
Bond Index Funds: 

Rewarding Debt, Not Discipline

Bond indices often assign weights to their underlying instruments by their indebtedness. This creates a structural flaw

that many investors may overlook. Read more about its consequences on Slide 6 of the May’26 Monthly Market Review.
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• Snapshot – Mid/small caps outperformed in May on domestic DII support; Nifty 50 closed the month down -1.7% under sustained FPI selling pressure.

• Asset Class Views – Overweight domestic equity (mid/small caps) and duration; global rate and commodity volatility warrants selective, quality-focused positioning.

• The Hidden Risks of Bond Indices – Debt-weighted bond indices systematically overweight leveraged sectors and lower-quality credit, amplify duration and procyclical 

risk, yet offer liquidity advantages; alternatives and hybrid approaches are emerging globally and in India.

• India – Equity Market – Microcaps (+3.0%) and midcaps (+2.6%) led the month while the Nifty 50 (-1.7%) lagged, confirming a structural FPI-DII divergence across 

capitalisations.

• India – Equity Market (Sectoral) – Metals and Pharma outperformed on global commodity tailwinds; IT and FMCG continued de-rating amid US macro headwinds and 

sluggish domestic demand.

• India – Equity Market (Valuation) – Large caps trade near fair value; Defence and Capital Markets sectors appear stretched while IT, FMCG, and Consumption offer 

contrarian value potential.

• India – Debt Markets – Bond yields have softened from recent highs but remain above six-month levels amid elevated borrowing and global rate pressures.

• India – Macroeconomic Data – GDP at 7.8%, PMI at 55, and strong auto sales confirm macro resilience; the rupee at 95.06 and softening POL demand reflect geopolitical 

oil-shock pass-through.

• US – Equity Market – Nasdaq returned 41.2% over 1 year on AI-led earnings strength; S&P 500 resilience near all-time highs despite 4.8% Treasury yields signals elevated 

risk appetite.

• US – Key Macroeconomic Updates – Inflation at 3.8%, a historic 8-4 FOMC dissent, and front-end yields above the Fed Funds rate collectively signal rising policy 

uncertainty and rate-hike tail risk.

• US – Debt Market & Global Commodities – Brent crude fell 31% as the Hormuz Strait reopens; gold, silver, and base metals rose amid currency and industrial demand 

tailwinds; BDI surged 21%.

• Global Equity Markets – Japan's Nikkei led globally (+74.7% 1Y) on structural governance reforms; India's extended underperformance vs peers increasingly looks like a 

contrarian opportunity.

• Asset Class Returns Summary – A diversified portfolio in domestic equities and duration bonds is well-positioned for FY27 with tailwinds from rate cuts, consumption 

recovery, and commodity disinflation.
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The Credit Quality Gap: Debt-Weighted vs. Market Cap. Weighted within (S&P500) The Sector Exposure Gap: Debt-Weighted vs. Market Cap-Weighted

The Hidden Risks of Bond Indices

Source: Appleton Partners, Bloomberg, S&P, and Moody's, using the SSGA SPDR S&P 500 ETF Trust as the S&P 500 proxy, with ratings as of November 28, 2023. Source: Appleton Partners, Bloomberg, S&P, and Moody's, using the SSGA SPDR S&P 500 ETF Trust as the S&P 500 proxy, with ratings as of November 28, 2023.

• Credit quality gap: Weighting by debt outstanding allocates 2.1% to AAA vs. 14.8% under market-cap weighting, and 5.4% to AA vs. 21.9%, a structural two-notch quality 

downgrade invisibly embedded in passive bond portfolios that prudent investors should be aware of. 

• Sector distortion: Financials command 72.7% of debt-weighted sector exposure vs. 7.2% when market-cap weighted. Likewise, Technology drops from 47.8% to 5.5%. This is 

called the “Bums Problem”: when the most indebted instruments attract the greatest passive inflows regardless of repayment capacity or creditworthiness.

• Procyclical feedback loop: More debt issued → higher index weight → greater passive inflows. This deepens exposure as credit quality deteriorates. Some Eurozone sovereign 

bond indices gained index weight at peak leverage ahead of near-default, compelling passive investors to amplify losses at the worst point in the credit cycle.

• Some arguments in favor of debt-weighting indices say that debt-weighted indices offers unmatched market liquidity, scalability, and self-rebalancing efficiency. Additionally, 

institutional allocators face binding capacity constraints with fundamental alternatives.

• In India, debt-weighted by default: NIFTY Corporate Bond, Banking & PSU, and G-Sec indices weight by outstanding market value, concentrating duration in high-issuance PSU 

issuers (NHAI, REC, PFC) at decade-high real yields of ~4.0%+. On the opposite spectrum, Invesco India Nifty G-Sec Fund’s hybrid liquidity-plus-outstanding weighting marks 

early domestic adaptation, and more optionality for investors. 



Indian - Equity Market 
1 Month Returns 1 Year Returns 3 Year Returns

• Microcap (+3.0%) and midcap (+2.6%) indices outpaced the Nifty 50 (-1.7%) in May, driven by DII-led rotation into domestic-oriented broader market themes at the expense of 

FPI-dominated large-cap stocks.

• The Nifty's -3.8% 1-year CAGR reflects sustained FPI selling pressure, over $6B in April 2026 outflows alone, amplified by the Hormuz-driven oil spike, rupee depreciation, and 

elevated import costs.

• The 3-year return differential (Microcap +25.6% CAGR vs Nifty +9.5%) illustrates a structural bifurcation: domestically-driven themes (defence, capex, consumption) outpaced FII-

centric blue chips by 16 percentage points.

• Q4 FY26 earnings show median profit growth of ~21.5% YoY across 3,181 stocks, providing support to broader market valuations even as large-cap EPS growth moderated.

• FPI positioning in India is at multi-year underweight levels, a contrarian signal; any geopolitical normalisation or currency stabilisation could catalyse a sharp re-rating rally in 

Nifty 50 large-cap stocks.



Indian - Equity Market (Sectoral)
1 Month Returns 1 Year Returns 3 Year Returns

• Metals led all sectors (+4.7% in May, +46.2% 1-year CAGR), driven by China's infrastructure stimulus, India's domestic capex spending, and global supply constraints, a sustained 

supercycle, not merely a tactical bounce.

• Nifty IT's -17.6% 1-year return is the worst sectoral performance, reflecting AI-driven pricing compression, US enterprise IT budget tightening, and margin compression at key 

export realisation levels.

• Nifty FMCG's -22.1% 1-year CAGR marks a prolonged valuation reset, elevated input costs, sluggish rural demand during the oil inflation shock, and historically high PE multiples 

driving persistent de-rating.

• PSU-linked sectors (Metals, CPSE, PSU Banks) dominate the 3-year CAGR leaderboard (26-32%), reflecting structural re-rating on improved governance, generous dividend 

policies, and sustained government capex beneficiary status.

• Private banks' underperformance (-3.9% in May, +5.4% over 3 years) despite healthy NII growth suggests markets are pricing medium-term risks: NIM compression, credit cost 

normalization, and NBFC asset quality concerns.



Indian Equity Market (Valuation)
Valuation: Broader Market Indices Valuation: Sectoral Indices

• Large-cap indices (Nifty 50 PE: 20.3x; Nifty 100 PE: 20.1x) trade slightly below 5-year average PEs of ~21-22x, indicating fair-to-slightly-attractive valuations, a measured entry 

opportunity for long-horizon investors.

• Nifty Smallcap 250's current PE of 33.7x significantly exceeds its 5-year average of 26.1x, a stretched valuation premium vulnerable to sentiment shifts or liquidity withdrawal, 

which could trigger sharp mean-reversion.

• Nifty IT at 19.8x PE vs a 5-year average of 26.3x appears deeply discounted historically, but the gap reflects structural earnings headwinds; re-rating requires a clear catalyst, BFSI 

tech spending recovery or AI monetisation.

• Defence (PE 55.7x vs 5Y avg 37.8x) and Capital Markets (PE 48.2x vs 5Y avg 35.8x) carry the most elevated valuations, sustainable only if order books remain intact; any execution 

shortfall risks sharp de-rating.

• FMCG (PE 34.0x vs avg 38.9x) and Consumption (PE 36.2x vs avg 39.0x) are trading below historical averages, a contrarian entry signal contingent on India's rural demand 

recovery and wage growth acceleration in H2 FY27.



India - Debt Markets
10 Year G-Sec MovementDebt Market Indicators

• The 10Y G-Sec declined from a May peak of 7.12% to 6.99%, a 13bps easing driven by receding headline inflation, RBI's hold at 5.25%, and initial normalisation of Brent crude 

from its Hormuz-crisis highs.

• All maturities remain significantly elevated vs 6 months ago (10Y: 6.99% vs 6.53%), tracking global rate pressures, India's Rs.17.2T gross borrowing programme, and residual 

geopolitical risk premia in long-end bonds.

• AAA corporate bond spreads remain tight (~80-90bps over G-Secs), indicating strong credit demand and limited system-level stress; however, spread widening risk is elevated if 

a global risk-off episode intensifies.

• The call rate at 5.29% (above the 5.25% repo rate) signals persistent liquidity tightness; if RBI resumes easing in H2 FY27, both short and long-duration bond portfolios stand to 

benefit significantly from carry and capital gains.



India - Macroeconomic Data 
Data Snapshot Consumption Indicators

• GDP at 7.8% reaffirms India's position as the fastest-growing major economy, underpinned by government capex, financial sector strength, and manufacturing revival, providing 

a constructive macro backdrop for domestic equities.

• Passenger car sales (+26.7% YoY ex-UVs) and two-wheeler sales (+28.4% YoY) in April 2026 reflect broad-based discretionary demand recovery; strong mass-market two-

wheeler volumes signal rural and semi-urban income stabilisation.

• POL consumption's -4.6% YoY decline reflects demand destruction at the Hormuz-driven fuel price peak, a temporary anomaly; as Brent crude normalises, fuel demand should 

sharply revert, supporting petro-logistics activity.

• Personal loan growth (+16.2% YoY) and retail payment volumes (+15.8% YoY) signal a healthy credit cycle; however, rising household leverage warrants monitoring, especially as 

unsecured NBFC NPAs begin to inch higher.

• The rupee at 95.01 represents substantial depreciation, compressing real household purchasing power, raising manufacturing input costs, and contributing to imported inflation 

in processed goods and electronics segments.

(Source : NGEN) 



US - Equity Market 

Trailing Returns Strong earnings growth has more than compensated for high borrowing costs

• Nasdaq's 41.2% 1-year CAGR validates sustained AI mega-cap dominance: Nvidia, Microsoft, Meta, and Alphabet continue to drive earnings upgrades that consistently outpace 

rising borrowing costs.

• The S&P 500 is up ~20% since end-2024 despite 10Y Treasury yields at 4.8% and a US-Israel strike on Iran (Feb 28), institutional conviction and earnings resilience have 

consistently dominated macro headwinds.

• Dow Jones (+20.7% 1Y) vs Nasdaq (+41.2% 1Y) divergence highlights concentrated market breadth, the AI-driven tech rally powers headline performance, with value and cyclical 

sectors meaningfully lagging the mega-caps.

• 10Y Treasury yields at 4.8% historically pressure equity multiples; the S&P 500 holding near highs implies either strong confidence in durable earnings growth or a compression 

of equity risk premium that may prove unsustainable.

• The Fed's historic 8-4 dissent at April FOMC signals growing policy divergence, with three officials rejecting an easing bias, a resumed hiking cycle is a meaningful tail risk if the 

May CPI (June 10) surprises upward.



US - Key Macroeconomic Updates 
Data Snapshot

Bond Traders Signal Looming Fed Hiking Cycle, As Front-end yields remain well above current policy rate

• US inflation at 3.8% remains above the 2% target, driven by energy spillovers from the Hormuz crisis; with Brent now down 31%, a disinflation tailwind of 50-70bps in CPI is 

anticipated over the next 2-3 months.

• The DXY at 99.18 below the key 100 level marks a notable dollar softening, a second-order tailwind for EM currencies (INR may find a floor), and potential re-pricing of USD-

denominated commodities and global capital flows.

• The US trade deficit of ~$60B/month (imports $381B vs exports $321B) reflects structural consumption strength but signals rising fiscal vulnerability, context for sovereign credit 

concerns and sustained 10Y yields above 4.5%.

• Unemployment at 4.3% is trending gradually higher from its 2023 lows, a slowly cooling labour market that reduces urgency for pre-emptive Fed action; sub-100K payrolls 

would sharply shift the calculus toward rate cuts.

• Critical chart signal: US 2Y yields remaining elevated above the Fed Funds rate historically precedes either a Fed hiking cycle or risk-off repricing; bond traders are pricing policy 

risk, not imminent easing, at current levels.

(Source : NGEN) 



• Brent crude's 31% monthly decline is the defining macro event, as the Iran <> US conflict enters a period of uneasy 

ceasefire, supply normalisation creates a direct disinflationary impact of ~0.3-0.5% on US CPI and improves India's 

trade deficit outlook.

• Gold's divergence, flat in USD (-0.13%) but up 5.77% in INR, precisely captures ~6% rupee depreciation; Indian gold 

fund investors benefited from a currency windfall, underscoring the value of FX overlay in cross-asset allocations.

• Silver's surge (+11.39% INR, +5.28% USD) reflects dual demand: accelerating solar and EV adoption driving 

industrial offtake, and safe-haven buying during geopolitical resolution, making silver a structurally compelling 

energy transition commodity.

• The Baltic Dry Index rising 20.75% is a high-conviction leading indicator of global trade recovery; sharp BDI moves 

historically precede 2-3 month improvements in global manufacturing PMIs and corporate earnings revisions.

• The US 10Y yield peaked at 4.67% in mid-May before declining to 4.45%, driven by falling energy prices and 

improving inflation expectations; if sustained, this trajectory provides a more supportive backdrop for equity 

multiples globally.

US - Debt Market & Global Commodities
US RatesGlobal Commodities US 10 Year Bond Yield - May



Global Equity Markets
Global Indices

• Japan's Nikkei delivered +74.7% 1-year and +26.8% 3-year CAGR, the clear global leader, driven by structural corporate governance reforms, yen-driven export competitiveness, 

and broad foreign capital rotation into Japanese equities.

• The Hang Seng's -2.3% monthly return and muted multi-year performance reflect persistent China headwinds: prolonged property deleveraging, deflationary risk despite 

stimulus, and an ongoing geopolitical discount from US-China tech decoupling.

• Germany's DAX gained 3.3% in May as European markets recovered alongside easing Middle East risk and lower energy costs; however, deindustrialisation risk, weak PMI data, 

and China export dependency cap the medium-term upside.

• Over 3 years, Japan (~+120%) and the US (~+100%) have dramatically outpaced India (~+30%), driven by AI and governance re-ratings; India's relative underperformance 

combined with 7.8% GDP growth looks increasingly like a contrarian reversal opportunity.

• China's ~-20% 3-year return underlines the durability of its structural slowdown, property sector overhang, regulatory risk, and Western capital decoupling are entrenched 

headwinds; tactical bounces on stimulus are likely but the re-rating remains elusive.



Asset Class Returns Snapshot



Thank You!

AMFI Registered Mutual Fund Distributor

ARN No. 258099

Type of Registration- Non-Individual

Disclaimer

In this material, Unien Capital has used information that is publicly available, including information developed in-house. Information gathered and used in this material is believed to be from reliable sources. The 

Company however does not warrant the accuracy, reasonableness and / or completeness of any information. The above data/ statistics are given only for illustration purpose. The recipient(s) before acting on any 

information herein should make his/ their own investigation and seek appropriate professional advice. This is a generic update; it shall not constitute any offer to sell or solicitation of an offer. The data/ statistics are 

given to explain general market trends in the securities market and should not be construed as any research report/ recommendation. We have included statements/ opinions/recommendations in this document 

which contain words or phrases such as “will”, “expect”, “should”, “believe” and similar expressions or variations of such expressions that are “forward looking statements”. Actual results may differ materially from 

those suggested by the forward looking statements due to risks or uncertainties associated with our expectations with respect to, but not limited to, exposure to market risks, general economic and political 

conditions in India and other countries globally, which have an impact on our services and/ or investments, the monetary and interest policies of India, inflation, deflation, unanticipated turbulence in interest rates, 

foreign exchange rates, equity prices or other rates or prices etc.

Mutual Fund investments are subject to market risks, read all scheme related documents carefully.

APMI Registered PMS Distributor

APRN No. 04857

Type of Registration- Non-Individual
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