently, potentially leading to investment decisions that may
deviate from research views.

HDFC Tru is the Investment Advisory arm of HDFC Securities Ltd; SEBI Registration No: INA0O00011538.
Website: www.hdfc-tru.com, Email: fru@hdfcsec.com, Phone: +91 9930203944



r- el ADFC | D
[ | H DFC TI‘U l--l securities | = ’_J';f.'-
HONESTY | EXPERTISE Powering India’s Investments

HDFC securities Limited, I Think Techno Campus, Building - B, "Alpha", Office Floor 8, Near
Kanjurmarg Station, Opp. Crompton Greaves, Kanjurmarg (East), Mumbai 400 042 Phone: (022) 3075
3400 Fax: (022) 2496 5066

Compliance Officer: Murli V Karkera Email: complianceofficer@hdfcsec.com Phone: (022) 3045 3600

For grievance redressal contact Customer Care Team Email: customercare@hdfcsec.com Phone:
(022) 3901 9400

HDFC Securities Limited, SEBI Reg. No.: NSE, BSE, MSEI, MCX: INZ000186937; AMFI Reg. No. ARN:
13549; PFRDA Reg. No. POP: 11092018; IRDA Corporate Agent License No.: CAO062; SEBI Research
Analyst Reg. No.. INHO00002475; SEBI Investment Adviser Reg. No.. INAO0O0011538; CIN -
U67120MH2000PLC152193

Investment in securities market is subject fo market risks. Read all the related documents carefully
before investing.

Mutual Fund Investments are subject fo market risk. Please read the offer and scheme related
documents carefully before investing.

Registration granted by SEBI, membership of BASL (in case of IAs) and certification from NISM in
no way guarantee performance of the intermediary or provide any assurance of refurns fo investors.

This information is for educational/information purposes only.
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