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Inflation Indexed Bonds-A Perspective

Overview:
Inflation Indexed Bonds
(1IBs) are financial

instruments that provide
protection against
inflation by adjusting the
principal and interest
payments in line with the
prevailing inflation rate.
They are designed to
help investors preserve
the purchasing power of
their investments in times
of rising prices. 11Bs work
by linking their returns to
an inflation index, such as
the Consumer Price Index
CIO & Fund Manager (CPI). The principal value

Modulus AIternatwe_s_ of the bond is adjusted
Investment Managers Limited periodically based on
changes in the inflation index. This means that as inflation
rises, the principal value of the bond increases, and vice
versa. The interest payments on [IBs also adjust with
inflation. The coupon rate, which is the fixed interest rate
paid by the bond, is typically lower than that of traditional
bonds. However, the interest payments increase with
inflation, ensuring that the real return on investment
remains stable.
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Key benefits:
[IBs offer several benefits to investors:

(i) They provide a hedge against inflation, which is
particularly important for long-term investments. By
preserving the purchasing power of the investment,
[IBs help investors maintain their standard of living
and protect their savings from erosion due to rising
prices. Secondly, |IBs offer a predictable stream of
income. Since the principal and interest payments
are adjusted for inflation, investors can expect a
relatively stable real return over the bond’s maturity

(ii) Furthermore, IIBs provide diversification

opportunities for investors’ portfolios. They
are considered relatively low-risk investments
compared to other assets, as their returns are
linked to a well-established inflation index. This
makes [IBs attractive to risk-averse investors
seeking capital preservation.

From a government's perspective, issuing |IBs
allows them to raise funds while managing
inflationary pressures. By linking the bond returns
to inflation, governments can ensure that the cost
of borrowing remains in line with the prevailing
economic conditions. It also helps reduce the real
burden of debt in times of rising prices
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Drawbacks:
There are some considerations to keep in mind when
investing in 1I1Bs:
(i) The market for lIBs may be less liquid compared to
traditional bonds. This means that it could be more

challenging to buy or sell 1IBs at desired prices,
especially during times of market volatility

(i) Additionally, investors should carefully assess the
inflation index used to calculate the returns on
[IBs. Different countries may use different inflation
indices, and the reliability and accuracy of these
indices can vary. It's crucial to have confidence in
the inflation measurement methodology to make
informed investment decisions

History of lIBs:

The history of inflation-indexed bonds can be traced back
to the 1970s when various countries, including the United
States and the United Kingdom, started exploring ways
to protect investors from the erosive effects of inflation.
Here’s a brief overview of the history of inflation-indexed
bonds:

United States - 1981: The United States Treasury
issued its first inflation-indexed bond, known as Treasury
Inflation-Protected Securities (TIPS). These bonds
provided investors with protection against inflation by
adjusting both the principal and interest payments based
on changes in the Consumer Price Index (CPI).

1997: TIPS were introduced as a regular part of the
U.S. Treasury’s borrowing program. They became
popular among investors looking for inflation hedges and
diversification in their portfolios.

United Kingdom- 1981: The United Kingdom issued its
first inflation-linked government bond, called Index-Linked
Gilts. These bonds were linked to the Retail Price Index
(RPI) and provided investors with protection against
inflation.

1998: The United Kingdom introduced a new series of
inflation-linked government bonds, known as Index-Linked
Gilts 2005. These bonds were linked to the RPI, and their
issuance continued over subsequent years.

Other Countries: Canada, Australia, and Sweden were
among the early adopters of inflation-indexed bonds,
introducing their respective versions in the 1990s and early
2000s. Over time, many other countries around the world,
including France, ltaly, Brazil, and South Africa, have
introduced their own inflation-indexed bond programs.

Its worth noting that the design and specifics of
inflation-indexed bonds can vary across countries. While
most countries link their bonds to widely recognized
inflation indices, such as the CPI, some may use
different measures or adjust the bond returns based on a
combination of factors.

Inflation-indexed bonds have gained popularity as they
provide investors with a means to preserve the purchasing
power of their investments in inflationary environments.
These bonds offer a unique investment option by adjusting
the returns to reflect changes in the cost of living, thus
reducing the inflation risk associated with traditional fixed-




income investments.
Market Size of lIBs:
As of September 2021, the market size of global inflation-
indexed bonds was estimated to be over $3 trillion. The
United States has the largest market for inflation-indexed
bonds, primarily in the form of Treasury Inflation-Protected
Securities (TIPS), which accounted for a significant portion
of the global market. Other major markets for IIBs include
the United Kingdom, Canada, Australia, France, and ltaly.
In recent years, emerging market economies have
also started to issue inflation-indexed bonds to attract
investors looking for protection against inflation. Countries
such as Brazil, South Africa, Mexico, and India have
introduced their own 1IB programs to cater to domestic
and international investor demand.

IIBs in India:

In India, the government introduced Inflation Indexed
Bonds (IIBs) in 2013 as a part of its efforts to provide
investors with a hedge against inflation. These bonds
are issued by the Reserve Bank of India (RBI) on behalf
of the government. The IIBs in India are known as
Inflation Indexed National Saving Securities - Cumulative
(IINSS-C) bonds. They are available to both individual and
institutional investors, including resident individuals, Hindu
Undivided Families (HUFs), trusts, charitable institutions,
and universities. Here are some key features of Inflation
Indexed Bonds in India:

a) Linkage to Consumer Price Index: The returns on
[IBs in India are linked to the Consumer Price Index
for Industrial Workers (CPI-IW). This index measures
the average price changes of a specified basket of
goods and services consumed by industrial workers.

b) Adjustments for Inflation: The principal value
of 1IBs is adjusted based on changes in the CPI-
IW. This means that if inflation rises, the principal
amount of the bond increases, and if inflation falls,
the principal amount decreases.

c) Cumulative Interest: The interest payments on 1IBs
in India are compounded and paid along with the
principal at maturity. The interest rate is fixed and is
applied to the inflation-adjusted principal value

d) Tenure and Maturity: The maturity period of 1IBs
in India is generally 10 years. However, there is an
option for early redemption after the completion of 3
years

e) Minimum Investment: The minimum investment
amount for 1IBs in India is set by the government
and can vary from time to time. Retail investors
can participate with a lower minimum investment
compared to institutional investors

f) Tax Treatment: The interest income earned on lIBs
is taxable as per the income tax slab of the investor.
However, the principal value adjustment due to
inflation is tax-free

I's important to note that the availability of Inflation
Indexed Bonds in India may vary over time, as the
government periodically announces the issuance of
these bonds based on market conditions and its funding
requirements. Investors interested in 1IBs should stay
updated with the announcements and guidelines issued
by the RBI and the government. Overall, 1IBs in India
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provide investors with an opportunity to safeguard their
investments against inflation and earn a real rate of return.
They offer a useful investment avenue for individuals and
institutions concerned about preserving the purchasing
power of their savings in the face of rising prices.

Indian Government Initiatives:

The Indian government has taken several initiatives to
promote and facilitate the issuance of inflation-indexed
bonds (IIBs) in India. Here are some key initiatives and
developments:

(i) Introduction ofInflation Indexed National Saving
Securities (IINSS): In 2013, the government
launched the IINSS-C bonds, which are inflation-
indexed bonds issued on behalf of the government
by the Reserve Bank of India (RBI). These bonds
provide investors with protection against inflation
by adjusting the principal and interest payments
based on changes in the Consumer Price Index for
Industrial Workers (CPI-IW).

(i) Regular Issuance: The government has been
periodically issuing IIBs to meet the demand from
investors. These issuances are typically conducted
through auctions, providing an opportunity for
individuals, institutional investors, and other
entities to participate.

Flexibility in Maturity Periods: The government
has introduced flexibility in the maturity periods
of lIBs. While the standard maturity period is 10
years, the government has provided an option for
early redemption after the completion of 3 years.
Retail Participation: The government has
encouraged retail investor participation in [IBs by
setting lower minimum investment amounts for
retail investors compared to institutional investors.
This has helped widen the investor base for 11Bs
and increased accessibility for individual investors.
(v) Tax Benefits: The government has provided
certain tax benefits for 1IBs. The interest income
earned on lIBs is taxable as per the income tax slab
of the investor, but the principal value adjustment
due to inflation is tax-free

Awareness Campaigns: The government, through
the RBI and other institutions, has conducted
awareness campaigns and educational initiatives
to increase awareness and understanding of [IBs
among investors. These efforts aim to promote
the benefits of investing in inflation-protected
instruments and enhance investor confidence.

(iii)

(iv)
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Future of Inflation Indexed Bonds in India:
Several key drivers can contribute to the growth of inflation-
indexed bonds (lIBs) in India. These drivers can influence
investor demand and the government’s issuance of 1IBs.
Here are some key drivers for the growth of 1IBs in India:
(i) Inflation Concerns: |Inflation is a significant
concern for investors and savers, as it erodes the
purchasing power of their investments. Higher
inflation expectations can drive demand for 1IBs,
as investors seek instruments that offer protection
against rising prices.
(ii) Investor Protection: IIBs provide a hedge against
inflation, offering investors protection for their




(iii)

(iv)

(v)

(vi)

principal and returns. As awareness about the
benefits of inflation-protected investments grows,
investors may increasingly turn to 11Bs to safeguard
their savings.

Diversification and Risk Management: IIBs
can serve as a diversification tool in investors’
portfolios. By including IIBs, investors can manage
their risk exposure to inflation and reduce the
impact of rising prices on their overall investment
returns.

Government Commitment: The commitment
of the Indian government to provide inflation-
protected investment options is a crucial driver
for the growth of 1IBs. Continued issuance and
promotion of IIBs demonstrate the government’s
dedication to investor protection and meeting the
demand for inflation-indexed instruments.
Monetary Policy and Interest Rates: The
monetary policy stance and interest rate
environment can influence the attractiveness of
[IBs. When interest rates are low, [IBs may become
more appealing to investors seeking better real
returns and inflation protection.

Market Development and Awareness: The
development of the 1B market in terms of liquidity,
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trading volumes, and market infrastructure can
positively impact its growth. Alongside this,
awareness campaigns and investor education
initiatives can play a vital role in increasing
understanding and interest in [IBs among investors.

(vii) Regulatory Framework: A supportive regulatory
framework that facilitates the issuance, trading,
and settlement of lIBs can encourage market
participants and contribute to the growth of these
bonds.

These drivers, combined with favourable economic
conditions and investor sentiment, can contribute to
the growth of 1IBs in India. However, it's important to
note that the growth of 1IBs is subject to various market
dynamics and can evolve over time based on factors such
as government policies, market conditions, and investor
preferences.

In conclusion, Inflation Indexed Bonds offer a valuable
investment option for individuals and institutions seeking
protection against inflation. By linking returns to an inflation
index, 1IBs help investors preserve their purchasing power
and provide a stable income stream. However, investors
should carefully consider the liquidity and inflation
measurement aspects before investing in IIBs.




