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Public debt management 

IntroduCtIon

the size and method of financing the Government’s budgetary deficit 
have an important bearing on prudential macroeconomic management, 
in general, and monetary management, in particular. this is because 
fiscal imbalances in the long run engender serious consequences for 
macroeconomic stability, which became strikingly evident in the events 
leading to the balance of payments (BoP) crisis in India in 1991. all along, 
the reserve Bank, which has been entrusted under its statute1 with the 
internal debt management of the Government, has been co-ordinating 
closely with the ministry of finance in formulating and implementing 
the latter’s annual market borrowing programme, appraising the Central 
Government from time to time of its concerns over the building up of 
unsustainable fiscal imbalances and monetisation of budget deficits via 
the reserve Bank accommodation and other related developments as well 
as issues impacting on internal public debt management. these features 
of the pre-crisis period have been brought out succinctly in the chapter, 
monetary-fiscal Interface, which covers the developments from 1981–82 
to 1988–89.2

 1. In terms of section 21 of the reserve Bank of India (rBI) act, 1934, the reserve Bank 
is vested with the responsibility of the management of the public debt and issue of 
new loans of the central government and that of the state governments by virtue of 
agreements entered into with them under section 21a.

 2. reverting to the 1980s, the reserve Bank’s role was basically one of debt manager to 
the central government (as also to the state governments). moreover, the internal debt 
management policy followed was a passive one due to various reasons. more important 

contd...
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Passive to active Debt ManageMent

the financial system until the 1980s was devoid of market orientation and 
was subjected to tight regulations relating mainly to portfolio choices by 
institutions, instruments and their pricing. the policy was to offer low 
coupon rates on government securities in order to keep government 
borrowing costs down. More or less the same situation prevailed till the 
1990s in respect of the bond market as well. in this restrictive environment, 
the fundamental debt management functions discharged by the Reserve 
bank in the capacity of agent of the government remained passive and 
monotonous, with the government’s demand for borrowed funds being 
met from a captive group of investors. the Reserve bank was a participant 
in absorbing the marketed debt not subscribed by others and the supply 
was at non-market-related interest rates, which at times translated into 
negative real rates of return. consequently, money and government 
securities markets hardly gained vibrancy. the Reserve bank’s monetary 
management was also constrained by the practice of automatic monetisation 
of government budget deficits at a fixed and below the market rate of 4.6 
per cent in the form of placement of ad hoc 91-day treasury bills, which 
had been in vogue since the mid-1950s.

the adoption of an active internal debt management policy assumed 
significance from the early 1990s with the launch of the financial sector 
reforms that ushered in a market-oriented system. this new direction also 
opened more vistas for monetary management. However, the impetus 
for the reform had been provided much earlier by the report of the 
committee to review the working of the monetary system (chairman: 
Prof sukhamoy chakravarty)3 which strongly recommended that the 
borrowing requirements of the government should be financed from the 
open market by evolving a market-clearing interest rate mechanism. this 
was expected to reduce the extent of debt monetisation. the actual thrust 

of these were, the absence of any definite limit on excessive automatic monetisation 
of the central government’s fiscal deficit, low coupon rates offered on government 
securities and the gilt-edged market being dominated by institutional investors, who 
were required to mandatorily invest a portion of their resources in government and 
other approved securities. all these circumstances severely inhibited the development 
of a secondary market in the government securities and thereby the conduct of active 
open market operations by the Reserve bank. More importantly, in such a milieu, the 
effectiveness of monetary and credit policy became attenuated. these, among others, 
form the subject matter of the previous link chapter 3: Monetary-Fiscal interface.

 3. Refer to appendix 4.1.

concld.



649Public Debt ManageMent

for activating the government bond market in the reform era came from 
the report of the committee on the financial system (Chairman: shri m. 
narasimham). these developments have been covered subsequently in 
this chapter.

the debt management function was traditionally performed by the 
secretary’s department in the reserve Bank since its inception. With a view 
to strengthening internal debt management, evolving policy options and 
issuing guidelines for trading in government securities, the reserve Bank 
set up an Internal debt management Cell (IdmC) within the secretary’s 
department in april 1992. this was carved into a distinct entity in october 
1992. Initiating the steps for the formation of the cell, the Governor, shri 
s. venkitaramanan, envisioned that it would attend exclusively to internal 
debt management and operations, consisting of open market operations 
(omos), market borrowings, state governments’ ways and means advances 
(Wma) and related matters. It devoted attention to evolving an active role 
in internal debt management operations, devising new policy instruments 
and shoring up delivery capabilities to facilitate the development of a 
dynamic and efficient government securities market.4

the reserve Bank, in co-ordination with the Central Government, 
initiated several reforms in quick succession in the government securities 
market from 1992 to 1997. the reform process comprised active 
policymaking, strengthening of the institutional infrastructure, setting-
up of dedicated clearing and settlement systems, expansion of trading, 
diversification of market participants and instruments, consolidation 
of a transparent regulatory system, implementation of state-of-the-art 
technology and enactment of enabling market-related legislation, rules and 
procedures.5 special mention may be made of the introduction of auction-
based sale of 91-day treasury Bills and auctions for dated government 
securities. the market practically had to be groomed and nurtured during 
this period by having dialogues with treasury managers, periodic meetings 
and workshops. these paved the way for the development of government 
bond market that enabled the reserve Bank to progressively move away 
from direct instruments, namely, cash reserve ratio (Crr) and refinancing 
facilities, to indirect market-based instruments like omos, interest rates 
and other liquidity management techniques, including the repos. In 
consonance with this path-breaking policy shift, reserve requirements 

 4. the IdmC was converted into a full-fledged department in may, 2003.

 5. a reference may be made to annex I to this chapter.
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were scaled down in a calibrated manner. Greater reliance was placed on 
evolving an integrated and active internal debt management policy. In this 
regard, a far-reaching event was a gradual increase in the interest rates of 
government securities to a level closer to market-determined rates and also 
a lowering of their maturity profile.

the long-term objective was to facilitate the emergence of a market-
based yield curve. since the secondary market was slow to develop in the 
initial stages, the term structure of primary market yields through auctions 
served as the yield curve. state government loans were floated first during 
a financial year that set the 10-year benchmark and auction-based central 
government debt during the rest of the year set the primary yield curve. 
Later, with the secondary market yield gradually emerging, the primary 
yield curve was adjusted taking into account the secondary market trades, 
before the secondary market acquired the necessary depth and was able to 
eventually provide a genuine market-based yield curve.

Perhaps the most defining event in public debt management was the 
phasing out of automatic monetisation of the budget deficit (the first 
supplemental agreement of september 1994) and the discontinuation 
of ad hoc treasury Bills (the second supplemental agreement of march 
1997). this imparted an element of discipline in budgetary finances and 
strengthened the effectiveness of monetary policy. the manoeuvrability 
of the reserve Bank in managing the public debt consistent with its 
monetary policy got a boost with these supplemental agreements with 
the Government. the overdraft regulation scheme in operation since 
the mid-1980s in the case of the state governments served, in a way, as a 
model for related practices for the Central Government, though stoppage 
of payments by the reserve Bank for the Central Government was not 
envisaged for practical reasons.

CHaPter outLIne

under a long-standing arrangement, the reserve Bank and the ministry 
of finance conduct an annual dialogue on the monetary projections and 
the overall market borrowing programme of the Central Government, 
state governments and government-guaranteed institutions as part of the 
exercise for preparation of the union Budget for the ensuing financial year. 
against this backdrop, the section that follows flags various policy matters 
that were suggested by the reserve Bank in the correspondence exchanged 
from time to time. Besides, there were other important topics and events 
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that occupied the centre stage during this period, which are narrated in the 
following order:

(i) discontinuation of the issue of ad hoc treasury Bills in a phased 
manner, which paved the way for the Central Government to meet 
its borrowings through market-based instruments.

(ii) major developments in the reserve Bank’s internal debt 
management policy and operations with special reference to 
instruments and institutional growth.

(iii) Progress in fiscal consolidation and the reserve Bank’s interest 
in organising its debt management and monetary management 
functions in a co-ordinated and integrated manner.

(iv) significant developments in the government securities market 
which strengthened and supported internal debt management 
policies and operations.

(v) an insight into policymaking aspects on select issues, viz., 
consolidated sinking fund (Csf), sovereign bond issue, and 
foreign institutional investors’ (fIIs) investments in government 
securities. 

(vi) special features of the borrowing programme of the state 
governments.

(vii) Concluding observations.

formuLatIon of annuaL market BorroWInG  
ProGramme

every year, either in december or at the beginning of January, the reserve 
Bank and the ministry of finance engage in consultations (in the form 
of letters and personal discussions) on the monetary projections and the 
Government’s market borrowing programme for the coming fiscal year to 
arrive at an acceptable level of budget deficit and determine the stance of 
fiscal and monetary policies to be pursued during the year. this process 
of co-ordination and exchange of views enables formulation of integrated 
and mutually supportive monetary and debt management policies. Besides, 
this dialogue helps the reserve Bank firm up a number of macroeconomic 
projections for the following year on a consistent basis. more significantly, 
after the adoption of financial sector reforms in 1991–92, it provided 
the reserve Bank with the opportunity to apprise the Government of its 
views and suggestions on a wide range of topics concerning internal debt 
management strategies, such as, strengthening the government securities 
market, coupon rates, maturity pattern of dated securities, introduction 
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of long-dated treasury Bills on auction basis, funding of treasury Bills 
and automatic monetisation of budget deficit through the issue of ad hoc 
treasury Bills. Policy issues relating to internal debt management closely 
linked with monetary and credit policy, also gained importance. 

the keynote of each year’s projected borrowing programme varied 
in both content and emphasis depending on the behaviour of the 
macroeconomic fundamentals and economic policy priorities, viz., 
restraining pressure on prices and reducing the budget deficit (1990–91 
and 1991–92); activating the internal debt management policy and 
modernising the financial sector (1992–93); reducing gross fiscal deficit 
(Gfd) and controlling strong liquidity growth emanating from inflow of 
foreign capital (1993–94); phased elimination of automatic monetisation 
of budget deficit (1994–95); and follow-up measures consequent to the 
abolition of ad hoc treasury Bills to bridge the budget deficit (1996–97).

except for the years 1993–94, 1995–96 and 1996–97, the actual 
borrowings (net) were lower than the borrowings projected by the reserve 
Bank (table 15.1). However, this hypothesis is only of academic interest 
because soon after the reserve Bank communicates its market borrowing 
projections to the Government for the ensuing year, the Governor of 
the reserve Bank invariably follows this up with discussions with the 
officials of the finance ministry as part of the overall budget formulation 
exercise. at this meeting, the estimated budget deficit, rBI credit to the 
Government and the quantum of market borrowing by the Centre and 
states during the ensuing year are firmed up after discussions for inclusion 
in the union Budget. In others words, in every probability, the preliminary 
figures forecasted by the reserve Bank for market borrowing (in its letter) 
undergo revision as an outcome of the pre-budget confabulations.6

market BorroWInG ProGramme for 1989–90

Concerns Over Emerging Macroeconomic Trends

the letter dated January 7, 1989 from the Governor to the finance 
secretary conveyed the perceptions of the reserve Bank stemming from 
the monetary exercise for the year 1989–90, which were symptomatic of a 
deepening crisis.

 6. In terms of a long-established practice, after the regular Budget is presented in Parliament 
(by convention, in the last week of february), the union finance minister addresses the 
meeting of the directors of the Central Board of the reserve Bank of India, which is 
mostly convened in new delhi.
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taBLe 15.1

Market Borrowings of the Central and State Governments:  
Projections and Actuals

(` crore) 

 1989–90 1990–91 1991–92 1992–93

overall market Borrowing 12,200 12,925 14,125 12,000 
Programme as projected by rBI

market Borrowing (Gross) 10,599 11,558 12,284 17,690 

market Borrowing (net) 9,654 10,570 10,865 11,932

excess over projected estimate –2,546 –2,355 –3,260 –68

  1993–94 1994–95 1995–96 1996–97

overall market Borrowing 7,500 33,030@ 30,150# 31,300 
Programme as projected by rBI 

market Borrowing (Gross) 54,533 43,231 46,783 42,688 

market Borrowing (net) 32,164 25,197 32,721 32,892

excess over projected estimate 24,664 –7,833 2,571 1,592

 Notes: @: the earlier rBI estimate was ` 9,650 crore in dated securities and ` 10,000 crore in 
91/364-day treasury Bills.

  #: the earlier rBI recommendation was ` 23,700 crore.

  table 15.1 represents the market borrowings of the central and state governments, local 
authorities and institutions sponsored by central and state governments. 

 Source: reserve Bank of India, Annual Report; Report on Currency and Finance, various  
issues. 

the reserve Bank had earlier agreed on a target of m
3
 growth in  

1988–89 of 16.3 per cent, taking into consideration the overhang of primary 
liquidity. But the m

3
 increase in 1988–89 (up to december 16, 1988) had 

touched 11.8 per cent and the annual overall increase was expected to be 
at the targeted level. meanwhile, the reserve Bank was concerned that 
the net Bank credit to the Central Government had already increased by  
` 9,065 crore as against ̀  6,628 crore in the previous year and the indications 
were that even the budget document figure of ` 7,484 crore could well be 
breached. additionally, policymakers in the reserve Bank had to contend 
with the fact that the overhang of reserve money creation in the past had 
still to work itself out. the rate of growth in the economy in 1989–90 even 
under the most favourable circumstances was not expected to be higher 
than 5.0 per cent and it was recognised that measures would have to be 
initiated to moderate the rate of inflation. Given this bleak scenario, the 
reserve Bank opted for m

3
 expansion target of 15.0 per cent in 1989–90.
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In order to contain the m
3
 expansion at 15.0 per cent, the reserve 

Bank posited that it would be desirable to limit the increase in net Bank 
credit to the Central Government in 1989–90 to ` 8,200 crore, of which the 
budgetary deficit was to be ` 7,000 crore (as compared with the budgeted 
amount of ` 7,484 crore in 1988–89) and the balance ` 1,200 crore was to 
be bridged by way of reserve Bank support to the borrowing programme. 
Within these overall parameters, the reserve Bank suggested that the total 
market borrowing programme should not exceed ̀  12,200 crore, i.e., ̀  479 
crore more than the limit for the previous year. the Bank indicated:

…would recommend that once the allocations are agreed to at the 
start of the year ad hoc increases should not be made during the 
course of the year. this policy has worked well so far in 1988–89 
and … would strongly advocate its continuation next year.

market BorroWInG ProGramme for 1990–91

Primacy for Inflation Control 

taking into account primarily the prevailing and emerging trends in 
national income growth and broad money/money supply (m

3
)

 
expansion 

in 1990–91, bank deposits and non-food credit, the Governor, shri r.n. 
malhotra, in his letter dated february 8, 1990 to the finance ministry, 
postulated that the overall market borrowing programme for the Central 
Government in 1990–91 could be ` 12,925 crore, of which the share of 
the Centre was ` 7,400 crore. further, given the trends in money supply 
growth and inflationary pressures and the need to contain monetised 
deficit, the reserve Bank advised that it did not propose to provide 
support to the market borrowing programme in 1990–91 and as such the 
entire ‘permissible’ increase in the reserve Bank credit to the Government 
should be shown as budget deficit. the Governor added that the overall 
budget deficit could be progressively reduced to zero and the longer-term 
resource needs of the Government met through a mutually agreed Wma 
from the reserve Bank and treasury Bills raised from the market by 1993–94. 
thus, the seeds for discontinuing the automatic monetisation of budget 
deficit were sown in the early 1990s, but it became a reality much later in 
1997–98, after the financial markets became vibrant with the launching of 
the financial sector reforms.

the Centre’s gross market borrowings of ` 8,989 crore comprised 
cash subscriptions of ` 8,531 crore and conversion of maturing loans  
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` 458 crore. In respect of the state governments, there were no maturing 
loans in 1990–91. the reserve Bank’s initial subscription to central 
government loans during 1990–91 formed 49.3 per cent of the total loans 
floated, as compared with its initial subscription of 60.4 per cent of the 
total in the previous year. during the year, the Central Government 
issued to the reserve Bank special securities worth ` 30,220 crore, of 
which ` 30,000 crore were towards funding ad hoc treasury Bills. the 
funding of ad hoc treasury Bills was last undertaken in 1987–88 for  
` 17,500 crore. 

market BorroWInG ProGramme for 1991–92

Emphasis on Moderating the Central Government’s Budget Deficit

Consistent with the expected growth in bank deposits and non-food credit, 
the reserve Bank predicated that the increase in net rBI credit to the Central 
Government should not exceed ̀  8,000 crore. on this analogy, the Centre’s 
budget deficit in 1991–92 was placed at 1.4 per cent of gross domestic 
product (GdP) at current market prices. the overall market borrowing in 
1991–92 was fixed at ` 14,125 crore. In his letter dated January 8, 1991, the 
Governor, shri s. venkitaramanan, stressed that statutory liquidity ratio 
(sLr) had been increasing sharply in 1990–91; with an unchanged sLr 
in 1991–92, there was ‘no way’ in which the overall market borrowing in 
1991–92 could be higher than that in the previous year; the reserve Bank 
would not provide any support to the market borrowing programme; and 
the entire increase in net rBI credit to the Central Government should be 
indicated as budget deficit in the documents. 

the letter also conveyed the reserve Bank’s perceptions on major policy 
issues relating to public debt management and sought the Government’s 
agreement for initiating measures to activate the government securities 
market as well as internal debt management. It was pointed out that in 
immediate past, the government borrowings other than under the market 
borrowing programme had been increasing rapidly and the effective cost 
of such borrowing, taking into account the fiscal concessions, worked 
out substantially higher than the costs incurred under the annual market 
borrowing programme. the reserve Bank made a strong case for applying 
market-related interest rates on government securities, which would 
reduce the monetisation of the deficit and, ultimately, result in a decline in 
nominal interest rates, viz.:
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extremely high reserve requirements and below market rates 
of interest on the Government’s marketable debt, far from 
improving the resource allocation, cause avoidable distortions. 
this also results in the monetisation of a large part of the 
Government borrowing. It is often argued that higher interest 
rates on Government securities could raise the cost of servicing 
the Government’s internal debt. It needs to be recognised that 
market-related rates on Government securities would widen the 
demand for these securities thereby reducing the monetisation 
of the deficit. eventually, as inflation comes under control there 
would be a reduction in the cost of borrowing as nominal interest 
rates would decline.

further, a number of policy prescriptions were proffered, such 
as removing the cap on interest rate on 182-day treasury Bills, the 
introduction of longer maturity treasury Bills, increase in the discount 
rate on 91-day treasury Bills and an increase in the rate of commission 
on state government flotations. What is important to note is that both 
the reserve Bank and the Government acted in close understanding and 
rapport to activate internal debt management strategy as an adjunct to 
fiscal consolidation and more effective monetary management. 

the net market borrowings by the Central Government were placed at 
` 7,501 crore as against ` 8,001 crore in 1990–91; this reflected the results 
of the concerted efforts to reduce the reliance on market borrowing for 
financing government expenditure. the reserve Bank’s initial subscription 
to the 1991–92 central government loans, however, was 54.1 per cent of 
the gross market borrowings as against 49.3 per cent in the previous year. 
the Central Government issued special securities to the reserve Bank 
against funding of ad hoc treasury Bills to the tune of ` 5,000 crore during 
1991–92.

market BorroWInG ProGramme for 1992–93

Focus on Implementation of Financial Sector Reforms

the strong inflationary potential in the economy and the on-going financial 
sector reforms called for major policy adjustments in directed credit and 
downward revision in the existing statutory reserve prescriptions, based 
on the recommendations of the narasimham Committee.

the reserve Bank’s perceptions and suggestions relating to the 
market borrowing programme for 1992–93 were influenced by the 
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recommendations of the above committee and the need to nip in the 
bud the strong inflationary potential. In his letter dated January 2, 1992 
to the secretary, economic affairs, ministry of finance, the Governor 
cited the following facts: the Centre’s budget deficit in 1991–92 even 
by the third quarter of the year (i.e., up to december 13,1991) was as 
high as ` 17,419 crore as against ` 7,719 crore (Be) for the full financial 
year 1991–92; adherence to the tentative numbers agreed to with the 
International monetary fund (Imf) for 1992–93 (viz., net rBI credit to 
Central Government of ` 6,200 crore and m

3
 expansion of 11.0–12.0 per 

cent); the budget deficit and the market borrowing programme to be in 
conformity with the Government’s primary objective of reducing the Gfd 
from 6.5 per cent of GdP in 1991–92 to 5.0 per cent in 1992–93; and the 
overall market borrowing programme for 1992–93 to take into account 
the recommendations of the narasimham Committee for a decrease in 
sLr on incremental domestic deposit liabilities, from 38.5 per cent to 30.0 
per cent. moreover, the reserve Bank recommended that m

3
 growth in 

1992–93 needed to be contained within 12.0 per cent and the budgetary 
deficit of the Centre (i.e., net rBI credit to the Central Government), not 
to exceed ` 6,200 crore during that year. accordingly, the overall market 
borrowing programme for 1992–93 was determined lower, at ` 12,000 
crore, compared with the actual ` 14,726 crore for 1991–92; of this, the 
share of the Central Government was not to exceed ` 5,000 crore. 

the debt management measures envisaged by the reserve Bank 
included a reduction in sLr on incremental domestic liabilities from 38.5 
per cent to 30.0 per cent during the year, a phased movement to market-
related interest rates on government securities, institutional measures to 
activate a secondary market in government securities and funding of part 
of the existing stock of treasury Bills.

Concerned about the less than satisfactory Gfd position, the Central 
Government from 1991–92 consistently scaled down its market borrowing 
programme. Consequently, net market borrowings were placed lower at  
` 3,670 crore during 1992–93 (` 7,501 crore in 1991–92), while gross 
market borrowings were ` 4,821 crore (` 8,919 crore in 1991–92). as a 
strategy to move towards market-related operations, the reserve Bank, 
on behalf of the Centre, conducted for the first time auctions of dated 
securities. during 1992–93, according to the reserve Bank’s records, net 
market borrowings of the state governments amounted to ` 3,471 crore  
(` 3,364 crore in 1991–92).
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market BorroWInG ProGramme for 1993–94

Reductions in Fiscal Deficit, Reserve Requirements and Development of  
Financial Markets, including the Government Securities Market

the letter from the Governor, dr C. rangarajan, to the secretary, economic 
affairs, ministry of finance, dated January 7, 1993 advised that the market 
borrowing programme for 1993–94 was not to exceed ` 7,500 crore as 
against ` 12,000 crore in 1992–93. In consonance with the proposed 
reduction in the Gfd of the Centre to 4.0 per cent of GdP in 1993–94, the 
projections made by the reserve Bank were to contain the expansion in m

3
 

at 12.0 per cent and the budget deficit of the Centre at ` 4,000 crore. other 
important measures contemplated for the year were reductions in the 
effective sLr and Crr by 2.0 and 1.5 percentage points, respectively, and 
funding of 364-day treasury Bills into dated securities while continuing 
with their auctions. Based on the trends in inflation rate until the middle  
of december 1992, the reserve Bank indicated that monetary policy in 
1993–94 should curb inflationary expectations while promoting growth, 
reduce further the reserve prescriptions and progress towards market-
related interest rates for government borrowing. the central bank 
anticipated that as a result of sLr and Crr reductions, a sizeable release 
of lendable resources to banks would take place, leading to bank credit 
expansion. the internal debt management policy issues identified were: 
increase in the amount of the auction 91-day treasury Bills, reduction 
in the maximum maturity period of dated government securities, review 
of the structure of yield pattern of dated securities, issue of zero coupon 
bonds to minimise interest outgo in the future and development of market 
infrastructure.

a critical component of the financial sector reforms was the large 
reductions to be effected in the incremental reserve requirements of banks. 
apprehending that a sharp reduction might carry serious implications for 
the Government’s borrowing programme, the Governor in his letter dated 
february 3, 1993 conveyed to the Government his ‘great anxiety’ about an 
effective sLr reduction in 1993–94 that was larger than two percentage 
points, at the same time conceding that such a reduction of less than two 
percentage points would affect the ‘credibility’ of a strong financial sector 
reform. the reserve Bank also mooted the idea to the Centre issuing its 
securities partly at controlled rates with an sLr requirement and partly 
at market-determined rates devoid of an sLr requirement, but hastened 
to admit that such a strategy was neither feasible nor conducive to the 
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development of the government securities market, since it was not advisable 
to issue securities with the same risk and maturity at widely varying rates of 
interest. “the choice is to move to market entirely or to mimic the market 
by controlled but realistic rates,” was the perceptive observation of the 
Governor, dr rangarajan. In view of the likely difficulties in adjusting to 
lower borrowing levels, the reserve Bank discerned that the latter course 
(i.e., controlled but realistic rates) was a more feasible proposition, at least 
for 1993–94. In conclusion, the Governor stated that whatever was decided 
on the rate and maturity should be made applicable to all government 
securities and the authorities should not ‘artificially fracture’ the market. 

In this letter, the reserve Bank suggested tapping mutual funds to 
finance the large gap of ` 4,800 crore in the budget. the entire funds 
mobilised by the mutual funds were completely free of any reserve 
requirements. from a prudential viewpoint and as a move towards a level 
playing field, the reserve Bank was in favour of prescribing a liquidity 
requirement in government and other approved securities to the extent of 
5.0 per cent of the monthly net asset value of all mutual funds (including 
that of the unit trust of India [utI]) to be phased in four steps of 1.25 
percentage points each during 1993–94. With the total asset value of all 
mutual funds at around ` 50,000 crore, ` 2,500 crore at the maximum 
was expected to be garnered. at the same time, the reserve Bank clarified 
that the legal position about prescription of a liquidity requirement for 
mutual funds was somewhat ‘hazy’ and, as such, until the reserve Bank 
of India (rBI) act was amended to make the position explicit, it was best 
to set this requirement as a guideline from the reserve Bank as part of 
overall monetary control. securities and exchange Board of India (seBI) 
guidelines were also expected to reinforce this measure. the reserve Bank 
admitted that although introducing a liquidity requirement at a time 
when there was a back-off from sLr for banks might appear somewhat 
embarrassing, this could be projected as part of an expeditious move towards 
a ‘level playing ground’. the letter concluded:

I must stress that in the absence of this measure, the borrowing 
programme for 1993–94 envisaged by the Government cannot be 
successfully implemented. We need to take an early decision on 
this matter to ensure that the liquidity requirements for mutual 
funds are in place early in the financial year 1993–94.

the reserve Bank, after analysing the monetary and banking data 
available until the middle of march 1993, conjectured that the estimate 
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of the resources available for the overall market borrowing programme 
in 1993–94 remained unchanged at ` 7,500 crore, but in the light of the 
Be for 1993–94 it would be necessary to raise from non-captive resources 
a large amount of ` 6,800 crore at market-related rates. In its letter to the 
finance secretary dated march 27, 1993, the reserve Bank emphasised the 
need to explore other avenues for raising such a large amount, including 
re-examination of the earlier suggestion of imposition of a small reserve 
requirement of 5.0 per cent of the net asset value on mutual funds 
(including the utI). In a subsequent letter dated april 20, 1993 to the 
additional secretary (Budget), department of economic affairs, specific 
suggestions were made, namely, issuing in the middle of may 1993 the 
first tranche of state governments’ borrowing programme for ` 1,200 
crore of 10-year duration, limiting the programme of central guaranteed 
institutions to ` 1,270 crore [inclusive of any allocation to the City and 
Industrial development Corporation of maharashtra Ltd (CIdCo)] and 
continuing the 91-day treasury Bill auctions throughout the year 1993–94 
within a ceiling of ` 5,000 crore (outstanding). 

In august 1993, the Government enquired of the reserve Bank about 
the possibility of increasing the market borrowing allocations in 1993–94. 
the latter, in its letter dated september 8, 1993, conceded that the deposit 
growth in the full financial year could be higher than the estimated 
growth of 13.0 per cent (namely, about 15.5 per cent), but expected the 
Government to take strong measures to reduce the budget deficit and 
the automatic monetisation. It was pointed out that despite the higher 
deposit growth in future, banks might not be inclined to invest further 
in government securities as they had already large excess investment over 
and above sLr stipulation. the ‘considered’ advice of the reserve Bank 
was that the borrowing should not be raised merely because monetary 
expansion was higher than that earlier envisaged; since the basic reason 
for such larger expansion was the large budget deficit, the Government 
would soon be required to undertake in the current year a large funding 
operation for 91-day auction treasury Bills and, until this was put 
through, the reserve Bank was not in favour of sizeable enhancement in 
the borrowing programme. “While the overall borrowing programme for 
1993–94, as approved, is well ahead of schedule, it would be best not to 
load the programme with large borrowing till existing commitments are 
successfully completed,” the Governor indicated. the reserve Bank also 
suggested that this matter could be reviewed by the end of october 1993 
after the funding operations. 
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the Be for 1993–94 placed the gross and net market borrowings of 
the Central Government at ` 4,848 crore and ` 3,700 crore, respectively, 
which were marginally higher than the re for 1992–93. a significant 
aspect of the domestic borrowing strategy of the Central Government was 
the increased reliance on the market through the issue of dated securities, 
zero coupon bonds, 91-day auction treasury Bills, 364-day treasury Bills 
and funding of treasury Bills. the reserve Bank’s initial support declined 
to about 9.0 per cent of the gross market borrowings in 1993–94, as against 
45.9 per cent during 1992–93. moreover, the initial subscription by the 
reserve Bank was fully sold off in the secondary market during the year. 
this indicated the increased market absorption of government securities 
following the move towards market-related interest rates. 

market BorroWInG ProGramme for 1994–95

Impact of Strong Accretion to Foreign Exchange Reserves and the Decision  
to Phase Out Automatic Monetisation of Budget Deficit

the Governor, dr C. rangarajan, in his letter dated december 27, 1993 to 
the finance secretary proposed the market borrowing programme (dated 
securities) for 1994–95 at a reduced level of ` 9,650 crore, of which the 
Centre’s share was ̀  3,700 crore (excluding funding of treasury Bills), while 
a further ` 10,000 crore could be raised by the issue of 91-day and 364-day 
treasury Bills. this estimate was considered consistent with a Gfd of 4.5 
per cent of GdP in 1994–95. Perhaps the most important determinant was 
the decision to curtail during the year the automatic monetisation through 
the creation of ad hoc treasury Bills so that auctioned treasury Bills 
formed two-third of the short-term financing of the Government (i.e., up 
to 91 days); at any point during the year, net rBI credit to the Centre was 
not to exceed twice the end-year figure set out as the budgetary estimate 
and any deviation would trigger an increase in the amount of auctioned 
91-day treasury Bills.

the other measures contemplated during the year in accordance 
with the overall monetary projections and borrowing programme 
were: (i) reducing the effective sLr from 33.0 per cent to 30.5 per cent 
in conjunction with other monetary policy measures; (ii) in view of the 
prevailing high level of liquidity, Crr was not to be reduced except as a 
component of any rationalisation without adding to the primary money 
creation; (iii) lengthening the maturity structure of government dated 
securities, continuation of the auction procedure and attempts towards 
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freer interest rates on state government flotations; (iv) funding of treasury 
Bills; and (v) development of market infrastructure. 

While arriving at the figures for market borrowing for 1994–95, the 
reserve Bank provided for a further build-up of liquidity to the extent 
of ` 10,000 crore, over and above the large excess liquidity in 1993–94. 
this perception, along with the contemplated further reduction in sLr in 
1994–95, made the authorities apprehend that sooner or later the smooth 
floatation of the borrowing programme of the state governments could be 
seriously disrupted in 1995–96, if not in 1994–95. under the circumstances, 
the reserve Bank advised that it would be extremely ‘hazardous’ to plan 
on the basis of a continuing and increasingly large excess liquidity, since, 
when it became necessary to quickly turn to non-inflationary level of 
financing of market borrowing, the entire market borrowing programme 
could be in disarray. 

the major source of the large expansion in reserve money (up to 
november 26, 1993) was net rBI credit to the Central Government, 
which increased by ` 11,989 crore as against an increase of ` 9,549 crore 
in the corresponding period of 1992–93. the sizeable accretion of ` 6,111 
crore to the foreign exchange assets of the reserve Bank also contributed 
to the bulge in the growth of reserve money during the financial year. 
this would have been substantial but for a decline of ` 3,353 crore in 
scheduled commercial banks’ (sCBs) borrowings from the reserve Bank 
in the financial year up to november 26, 1993 as against an increase of 
` 345 crore in the comparable period in the previous year. the reserve 
Bank’s understanding was that the strong increase in primary liquidity in  
1993–94 and the substantial unutilised refinance limits of banks could 
trigger an explosive increase in the overall liquidity in the economy at 
very short notice and, as such, the overall monetary situation was very 
‘vulnerable’.

the price trends also pointed to inflationary pressures touching 
double digits. for the reserve Bank, the most disquieting aspect was the 
exceptionally large monetisation of the deficit of the Central Government. 
the budget deficit of the Central Government, after recording a high 
of ` 21,755 crore on august 13, 1993, weakened in the following weeks 
and stood at ` 16,529 crore on december 17, 1993, as against the Be of 
` 4,314 crore for the year. Both the budget deficit and the net rBI credit 
to the Centre would have been even higher but for the extremely good 
response to the market auctions of treasury Bills and dated securities. 
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Quite apart from the large increase in net rBI credit to the Centre, the 
borrowings of the Centre from the market in 1994–95 were estimated at 
an unprecedented ` 26,250 crore (Be of ` 9,700 crore). the reserve Bank 
was, therefore, constrained to point out (in the aforesaid letter): “drastic 
measures would have to be taken early to restore fiscal stability; otherwise, 
the credibility of the financial sector reform measures would be jeopardised 
and the manoeuvrability of monetary policy responses would be severely 
impaired.”

the reserve Bank concluded that within the overall financial policy 
framework, the opening up of the external sector underscored the need 
for mutual consistency between monetary policy and exchange rate policy 
and, accordingly, the objective of monetary policy during 1994–95 should 
be to bring about a perceptible reduction in the excessive primary money 
creation and thereby a reduction in the inflation rate. monetary policy 
was also expected to provide an enabling framework for implementing the 
overall financial sector reforms. the Governor reiterated that appropriate 
fiscal measures were required to be taken to contain net rBI credit to 
Central Government so that monetary policy had enough ‘head room’ to 
support growth of output and that, consistent with the projected growth 
of m

3
 and reserve money in 1994–95, the increase in net rBI credit to the 

Centre was to be contained within ` 5,000 crore. 
Internal debt management was progressively becoming a vital element 

for transmitting monetary policy signals and these instruments needed to 
be further strengthened in 1994–95, the reserve Bank stated in its letter to 
the Government. In particular, attention was to be focused on reducing the 
automatic monetisation of budget deficit if the programme of reduction of 
sLr to an average of 25.0 per cent by 1995–96 was to be meaningful and 
also for the development of a healthy secondary market in government 
securities.

market BorroWInG ProGramme for 1995–96

Onwards to a Cohesive Monetary and Fiscal Policy

In his letter dated december 20, 1994 to the finance secretary, the 
Governor envisioned that the total market borrowing programme for the 
Centre, states and others for 1995–96 could be reduced to ` 30,150 crore 
compared to ` 33,030 crore in 1994–95, of which the share of the Centre 
under all heads was to be ̀  23,700 crore. a further amount of ̀  14,700 crore 
could be raised through medium and long-term loans and ` 5,300 crore by 
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means of short-term loans (i.e., 364-day treasury Bills). the creation of ad 
hoc treasury Bills was not to exceed ` 4,000 crore, in accordance with the 
agreement signed between the reserve Bank and the Central Government 
on september 9, 1994 on phasing out the issue of ad hocs over a three-
year period. the increase in ad hocs was not to exceed ` 6,000 crore for 
more than 10 continuous working days at any time during 1995–96 and, 
if this limit was breached, the reserve Bank would automatically sell fresh 
treasury Bills or dated securities in the market. 

the reserve Bank pointed out that the Centre’s total market 
borrowings in 1993–94 at ` 27,151 crore and in 1994–95 at ` 26,700 
crore were ‘phenomenally’ high compared with the level of ` 8,461 crore 
in 1992–93, and that this quantum jump was made possible due to very 
special features, which resulted in banks and other institutions holding 
very large excess liquidity. due to the large liquidity overhang in the 
economy, there arose a compulsion to contain m

3
 growth in 1995–96 at 

15.5 per cent, and it was felt that it would not be possible to sustain the 
Centre’s borrowing in 1995–96 at the high level of the previous years. on 
this analogy, the reserve Bank recommended a diminution in the Centre’s 
total market borrowing from ` 26,700 crore in 1994–95 to ` 23,700 crore 
in 1995–96. the other important measures contemplated — consistent 
with the overall monetary projections and market borrowing programme 
— were that Crr would not be reduced, the average effective sLr would 
be lowered from 29.5 per cent at the end of march 1995 to 27.5 per cent at 
the end of march 1996, and treasury Bills would continue to be funded as 
a matter of policy with the objective of elongating the maturity structure. 
the reserve Bank decided that against the background of large capital 
inflows during 1994–95 and the resultant explosive growth in net foreign 
assets (nfa), the objective of monetary policy in 1995–96 would be to 
contain reserve money growth and to bring about a significant reduction 
in inflationary pressures. the thrust of the policy was to persevere with 
financial sector reforms. 

sLr holdings of securities by sCBs in excess of the prescribed level 
were estimated at ` 41,000 crore at the end of march 1996. But the reserve 
Bank was not oblivious of the fact that the continued dependence of market 
borrowing on such excess investment made by a few financial institutions 
(fIs) could sooner or later pose a serious problem to the authorities since 
banks and other investors might increasingly explore other outlets for 
lending and investments, in which case it would no longer be possible to 
sustain the level of borrowing achieved in 1993–94 and 1994–95. Based 
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on this assessment, the reserve Bank advised the Government that any 
attempt to keep the Centre’s borrowing programme at a high level could 
lead to an explosive increase in interest rates and that this was one reason 
for scaling down the Centre’s total borrowing programme in 1995–96 to  
` 23,700 crore as against ` 26,700 crore in the previous year. 

the reserve Bank stressed (in the letter to the Government) that fiscal 
and monetary developments in the recent past underscored the need for a 
cohesive fiscal and monetary policy strategy. the basic objective of fiscal 
policy (supported by financial sector reforms and monetary policy) was 
to effect a gradual reduction in the Gfd as also in the monetisation of the 
budget deficit, so as to achieve a sustainable rate of economic growth with 
reasonable price stability. the objective of monetary policy in 1995–96 
was to offset the impact of the persistent large inflow of foreign exchange 
on monetary expansion. the reserve Bank averred that the success of 
monetary policy instruments in containing monetary expansion and 
inflation would largely depend on the fiscal responses, which had a bearing 
on the internal debt management strategy. a number of policy measures 
were suggested to achieve this objective.

first, whereas the Crr limit would not be reduced, it might be 
necessary to increase the Crr rate over certain segments of banks’ liabilities 
to prevent the attenuation of monetary control because of the shift in 
liabilities among the various non-resident deposit schemes. However, if 
the primary monetary expansion turned out to be explosive, the reserve 
Bank would have to raise Crr across the board. second, the overall market 
borrowing programme was becoming increasingly distanced from the sLr 
prescription and, therefore, an even faster reduction in the prescribed 
sLr was considered feasible if the borrowing programme for 1995–96 
took off well in the first half of the year. third, the outstanding 364-day 
treasury Bills at the end of march 1995 could be large and maturing of 
this debt might pose problems for the Government. therefore, the reserve 
Bank considered it prudent to fund a substantial part of these bills into 
dated securities. similarly, it was felt that suitable opportunities should 
be availed of to fund 91-day treasury Bills into dated securities. fourth, 
omos impacted on the profits of the reserve Bank and also raised the 
interest rates, but these costs were reckoned to be unavoidable. In this 
connection, the conversion of non-marketable 4.6 per cent securities into 
marketable high-yielding securities — which the Government had recently 
approved — was expected to facilitate effective omos for overall liquidity 
management. 
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Gross market borrowings (consisting of normal market borrowings, 
other medium and long-term borrowings and borrowings through 364-
day treasury Bills) stood at a high of ` 40,509 crore in 1995–96. despite 
a substantial increase in interest rates on government paper, there was a 
devolvement on the reserve Bank to the tune of 32.8 per cent of gross 
issues. the lower absorption of government securities by the market was 
attributable to a number of reasons, viz., the excess liquidity that was 
present in the banking system in 1994–95 being unavailable in 1995–96, 
lower growth in bank deposits during 1995–96 than in the preceding year, 
a tapering off of commercial banks’ investments owing to larger demand 
for credit in response to buoyant economic activity and large stocks of 
government securities in their investment portfolios in excess of the 
required sLr stipulations. 

In this connection, the reserve Bank’s annual report for 1995–96 
conjectured that the large market borrowing would necessarily keep 
nominal interest rates at a level that would result in very high real rates of 
interest due to the distinctly lower inflation rate. In 1995–96, the reserve 
Bank absorbed a sizeable proportion of the new issues, thus preventing 
a further rise in interest rates although this caused primary liquidity 
creation. up to august 2, 1996, the increase in net rBI credit to the Centre 
in 1996–97 was significantly lower than that in the corresponding period 
of the previous year, largely because of very transient investments in 91-
day tap treasury Bills. 

Government borrowing operations encountered a relatively difficult 
phase during 1995–96, following a large increase in demand for commercial 
credit and perceptibly lower growth in bank deposits. With hardening of 
interest rates, the absorption of government securities by the market was 
weak. there was large devolvement on the reserve Bank. the intra-year 
cap on the issue of ad hoc treasury Bills was exceeded on three occasions 
for extended periods, and the end-of-the-year limit was also surpassed. due 
to relatively tight conditions in the money market, the gross amount raised 
under 364-day treasury Bills was distinctly smaller in 1995–96 compared 
with 1994–95, and net repayments under these bills were substantial. 

In 1995-96, concerned over the fact that extremely high real interest 
rates would affect the economy adversely, the reserve Bank decided to 
strike a balance and allowed interest rates on government paper to rise, 
while absorbing sizeable amounts of government securities in its portfolio 
by way of devolvement. such devolvement was to the extent of 32.8 per 
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cent of the gross central government borrowing. In addition, the reserve 
Bank absorbed sizeable amount of 91-day auction treasury Bills.7

market BorroWInG ProGramme for 1996–97

Discontinuation of Automatic Monetisation of Budget Deficit

the total market borrowing programme of the Centre, states and other 
bodies was determined at ̀  31,300 crore for 1996–97, of which the Centre’s 
component was ` 24,000 crore, as per the Governor’s letter dated January 
2, 1996 to the finance secretary. these figures implied the reserve Bank’s 
support of ` 10,000 crore. a suggestion was made to the Government for 
consolidation of the Centre’s market borrowing under one head rather 
than three heads, i.e., conventional, medium, long and short-term (364-
day treasury Bills). the repayments of the Centre during 1996–97 were 
estimated at ` 10,500 crore and, consistent with net market borrowing 
of ` 24,000 crore, the Centre’s gross borrowing worked out to ` 34,500 
crore. these estimates for 1996–97 were based on two tenets. first, Crr 
would not be altered other than for any restructuring and provided such 
a change did not have an overall impact on monetary aggregates. second, 
sLr would not be changed; but as a result of the 25.0 per cent prescription 
on incremental domestic net demand and time liabilities (ndtL) and zero 
sLr on certain specific liabilities, the overall effective sLr would continue 
to decline from an estimated 28.2 per cent in march 1996 to 27.2 per cent 
in march 1997.

for 1996–97, the year-end figure for the increase in ad hoc treasury 
Bills was set at ` 5,000 crore and the within-the-year ceiling for 10 
consecutive working days was ` 9,000 crore. the year 1996–97 being the 
final year of the adjustment programme for phasing out the instrument 
of ad hoc treasury Bills, the outstanding ad hocs as on march 31, 1997 
were proposed to be funded into 4.6 per cent non-marketable undated 
securities. from april 1, 1997, the mechanism of ad hoc treasury Bills was 
to be replaced by a ways and means limit at the Bank rate, which had to be 
cleared before the end of the financial year. 

While framing the policy, the reserve Bank factored in that during 
1995–96 there would be considerable difficulty in meeting the Central 
Government’s market borrowing programme and it would have to extend 

 7. review of Internal debt management Policy and operations for the period from 
november 1, 1994 to march 31, 1996: memorandum to the Central Board of directors 
of the reserve Bank of India dated april 26, 1996.
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support to the market on several occasions. By the end of december 1995, 
the Central Government could raise only ` 17,180 crore against the net 
borrowing of ` 27,087 crore and the balance was raised in the last quarter 
of the fiscal year. the letter advised the Government that the support 
which the reserve Bank could provide in meeting the balance to be raised 
would depend on future trends in money supply and prices. In retrospect, 
the reserve Bank was in a position to provide considerable support to 
the Government in 1995–96, largely on account of a decline in the nfa, 
but such a situation was not expected to recur in 1996–97. With rising 
demand for credit, banks might not be willing to augment their holdings 
of securities above the existing level. any attempt to raise the Centre’s net 
market borrowing above the figure set out would have a cascading effect 
on other interest rates in the system. With large repayments due in 1996–97, 
it was no longer meaningful from policy and operational viewpoints to 
focus on the net market borrowing programme, as investors could not be 
expected to automatically reinvest maturities in government paper. Given 
this uncertain prospect, the reserve Bank stressed that the Centre should 
plan for a net market borrowing of ` 24,000 crore (gross ` 34,500 crore) in 
1996–97, which might turn out to be a difficult target to achieve.

the substantial improvement in liquidity, on one hand, and 
sluggish credit off-take, on the other, led to improved market absorption 
of government securities, which facilitated early completion of the 
Government’s borrowing programme during 1996–97. the aggregate net 
market borrowing (including the 364-day treasury Bills) of the Central 
Government during fiscal 1996–97 at ̀  26,356 crore exceeded the budgeted 
amount of ` 25,498 crore (as per reserve Bank’s records). In order to raise 
this amount, the Central Government accessed the market on 12 occasions, 
with lower devolvement on the reserve Bank and primary dealers (Pds), 
as also with less pressure on the interest rate. 

‘market-reLated’ BorroWInGs and GroWtH of  
PuBLIC deBt: an anaLysIs 

the decade of the 1990s (up to 1996–97) was an era of fiscal consolidation 
and financial sector reforms that were interlinked in operation. the 
continuous enlargement in the overall market borrowing of the Centre and 
state governments inexorably resulted in a large accumulation of domestic 
debt. there was an increased reliance on the market through the sale of 
dated securities, 91-day auction treasury Bills, 364-day treasury Bills, zero 
coupon bonds and, last but not the least, the funding of treasury Bills. a 
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welcome feature was the increased absorption of government securities 
following the move towards market-related interest rates accompanied by 
an active internal debt management policy. In addition, there was a sizeable 
demand for government paper by institutional investors, principally the 
commercial banks, which preferred safer means of investment. 

over the six-year period from 1991 to 1997 (end-march), the 
domestic liabilities of the Government grew two-fold. of this, market 
loans expanded nearly two-and-a-half times; the other major component 
accounting for the rise was the 91-day auctioned treasury Bills. also, 91-
day treasury Bills funded into special securities (in 1991–92) at ` 71,000 
crore was a large item. In 1991 (end-march), it was nearly the size of the 
market loans, but by 1997 its comparative share came down because of the 
relatively more rapid growth in market loans and 91-day treasury Bills 
(statement 15.1). since the borrowings took place at market-determined 
rates, the burden of interest payments also concurrently escalated. 

Growing Burden of Repayment and Amortisation

Perhaps a not so apparent incidence of market borrowing was the 
accumulated burden of repayments in future due to the steep humps in 
the repayment schedule, both of the Centre and the state governments. 
this aspect was not lost on the reserve Bank.8 

 the total outstanding domestic liabilities of the Government (Centre 
and states combined) were equivalent to about 54.0 per cent of GdP in 
1994–95 as against 56.0 per cent in 1993–94 and 51.0 per cent in 1985–86 
(statement 15.2). It was much higher in 1990–91 (i.e., 59.6 per cent). 
However, in 1995–96 and 1996–97, this domestic debt-GdP ratio started 
coming down, albeit slowly. overall, this trend was symptomatic of a 
turnaround from the unsustainable debt scenario of the 1980s. the reserve 
Bank voiced its concern that accumulation of debt at this pace would have 
serious implications for the coming union Budget and the state budgets in 
terms of higher interest payments as well as larger amortisation.9

In 1995–96, interest payments accounted for about 47.0 per cent of 
the revenue receipts of the Central Government, 15.0 per cent of state 
governments and 18.0 per cent to 28.0 per cent for the Centre and states 
together (after adjusting for inter-governmental transactions). moreover, 

 8. a specific proposal for placing a ceiling on public debt was suggested in a technical paper 
on the subject published in the reserve Bank monthly bulletin, december 1997. this was 
intended to elicit informed and wider debate on the subject.

 9. reserve Bank of India, Annual Report, 1994–95.
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this repayment burden was expected to be more severe in the years 
ahead. another disturbing phenomenon was a shift in the debt pattern 
of government securities towards relatively shorter maturities ever since 
the Government moved to a system of market-oriented borrowing. 
the proportion of marketable debt in the total domestic debt of the 
Government increased rather sharply. It only deferred the repayment 
problem to the future. the rising interest burden on domestic debt (i.e., 
the ratio of interest payments to revenue receipts) made the reserve Bank 
comment:10

It is, therefore, imperative that the growth in interest payments 
should be arrested over the medium-term through further 
reduction in Gfd-GdP ratio so as to achieve a perceptible decline 
in the debt-GdP ratio. this, in turn, would satisfy the necessary 
but not the sufficient condition, for a sustainable fiscal policy. 
What is crucial is, however, to generate adequate primary surplus 
which could meet the entire debt service obligation.

Shifts in Composition of the Debt and Maturity Pattern

following the move towards market-related interest rates for central 
government borrowing from June 1992, there was a shift not only in the 
composition but also the maturity pattern of the Centre’s debt from the 
long end to the short end. the proportion of marketable debt in the total 
debt of the Government strengthened from 24.6 per cent in 1991–92 to 
28.6 per cent in 1995–96. similarly, the short-term loans (maturity below 5 
years) in the total market loans raised by the Central Government escalated 
from 20.7 per cent in 1992–93 to 64.9 per cent in 1995–96. this movement 
in favour of short-term debt signified more frequent repayment obligations 
and the accentuation of amortisation problems for the Government. 

the share of dated securities in total domestic liabilities of the Centre 
increased from 24.6 per cent at the end of march 1992 to 29.9 per cent 
at the end of march 1997. the larger recourse to borrowing from the 
market exerted pressure on interest rates and triggered concomitant policy 
response to minimise the cost of borrowing by placing a large part of 
borrowings at the shorter end of the market. this compressed the average 
maturity and gave rise to problems of debt roll-overs. as a consequence, 
the share of shorter maturities (i.e., under 5 years) in total outstanding 

 10. reserve Bank of India, Annual Report, 1995–96.
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market loans, rose sharply from 7.4 per cent as at the end of march 1992 to 
38.4 per cent at end-march 1996.

In its dual capacity as monetary authority and manager of public debt, 
the responsibility of the central bank became onerous and unenviable. the 
reserve Bank posited that even though there were indications of a steady 
decline in the domestic debt-GdP ratio, there were nagging concerns 
regarding the high level of public debt and its long-term implications for 
fiscal stability, which continued to pose challenges for the fiscal system.11 
Looking ahead, the reserve Bank tried to highlight certain critical issues, 
namely, the long-term macroeconomic consequences of public debt, the 
stability of the debt-GdP ratio, interest burden and monetisation of debt, 
viz.:12

the long-term macroeconomic consequences of public debt 
depend on how quickly the volume of public debt grows in 
relation to the growth in nominal GdP, the extent of increase in 
private savings in absorbing the additional public debt, and the 
impact of public debt on monetary situation. the condition for 
the stability of the debt-GdP ratio implies that the real interest 
rate must be lower than the growth rate of output which ensures 
its convergence to a stable value in the long-run. However, the 
immediate concerns of a high level of debt-GdP ratio relate to 
its impact in the form of interest burden, the ‘crowding out’ of 
productive outlays, the higher proportion of private saving being 
absorbed by the Government, the pressures on the interest rate 
and the monetisation of debt.

Reserve Bank’s Initial Support to Central Government Borrowings

statement 15.3 titled: reserve Bank of India’s Initial support to 
Borrowings of the Central Government throws up some interesting facts. 
the 91-day ad hoc treasury Bills, which were issued exclusively in favour 
of the reserve Bank and held by the latter as a proxy for financing the 
budget deficit, went into oblivion consequent to the phased elimination of 
monetisation of budget deficit (namely, the first supplemental agreement 
with the Government of India, dated september 9, 1994 and abolition of 
ad hocs from april 1, 1997 in terms of the second supplemental agreement 

 11. reserve Bank of India, Annual Report, 1996–97.

 12. rangarajan, C. (1997). “activating debt markets in India”. Reserve Bank of India 
Bulletin. october.
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dated march 26, 1997). the subscriptions to 91-day auction treasury Bills 
and dated securities, unlike in the past, did not burden the reserve Bank, 
because commercial banks had an appetite for these types of investments 
(despite large reductions in sLr) due to their security and liquidity features. 
moreover, coupon rates came to be related to market trends. the net result 
was that banks invested in them by choice and not by compulsion.

WItHdraWaL of tHe 91-day AD hOC treasury BILLs

an epochal event in the long-standing monetary-fiscal inter-relationship 
was the accord in september 1994 to delink the budget deficit from 
automatic and unlimited monetisation, thereby vesting the reserve 
Bank with greater flexibility in monetary management. Historically, 
the net reserve Bank credit to the Central Government had been the 
predominant factor that propelled primary liquidity expansion. for the 
Central Government, this development had far-reaching significance by 
strengthening fiscal discipline and transforming the method of financing 
the budget deficit. 

the reserve Bank accorded great importance to tackling the 
debilitating phenomenon of monetisation of fiscal deficit against the 
backdrop of inflationary pressures gaining strength from excess liquidity 
in the system. the Central Board of directors of the reserve Bank in their 
annual report for the year 1988–89 expressed serious concerns over the 
emerging situation and its impact on monetary management. 

further, in his Presidential address at the annual Conference of the 
Indian economic association held at Calcutta (now kolkata) in december 
1988, the deputy Governor, dr C. rangarajan, articulated the views of the 
reserve Bank as follows:

the essence of co-ordination between fiscal policy and monetary 
policy lies in reaching an agreement on the extent of expansion in 
reserve Bank credit to Government. this will set a limit on the 
extent of fiscal deficit and its monetization and thereby provide 
greater manoeuvrability to the monetary authorities to regulate 
the volume of money. It is in this context the introduction of a 
system of monetary targeting mutually agreed upon between the 
Government and central bank assumes significance.

on behalf of the reserve Bank, the Governor, shri r.n. malhotra, 
pursued the issue with the finance minister, Prof madhu dandavate, in 
his letter dated december 18, 1989 and urged the Government to launch 



673Public Debt ManageMent

corrective measures. these initiatives during the 1980s (and even earlier) 
have been covered in the chapter titled monetary-fiscal Interface.

 the Governor, dr C. rangarajan, in his letter dated december 27, 
1993 to the finance secretary, (regarding the reserve Bank’s projections 
about the market borrowing programme for the financial year 1994–95), 
charted a strategy for phasing out ad hoc treasury Bills, which ultimately 
formed the framework for the first supplemental agreement signed about 
nine months later. 

the reserve Bank postulated that a phased programme of reduction 
of sLr to an average of 25.0 per cent by 1995–96 would be ‘meaningful’ 
only if it was dovetailed into a programme to phase out the automatic 
monetisation of the budget deficit over a period. the proportion of 
auctioned treasury Bills in the total increase in 91-day treasury Bills 
(including the 91-day treasury Bill conversion into a funded security) in 
1993–94 up to december 17, 1993 was about 30.0 per cent; this proportion 
was to be increased to two-third in 1994–95, three-fourth in 1995–96 and 
from 1996–97 onwards the system of issue of ad hoc treasury Bills was to 
be completely discontinued (as envisaged then). the Central Government 
would then be provided a Wma limit from the reserve Bank to meet 
its temporary requirements, with the limit liquidated by the end of the 
financial year. the interest rate on this limit was to be linked to the Bank 
rate, as in the case of state governments. 

as part of its omos, the reserve Bank would decide on the extent 
of government paper it wanted to hold. once the figures of net rBI 
credit to the Centre and the budget deficit for the full financial year were 
incorporated in the budget document of the Central Government, net 
rBI credit to Central Government at any point of time in 1994–95 should 
not exceed more than twice the budgeted figure; beyond this level, the 
Central Government would not be provided additional accommodation 
from the reserve Bank and it would have to raise additional resources 
from the market. to operationalise this for 1994–95, the peak permissible 
increase in net rBI credit to the Centre was envisaged at ` 10,000 crore (on 
the assumption that net rBI credit to the Centre and the budget deficit 
being set out in the Be was ` 5,000 crore). If net rBI credit to the Centre 
remained above ` 10,000 crore for 10 working days, no further increase 
in net rBI credit to the Centre was to be permitted and the Centre would 
immediately issue auctioned treasury Bills or dated securities to set right 
the position. this scheme was also highlighted in the reserve Bank’s 
annual report for 1992–93.
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autonomy of tHe CentraL Bank and fIsCaL dIsCIPLIne 

Besides corresponding with the Government to phase out monetisation of 
budget deficit, the reserve Bank expressed its views on strengthening fiscal 
discipline in public forums also. the tenth m.G. kutty memorial Lecture 
delivered by the Governor, dr C. rangarajan, at Calcutta on september 17, 
1993 was a seminal contribution to this topic. the gist of his speech as it 
relates to fiscal policy and monetary management is given in the following 
paragraphs. 

on the independence of the central bank vis-à̀-vis funding of the 
Government by the reserve Bank, the Governor at the outset stated 
that since in actual practice central banks could acquire government 
securities as part of their omos, there could not be a ban on the central 
bank acquiring government debt. While statutory limits on credit to the 
Government could be got around, quite clearly direct funding of the 
Government without limit by the central bank might come in the way of 
an efficient conduct of monetary policy. nevertheless, the freedom of the 
central bank to pursue monetary policy according to its judgment required 
that direct funding of the Central Government be restricted and the limits 
made explicit. 

In the past few years, there had been conscious attempts to contain 
fiscal deficit and budget deficit, which had strengthened the reserve 
Bank’s efforts to moderate m

3
 growth. However, the system was far 

from perfect. the Governor pointed out: “so long as the practice of issue 
of ad hoc treasury Bills continues, there is no immediate check on the 
expansion of rBI credit to Government.” even in the past few years, when 
year-end deficits had moderated, deficits ‘within the year’ had been large. 
the speech advocated the necessity to move away from the system of issue 
of ad hoc treasury Bills and the consequent monetisation of the budget 
deficit. While the ultimate objective was for the Central Government to 
meet its needs from outside the reserve Bank, it did not necessarily imply 
that the central bank would not hold any government paper. “It may and 
will,” the Governor affirmed. as part of its omos, the reserve Bank would 
decide on the extent of the government paper it wanted to hold. more 
importantly, with the shift away from automatic monetisation of deficit, 
monetary policy was expected to come into its own. the regulation of 
money and credit would be determined by the overall perception of the 
monetary authority on what the appropriate level of expansion of money 
and credit should be, which, in turn, was dependent on the behaviour of 
the macroeconomic fundamentals.
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as the system of automatic monetisation of deficit got phased out and 
pre-emption of funds in the form of sLr came down, the Government 
would be obliged to place nearly all its borrowings in the market at market-
determined rates and, in fact, this situation was being approached. Interest 
rates on government securities were then in the realm of ‘substitutability’ 
— the maximum rate on government securities was 13.5 per cent, while 
the weighted average lending rate of banks was around 15.0 per cent. the 
banks’ choice of asset holdings would be increasingly determined not by 
statutory prescriptions, but by the ‘risk-reward’ perception on securities 
and bank lending. With market-determined rates, an active secondary 
market would develop and acquire depth, making it possible for the 
reserve Bank to undertake omos effectively at its discretion. 

In the concluding part of his speech, dr rangarajan emphasised that, 
in the Indian context, the first step should be to move away from a system 
in which the deficits incurred by the Central Government automatically 
got financed by the reserve Bank through the issue of ad hoc treasury 
Bills, which was distinct from the question of setting limits on government 
borrowing. to elaborate: 

In the context of increasing interest payments, as a proportion 
of revenue and the consequent preemption of resources for non-
development expenditure, there exists a compelling need to see 
that the Government, either on its own or statutorily limits its 
borrowing. However, when the borrowing gets monetized, there 
is an additional impact on money supply growth with all the 
attendant consequences. thus, the situation towards which we 
should move, if not today but at least within a year time frame, is 
where the central government should borrow whatever amount 
it wants from the market and not rely on direct credit from the 
reserve Bank which is what the issue of ad hoc treasury bills does. 
then, the onus of responsibility for conduct of monetary policy 
will be squarely on the shoulders of the reserve Bank, where it 
should logically rest.

tHe BudGet announCement

the finance minister, in the course of presenting the union Budget for 
1994–95, announced in Parliament that there would be a limit on resort to 
the reserve Bank for ad hoc treasury Bills by the Central Government. this 
arrangement was formalised by an agreement between the Government of 
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India and the reserve Bank, which was signed on september 9, 1994.13 
Consequently, automatic monetisation of the budget deficit through the 
issue of ad hoc treasury Bills was to be phased out over three years and 
from 1997–98 this instrument was set to be abolished. the union Budget 
placed a cap on the net issue of ad hocs during the course of fiscal year 
1994–95, namely, while the net issue of ad hocs in 1994–95 should not 
normally exceed the estimated budget deficit of ̀  6,000 crore for the year as 
a whole, at any point of time during the year the ad hocs were not to exceed 
` 9,000 crore for more than 10 continuous working days. If this limit was 
breached, the reserve Bank was authorised to sell fresh government paper 
to bring down the level of ad hocs to the stipulated within-the-year ceiling. 
after three years (i.e., from april 1, 1997) when recourse to ad hocs was to 
be completely phased out, the Central Government would cease to avail of 
direct credit from the reserve Bank for financing the deficit, and meet its 
entire financing needs through borrowings from the market. for each of 
the two succeeding years when the agreement was in force, the two ceilings 
underwent revisions with the mutual consent of both the parties. 

the reserve Bank in its annual report for 1994–95 termed this a 
‘landmark development’; the Government’s decision to move to market-
related rates of interest and to curb the monetisation of budget deficit 
by limiting the access to ad hoc treasury Bills was intended to impart 
an element of financial discipline, and delinking the fiscal deficit from 
automatic monetisation was essential if the impact of monetary policy 
was not to be whittled down. However, the economic survey for the year 
1994–95 was more effusive. It stated that the decisions taken during the 
year resulted in the link between the fiscal deficit and monetary growth 
through the budget deficit would be completely broken in the next two 
years, and that this would make monetary policy independent of the 
Government and thus devolve much greater responsibility on the reserve 
Bank. further, the interaction between the finance ministry and the central 
bank would focus on the target growth of m

3
 to balance the twin objectives 

of inflation control and output growth, as was the practice in developed 
countries. 

 13. the first supplemental agreement dated september 9, 1994 and the second supplemental 
agreement dated march 26, 1997 have been reproduced in the ‘documents’ section of 
this history volume.
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PHasInG out ad HoCs In tHe PerIod of transItIon 

during the base year 1994–95, within-the-year ceiling under the framework 
of the supplemental agreement of september 1994 was adhered to and at 
the end of the year recourse to ad hoc treasury Bills (outstanding) was a 
modest ` 1,750 crore (table 15.2). the Government’s financial position 
in 1995–96 experienced considerable strain. the within-the-year limit 
of ` 9,000 crore for net issue of ad hoc treasury Bills was exceeded on 
three occasions for extended periods and the end-of-the-year ceiling was 
breached to a small extent. at the end of fiscal year 1996–97, the net issue 
of ad hoc treasury Bills could be contained well within the agreed limits, 
but the position was different for within-the-year performance. the net 
issue of ad hoc treasury Bills was high during the first two quarters of the 
year, but declined rapidly in the third and fourth quarters, largely because 
of a shift to tap treasury Bills for financing the budgetary gap. this figure 

taBLe 15.2

Net Issues of Ad hoc Treasury Bills 
Annual Ceilings Agreed upon for 1994–95, 1995–96 and 1996–97@

Fiscal Year Within-the-year End-of-the-year (end-March)

1994–95 (i) Ceiling: ` 9,000 crore (Be) (i) Ceiling: ` 6,000 crore (Be)

 (ii) actual: Within the ceiling (ii) actual: ` 1,750 crore  
 (full-year fortnightly average     

 decline was ` 3,249 crore)#

1995–96 (i) Ceiling: ` 9,000 crore (Be) (i) Ceiling: ` 5,000 crore (Be)

 (ii) actual: exceeded the ceiling (ii) actual: ` 5,965 crore  
 for extended period on three occasions     
 (full-year fortnightly average     

 increase was ` 10,280 crore)#

1996–97 (i) Ceiling: ` 9,000 crore (Be) (i) Ceiling: ` 5,000 crore (Be)

 (ii) actual: exceeded the ceiling (ii) actual: ` 4,685 crore  
 for an extended period during the      
 first half of the financial year      
 (full-year fortnightly average     

 increase was ` 7,612 crore)#

 Notes: @: as per rBI records.

  Be: Budget estimate.

  #: the average of all fortnightly reporting friday figures for net issue of ad hoc treasury 
Bills and the end-march figures after the closure of government accounts. 

 Source: reserve Bank of India, Annual Report, various issues.
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even turned negative on a few occasions in the second half of the year; 
this was the outcome of an improvement in the absorptive capacity of 
institutions other than the reserve Bank for the 91-day treasury Bills, 
which was facilitated by substantial cuts in Crr during the year. 

WItHdraWaL of ad HoC treasury BILLs and  
IntroduCtIon of Ways and means advanCes

the finance minister’s budget speech for 1996–97 in Parliament on July 
22, 1996 evaluated that the experience so far to phase out the system of ad 
hoc treasury Bills by 1997–98 had shown the difficulty of staying below 
the within-the-year limit. nevertheless, the Government was not deterred 
from its resolve to phase out the system of ad hoc treasury Bills:

However, before this could happen, we need to put in place a better 
expenditure control mechanism. We also need a more transparent 
method of defining and reporting the true budget deficit, including 
all forms of monetization. I shall present concrete proposals in this 
regard at the time of presentation of next year’s budget so that the 
rBI can have greater autonomy in formulating and implementing 
monetary policy.

accordingly, in July 1996 the Government requested the reserve Bank 
to prepare concrete proposals setting out the modalities to phase out ad 
hoc treasury Bills from 1997–98. In response, the reserve Bank forwarded 
a self-contained note setting out proposals for phasing out ad hoc treasury 
Bills from april 1, 1997 and also recommended a transparent method 
of defining and reporting the budget deficit and the monetised deficit. 
the scheme provided for granting Wma to the Government to meet its 
temporary mismatches between receipts and payments. the reserve Bank 
also took the opportunity to convey its views on a number of related policy 
issues, namely:

(i) from the point of view of credible fiscal operations on a day-to-
day basis and of having a mechanism to take care of the problem 
of lags in receipts, especially in the face of leads in expenditure, 
the Government would need to borrow from the central bank for 
temporary periods under transparent terms and conditions. 

(ii) a system of providing Wma to the Government of India under 
section 17(5) of the rBI act, 1934, could be considered as a 
possible means of accommodating temporary mismatches in 
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government receipts and payments from april 1, 1997 onwards 
after the practice of issuing ad hoc treasury Bills was discontinued. 
In this regard, it would be useful to draw appropriately from the 
experience of the system of Wma to the state governments which 
had been in vogue since 1937. 

(iii) the underlying principle of the Wma arrangement was that it 
should not become a supplementary source for the Government 
to finance its budgetary deficits, but would cover only day-to-day 
mismatches in receipts and disbursements of the Government. 
there would, therefore, be no Wma in an ex ante sense and it 
could not be a part of the capital receipts or of financing Gfd. the 
temporary accommodation to be viewed as credible by the public 
should be subject to certain limits.

(iv) It was possible that temporary cash surpluses might accrue in 
government accounts on some occasions after vacating Wma. 
When the cash surpluses went consistently beyond, say, ` 100 
crore, they could be utilised for premature repayment of maturing 
91-day auction treasury Bills held by the reserve Bank. 

after detailed discussions between the officials of the reserve Bank and 
the ministry of finance, the second supplemental agreement was signed on 
march 26, 1997. In terms of the agreement, the practice of issuing ad hoc 
treasury Bills to replenish the cash balances of the Central Government 
to the agreed minimum level was discontinued from april 1, 1997. the 
outstanding ad hoc treasury Bills as on march 31, 1997 were funded into 
special securities without any specific maturity, at an interest rate of 4.6 
per cent per annum, on april 1, 1997. the outstanding tap treasury Bills 
at the end of march 1997 were paid off on maturity with an equivalent 
creation of special securities without any specific maturity, at an interest 
rate of 4.6 per cent per annum.

from april 1, 1997 the reserve Bank extended Wma to the Central 
Government at rates of interest that were mutually agreed upon from time 
to time and up to the agreed maximum limit. the advances were to be 
fully paid off within a period not exceeding three months from the date 
of making such an advance. Interest was calculated on daily balances and 
debited to the government account with the reserve Bank at such intervals. 
In the event of the Government’s account at the close of business on any 
working day emerging and remaining overdrawn beyond the agreed limit 
for Wma, the reserve Bank could charge interest on the daily balances 
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overdrawn at rates mutually agreed upon from time to time.14 as and 
when the Wma was drawn upon to the extent of 75.0 per cent, the reserve 
Bank would automatically trigger flotations of government securities. on 
the other hand, if the Government happened to run surplus cash balances 
beyond the agreed level, the reserve Bank would make investments as 
mutually agreed upon.

thus, the union Budget for 1997–98 formalised the ‘dismantling’ of 
the system of ad hoc treasury Bills as announced in the 1994–95 budget. 
the reserve Bank expressed the hope (in its annual report for 1996–97) 
that the new system of accommodating temporary mismatches in cash 
flows of the Central Government by Wma, apart from encouraging fiscal 
discipline, would contribute to strengthening fiscal and monetary policy 
co-ordination in several directions. first, the new arrangement would 
prevent unplanned creation of money through ‘unbridled’ expansion of 
ad hoc treasury Bills and improve the degree of monetary control in the 
economy. the explicit and exhaustive nature of the Wma limit during the 
year would put in place an effective ceiling on the automatic monetisation 
of the fiscal deficit and create a favourable macroeconomic environment 
for setting a ‘monetary target’. second, since the elimination of ad hoc 
treasury Bills would mean a certain degree of compositional shift in the 
funding of the fiscal deficit towards market borrowing, it would in due 
course reflect the true level of the Government’s credit requirement from the 
market and strengthen the interest rate mechanism. third, the new system 
would improve the credibility of macroeconomic policies and dampen the 
adverse inflationary expectations that arose from the uncertainty inherent 
in the automatic monetisation of the fiscal deficit. the attainment of this 
objective, however, required a concomitant discretionary fiscal policy in 
place that aimed at long-run sustainability of public debt and deficit. 

the reserve Bank also conceptualised certain long-term advantages 
to flow from this new set up. from the operational point of view, the 
Wma would necessitate improvement in cash management by the Central 
Government as well as debt management by the reserve Bank, so as to keep 
the cash deficit within the Wma limits for the year. the monthly pattern 
of the flow of receipts and expenditures of the Central Government over 
the past three years (april 1994 to march 1997) indicated that, on average, 
during the first quarter and the fourth quarter, the cash flow mismatches 

 14. However, the reserve Bank, in its note (september 1996) outlining the modalities of 
phasing out ad hoc treasury Bills had suggested that while the Wma would be provided 
at the Bank rate, overdrafts would be charged at the Bank rate plus 2.0 percentage points.
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tended to be larger than in the other quarters of the fiscal year. moreover, 
there was a high concentration or bulge in both receipts and expenditures 
in the last month of the financial year. this skewed distribution of monthly 
flows in receipts and expenditures was particularly glaring in the revenue 
account. although the volatility in monthly cash flow of aggregate receipts 
and expenditures had declined sharply in the recent past, this process 
would have to be carried substantially further through improved efficiency 
in cash management. this would be of utmost importance during the 
next few years — the period of ‘transition’ as per the arrangement — 
so as to switch over fully to the new system in a smooth manner and to 
avoid the problems of overdrawing of accounts with the reserve Bank. 
the economic survey for 1997–98 observed that the discontinuation of 
the system of ad hoc treasury Bills as a means of financing the budget 
deficit was a significant step that would further strengthen fiscal discipline, 
while affording greater autonomy to the reserve Bank in its conduct of 
monetary policy.

InternaL deBt manaGement:  
PoLICy and oPeratIons 

management of domestic debt forms an integral and dynamic part of 
monetary macroeconomic management. the need for an active internal 
debt management policy in India came into prominence in the wake of 
the fiscal consolidation process launched in 1991–92. over the period 
beginning in the early 1990s, the reserve Bank fine-tuned the policy 
framework and operating procedures of debt management. 

Whereas the size of market borrowings was determined by fiscal policy, 
the composition of public debt was determined by debt management 
operations conducted by the reserve Bank. the latter denoted the timing, 
instruments of borrowing, method of issue, maturity pattern of a specific 
loan and coupon rates. a large part of the Centre’s borrowing programme 
had perforce to be completed in the first half of the financial year, given 
the seasonality of demand for credit on private account. the skill of debt 
management was to insulate, to the extent possible, internal debt from the 
short-term effects of monetary policy, as also to optimise the maturity and 
cost of government borrowing from the market. It is also true that much 
depended on the perception of the future course of interest rates.

the Government’s borrowing programme was budgeted each year 
and appeared on the receipts side of the union Budget. the net investible 
resources was estimated largely on the basis of surplus funds likely to 
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be available with the banking system (allowing for sLr prescriptions), 
insurance corporations owned by the Government and provident funds 
(Pfs). While deciding to float a loan, the reserve Bank took into account 
the cash needs of the Government, liquidity conditions in the economy, 
market preference for maturity vis-à̀-vis the repayment schedule of the 
Government, maturing loans during the year, expectations of the market 
and the primary and secondary yield curves. there was also an element 
of judgment by the reserve Bank in this process. If the system was flush 
with liquidity and prevailing interest rates were low, it was advisable to 
float a long-term loan. In conditions of tighter liquidity, while deciding 
on the maturity, the leeway available to the reserve Bank was to accept a 
possible devolvement, which depended on the monetary situation, became 
an important consideration. on some occasions, e.g., the estimated net 
rBI credit to the Central Government being well within the acceptable/
agreed limits, the reserve Bank took up a private placement instead of 
going to the market, especially if it did not want to disrupt the yield curve. 
a private placement could also be used to beef up the stock of securities for 
omos. thus, a variety of considerations went into making the borrowing 
programme successful and transparent. the reserve Bank attempted to 
complete the borrowing programme for each year with the objective of 
ensuring a smooth flow of funds to each of the floatations, while pursuing 
its interest rate objectives and without jeopardising the external balance. 

the reserve Bank was also responsible for the smooth conduct of 
overall borrowing programme of the state governments. Generally, 
state loans were for a single issue and the longest maturity of the central 
government security issued during that particular year. the coupon rate 
was also pre-determined. the conduct of the borrowing programme posed 
several problems, such as the prevalence of large inter-state economic 
disparities, meeting the preferences indicated by state governments and 
the unwillingness of banks and other institutional investors to subscribe 
to state loans in a liberalised environment, unless compelled to do so. 
While several reforms in debt management policy were introduced in the 
1990s in respect of sale of central government securities, the sale of state 
government loans continued to be on the old pattern and procedures, at 
least until 1996–97. 

envIronment PrIor to 1991–92

the government bond market before the 1990s was characterised by 
administered interest rates, high reserve requirements that led to the 
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presence of captive investors and the absence of a liquid and transparent 
secondary market for government securities. during the 1980s, the volume 
of government debt expanded considerably — particularly the short-
term debt — due to the automatic and unlimited accommodation that 
the reserve Bank was compelled to provide to the Central Government 
under a long-standing arrangement. the mechanism was through the 
issue of ad hoc treasury Bills of 91 day duration on behalf of the Central 
Government. With a captive investor base and low interest rates, the 
secondary market for government securities remained dormant. the 
artificial yield on government securities was kept below the market yields, 
which had an  overwhelming impact on the entire structure of financial 
assets in the system. the distorted yield structure of the financial assets 
led to an overall high interest rate environment in the rest of the market. 
driven by these compulsions, the reserve Bank’s monetary management 
was distinguished by a regime of administered interest rates, rising Crr 
and sLr prescriptions, which left little room for monetary manoeuvring.15 
as a corollary, direct instruments of control proved ineffective and there 
was little scope for deployment of market-based tools like omos and 
Bank rate.

the reserve Bank had little operational control over some of the 
essential facets of debt management. these included the volume and 
maturity structure of securities to be marketed and the term structure 
of interest rates or the yield curve, which were not market-related. the 
maturity structure of market loans remained highly skewed towards the 
longer term of more than 15 years. the situation was aptly summed up 
by dr C. rangarajan: “monetary and internal debt management policy in 
India was undermined by excessive monetization of Central Government 
fiscal deficit by the central bank.”16

Early Reform Initiatives

the reserve Bank had taken quite a few important policy measures 
even before the reform period. the maximum coupon rate on central 

 15. mohan, rakesh (2006). “recent trends in the Indian debt market and Current 
Initiatives,” Based on the lectures at the Fourth India Debt Market Conference (organised 
by Citi Group and fitch rating India, on January 31, 2006) and at the Annual Conference 
of FIMMDA (jointly organised by the fixed Income money market dealers’ association 
of India and Primary dealers’ association of India), march 14, mumbai.

 16. rangarajan, C. (1994). “developing the money and securities markets in India”. Paper 
presented at the Sixth Seminar on Central Banking. International monetary fund. 
Washington, d.C., march 9.



684 The ReseRve bank of IndIa:  1981–1997

government loans, which was as low as 6.5 per cent in 1977–78, was raised 
in stages to 11.5 per cent by 1985–86 and the maximum maturity period was 
reduced from 30 years to 20 years. the coupon rates for 5-year and 10-year 
loans were stepped up in 1986–87 by one percentage point each to 10.0 per 
cent and 10.5 per cent, respectively. In november 1986, 182-day treasury 
Bills were introduced as a new instrument to serve as an alternative avenue 
for short-term investment, thereby aiding the development of a secondary 
market. these bills were sold in competitive auctions held monthly up to 
June 1988, and fortnightly from July 1988 until april 1992, when they were 
replaced by 364-day treasury Bills.

acting swiftly on the report of the Chakravarty Committee,17 the 
reserve Bank initiated steps to evolve a market-clearing interest rate 
mechanism for sale of government dated securities. the objective was that 
the Government should increasingly finance its borrowing needs from the 
open market and thereby reduce the extent of debt monetisation. measures 
were introduced to restructure the maturity pattern and also telescope 
the interest rate structure on government debt instruments. With a view 
to develop treasury Bills as an active monetary instrument, the reserve 
Bank revised upwards the yield on these bills, and this led to institutional 
investors, banks as also other corporate bodies, local government agencies, 
trusts and individuals, constituting a sizeable market for treasury Bills 
and dated securities. In the process, the reserve Bank’s holdings of these 
instruments would be lowered to a substantial extent, resulting in a 
corresponding reduction in the reserve Bank’s credit to the Government 
and hence, in reserve money. In the long run, this was expected to give a 
fillip to the development of money and capital markets and improve the 
overall efficiency of the financial system.

the discount and finance House of India Ltd (dfHI) was set up 
by the reserve Bank as a money market institution. It initially aimed at 
affording liquidity to 182-day treasury Bills and short-term commercial 
bills, which imparted greater flexibility to banks in their fund management 
operations. to perform its functions effectively, dfHI was provided with 
refinance from the reserve Bank. By varying the quantum and the rate of 
interest on refinance to the dfHI, the reserve Bank was able to transmit 
signals to the short-term money market.

the narasimham Committee had recommended that interest rates 
on government borrowing should progressively be made market-related 

 17. refer to appendix 4.1 for details.
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in order to facilitate the reduction in sLr. over the years, a regime of 
moderation of the Gfd and an active internal debt management policy 
assisted in the integration of debt management policy with monetary 
policy.

evoLutIon of PoLICy

the reserve Bank recognised as early as in 1992 that the development 
of a vibrant, deep and broad government securities market should be an 
essential piece of financial sector reforms for various reasons. first, in order 
to conduct sizeable omos without undue adjustment to interest rates, 
sufficient market depth was necessary. second, a broad and deep market 
to absorb new issues of government securities without residual reliance 
on the reserve Bank facilitated macroeconomic stabilisation. third, an 
efficient securities market, which established a market-based curve, could 
act as a benchmark for other rates of return and thereby transmitted 
quickly the monetary policy impulses to the rest of the economy. fourth, 
a well-developed government securities market would be supportive of 
exchange rate policy. fifth, a liquid secondary market reduced the cost to 
the Government of raising long-term debt and elongated the term maturity 
of outstanding debt.18 to sum up, the healthy development of the market 
for government securities not only strengthened monetary policy, but also 
helped fiscal policy and developed financial markets in general. 

for the first time, in 1991–92 the reserve Bank declared its intention 
to activate the internal debt management strategy. the letter from the 
Governor, shri s. venkitaramanan, dated January 2, 1992 to the finance 
ministry (in regard to the market borrowing programme and monetary 
projections for 1991–92), inter alia, enunciated, “as part of the development 
of the financial system, it would be necessary to activate internal debt 
management policy, reduce the pre-empted resources under the sLr, 
move towards marked related rates for government securities and develop 
a secondary market in securities.” this letter also contained far-reaching 
suggestions for reducing sLr, increasing the coupon rates on government 
dated securities, developing an active secondary market in dated securities, 
dispensing with the interest rate cap on 182-day treasury Bills, introducing 
treasury Bills with a maturity of 273 days and 364 days on auction basis 

 18. note on Issues in Developing the Government Securities Market and Open Market 
Operations in Support of Financial Sector Reforms, prepared by the Imf advisory mission 
to study the Government securities market in India, headed by mr sergio Pereira Leite. 
July 1992. annex II to this chapter gives the main recommendations of the Leite report.



686 The ReseRve bank of IndIa:  1981–1997

and enhancing the discount rate on 91-day treasury Bills. the monetary 
policy announcement in april 1992 (circular to commercial banks dated 
april 21, 1992) marked a new approach to internal debt management by 
introducing market-orientation with regard to absorption of Government 
of India (GoI) rupee dated securities and longer-term treasury Bills. In 
furtherance of developing dated government securities as a monetary 
instrument with flexible yields to suit investor expectations, the Central 
Government started to sell these securities of different maturities through 
auction from June 3, 1992. earlier, auctions for sale of treasury Bills 
of 364-day duration were introduced in april 1992. With the proposed 
reduction in the effective incremental reserve requirement from 63.5 per 
cent to 45.0 per cent, the reserve Bank re-organised the gilt-edged market. 
keeping this in view, a number of innovations were introduced to move 
towards a market-related internal debt management policy.

the reserve Bank in its annual report for 1991–92 articulated that 
with a view to promoting an active market for government securities, 
the gilt-edged market was being re-organised in such a way that the 
Government reduced its dependence on credit from the reserve Bank and 
the banks. the reserve Bank was adopting an internal debt management 
policy that would serve as a tool of monetary control with flexibility in 
interest rates, introduction of new instruments and liquidity expansion/
contraction through omos. In another context, the report expressed the 
view that the move towards market-related interest rates on government 
dated securities and treasury Bills was a prerequisite for successful reform 
of the financial system as also the pursuit of an effective monetary policy.

additional measures were taken in october 1992 to develop the 
government securities market and, in the process, alleviate to some 
extent the problems that arose from a dormant secondary market. a new 
refinance arrangement, called the government securities refinance facility, 
was introduced from october 31, 1992 at a rate of interest of 14.0 per cent, 
repos auctions in central government securities commenced with a view to 
even out the liquidity within the fortnightly make-up period and IdmC 
was set up (in the reserve Bank) as a policymaking unit from april 1, 1992. 

In fact, serious discussions had been in progress much earlier between 
the monetary and fiscal authorities for evolving an active internal debt 
management policy, and the reserve Bank was eager to start active internal 
debt operations in the april–June 1992 quarter as evidenced by its letter 
dated april 20, 1992 to the finance secretary. the reserve Bank in the 
letter urged the ministry to take early decisions on four issues, namely: (i) 
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removal of the discount rate cap of 11.5 per cent on 182-day treasury Bills 
as well as on 273-day and 364-day treasury Bills (proposed to be issued 
shortly on auction basis) and leave the choice of maturity at each auction 
to the reserve Bank, depending on its perceptions of the conditions in the 
short-term money market; (ii) the existing 91-day treasury Bills auctions 
not to be subject to an interest rate cap; (iii) periodic funding of these 
bills into dated securities; and (iv) auctioning of the 5-year dated securities 
without an interest rate cap but with a reserve price and reserve Bank 
intervention. a year later, the reserve Bank reaffirmed its commitment 
to activating the internal debt management system in its letter to the 
Government dated January 7, 1993 (relating to projections for the market 
borrowing programme for 1993–94) thus:

during 1992–93, a number of measures have been taken to evolve 
an active debt management policy and the measures include 
the introduction of 364-day treasury Bills on an auction basis, 
auction of Central Government dated securities, repos auctions, 
the recently announced auction of 91-day treasury Bills and 
the raising of the maximum interest rate on Government dated 
securities. We admittedly have a considerable amount to traverse 
before open market operations become the principal instrument 
of reserve Bank’s intervention. Hence, we need to reinforce the 
measures taken in 1992–93 by further measures in 1993–94 and in 
particular, we need to give attention to the institutional structure 
necessary for developing the secondary market in securities.

the annual report of the reserve Bank for 1992–93 (as also the report 
for the following year 1993–94) devoted a separate section to Internal 
debt operations in its thematic chapter on monetary and Price trends, 
which signified its growing importance in monetary policymaking. the 
report for 1993–94 averred that internal debt management assumed added 
importance in the face of the large monetary expansion engendered by 
capital inflows and the consequent inflationary pressures, and that in 
the context of easy liquidity conditions in the economy it was possible 
to contain the cost of government borrowing despite the borrowing 
requirement being high.

overvIeW of deBt manaGement PoLICIes and ProCedures 

as far back as January 1991, the reserve Bank gave serious thought to 
developing an active market for government securities by re-organising 
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the gilt-edged market in such a way that the Government reduced its 
dependence on credit from the reserve Bank and banks. With this 
objective, the reserve Bank suggested to the Government in January 
1991 and January 1992 to introduce various internal debt management 
measures. However, it was only after april 1992 that these measures could 
be initiated, after obtaining the concurrence of the Government.19 

In furtherance of the financial sector reforms, the most important 
initiatives taken by the Government and the reserve Bank were: resort 
to market-related government borrowing; a shift from direct to indirect 
tools of monetary regulation, most notably activating omos; innovations 
in money market and government securities market instruments; 
development of secondary market in government securities; and 
phased elimination of automatic monetisation of central government 
budget deficits. the principal objectives were to smoothen the maturity 
structure of debt, enable debt to be raised at close to market rates and 
improve the liquidity of government securities by developing an active 
secondary market. shri s.s. tarapore, deputy Governor, who at that 
time was entrusted with the responsibility of re-orienting internal debt 
management, observed: “When the definitive history of the post-July 1991 
economic reform process is written up, the activisation of internal debt 
management policy will perhaps stand out as the single most important 
element in the reform process.”20 

While the various policy measures taken during the period from  
1991–92 to 1996–97 in different segments, such as the government securities 
market, coupon rates on government dated securities and treasury Bills, 
have been described elsewhere, the gist of policy formulation during this 
period, both by the reserve Bank and the Central Government, is given 
below. 

In 1992–93, the second year of reform, the main features of the re-
oriented debt management were, to reduce the statutory pre-emption of 
the resources of commercial banks to achieve a more efficient use of their 
resources on one hand and to make government dated securities attractive 
to investors (other than those in the captive category) on the other. this 

 19. a detailed account of the developments may be found in the article, “a review of 
Internal management Policy and operations for the Period ended march 1995”, Reserve 
Bank of India Bulletin, november 1996.

 20. tarapore, s.s. (1994). The Role of an Active Debt Management Policy in the Economic 
Reform Process. speech delivered at the department of economics, mangalore university. 
mangalore. september 19.
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objective was to be achieved by issue of securities at market-related rates, 
primarily through a system of auctions (introduced on June 3, 1992). the 
364-day treasury Bill auction started from april 28, 1992. since these 
auctions were conducted every fortnight, it was expected that at any point 
in time the market would have bills of varied maturities up to 364 days. 
therefore, auctions of 182-day treasury Bills (issued on a limited scale 
since november, 1986) were discontinued. 

from January 8, 1993, 91-day treasury Bill auctions commenced. 
moreover, interest rates were allowed to respond to the market situation 
within an overall ceiling. for the first time, in 1992–93, the Central 
Government raised its entire gross market borrowing of ` 4,821 crore 
through the auction system. While the reserve Bank initially subscribed 
` 2,214 crore, the bulk of these securities were later sold in the market. 
following the introduction of an auction system, coupon rates for central 
government loans emerged through cut-off yields at which competitive 
bids were accepted in auctions. the reserve Bank conducted periodic 
auctions of repurchase agreements (repos) for central government dated 
securities to even out short-term liquidity in the banking system within 
the fortnightly make-up period. this was another step towards activating 
omos. the first auction was held on december 10, 1992. Initially, the repo 
auctions were for very short periods of one or two days. the cut-off repo 
rate generally tended to move in tandem with other short-term rates and 
also took into account the 91-day treasury Bill rate. after an initial period 
of experimentation, the repo period stabilised at 14 days from august 1993, 
consistent with the reserve make-up period for banks. the reserve Bank 
envisioned a multi-pronged role for an active debt management policy in 
its annual report for 1992–93 as follows:

…it is here [attempt to reduce the use of instruments of direct 
monetary control and to give greater attention to the development 
of indirect instruments of monetary control over the money and 
securities markets] that there is a need to co-ordinate monetary 
and internal public debt management policies so that the two 
segments are mutually supportive. the Government securities 
operations are a key element in the evolution of a well-developed 
system of monetary control. for open market operations to be 
really effective, it is necessary to have an active secondary market 
for Government securities. If such a secondary market is to 
develop, it is essential that there should be investors other than 
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captive investors. It is only when non-captive investors become 
predominant that the secondary market can develop depth and it 
is only under these conditions that it is possible to develop a system 
of primary dealers who would underwrite the entire issue at the 
auctions and thereafter access these securities to final investors. 
an important feature of a well developed securities market is that 
the reserve Bank should not take up any part of a primary issue of 
a Government security but it should buy and sell securities as part 
of its open market operations, depending on its assessment of the 
liquidity of the system. an active secondary market in securities 
requires that there must be institutions dedicated to foster the 
secondary market.

the Government placed its market borrowing through auctions during 
1993–94, and funding was undertaken to lengthen the maturity pattern of 
rapid accumulation of short-term debt by way of treasury Bills. sLr on 
incremental deposits was fixed at 25.0 per cent from september 17, 1993. 
Interest rates on government dated securities over the period were lowered 
from a maximum of 15.0 per cent to 13.0 per cent and the maximum 
maturity was shortened from 20 years to 15 years. the Government floated 
in January 1994 zero coupon bonds of 5-year maturity on auction basis 
for the first time to test the market for such an instrument. one salient 
aspect of debt management in 1994–95 was the emphasis on development 
of an institutional infrastructure for a secondary market in government 
securities. the reserve Bank issued guidelines for enlisting Pds in the 
government securities market on march 29, 1995. In order to develop a 
vibrant secondary market in government securities, the securities trading 
Corporation of India Ltd (stCI) was set up and it commenced operations 
on June 27, 1994. Its objective was to make available improved liquidity 
to government paper and to stimulate market-making activity by other 
parties. to provide greater transparency as also information on secondary 
market transactions in government securities and treasury Bills, the data 
on daily transactions in subsidiary general ledger (sGL) accounts reported 
at the Public debt office (Pdo) and the Public accounts department 
(Pad) at mumbai were released regularly from september 1, 1994. 

a system of delivery versus payment (dvP) was started in mumbai from 
July 17, 1995 for transactions in government securities to reduce counter-
party risk and the risk of diversion of funds through securities transactions. 
the system operated through the sGL accounts maintained with the Pdo 
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of the reserve Bank. a new line of reverse repo facility was opened up 
for the dfHI and the stCI by way of liquidity support. the mechanism 
of reverse repos enabled the reserve Bank to indirectly intervene in the 
market to correct undue upward pressure on call money rates. In its credit 
policy circular dated april 17, 1995 the reserve Bank enunciated that 
while the link between monetary policy and budget deficit had ‘weakened’ 
due to the historic accord between the Government and the reserve Bank 
limiting the Government’s unilateral access to borrowing through ad hoc 
treasury Bills, there were several aspects that had a bearing on controlling 
the overall growth of money and credit. It added that the continuance of 
large fiscal deficits necessitated the Government’s large recourse to market 
borrowing and this posed a problem for monetary management, as under 
such circumstances it became difficult to undertake omos to the desired 
extent without pushing up interest rates to unduly high levels. 

following the move towards market-related rates of interest for central 
government securities, there was a shift not only in composition but also 
the maturity pattern of the Centre’s debt from the long end of the market 
to the short end. the large market borrowing had the potential to keep 
nominal interest rates at a level that would result in very high real rates of 
interest due to the distinctly lower inflation rate. In 1995–96, the reserve 
Bank absorbed a sizeable proportion of the new issues, which prevented 
a further rise in interest rates although this resulted in primary liquidity 
creation. the mounting interest obligations budgeted at ` 60,000 crore for 
1996–97 (` 52,000 crore in 1995–96) and the accumulation in government 
debt pointed to emergence of debt management problems, which were 
aggravated by marked shortening of the maturity structure of fresh issues 
of government securities together with generally high interest rates being 
paid on government paper. the reserve Bank expressed the view that large 
and persistent deficits would militate against the objective of pursuing 
growth along with non-accelerating inflation.21 the new arrangement of 
Wma to the Central Government in force from april 1, 1997 — in lieu 
of the accommodation by issue of ad hoc treasury Bills — was expected 
to improve debt management practices by the reserve Bank. In 1996–97, 
the reserve Bank continued to be concerned that the growing size of debt 
had led to bunching of repayments, besides increasing concentration of 
borrowings at the shorter end of the maturity spectrum.

 21. reserve Bank of India, Annual Report, 1995–96.
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IntroduCtIon of auCtIons: a CHeQuered PatH

the introduction of the auction method for issuing government dated 
securities, including treasury Bills, was by far the single key innovation 
in active debt management policy pursued since the early 1990s. the 
essence of auctioning was to ensure that the price discovery of government 
securities was competitive and market-based. this was not an easy task 
because within the reserve Bank and also outside among the major 
participants, such as commercial banks, insurance companies and Pfs, 
it meant embarking into an entirely new realm. further, the non-market 
practices and methods in vogue could not be dispensed with by following 
a ‘big bang’ approach, as this would have caused serious dislocation. the 
early period of public debt management reform until about 1997 was, 
therefore, characterised by non-market practices receding and the market-
based methods getting entrenched, but in a slow and a gradual manner. as 
a result, the market had to be nurtured in the initial period with detailed 
meetings with treasury managers before practically every auction to 
explain the procedures, method of bidding and the likely range in which 
the bids could be expected to fall, depending on past trends and liquidity 
conditions. By around 1996, the system got established and market 
participants became comfortable with the procedures evolved by the 
reserve Bank. several institutional reforms, including the modernisation 
in settlement practices, helped this process.

 earLy ImPedIments

any new system faces teething troubles, and the introduction of the auction 
method was no exception. a few major impediments, which the reserve 
Bank had to overcome, are illustrated here.

one major impediment in using the auction process was the prevalence 
of issue of ad hoc treasury Bills of 91-day maturity at a fixed and below-
market discount rate of 4.6 per cent. added to this was the regular issue 
of 91-day tap treasury Bills, available on tap from the reserve Bank with 
unlimited rediscount facility. market participants could acquire these bills 
at will and rediscount them with the reserve Bank as and when needed. at 
any point of time, banks and state governments with cash surpluses were the 
major holders of tap treasury Bills. In this environment, the Government 
not only got used to making a substantial part of their borrowing through 
this ‘cheap’ instrument, but also did not bestow any thought on efficient 
handling of its cash management. the monetisation through these bills, 
therefore, tended to remain high.
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second, thanks to the reserve Bank’s open window for 91-day treasury 
Bills, the Central Government showed a lack of interest even in raising 
the fixed coupon rates of loan flotations.22 In fact, due to this legacy, the 
Government in the initial stages of auctioning dated securities and treasury 
Bills was indicating the yield or specifying a ceiling on yield that was to be 
fixed in an auction. though this contravened the fundamental principle 
of fixation of yield on a competitive basis in an auction, the Bank was able 
to take this in its stride, since it was a passive participant in having to take 
up any unsubscribed portion of notified issuance amounts in auctions. 
this was gradually overcome by progressively avoiding devolvement on its 
own account and encouraging participants to bid, using moral suasion as 
needed and evolving the procedure of under-writing by the Pds by 1996.

third, the weak knowledge base of market participants had to be 
tackled by practically educating treasury managers of banks and others in 
the auction method and procedures. It needs to be mentioned that there 
were instances of wrong bidding that, to maintain the integrity of auctions, 
had to be accepted by the reserve Bank’s auction committee, occasionally 
resulting in substantial loss to certain participants. this, nevertheless, did 
not come in the way of the auction system taking deeper roots over time.

fourth, while the elimination of ad hoc treasury Bills and tap treasury 
Bills had to wait until early 1997, the reserve Bank had to manoeuvre 
strategically around the prevailing distorted system. the auction system 
initially started with the introduction of 182-day treasury Bills in 1986, 
following the recommendations of the Chakravarty Committee and as  
part of the efforts to develop new money market instruments. the 
Government advised that the ceiling rates be fixed in these auctions. 
despite the setting-up of the dfHI in 1988, both primary and secondary 
market volumes in 182-day treasury Bills remained subdued. With the 
launch of financial sector reforms and activation of debt management 
beginning in april 1992, efforts were made to develop treasury Bills of 
longer and varied maturities. the auctioning of 364-day treasury Bills was 
introduced in april 1992, which became instantly popular with market 
participants. the auction mechanism was extended to repo auctions 
(introduced in december 1992), with the main objective of absorbing 
excess liquidity from the system and steering the net rBI credit to the 
Government target under the Imf loan programme in effect at that time. 

 22. refer chapter 3: monetary-fiscal Interface.
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an early step away from the system of ad hoc treasury Bills was to 
introduce auction sales of 91-day treasury Bills. this initially met with 
resistance, because of the low interest rate on ad hoc and tap treasury 
Bills and the likely higher yield on auction bills. the Governor, shri s. 
venkitaramanan, ultimately succeeded in introducing 91-day treasury 
Bill auctions by convincing the Government that the cost on account of 
interest rate differential would be compensated through transfer of profits 
from the reserve Bank.

fifth, beginning in 1993, the auction method was extended to the 
sale of dated government securities. But in the early stages, with a view 
to building a market and making the securities attractive, the maturities 
were kept below 10 years, which also took into account that the state 
governments continued to borrow at 10-year maturity and the coupon 
rate was to be fixed for state flotations. state government securities were 
treated on par with those of Central Government and the reserve Bank 
was not inclined to make any discrimination on state securities’ yields as an 
sLr instrument. thus, in the first stage in each financial year, the reserve 
Bank fixed the coupon rates of state government securities for 10-year 
maturity administratively. at the lower end, 364-day treasury Bills offered 
the auction-based yield for one-year maturity. the dated securities of the 
Central Government were issued in the range of 2 years and 9 years, and 
gradually the primary market yields provided some kind of a market-based 
yield curve. during the year, the yield structure was actually influenced by 
the reserve Bank through moral suasion and the bidding process to offer 
the yield of a security along the primary market benchmark already set 
through previous auctions.

sixth, as a result of shortening of the debt maturity, redemption turned 
out to be a problem in the middle of the 1990s, with maturities bunching 
in the case of shorter maturities including 364-day treasury Bills. this 
was mitigated by introducing the conversion of existing shorter maturities 
with issuance of longer-maturity securities. this method started with the 
conversion of 364-day treasury Bills, and was extended to other shorter-
maturity dated securities (more on this later in the chapter). Here, both 
the redemption price of the security being converted as also the issue 
price of the new security were determined through the auction process. 
Participation in such auctions was voluntary. this method proved to be 
very effective in overcoming the refinancing problem in the early stages 
before the auction system took root.
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seventh, several innovative instruments such as zero coupon bonds, 
partly paid stock and floating rate bonds were issued through the auction 
method. this provided market participants with an opportunity to 
diversify maturity, undertake refinancing and manage liquidity risks while 
participating in auctions. most of these instruments proved to be a success 
and treasury managers showed great enthusiasm in subscribing to these 
new issues.

Last, but not the least, both the reserve Bank and market participants 
were on the learning curve and progressed with higher levels of skills and 
knowledge through mutual consultations and discussions. these processes 
led ultimately to the evolution of guidelines for Pds and the formation 
of the fixed Income money market and derivatives association of India 
(fImmda). these initial interactions also served subsequently as a 
prelude for the reserve Bank to form a technical advisory committee on 
money and government securities markets. 

auCtIon metHod

When a choice had to be made between two types of auction methods, 
namely, the multiple price auction and uniform price auction (popularly 
known as the european and dutch auctions, respectively), the multiple 
price auction was preferred, though the reserve Bank later experimented 
with the uniform price auction. the advantage with the multiple price 
auction was that bidders were required to pay the price/yield that they 
quoted. It was felt that the Government could maximise its revenues 
in that process; in the case of uniform price auctions, every bidder was 
allocated securities at the cut-off yield/price uniformly. While the uniform 
price auction satisfied the economists’ popular concept of a single price, 
the multiple price auction was also associated with the problem of the 
‘winners’ curse’, which roughly meant that successful bidders at lower 
yields than the cut-off who won the auction would find it difficult to sell 
securities in the secondary market without incurring losses in their books. 
International experience of these two methods was mixed.

another choice to be made was between yield-based and price-based 
auctions. since market participants were familiar with ‘coupon rates’ and 
‘yields’, initially the auctions were yield-based and price equivalent formed 
the purchase value of the security. Hence, when the cut-off yields were 
fixed at odd fractional values, these securities carried odd coupon rates 
that were set equivalent to the cut-off yield. this process was rationalised 
over time, when price-based auctions were introduced.
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yet another issue related to communication of auction results. the 
knowledge base was not uniform across all participant groups. While 
foreign banks and some public sector banks (PsBs) with active treasury 
departments were quick to pick up experience in bidding and trading, other 
banks, including state co-operative banks, lagged behind. this raised the 
question of the type of information to be disclosed about auction results. 
Initially, only the cut-off price/yield, the amount accepted at the cut-off, 
partial allocation amount and the balance unsubscribed amount, if any, 
taken up by the reserve Bank were announced to the public. the implicit 
reason was that if weighted average price/yield was also made known, it 
would give an idea of the bid distribution in the auction, which would 
be taken advantage of by only a group of participants who were relatively 
more adept at treasury operations. It was in early 1996 that for the first time 
the weighted average price/yield was also announced along with the cut-off.

one more problem encountered was the timing and manner of 
announcing the auction results. In the initial stages, pending the issue of 
a press release, the IdmC of the reserve Bank responded to phone calls 
and announced the cut-off price/yield. following complaints from some 
participants, this practice was discontinued. there was also a complaint 
that all media persons were not getting access to press communications 
at the same time. this was resolved by the results being announced 
simultaneously to a group of media persons at an appointed time of day. 
this responsibility was entrusted to the press relations division (Prd), 
which organised information dissemination and fine-tuned this process 
over time by announcing the results at a fixed time of the day.

dICHotomy BetWeen auCtIon yIeLds and  
seCondary market yIeLds

In the absence of an active secondary market for government securities, 
the auction-based yields of different maturities initially provided the basis 
for the ‘primary market yield curve’. In fact, this curve showed kinks across 
maturities, since it was a combination of yields that emerged at different 
points in time. nevertheless, this was used after some smoothening was 
done internally and served the purpose of announcing sale/purchase of 
securities in omos. the secondary market development was also affected 
in the early 1990s by the adverse impact of the securities market scam and 
the removal of brokers from the government securities market who had 
played a major role in the secondary market. though in parallel the limited 
use of brokers with regulatory safeguards was in vogue especially for non-



697Public Debt ManageMent

bank participants, inter-bank trades were to be mostly done directly. the 
introduction of the dvP system also took some time. In the meanwhile, 
the reserve Bank evolved the practice of announcing prices and yields of 
all securities that were settled in sGL accounts at the end of the day. this 
provided some information base for secondary market trades.

an outcome of this development was that the primary market and 
secondary market yields did not converge that soon. since primary yields 
were still distorted by participation from non-competitive bidders and 
the reserve Bank itself, the price discovery through auctions was not in 
alignment with secondary market yields. this wedge between the secondary 
market and the primary market yields at any point of time created the 
problem of proper pricing of securities for omos. the reserve Bank at this 
stage evolved a complex procedure of constructing after every new auction 
of dated government securities a ‘primary market yield curve adjusted for 
secondary market yields’. this was a unique practice, but a compromise 
that was necessary. since this curve was used for announcing indicative 
yields to banks for valuation of government securities in their portfolio 
at the end of the financial year. at the end of march 1994, when securities 
yields touched a peak, banks were required to provide considerable 
depreciation in their tradeable portfolio because of the significantly high 
yields. In fact, to reset the yield curve for the purpose of valuation, the 
Bank offered to conduct an open market auction, but unfortunately the 
auction was not a success and failed to serve the intended purpose. In any 
case, the reserve Bank was absolved of its role in fixing a high yield for 
valuation for that year-end. ultimately, when the fImmda was formed, it 
was given the responsibility of announcing indicative yields for valuation 
of securities by banks.

CentraL and state seCurItIes

In the above process, it was observed that the market was pricing state 
government securities at a higher yield than central government securities. 
therefore, the reserve Bank discontinued the practice of applying the 
same yield curve for central and state government securities. But all state 
government securities were issued at a fixed coupon rate and flotation was 
combined for many states. It was possible that some states that deserved 
a better treatment due to their relatively better fiscal parameters had to 
grudgingly accept the situation. the eventual introduction of the auction 
method for state government securities much later corrected this, but 
discussion on that aspect is beyond the scope of this history.
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CertaIn oPeratIonaL asPeCts of InternaL deBt manaGement 

In its secular objective to activate internal debt management policy in an 
environment of economic liberalisation, the reserve Bank took a number 
of initiatives to broaden the government securities market as well as to 
develop the secondary market in such securities. this was primarily 
directed towards re-invigorating the treasury Bills market, which was 
critical for meeting the short-term financial needs for the Government as 
well as being a critical component of omos. the Government’s broad 
concurrence with these measures enabled the reserve Bank to quickly 
introduce changes in the internal debt management system, which 
ultimately increased the efficacy of monetary management and also helped 
meet the challenges posed later by the huge inflow of foreign funds. 

Government of India Dated Securities  
Auction Sales of 5-Year Dated Security

towards the close of the year 1991–92, high level discussions took place 
with the ministry of finance to draw an active internal debt management 
policy and to start active operations in the quarter of april–June 1992. 
the Governor, in his letter to the finance secretary dated april 20, 
1992, strongly recommended introducing an auction system for sale of 
government securities without an interest rate cap but with a reserve price 
and reserve Bank intervention. “you will appreciate that interest rate cap 
and open market operations would be a contradiction in terms,” reasoned 
the Governor. In elaborating this aspect, the letter stated that since the 
reserve Bank would be in a position to set a reserve price and intervene at 
its discretion, an element of ‘proactive’ market operations would emerge 
in place of the prevalent restrictive operations under which the reserve 
Bank absorbed securities passively and, more importantly, the reserve 
price mechanism would moderate a very large increase in interest rates. 

 Increase in Coupon Rates 

the reserve Bank discerned in early 1989 that, given the relatively low 
interest rates on government securities vis-à̀-vis other instruments floated 
by the Central Government, there was a strong case for enhancing the 
coupon rates on the former. notwithstanding this perception, at that time 
the reserve Bank preferred to keep the rates unchanged with a view to 
providing some ‘stability’ for the rates (letter dated January 7, 1989 to the 
Government). 
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Later, in may 1990 the reserve Bank recommended to the Government 
the need to increase the coupon rates on government securities, as the 
subscriptions to these securities were predominantly at the maximum 
maturity of 20 years. In terms of the prevailing structure of coupon rates, 
the rate varied from 10.0 per cent in the case of securities having a maturity 
period of 5 years to 11.5 per cent for those with a maturity period of 20 
years, or an increase of one-half of one percentage point for every 5 years’ 
elongation of maturity. the deputy Governor’s letter dated may 3, 1990 
to the finance secretary proposed that in the interests of flexible use of 
different maturities in the Centre’s market borrowings without raising 
the interest burden on the Government, the structure of coupon rates and 
maturities could be narrowed by keeping the rate for 20 years’ maturity 
unchanged at 11.5 per cent. moreover, since the 6-month treasury Bill 
rate was close to 10.0 per cent, it was considered apt that the coupon rate 
for securities of 5 years’ maturity should be at least 10.75 per cent to attract 
some funds at lower maturities and thus activate the secondary market.

In its annual policy letter (dated January 8, 1991) to the Government 
on projections for the market borrowing programme for 1991–92, the 
reserve Bank placed this issue in its macroeconomic context, i.e., the 
measures being taken by the reserve Bank to minimise the distortions 
that arose from low administered interest rates, on one hand, and various 
steps taken by the Government to ensure that the resources were priced 
correctly, on the other. In the immediate preceding years, the government 
borrowings other than under the market borrowing programme had been 
increasing rapidly and the effective cost of such borrowing, taking into 
account the fiscal concessions, was substantially higher than the rates paid 
under the market borrowing programme. the reserve Bank emphasised 
that extremely high reserve requirements and below the market rates 
of interest on the Government’s marketable debt, far from improving 
resource allocation, caused avoidable distortions and, more importantly, 
the monetisation of a large part of the government borrowing. allaying the 
fears of the Government that higher interest rates on government securities 
might raise the cost of servicing internal debt, the central bank countered 
that instead the market-related rates on government securities would 
widen the demand for these securities, thereby reducing monetisation of 
the deficit and, eventually as inflation was brought under control, the cost 
of borrowing would come down as nominal interest rates declined. 

this subject was again pursued in the reserve Bank’s letter dated may 
11, 1991 on the grounds that the maximum coupon rate had remained 
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unchanged over the past five years, whereas interest rates in general had 
moved up recently. While taking note of the Government’s concern about 
the large interest burden, the central bank stressed that it was a good policy 
to ensure that the rate on government securities was not too far out of 
alignment with other rates prevailing in the system. the suggestion to the 
Government was to move up the prevalent rate structure by at least 0.50 
percentage points as a recognition of overall financial stringency, but if 
the decision required some more time, the proposal was to compress the 
rate structure and float an 11.5 per cent security for 15 years. In other 
words, as an interim measure, the maximum coupon rate was to be left 
unchanged, while the maturity was to be telescoped. the Government was 
requested to convey its decision early, as the first tranche of borrowing for 
1991–92 was scheduled to be announced during may 1991. However, the 
Government was not favourably disposed towards the proposal. In a letter 
dated June 6, 1991, the additional secretary (Budget) countered that any 
change in the interest rate structure would impact both the central and the 
state governments and that in any case it was not the appropriate time to 
consider these changes. 

Consequently, the Governor, shri s. venkitaramanan, took up the 
matter with the finance secretary in his letter dated June 4, 1991, when 
market interest rates had started to firm up. the other reasons were that 
the interest rates on loans of over ̀  2 lakh by commercial banks were raised 
from april 13, 1991 by one percentage point, from 16.0 per cent (minimum) 
to 17.0 per cent (maximum); imposition of an interest surcharge of 25.0 
per cent on import financing; a sharp increase on post-shipment export 
credit interest rates for periods over 90 days and 180 days; two increases 
in the maximum term deposit rates in october 1990 and april 1991; 
and the moves by fIs to remove the ceilings on interest rates on lending 
and the ceiling on debenture rates. the reserve Bank advised that in this 
milieu keeping the coupon rates on central government dated securities 
unchanged was clearly not ‘appropriate’. further, since 1985 when coupon 
rates were fixed, the cost of funds to the banking system had considerably 
increased and reserve requirements had been raised; in such a situation, 
keeping coupon rates unaltered on these securities would further erode the 
profitability of banks. the Governor reasoned in a persuasive manner that 
an upward revision in the coupon rates was ‘unavoidable’, and the country 
might be vulnerable in negotiations with international financial agencies, 
if the rates were kept unaltered, viz.:
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It would be best not to have to do a sharp change after we go to the 
fund and finalise the settlement. I would, therefore, suggest that 
tactically it would be desirable before we undertake any further 
negotiations with international agencies to at least implement the 
suggestion in dr. rangarajan’s letter (dated may 11, 1991) to raise 
the maximum rate by 0.5 per cent. If a decision on alternative I 
which involves a rise in the maximum rate by 0.5 per cent would 
need a few weeks, we could go ahead with alternative II which 
does not involve a change in the maximum rate for the Centre’s 
first tranche of borrowing which is to be issued in the next few 
days.

 the finance secretary in his letter dated June 12, 1991 responded 
that the changes suggested by the reserve Bank would be considered and 
decisions taken in due course; meanwhile, the reserve Bank could go 
ahead with floating the first instalment of central and state government 
loans for the year, because several state governments were likely to run into 
ways and means problems very soon. after a long delay, the Government 
accorded its approval in september 1991 for an increase of 0.25 percentage 
points for maturities of 5, 10 and 15 years (as against the 0.50 percentage 
points proposed by the reserve Bank) and a rise of 0.50 percentage points 
for 20 years’ maturity. 

this topic again came to the fore in the context of the recommendations 
contained in the report of the narasimham Committee. the reserve Bank, 
in its letter dated January 2, 1992 (market borrowing programme exercise 
for 1992–93), addressed to the secretary, economic affairs, reiterated 
that as part of the reform of the financial system there should be a phased 
movement to market-related interest rates on government securities, and 
that in the long run government dated securities would need an active 
market that presaged market-related interest rates. “While there are 
certain apprehensions that a sudden freeing of these interest rates would 
be disruptive, a phased programme could be considered under which 
interest rates on Government securities could be raised in stages and the 
rates could be telescoped to different maturities,” the Bank emphasised.

In early 1992, the dated securities market was gripped with uncertainties. 
as a result, banks and other traditional subscribers to the bonds of state 
governments and state government bodies were staying out of the market 
in anticipation of changes in the interest rates of dated securities, about 
which speculation had been rife ever since the submission of the report of 
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the narasimham Committee. the Governor in his letter dated february 
21, 1992 to the finance secretary stated that there was no way in which 
the reserve Bank could ensure that these flotations were subscribed, and 
that despite holding down the amount to be accepted under the 182-day 
treasury Bill auctions, banks and other fIs were not subscribing to state 
government issues. moreover, the reserve Bank substantially reduced the 
offers of 182-day treasury Bills to a token sum in the next few auctions. 
the reserve Bank, in its capacity as the manager of public debt, suggested 
that the Government might review the interest rates and put in place a new 
structure from march 1, 1992, implying that the last tranche of the central 
flotation of ` 1,208 crore would also have to be floated at the revised rates. 
a related recommendation was that to avoid the authorities getting locked 
into high interest rates for the long term, medium-term maturities should 
be issued at a higher rate. 

the Government’s response was prompt as well as positive. after 
discussions between the finance minister, Governor, finance secretary, 
secretary (economic affairs) and deputy Governor, the Government, 
in its letter dated march 6, 1992, conveyed its agreement to raise with 
immediate effect the coupon rate on 15-year securities from 11.50 per cent 
to 12.50 per cent per annum. subsequently, the coupon rates for 5-year and 
10-year securities were raised in april 1992 from 10.75 per cent and 11.00 
per cent to 12.00 per cent and 12.25 per cent, respectively. the finance 
minister also consented to the reserve Bank’s proposal for introducing 
treasury Bills with a maturity of 273 days and 364 days on auction basis, 
at a discount rate cap of 11.50 per cent. Incidentally, the 182-day treasury 
Bills, which were being sold on auction basis, had no interest rate cap. 

for quite a long time, the Government did not relent on its stand against 
the removal of the cap on coupon rates, compelled by considerations of the 
interest rate burden. In connection with the market borrowing programme 
for 1994–95, the Government in its letter dated may 16, 1994 conveyed the 
approval of the finance minister for the first auction of 10-year bonds 
for an aggregate amount of ` 1,200 crore, with a rider that the cap on 
interest was to be maintained at 12.00 per cent per annum. the Governor, 
dr rangarajan, spoke to the Chief economic adviser to the Government 
of India about the problems of such a cap, especially as there was a pre-
determined amount to be raised by the auction and the 10-year security 
issued at the end of march (conversion of 364-day treasury Bills) was 
at 12.50 per cent and the same rate was fixed for the state governments’ 
10-year security in april 1994. the reserve Bank’s perception was that 



703Public Debt ManageMent

while the Centre should be able to raise loans at a rate somewhat lower 
than the states, the tightening of monetary policy (announced on may 
14, 1994) would have an upward impact on interest rates in the auctions. 
the problem of a rigid cap of 12.0 per cent was explained to the finance 
secretary, that is, the Centre had a heavy borrowing programme in 1994–95 
and a poor market response could send the ‘wrong’ signal. finally, the 
Government acceded to a 12.35 per cent cap, which was applied as the cut-
off for the auction held on may 23, 1994. 

 treasury BILLs

the resolution of the issues that surfaced during the formulation of the 
policy on treasury Bills was more complex than in the case of government 
dated securities, mainly because the Government was extremely wary 
about the interest burden in servicing the debt. 

Improving the Yield on 182-day Treasury Bills

for the year 1990–91, the yields on short dated 5-year government 
securities went up from 10.0 per cent to 10.5 per cent, which were expected 
to induce investors to retain a large part of the outstanding 182-day 
treasury Bills until the end of march 1991. the reserve Bank suggested 
(in letter dated october 22, 1990) to the Government that to provide some 
manoeuvrability in managing the auctions, the cap on the cut-off yield 
on this instrument might be raised from 10.0 per cent to 10.5 per cent. 
surprisingly, the Government took the stand (in letter dated november 
9, 1990) that the existing cap of 10.0 per cent on 182-day treasury Bills 
was adequate and seemed ‘reasonable’ considering that the yield on 5-year 
government securities was 10.5 per cent. after the Governor discussed the 
matter with the finance secretary, the Government agreed that the yield 
in 1990–91 could be raised to 10.5 per cent, which would help to get a 
reasonable proportion of the maturing treasury Bills reinvested. 

the reserve Bank was not very comfortable with the approach to 
the cap on interest rates. the Governor, in his letter dated January 8, 
1991 (which pertained mainly to the projections for the Government’s 
borrowing programme for 1991–92) to the finance secretary suggested 
that in the context of the overall stance of financial liberalisation, the 
cap on the interest rate on 182-day treasury Bills should be completely 
dispensed with in 1991–92 and the reserve Bank given the freedom to 
mobilise resources for the Government by altering treasury Bill rate from 
time to time. “the reserve Bank should use this flexibility bearing in mind 



704 The ReseRve bank of IndIa:  1981–1997

the overall administered interest rates on dated securities,” indicated the 
Governor. Incidentally, the reserve Bank proposed that state governments 
and Pfs should be allowed to participate in the 182-day treasury Bill 
auctions on the basis of non-competitive bids, namely, at the weighted 
average of accepted bids. the Chief economic adviser to the Government 
of India in his letter dated april 10, 1991 replied that, keeping in view the 
cost on account of this form of borrowing, the lower cap of 10.0 per cent 
might be reverted to. this stand of the Government was not acceptable 
to the reserve Bank and the Governor made a remark on the letter: “I 
do not agree to this, considering our overall approach to liberalisation. 
Please put up a letter to f.m.” However, the deputy Governor,  
dr rangarajan, discussed this with the Chief economic adviser and 
followed it up with a detailed letter dated august 20, 1991, elaborating 
the rationale for the reserve Bank’s point of view. the main argument 
was that in the auctions held during the year (up to august 21, 1991), it 
had been able to mobilise substantial amounts, reduce marginally the yield 
and yet collect sizeable amounts. moreover, it was expected that by raising 
the yield, the reserve Bank’s hand in monetary management would be 
strengthened, viz.: 

I hardly need to stress the beneficial effects of reducing the 
extent of reserve money particularly in the context of short-term 
management at the present time. you will appreciate that we 
would be well advised to use all the available tools in the armoury 
to attain the objectives of short-term management and given the 
present inflationary context and the upward increase in certain 
interest rates in the present period, it would not be apposite to 
lower the cap on 182-day treasury Bills from 10.5 per cent to 10.0 
per cent. We would, of course, use the cap with due discretion to 
the advantage of overall monetary control as also garner resource 
for the Government and thereby reduce the Government’s 
dependence on the reserve Bank.

the 182-day treasury Bills evoked a favourable response from 
investors. the outstanding bills as on november 1, 1991 stood at ` 3,376 
crore, and the cut-off yield ranged between 9.95 per cent and 10.08 per 
cent. the reserve Bank, in January 1992, apprised the Government 
that its endeavour had been to garner the maximum resources for the 
Government in the 182-day treasury Bill auctions at a reasonable cost. It 
enquired whether the cap of 10.5 per cent could be completely dispensed 
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with in 1992–93 and if it could be given the freedom to mobilise resources 
for the Government by auctioning 182-day treasury Bills at ‘appropriate’ 
rates, since this would provide the reserve Bank with the flexibility to 
raise and lower the rate in accordance with the Government’s short-term 
needs and in due course develop this as an adjunct to monetary control. 
the Governor assured the ministry that the reserve Bank would use this 
flexibility with caution, bearing in mind the overall structure of interest 
rates on dated securities. 

In february 1992, the reserve Bank became concerned when it came 
to know that the ministry of finance was seriously considering suspending 
182-day treasury Bill auctions. the Governor, shri s. venkitaramanan, 
in his letter dated february 5, 1992 to the secretary, economic affairs, 
remonstrated that this would be a most ‘unfortunate’ step and suggested 
that the matter be discussed in detail before such a drastic decision was 
taken. the reserve Bank enumerated various benefits of this instrument. 
It was a means to garner additional resources and served as an important 
short-term money market instrument. If the Government was concerned 
about the Gfd, the Governor postulated that the increase in 182-day 
treasury Bills did not ipso facto alter the Gfd, as this was determined more 
by the Government’s receipts and payments position; on the contrary, this 
deficit financed by net rBI Credit to Government could be reduced by 
mobilising the 182-day treasury Bills.

the reserve Bank reasoned that it was not valid to compare the cost 
of raising 91-day treasury Bills at a discount rate of 4.6 per cent with the 
cost of 182-day treasury Bills at around 10.0 per cent, since the former, 
which was really the inflationary burden of created money, was being 
kept artificially low. In the interests of the Government’s commitment 
on net rBI credit to the Government, the need to curb created money, 
the consequent inflationary pressures and finally the development of the 
financial system, the Governor urged that the auctions of 182-day treasury 
Bills should not only be continued but also the maximum amount be 
raised. the Government seemed to have veered round to the reserve 
Bank’s views, because 182-day treasury Bill auctions continued without 
interruption for some time. 

Longer-maturity Treasury Bills

the sales of 182-day treasury Bills followed a seasonal pattern, rising in 
the first half of the financial year and tapering-off in the second half of the 
year. this meant that the support to the Government at the end of the year 
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was limited. therefore, the reserve Bank in its letter dated January 8, 1991 
mooted having auctions for 273-day and 364-day treasury Bills. It was 
envisaged that with the development of an active secondary market by the 
dfHI, these long-dated treasury Bills could become popular and provide 
greater support to the government budget in the second half of the year. By 
april 1992, the Government had agreed to introduce treasury Bills of these 
maturities, but with a discount rate cap of 11.5 per cent. the reserve Bank’s 
letter dated april 20, 1992 apprised the Government of certain modalities 
in implementation. first, since the reserve Bank did not hold any 182-day 
treasury Bills, it would not hold any 273-day and 364-day treasury Bills 
either. the dfHI would, however, provide liquidity to these longer-term 
treasury Bills. second, the broad strategy was to issue initially only single 
maturity at each fortnightly auction, although this procedure was to be 
reviewed as the market developed. third, the reserve Bank indicated that 
the choice of maturity at each auction should best be left to the reserve 
Bank, since it would depend on its perceptions of the conditions in the 
short-term money market. “the endeavour would be to ensure that the 
Government was not faced with large net repayments of treasury Bills, 
particularly in the latter part of 1992–93,” the Bank emphasised. fourth, 
and most important, the reserve Bank again emphasised that there was 
a pressing need to remove the discount rate cap of 11.5 per cent as it 
intended to vary the discount rates to reflect market conditions. In actual 
practice, the discount rates varied from auction to auction and the cap 
put a constraint on the efforts of the reserve Bank to raise the maximum 
amount possible at an optimal rate.

With a view to providing financial instruments with varying short-
term maturities to cater to the needs of different classes of investors and 
thereby developing the treasury Bill market, treasury Bills of 364-day 
duration were introduced in april 1992.23 

 23. In the investment committee meeting of the secretary’s department, which took place 
in april 1992, the proposal to issue treasury Bills for all the three maturities (i.e., for 
182, 273 and 364 days) either in one auction or in different auctions initially found 
favour. But after some discussion, the case for 273-day treasury Bills lost ground for 
three reasons. first, if all the three maturities were offered at a time, as in the case of 
dated securities, the investors’ preference would be for the longest maturity, i.e., 364 
days. second, the 364-day treasury Bills after running for 3 months would automatically 
be of 273 days’ duration. third, if three types of maturities were floated, it would be 
necessary for the reserve Bank to decide upon different yield spreads in consultation 
with the Government, viz., the minimum and maximum yields for each type of maturity, 
to avoid overlaps and distortions in the yield structure.
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Sale by Auction of 91-day Treasury Bills

a decisive step towards activating the debt management operations and 
a gradual move away from the system of ad hoc treasury Bills was the 
introduction in april 1993 of sale by auction of 91-day treasury Bills for 
a predetermined amount, but with reserve Bank participation in each 
auction as necessary. the system of ad hoc treasury Bills was continued. 

the reserve Bank’s letter dated april 20, 1992 conveyed its views to the 
Government on the functioning of the scheme. the amount to be raised at 
each auction was to be predetermined and there would be a reserve price 
with reserve Bank intervention. While the reserve Bank would not provide 
automatic rediscounting facilities at a predetermined price, it would retain 
the option to subscribe to these bills under the reserve price and buy and 
sell these treasury Bills depending on its perception of market conditions. 
the dfHI would extend strong backing to this instrument by offering an 
element of liquidity at a price. Particular emphasis was laid on the fact that 
the 91-day treasury Bills auctions should not be subject to an interest rate 
cap and that in all these operations, the Government should look at the 
average effective cost of borrowing over a period of say, a year, and not 
restrict these operations by imposing discount rate caps for each auction.24 
the Government was advised to periodically have recourse to funding of 
these securities into dated securities, the maturity period to be dependent 
on the absorption capacity of the market. taking a long-term view, the 
reserve Bank proposed taking up periodic funding of these treasury Bills, 
viz.:

furthermore, market operations in treasury Bills will be smooth 
only if we undertake a periodic funding of these bills into dated 
securities of say 5–15 years which would need to be absorbed by 
the market. a large overhang of treasury Bills built over a number 

 24. In the office note, a number of objectives and advantages were seen in introducing 91-
day treasury Bills. the important among these were: (i) to absorb excess short-term 
liquidity in the market; (ii) to even out interest rates in the call/notice money market 
and reduce the volatility in call money rates; (iii) to popularise 91-day treasury Bills 
as a money market instrument with discount rates closer to market-related rates; (iv) 
reduction in net rBI credit to Government by encouraging holdings of treasury Bills 
for 91-day by non-rBI investors; and (v) development of an active secondary market 
in government securities through repos or otherwise, as there would be no rediscount 
facility from the reserve Bank.
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of years would jeopardise the effective functioning of the treasury 
Bill market and absorption of dated securities by the reserve Bank 
cannot be construed as a genuine funding operation as it merely 
would result in created money.

nearly six months later, the reserve Bank again took the initiative to 
request the Government (letter dated october 19, 1992) to approve the 
pending proposal, pointing out that in accordance with the objective 
of improved short-term monetary management, the authorities had a 
commitment to issue short-term securities at market-related rates to 
the extent of ` 2,500 crore. to allay the fears of the Government, the 
reserve Bank clarified that while the auctions would imply a higher 
cost to the Government, the additional burden (estimated at ` 30 
crore) was unavoidable, and to keep such a burden within manageable 
limits, the amount was being restricted to ` 2,500 crore in 1992–93. the 
Governor clarified that the gain had to be measured in terms of avoiding 
monetisation and inflation and reassured the Government by stating: “I 
had argued earlier on behalf of the reserve Bank that the excess income 
of rBI could be returned to GoI as additional profits. In principle, this 
agreement continues to hold. We can discuss modalities for doing this.” 
the Government seemingly took the latter averment rather too seriously, 
as is evident from what followed.

the Government’s letter dated november 4, 1992 informed the 
reserve Bank that the finance minister had approved the scheme of 
auction of 91-day treasury Bills and noted that the Governor’s proposal 
indicated a discount rate of 9.5 per cent per annum. further, the letter 
made a specific mention: “We have also taken note that the extra cost 
to Government in 1992–93 will be compensated by the Bank through 
transfer of additional profits in 1993–94.” the reserve Bank hastened to 
clear the Government’s perceptions on these two vital aspects, in its letter 
dated december 3, 1992:

…the calculation of the additional interest burden during  
1992–93 of the order of ` 30 crore was based on an illustrative 
average effective rate of 9.5 per cent as against 4.6 per cent discount 
rate at present. as already discussed with you, the illustrative rate 
of 9.5 per cent is not intended to be used as a ceiling rate. We 
would, however, keep in mind the fact that the Government has 
made a provision of additional ` 30 crore for these treasury Bills. 
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the excess income from this instrument would accrue to the rBI 
only to the extent the rBI holds these treasury Bills.25

In the first auction held in april 1993, the implicit cut-off yield for 91-
day treasury Bills at 11.0997 per cent was significantly higher than the fixed 
discount rate of 4.6 per cent per annum. thereafter, apart from certain 
fluctuations, the rate generally drifted downwards until early June 1994. 
on the few occasions that the reserve Bank participated in the auctions, 
it was a passive participant, with the market determining the rate. to sum 
up, the 91-day auction treasury Bill served as a powerful instrument for 
financial market participants and heralded a significant move towards 
market-related rates of interest on government securities. 

Interest Rate Cap on 182-day Treasury Bills

the reserve Bank and the Government had an understanding since June 
1987 that while the cut-off yield on 182-day treasury Bills could fluctuate, 
the former would ensure that the yield did not exceed 10.0 per cent per 
annum. since then, the yields rose gradually from 9.01 per cent in June 
1987 to 9.07 per cent in the auctions held in october 1990. the quantum of 
outstanding 182-day treasury Bills showed a nearly six-fold jump during 
this period and, from the auctions of april 18, 1990 onwards, the cut-off 
yield remained static at 9.97 per cent or just near the 10.0 per cent cap fixed 
by the Government. this instrument turned out to be useful not only for 
investment of short-term surplus funds, but was also attractive in view of 
the liquidity it provided. However, the reserve Bank noticed that while the 
outstandings tended to come down at the end of march, the Government 
secured support from this source year after year as was evident from the 
steady rising trend in the outstanding level at the end of march each year. 
another interesting feature was that investments in treasury Bills tended 
to rise during the early part of the year, thereby providing the much-
needed assistance to the Government when its receipts were at a low level.

 Funding of Treasury Bills

In the 1970s, the reserve Bank had been funding treasury Bills in small 
quantities, mainly to correct the uneven distribution of maturities of 

 25. Incidentally, the surplus profits of rBI transferred to the Central Government had 
jumped from ` 350 crore for 1990–91 (July-June) to ` 1,500 crore for 1991–92 and were 
maintained at that level for each of the years 1992–93 and 1993–94. this item increased 
more than two-fold for 1994–95, viz., ` 3,558 crore.
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outstanding central loans in various financial years and partly to replenish 
the reserve Bank’s holdings of particular loans and meet the requirements 
of banks and other investors during the Bank’s omos. another objective 
was to provide high-yielding long-dated securities to various Pfs. 
Internally, the need for funding treasury Bills was felt acutely to get over 
the problem faced by the reserve Bank in finding eligible assets for transfer 
to the Issue department as statutory backing for note issue. Between 
1958 and 1982, the reserve Bank had funded ad hoc treasury Bills for an 
aggregate amount of ` 3,795 crore. 

during the 1980s, the funding of ad hoc treasury Bills took place 
on three occasions, viz., march 31, 1982 (` 3,500 crore), march 31, 1987  
(` 15,000 crore) and march 31, 1988 (` 17, 500 crore). no funding of ad 
hocs was resorted to between 1983 and 1986, or in 1989 and 1990. this was 
followed by funding on march 31, 1991 (` 30,000 crore) and march 31, 
1992 (` 5,000 crore). the funding took the form of issue of special securities 
that carried the coupon rate of interest applicable on Government of India 
treasury Bills of 91-day maturity, i.e., 4.6 per cent per annum. 

Funding of 91-day Ad hoc Treasury Bills (March 1991)

In 1991, the reserve Bank decided that a large portion of 91-day ad hoc 
treasury Bills needed to be funded for several reasons. the volume of 
treasury Bills in January 1991 was nearly ̀  40,000 crore and would be soon 
due for a large volume of discharge after their tenure. the discount rate on 
91-day treasury Bills at 4.6 per cent per annum had remained unaltered 
for over 16 years. the reserve Bank, in its letter to the finance ministry 
dated January 8, 1991, suggested that these ‘purposeless exercises’ could be 
dispensed with and a major funding into undated securities undertaken at 
an interest rate of 4.6 per cent at a slightly lower cost to the Government 
compared with the discount rate of 4.6 per cent. 

a year later, in its letter dated January 2, 1992 (in connection with 
the annual projections for the Central Government’s market borrowing 
programme for 1992–93), the reserve Bank apprised the Government 
that the state governments investing in this instrument had pleaded ‘not 
without force’ that the yield on 91-day treasury Bills was ‘unrealistically 
low’ relative to other rates in the system and that there was a case for 
increasing the discount rate to 9.0 per cent per annum. the Governor, in 
his letter, made the proposal attractive for the Government by suggesting 
that: (i) the bulk of the existing 91-day treasury Bills could be funded 
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into undated securities at 4.6 per cent at the end of march 1992; (ii) the 
discount could be raised initially to 9.0 per cent and later the rate could be 
determined at auctions; and (iii) increase in earnings of the reserve Bank 
as a result of this measure could be transferred to the Government. 

Funding of 91-day Auction Treasury Bills

With the ongoing tempo of issue of 91-day auction treasury Bills, its 
outstanding level crossed the ceiling of ` 5,000 crore by the 39th auction 
on october 1, 1993. at the same pace, by the 40th auction on october 8, 
1993, the outstanding level of 91-day auction treasury Bills was expected 
to touch ` 5,450 crore. the IdmC, in its letter dated september 18, 1993, 
informed the ministry of finance that the market response to these bills 
was overwhelming, with no devolvement on the reserve Bank in the weekly 
auctions (august–september 1993) and, with the discount rate coming 
down, funding would have an ‘enduring’ effect on monetised fiscal deficit. 
therefore, the reserve Bank in its letter dated october 5, 1993 proposed 
that the funding operation be undertaken on october 15, 1993 by issuing 
two-year government stock at a pre-announced fixed coupon rate. Based 
on its experience in funding 364-day treasury Bills in april 1993, the 
reserve Bank felt that pricing the bills on the basis of the holding period 
yield applied on the maximum weighted average price would be attractive 
and beneficial to investors opting for conversion. 

the advantages adduced to the proposal were three. first, the funding 
operation would help to obviate the cash flow problem for the Government 
arising during the latter part of the fiscal year when liquidity conditions 
might turn out to be tight. second, as the bills had almost been absorbed 
by the market, funding would secure a longer-term reduction in the 
monetised portion of fiscal deficit and, moreover, the conventional deficit 
would be smaller. third, in the absence of funding, the manoeuvrability 
of the reserve Bank in keeping up the tempo of fresh issues of these bills 
would be constrained, because turning over a large volume of bills every 
three months was a very difficult task, especially as the volume of such bills 
increased. 

Ad hoc treasury Bills amounting to ` 34,130 crore were converted 
into special securities without any specific maturity at an interest rate of 
4.6 per cent per annum, effective april 1, 1997. similarly, 91-day tap bills 
amounting to ̀  16,688 crore were converted to special securities on similar 
terms as they matured during the period april–June 1997.
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Funding of 91-day Treasury Bills (March 1994)

Before the start of the borrowing programme for 1994–95, the reserve 
Bank wanted to get through the funding of 91-day treasury Bills 
outstanding at the end of march 1994 for the same reasons cited earlier in 
the case of 91-day auction treasury Bills, namely, to alleviate the cash flow 
problem for the Government and to enable the reserve Bank to keep up 
the tempo of fresh issue of bills in the following year. the reserve Bank, 
in its letter to the Government dated march 29, 1994, suggested extending 
the inter-bank repos facility to the 5-year government stock to be issued in 
conversion of treasury Bills, provided the transactions were carried out at 
mumbai and through sGL accounts.

Funding of 364-day Treasury Bills (March 1993)

the 364-day treasury Bill auctions were introduced in april 1992. at the 
end of march 1993, the outstanding 364-day treasury Bills were expected 
to be over ` 8,500 crore; this was much in excess of the modest budgeted 
figure of ` 500 crore for the year 1992–93. there was a strong demand 
for these treasury Bills due to special reasons, such as the portfolio 
adjustments made by investors, this being a new type of security; the setback 
to the secondary securities market in the aftermath of the irregularities 
in securities transactions; and the attractive rate offered on these bills 
— especially before the maximum rate on dated securities was raised to 
13.0 per cent. the reserve Bank, in its letter dated January 7, 1993 to the 
Government, conjectured that retiring these bills (expected to take place in 
the financial year 1993–94) could be a large drain on the resources of the 
Government unless an equivalent amount was raised in the auctions to be 
held in 1993–94 and, therefore, recommended floating a 3-year funding 
security at an attractive rate before these bills matured towards the end of 
april 1993. this was open only to holders of 364-day treasury Bills. of 
the 364-day bills eligible for conversion, amounting to ` 8,777 crore (face 
value), into 12.75 per cent central government stock, 1996, ` 7,123 crore 
(face value) was offered by holders for conversion, representing about 80.0 
per cent of the eligible bills. 

again in march 1993, the Government was approached to fund 
364-day treasury Bills maturing in 1993–94 into dated securities on the 
grounds that the bills issued during 1992–93 would mature for payment in 
1993–94, leading to high net discharge of bills and cause an imbalance in 
funds flow to the Government. the letter dated march 17, 1993 favoured 
making the terms of funding sufficiently attractive to smoothen the flow 
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of funds and, since these bills did not need be held by investors until 
maturity, the Government was not required to pay prematurely 100.0 
per cent maturity value. the reserve Bank’s annual report for 1993–94 
propounded that the funding operations of 364-day and 91-day treasury 
Bills were an important aspect of internal debt management, because each 
of these funding operations was large and the back-up of liquidity through 
repos provided a benchmark for other operations and more important, 
just as the 12.75 per cent three-year stock at the time of the april 1993 
funding of 364-day treasury Bills acted as a signal for a sharp up-trend 
in coupon rates, the march 1994 funding of 364-day treasury Bills could 
serve as an indicator for lowering coupon rates. further: 

thus, an array of market-related interest rates are emerging 
through auctions of conventional market loans, new instruments 
like Zero Coupon Bonds and funding operations. In a market-
related system it is not always necessary for the coupon rate to be 
determined at the auctions. It is equally legitimate as part of a debt 
management strategy to test the market by an offer at a certain 
coupon rate; the fixed coupon rate on the funding of securities is 
particularly suited as the holder of a treasury Bill has the option 
to convert treasury Bill into a dated security or to opt to remain 
in treasury Bills. Conjectural variation between investors and 
borrowers is a legitimate market play.

In march 1994, the reserve Bank discerned that with the prevailing 
easy liquidity conditions, there was a large demand for 364-day treasury 
Bills in 1993–94, and the outstandings of these bills touched ` 19,263 
crore on march 4, 1994. With one more auction to be held on march 16, 
1994, the total outstandings at the end of the financial year might be over 
` 20,000 crore. the strong demand for 364-day treasury Bills was partly a 
reflection of the shortage of dated securities in the market, as was evident 
from the fact that large sales from the reserve Bank’s portfolio of dated 
securities had taken place in the past three months. the reserve Bank, in 
its letter dated march 7, 1994, strongly recommended to the Government 
a funding operation of 364-day treasury Bills towards the end of march 
1993 as this would ease the cash flow problem of the Government in 1994–95 
and, in the absence of funding, the manoeuvrability of the reserve Bank 
to maintain the tempo of fresh issues of these bills would be constrained, 
as turning over a large volume of bills could be difficult, especially as the 
volume of such bills increased. 
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the reserve Bank, in its letter dated december 12, 1994, proposed 
that a part of the remaining target of net borrowing could be achieved 
by funding 364-day treasury Bills maturing between January and march 
1995 to be undertaken on december 29, 1994. It was reasoned that if all 
eligible bills were converted, the funding would cost the Government  
` 3.73 crore; even if 50.0 per cent of the eligible bills were converted, this 
would be satisfactory, as it would reduce the remaining borrowing to be 
undertaken. In another letter dated december 20, 1994, the reserve Bank 
expressed the view that since the maturing of large volume of outstanding 
364-day treasury Bills at the end of march 1995 could pose problems for 
the Government, it would be prudent to fund a substantial part of these 
bills into dated securities.

Conversion of Special Securities into Marketable Securities

the conversion of ` 7,000 crore of special securities (4.6 per cent) into 
marketable securities was mooted by the reserve Bank in its letter dated 
october 31, 1994. But the Government — in its letter dated december 2, 
1994 from the Chief economic adviser — was not in favour, because it 
would entail hidden transfer/subsidy and given the move towards greater 
transparency (evidenced by the supplementary agreement between the 
reserve Bank and the ministry of finance to phase out ad hoc treasury 
Bills), similar transparency was required in the profits and losses arising 
from the open market and sterilisation operations of the reserve Bank. 
more important, any change in the reserve Bank’s profits/losses would 
impact the government budget through variation in dividends. 

the Government responded that instead 4.6 per cent special securities 
up to ̀  7,000 crore could be exchanged for an equal value of dated securities 
of appropriate maturity at a coupon rate equal to the corresponding market 
interest rate. the reserve Bank was to pay in perpetuity the difference 
between this coupon rate and the 4.6 per cent interest rate on special 
securities. this implied that immediately after this exchange, the annual 
cost to the Central Government and the annual income from the reserve 
Bank would remain unchanged. the use of this security for sterilisation 
was expected to entail a cost to the reserve Bank as in the case of earlier 
omos. In principle approval from the finance minister had been obtained 
for the proposal, the letter advised.
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ProGress In fIsCaL ConsoLIdatIon

fiscal consolidation was the centre-piece of the comprehensive 
economic reforms launched in 1991–92 by the Government to restore 
the macroeconomic imbalance that had been severely disturbed.26 Both 
the stabilisation of the BoP and control of rising inflation warranted an 
immediate and drastic reduction in the fiscal deficit. the regular union 
Budget for 1991–92 (presented to Parliament on July 24, 1991) represented 
a major and conscious effort towards restoring fiscal balance, mainly by 
reducing the fiscal deficit by nearly two percentage points of GdP, i.e., 
from 8.4 per cent in 1990–91 (re) to 6.5 per cent in 1991–92 (Be and 
based on GdP projections at that time). However, it is worth noting that 
the economic survey for 1996–97 postulated that although it was relatively 
easy to say whether the trend in fiscal deficit was up or down, it was much 
more difficult to define the ‘appropriate’ level for each country at any 
given time in its stage of economic development.27

the topic of fiscal adjustment was of critical concern and interest for 
the reserve Bank in monetary management since unrestrained budget 
deficits would culminate in burgeoning public debt. In retrospect, fiscal 
consolidation and the accompanying financial sector reforms substantially 
scaled down the Centre’s dependence on net bank credit from the reserve 
Bank and also the draft on the resources of the banking sector. the 
Governor, dr C. rangarajan, stressed that sustained fiscal adjustment must 
underpin further reforms and that, in the absence of credible fiscal control 
and price stability, there was some risk that interest rate deregulation could 
result in overshooting and, thus, disrupt the reform process.28 

the reserve Bank, in its annual report for 1995–96, suggested that 
with the impending termination of the system of ad hoc treasury Bills, the 
concept of the conventional budget deficit would have to be abandoned and 
the Gfd formally used as the benchmark for assessing fiscal performance. 
While the components of the Gfd would be along familiar lines, e.g., 

 26. the topic of fiscal consolidation continues to be in the limelight even today.

 27. Incidentally, the Economic Survey, 1993–94 commented that a large fiscal deficit might 
have provided a useful expansionary counterpoise to the contractionary effects of 
financial sector reforms.

 28. rangarajan, C. (1994). “developing the money and securities markets in India”. Paper 
presented at the Sixth Seminar on Central Banking. International monetary fund. 
Washington, d.C., march 9.
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indicating external and internal financing and within internal financing, 
market loans and non-marketable debt, a clear mechanism would have to 
be drawn up to indicate the sources of financing the Gfd as between non-
banks, banks and the reserve Bank. the budget would then indicate the 
total recourse to the reserve Bank by way of dated securities, treasury Bills 
and other temporary accommodation. “the budget would need to present 
a figure on monetisation of fiscal deficit consistent with the objectives of 
overall monetary control,” emphasised the report.

steady progress was made in reducing the Gfd up to 1996–97, except 
for a setback in 1993–94, as can be seen from table 15.3. 

taBLe 15.3

Gross Fiscal Deficit, Primary Deficit, Budgetary Deficit and  
Monetised Deficit of the Central Government

(As percentage of GDP at market prices) 

Year Gross Fiscal Deficit Net Primary Deficit Budgetary Deficit Monetised Deficit

 (1) (2) (3)  (4) (5)

1990–91 8.33 3.35 2.12 2.75

1991–92 5.89 1.45 1.11 0.89

1992–93 5.69 1.65 1.74 0.60

1993–94 6.87 2.77 1.25 0.03 

1994–95 5.56 1.16 0.09 0.21

1995–96 4.95 0.89 0.81 1.63

1996–97 4.73 0.64 0.94 0.14

 Notes: 1. ratios for the period 1993–94 onwards are based on new GdP series (1993–94 =100).

  2. With the discontinuation of ad hoc treasury Bills and 91-day tap treasury Bills from 
april 1997, the concept of conventional budget deficit lost its relevance. 

  3. Gfd is the excess of total expenditure including loans net of recovery over revenue 
receipts (including external grants) and non-debt capital receipts.

  4. Primary deficit means Gfd minus net interest payments.

  5. the conventional deficit (Budgetary deficit) is the difference between all receipts and 
expenditure, both revenue and capital.

  6. monetised deficit is the increase in net rBI credit to the Government, which is the 
sum of increases in reserve Bank’s holding of central government dated securities, 
treasury Bills, rupee coins and loans and advances from the reserve Bank to the 
Centre since april 1, 1997, adjusted for changes in the Centre’s cash balances with 
reserve Bank in the case of the Centre. 

 Source: reserve Bank of India, Annual Report, various issues;  handbook of Statistics on the Indian 
Economy, 1999.
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CHanGes In fInanCInG Pattern

during the period from 1991–92 to 1996–97, fiscal consolidation was 
responsible for a compositional shift in the financing pattern of the Gfd 
(table 15.4), i.e., the manner in which the Government financed its deficit. 
there was a perceptible shift away from captive sources of borrowing at 
below market rates towards market-related borrowings. the market 
borrowings were budgeted to finance 30.0 per cent of the deficit in 1996–97 
(Be) as against 20.7 per cent in 1991–92. the budget deficit (conventional) 
displayed a mixed trend varying from a high of 30.6 per cent (1992-93) to 
1.7 per cent (1994–95). the proportion of external finance in the financing 
of Gfd was budgeted at 4.5 per cent in 1996–97 (Be), much lower than 
14.9 per cent in 1991–92, but this was unrelated to the process of fiscal 
consolidation. the correlation between Gfd and net rBI credit to the 
Central Government came down markedly in the 1990s, except for a sharp 
reversal in 1995–96 (table 15.5).

taBLe 15.4

Financing of Central Government’s Gross Fiscal Deficit
(Percentage)

 Internal Finance 

Year Market Other Conventional Total External Grand Total  
 Borrowings Liabilities@ Deficit* (2+3+4) Finance (5+6)

(1) (2) (3) (4) (5) (6) (7)

1989–90 20.8 42.2 29.7 92.7 7.3 100.0

1990–91 18.0 49.5 25.4 92.9 7.1 100.0

1991–92 20.7 45.5 18.9 85.1 14.9 100.0

1992–93 9.2 47.0 30.6 86.8 13.2 100.0

1993–94 47.4# 26.0 18.2 91.6 8.4 100.0

1994–95 34.8# 54.6 1.7 91.1 8.9 100.0

1995–96 54.9# 28.3 16.3  99.5 0.5 100.0

1996–97 30.0# 45.8 19.7 95.5 4.5 100.0

 Notes: # : Includes normal market borrowings, other medium and long-term borrowings and 
short-term borrowings (364-day treasury Bills), from 1993–94 onwards.

  @ : other Liabilities comprise small savings, provident funds, special deposits and reserve 
funds.

  * : defined as variations in 91-day treasury Bills issued net of changes in cash balances with 
the rBI. up to march 31, 1997 this included ad hoc treasury Bills support as well.

 Source: reserve Bank of India, Annual Report, various issues; Government of India, budget 
documents.
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 taBLe 15.5

Trends in Budgetary Deficits and Net RBI Credit to the Government
(` crore)

Year Budgetary Gross Fiscal Net RBI Credit to NRBICG as  
 Deficit Deficit (GFD) Government (NRBICG) percentage of GFD

1989–90 10,592 35,632 14,068 39.5

1990–91 11,347 44,632 15,166 34.0

1991–92 6,855 36,325 5,168 14.2

1992–93 12,312 40,173 4,433 11.0

1993–94 10,960 60,257 851 0.1

1994–95 961 57,703 2,178 3.8

1995–96 9,807 60,243 19,871 33.0

1996–97 13,184 66,733 2,832* 4.2

 Note: *: as per the rBI records after closure of government accounts.

 Source: reserve Bank of India, Report on Currency and Finance; handbook of Statistics on the Indian 
Economy, various issues.

reserve Bank’s keen Interest In fIsCaL ConsoLIdatIon

the reserve Bank followed closely the Central Government’s efforts 
towards fiscal consolidation and their results since they impacted both 
the efficacy of monetary management as well as the conduct of debt 
management operations. the central bank made known its views and 
perceptions on this subject through its annual report on several occasions. 

In the initial stages of reform, the reserve Bank expressed the view that 
fiscal correction at the Centre and in the states was long overdue if debt was 
to be kept within reasonable levels; as long as revenue deficits continued at 
the Centre and were financed by borrowing, the vicious cycle of increased 
borrowing and attempts to force banks to lend at below market rates 
would continue; and that the correction of the balance should focus on the 
basic flaw of the governments not balancing their consumption outlays 
with revenues, which was the root cause of disequilibrium.29 the impact 
on market borrowing under the new system was expounded as follows:

the Government’s medium-term objective of substantially 
reducing the Central Government’s gross fiscal deficit has to be 
perceived in the context of ensuring that the level of domestic debt 
is kept within a sustainable limit. this is all the more necessary 
in view of the fact that the need to move towards market-related 

 29. reserve Bank of India, Annual Report, 1991–92.
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interest rates on Government dated securities and treasury Bills 
is a pre-requisite for successful reform of the financial system as 
also to enable the pursuit of an effective monetary policy. While 
the Government’s reliance on market borrowings has rightly 
been sought to be reduced, a word of caution is necessary in that 
the pace of reduction in market borrowing has to be consistent 
with the downward adjustment of the gross fiscal deficit. While 
reducing the market borrowing, care needs to be taken to ensure 
that the monetised deficit does not increase because of high cost of 
borrowing from other sources as this would be counterproductive 
to an early fiscal correction. at the same time, it is necessary to 
ensure that the system of financing the Government budget deficit 
is altered by an early date.

as far back as in 1991–92, the reserve Bank had visualised that its 
accommodation should take the form of only Wmas to the Central 
Government up to an agreed level to be cleared at the end of each year, 
since excessive reliance on net rBI credit to the Centre resulted in 
considerable monetary instability. It even went to the extent of advocating 
a law restricting the extent to which the Centre could run a deficit and a 
legal ban on the government borrowing from all sources beyond a certain 
ceiling, with a sub-ceiling on borrowing from the reserve Bank and the re-
introduction of a Csf to redeem the public debt. the dilemma (as a result 
of the pressure on the overall borrowing programme in 1992–93 in the 
context of the policy decision for a phased reduction in sLr) was that the 
increase in coupon rates on government securities — a direct consequence 
of inflationary trends and the need to maintain a real interest rate — led to 
a problem for all borrowing entities, in particular, the states. 

the sudden upsurge in the fiscal deficit during 1993–94 prompted the 
reserve Bank to remark that containing fiscal deficit, and more particularly 
the revenue deficit, within moderate levels was essential in order to ensure 
that interest payments did not pre-empt a greater part of the revenue 
receipts.30 more importantly:

the experience in relation to the market borrowing programme 
towards the end of the fiscal year 1994–95 and in the current 
year so far, highlights the problems faced in placing increasingly 
large amount of Government debt in the market. What the 

 30. reserve Bank of India, Annual Report, 1994–95.
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recent experience indicates is that there are limits to Government 
borrowing and there is a need to contain expenditures within 
what can be raised from the market at reasonable rates of interest. 
the need for pruning fiscal deficit becomes even more compelling 
in this context.

finally, the reserve Bank indicated that the problems of increasing 
debt and interest payments should be resolved on an urgent basis by having 
a more credible fiscal reform programme and placing a statutory ceiling on 
public debt. this should include the total liabilities of the Government; 
whereas the existing provisions of the Constitution of India placed a 
limit on public debt secured under the Consolidated fund of India and 
precluded other liabilities. the reserve Bank’s annual report for 1996–97 
contemplated that it was time to evolve a strong and qualitatively improved 
fiscal correction strategy, with the accent on achieving further compression 
in fiscal deficit along with a shift in the composition of expenditure in 
favour of crucial social and infrastructure sectors. 

even five years after the economic and financial sector reforms became 
an integral component of the monetary and credit policy framework as well 
as of the internal debt management policy, the reserve Bank subscribed 
to the view that reduction of fiscal deficits was sine qua non for attaining 
the objective of fiscal and monetary stability. the Governor of the reserve 
Bank reiterated that fiscal and monetary stability should be an important 
aim of any macroeconomic policy framework. almost all the economic 
adjustment programmes involved, at the first instance, reduction of fiscal 
deficits and credit-induced expenditures, besides exchange rate shift to 
market levels. the idea of stability became relevant after addressing the 
immediate problems of the economic crisis. even while undertaking 
drastic measures to overcome the crisis situation, countries sought to build 
on these to consolidate macroeconomic gains and to move to a position 
of stability.31

market deveLoPment strateGy 

debt markets were essential for financing economic activity. In India, debt 
markets basically comprised: (i) the government securities market, which 
was the oldest and most dominant; (ii) the public sector undertakings 

 31. rangarajan, C. (1997). address at the conference organised by the Wharton economic 
forum. Philadelphia. march 21.
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(Psu) bonds market which developed since the late 1980s; and (iii) the 
corporate securities market.

the government securities market, the principal segment of the debt 
market, performed several crucial functions other than merely providing 
a means of financing government expenditure and that was why the 
governments issued securities even when they were in a comfortable 
surplus!32 a deep and liquid gilt-edged market emitted timely signals 
to the monetary authorities of the perceptions of the market regarding 
their expectations about economic activity and yields. thus, it was pivotal 
in bringing about an effective and reliable transmission channel for the 
deployment of indirect instruments of credit control. more significantly, 
the government securities market provided the reserve Bank with the 
instrumentality of conducting monetary policy through omos, which 
was the most flexible of the instruments of monetary policy. finally, as 
a market for sovereign paper, the yield curve relating to the gilt-edged 
market served as a benchmark in the financial markets as a whole.

apart from the treasury Bills, government securities in a broad sense 
included term or dated securities of different maturities issued by the 
central and state governments and institutions guaranteed by these entities. 
they had an initial maturity in excess of one year and interest was usually 
payable by coupon. the size, maturity and coupon rates of these issues 
were being managed by the reserve Bank. Government securities might 
not carry several of the typical risks attendant with corporate securities, 
but they did carry a risk that had to be managed well purely from the 
portfolio point of view.

the policy objectives relating to government securities market 
operations had been to smoothen the maturity structure of debt, enable 
debt to be raised at close to market rates and improve liquidity by 
developing an active secondary market. the first stage of reforms included 
the selling of government securities through auctions in a move to market-
related interest rates on government paper, introducing new instruments 
such as zero coupon bonds, floating rate bonds and capital index bonds, 
introducing treasury Bills of varying maturities, the conversion of 
treasury Bills into dated securities, establishing specialised financing 
institutions, building a viable institutional framework centred on the Pd 

 32. rangarajan, C. (1996). Inaugural address at the Conference on the Government Securities 
Market. stCI: mumbai. april 6.
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system and operationalising the dvP system of settlement to instil greater 
transparency in operations.

staGes of market deveLoPment 

In the pre-Independence period (i.e., prior to 1947), the government 
securities market had a relatively wide base with active secondary trading. 
However, in the 1950s, 1960s and 1970s, with the expansion of the market 
borrowing programme on a massive scale to finance the five year Plans, 
banks, insurance companies and Pfs were statutorily required to invest in 
these securities. the average maturity of government securities remained 
fairly long — above 20 years — reflecting the preference of issuers rather 
than those of investors. the combination of a tightly controlled interest 
rate structure and statutory requirements to hold these securities deprived 
the secondary market of any vibrancy. 

from the 1960s and just before 1990, the government securities market 
remained dormant, since the Government borrowed at pre-announced 
coupon rates from primarily a captive group of investors, namely, banks 
and insurance companies. they also happened to be the final investors in 
government securities, driven by considerations of statutory requirements. 
Ipso facto, this led to the conduct of a passive internal debt management 
policy. this, coupled with the system of automatic monetisation of 
the budget deficit, impeded the development of a deep and vibrant 
government securities market. nevertheless, even within the framework 
of administered interest rates, the reserve Bank made efforts during the 
second half of the 1980s to impart some flexibility to the money and 
government securities markets, based mainly on the recommendations of 
the Chakravarty Committee. 

to encourage secondary market activity, the maximum coupon 
rate was raised in stages from 6.5 per cent to 11.5 per cent in 1985–86. 
Concurrently, the maximum maturity period was reduced from 20 years 
to 10 years. to develop breadth and depth in the market, the placement 
of 182-day treasury Bills by auction, not rediscountable with the reserve 
Bank, was introduced in 1986. the dfHI was set up in 1988 as a reserve 
Bank subsidiary with participation from other money market institutions 
to help smoothen short-term liquidity imbalances and to impart greater 
flexibility to the money market.

With internal debt management transforming itself into a potent 
instrument of economic and financial sector reform, the reserve Bank, in 
co-ordination with the ministry of finance, set in motion a series of policy 
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initiatives towards instrument development, institutional development 
and improving market transparency and efficiency with special reference 
to the secondary market. 

 treasury BILLs of dIfferent maturItIes IntroduCed

since 1992, the central government borrowings had been undertaken at 
market-related rates, primarily through auctions of government securities 
of different maturities. a new instrument of 364-day treasury Bills 
through auctions was introduced in april 1992 that, along with 91-day 
treasury Bills, widened the treasury Bill market. this instrument became 
extremely popular and despite three large funding operations, the volume 
of outstanding bills remained high and was acclaimed as under:33

the lesson from this experience was that if an instrument took 
into account the maturity preference of the market and there 
was a reasonable degree of liquidity for this instrument, the 
Government would be able to raise funds at reasonable rates of 
interest. furthermore, there had been a basic degree of stability 
in interest rates on this instrument; while there were changes in 
interest rates on this instrument the changes had been extremely 
gradual. as the instrument did not suffer from volatility, it became 
very popular and was soon emerging as a reference rate in the 
system. the experience of the two and a half years was that the 
364-day treasury Bill had truly earned its place as a reference rate 
in the market for determining other rates in the system.

the method of auction for sale of government dated securities came 
into operation in June 1992 and for the sale of 91-day treasury Bills in 
January 1993. Consequent to the primary market acquiring depth with 
market-related rates, some innovative instruments were introduced, viz., 
conversion of auction treasury Bills into term security, zero coupon 
bonds, tap stocks and partly paid stocks. With the discontinuation of ad 
hoc 91-day treasury Bills from 1997–98, 14-day Intermediate treasury 
Bills were initiated to enable state governments, foreign central banks and 
other specified bodies with whom the reserve Bank had an arrangement 
to invest their temporary surplus funds. funding of auction treasury Bills 
into term securities at the option of holders turned out to be a successful 

 33. tarapore, s.s. (1992). “towards an active Internal debt management Policy”. speech 
delivered at the Seminar on Management of Government Securities. mumbai: utI 
Institute of Capital markets. october 10.
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technique of debt management and gave a boost to activity in the secondary 
market. 

InstItutIonaL deveLoPment 

With the primary market acquiring depth, the emphasis turned to 
building the institutional infrastructure. to activate the secondary market 
in government securities and Psu bonds, the stCI was set up in may 
1994, which commenced operations in June 1994. It provided immediate 
liquidity to government paper and stimulated market-making activity by 
parties other than captive investors. further, in order to strengthen the 
infrastructure of the securities market, improve secondary market trading, 
liquidity and turnover and encourage voluntary holding of government 
securities among a wider investor base, a system of Pds started operating 
from march 1996, with Pds offering two-way quotes with bidding 
commitments in the auction of dated securities and 91-day and 364-day 
treasury Bills. In addition, to broaden the market with a second-tier dealer 
system and impart greater momentum in terms of increased liquidity and 
turnover, guidelines for satellite dealers (sds) were issued in december 
1996. Guidelines were issued on april 20, 1996 for the scheme of 
liquidity support to mutual funds dedicated exclusively to investments in 
government securities, either through outright purchases or reverse repos 
in central government securities outstanding at the end of the previous 
calendar month.34

the impact of competitive pricing of securities was evident in shifts 
in the yield curve that reflected changing liquidity conditions and market 
expectations about interest, inflation and exchange rates. In a highly 
liquid market, the yields in the secondary market should anticipate the 
yields in primary issues. However, depending on the demand-supply 
balance in different maturities and the liquidity conditions in the system, 
the divergences between the two yields should be reasonably limited and 
credible. the trends in the preceding years showed that because of high 
liquidity in the secondary market for government securities of varied 
maturities, there had been a convergence between the secondary market 
yields and market expectations about the primary yield. this had also 
brought about a more efficient price discovery process.35 

 34. this topic also finds a place in chapter 14: monetary management.

 35. rangarajan, C. (1997). “activating debt markets in India”. keynote address delivered at 
the SBICAP Debt Market Seminar. mumbai. september 5.
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ImProvInG market transParenCy and effICIenCy

the measures taken to strengthen market transparency and impart 
efficiency included: (i) introduction of the dvP system to ensure 
settlement by synchronising transfer of securities with cash payment — 
from July 1995 in dated securities and from february 1996 in treasury 
Bills — and its extension to all Pdos by may 1996; (ii) publication from 
september 1994 of transactions in government securities recorded by the 
reserve Bank under sGL accounts; (iii) changes in strategies of omos and 
repo auctions; and (iv) a larger percentage of mark-to-market valuation of 
investment portfolio of banks, namely, banks having to mark-to-market 
all their investments in a phased manner from 40.0 per cent to 50.0 per 
cent for the year ended march 1997. 

stImuLatInG seCondary market deveLoPment

a highly liquid and vibrant secondary market was a sine qua non for 
strengthening the primary issues market in government securities and 
also for the reserve Bank to conduct active omos. there were close links 
between the development of the primary and secondary markets. trading 
in liquid secondary markets helped to establish a market yield curve and to 
support a network of specialist traders in government paper, who could be 
engaged for the distribution of fresh issues. 

towards the close of the 1980s, the institutional structure of the 
secondary market was weak, because the predominant players belonged 
to the captive category and, therefore, had the same perceptions. again, 
all the major players had more or less identical profiles and, hence, at any 
point of time were either all buyers or all sellers. 

as mentioned earlier, the reserve Bank made major efforts towards 
institutional development so that a two-way market with players with 
different perceptions emerged. the primary objective of setting-up a system 
of Pds and sds was to enhance the distribution channels and encourage 
voluntary holding of government securities among a wider investor base, 
i.e., increased depth and liquidity in the market. further, in order to facilitate 
Pds and sds in their objectives of trading and distribution of government 
securities, a scheme for availing of liquidity was made available to them. 
second, the establishment of the stCI provided immediate liquidity 
to government paper and promoted market-making activity by other 
interested parties. third, the reserve Bank announced liquidity support 
for special dedicated gilt funds in april 1996. fourth, banks were allowed 
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to freely buy and sell government securities on an outright basis and retail 
government securities to non-bank clients without any restrictions on the 
period between sale and purchase to promote retail market segment and to 
provide greater liquidity to retail investors. fifth, deregulation of interest 
rates on government securities promoted an active secondary market. 
sixth, the move to market-related rates of interest enabled the primary 
and secondary markets to send effective signals to each other. seventh, 
to afford greater transparency in operations, the reserve Bank: (i) began 
publishing from september 1994 details of transactions in government 
securities recorded by the reserve Bank under its sGL accounts; and 
(ii) introduced an efficient electronic clearing settlement and depository 
system for transactions in government securities as also a system of dvP 
to reduce counter-party risk and risk of unauthorised diversion of funds 
through securities transactions. the commencement of operations by the 
national stock exchange (nse) in June 1994 gave a fillip to trading in 
the secondary market. as a result of the initiatives taken by the reserve 
Bank to activate the secondary market, an institutional structure with 
market participants of different interests and perceptions emerged, as also 
a transparent system of trading and a secured mechanism of payment and 
settlements.

the reserve Bank discerned that while several measures had been 
taken to develop a secondary market, the liquidity in government securities 
continued to remain a ‘vexatious’ issue. since the major players in the 
market also had the same perception, a two-way market could develop only 
if the investor base was diversified to include non-traditional segments, 
such as individuals, firms, trusts and corporate entities. the reserve Bank 
resolved to take further steps in this direction.36 

‘sWItCH Quotas’

there were two other changes in the securities operations. the first related 
to ‘switch Quotas’. a system of allotting annual ‘switch Quotas’ had been 
prevalent since 1973, mainly to enable banks/institutions to improve the 
yields on their investments in government securities. under the system, 

 36. these included liquidity support to gilt-edged funds, introduction of retailing scheme 
by banks, tap sales through the Pdos of the reserve Bank, state Bank of India (sBI) 
and its associates and creation of a second layer of sds. the review of Internal debt 
management Policy and operations for the period from november 1, 1994 to march 31, 
1996: memorandum to the Central Board of directors, dated april 26, 1996.
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an annual quota to each bank/institution was fixed for purchase of one 
loan against sale of another. after a review, the system was dispensed with 
from april 1, 1992, as it did not have any impact on monetary aggregates 
and was not consistent with the objective of developing omos as a tool of 
monetary policy. the reserve Bank effected a change by offering for sale 
only a select number of securities that it wished to sell instead of including 
in its offer list all dated securities in its portfolio. moreover, the reserve 
Bank put on its purchase list certain securities for cash with a view to 
providing total liquidity to at least a few securities. 

dedICated GILt mutuaL funds: tax ConCessIons

With the objective of encouraging schemes of mutual funds dedicated 
exclusively to investments in government securities, the reserve Bank 
decided to provide liquidity support. the guidelines for availing of such 
liquidity support were issued in June 1996. the Governor, in his letter 
dated June 18, 1996 to the finance secretary, requested the Government 
to provide tax incentives as well to unit holders in gilt mutual funds, 
reasoning:

I am fully aware that Government is generally of the view that it 
would be preferable to have a system of lower rates of income tax 
without concessions rather than higher rates of income tax with 
large concessions. In fact, the Government has slightly moved 
away from this approach when the concession of deduction from 
income under section 80-L of the Income tax act was raised to 
` 13,000. We face a difficult problem in relation to Government 
borrowing. Widening the investor base is very essential in this 
context and gilt mutuals provide one means to reach individuals. 
this will also eliminate the problems of dealing in Government 
securities in scrip form by small retail holders. While raising 
the coupon rate is a straightforward way of making such paper 
attractive, it may not be appropriate at this stage because the 
Government bond rate serves as a bench mark rate in the market. 

the specific proposal of the reserve Bank was that income to unit 
holders arising out of investments in mutual funds exclusively dedicated 
to government securities up to ` 7,000 could be exempted from Income 
tax; this exemption was to be in addition to the exemptions granted under 
section 80-L of the Income tax act. the letter added that it was preferable 
to provide the concession under section 80-L than under section 88, as the 
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amount invested in gilt mutual funds could be withdrawn after 46 days 
and there could be frequent in-and-out movements.

In early 1997, the Government opined that there was need to reduce 
the coupon rates on government securities, and conveyed this perception 
to the Governor during discussions on march 13, 1997. the reserve Bank, 
however, dissented and postulated that a reduction in coupon rates on 
government securities would be possible only if the investor base was 
expanded by reaching individuals through retail.37

tax InCentIves to IndIvIduaLs on InCome  
from Government seCurItIes

the finance minister, in his budget speech for 1997–98, proposed 
including gilts for the higher deduction limit of ` 15,000 under section 
80-L of the Income tax act. In the memorandum on the finance Bill, 
1997, it was indicated that the Bill proposed to provide that any income 
by way of interest on any security of the Central Government or a state 
government would also be eligible for the additional deduction of  
` 3,000 (section 80-L already provided for a deduction of ` 12,000 in the 
normal course and a further deduction of ` 3,000 on dividends from any 
Indian company and income received from units of utI or approved 
mutual funds). the reserve Bank reasoned that this proposal would not 
confer any additional benefit to savers to invest in government securities, 
particularly when a reduction in the coupon rate on government securities 
was being contemplated. therefore, the letter strongly advocated that 
‘having regard to the spirit’ of the finance minister’s speech and with a 
view to encouraging investment in government securities by individual 
investors, of the deduction limit of ` 15,000 under section 80-L of the 
Income tax act a deduction of ` 3,000 might be earmarked towards 
income on government securities and units of mutual funds exclusively 
dedicated to gilts.

BenefIts of Government seCurItIes market reforms

In the initial stages the major focus of the reform was on the primary 
market, namely, a move to market-related rates of interest on government 
paper, introducing new instruments and strengthening the institutional 
framework. Perhaps the two most far-reaching steps were: (i) bringing 

 37. Letter from the deputy Governor, dr y.v. reddy, dated march 18, 1997, to the finance 
secretary, shri montek singh ahluwalia.
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down the maximum maturity of government securities from 30 years in 
the early 1980s to 10 years and enhancing coupon rates; and (ii) placing 
limits on the use of the instrument of ad hoc treasury Bills at artificially 
low rate of interest. the functioning of the government securities markets 
showed good improvement, which enthused the reserve Bank to re-orient 
its monetary policy tools and bring down the level of government securities 
that banks were mandated to hold (i.e., sLr). also, the measures went a 
long way in deregulating interest rates and stimulating the development of 
the primary and secondary markets. yet by 1996–97, the investor base was 
still not fully diversified to include non-traditional investor groups like 
individuals, firms, trusts and corporate entities. 

the diversification of the investor base was important because only 
then could there be an active market in which the intent of investors 
to buy and sell was not in the same direction at various points of time. 
High expectations were placed on the role of the government securities 
market, viz.: “as one moves away from the present situation and envisages 
the architecture of the financial markets a few years down the line it is 
clear that the Government securities market will be the fulcrum for the 
monetary policy of the reserve Bank of India.”38 

 the 364-day treasury Bill auction found ready acceptance in the 
market. similarly, the 91-day auction treasury Bill proved popular 
among market participants. the auctioned bills (91-day) were being 
absorbed almost entirely by the market and the rates emerging through 
competitive bids had become money market reference rates. In an 
encouraging development, some fIs introduced floating rate contracts 
linked to treasury Bill rates. the 364-day and 91-day auction treasury 
Bills were funded (1993–94) into dated securities of three-year and two-
year maturity, respectively. these funded securities formed the basis of an 
active secondary market. 

turning to the government securities market, since the entire central 
government borrowing programme was conducted through auctions, 
it fostered an elastic band of interest responsiveness from investors 
for a range of maturities up to 10 years. this was an important step in 
the process of ‘price discovery’. there took place a major correction in 
interest rate disparities. to elaborate, revisions in coupon rates as also 

 38. tarapore, s.s. (1996). “the Government securities market: the next stage of reform”. 
valedictory address at the Conference on the Government Securities Market. mumbai: 
stCI. april 6. 
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in the maturity structure of dated securities over a period brought these 
rates into better alignment with market terms, especially the prevailing 
lending rates of commercial banks. despite relaxations in sLr, the market 
absorbed all primary issues without any significant devolvement on 
the reserve Bank. a new treasury culture developed among banks and 
institutions. In an environment where new investors existed side by side 
with sophisticated institutions, the auction system within an administered 
framework enabled improved bidding skills among all market agents. 
non-captive investors like fIs and the private corporate sector started 
showing greater keenness to acquire government securities. “Indeed, the 
accusation sometimes now made is that government securities yields 
are too attractive, and are responsible for keeping up the entire level of 
interest rates. In short, this experience provides an example of how market 
grooming combined with yield curve flexibility can take place even within 
an administered structure.”39 

In contrast to the past practice, the reserve Bank showed its willingness 
to purchase certain securities for cash. It responded to market yields more 
quickly, using bidding patterns at its auctions as a guide. depending on 
the term preferences of the market and the coupon rates, the reserve Bank 
made selective offers to the market at competitive prices. this provided an 
instrument of yield-curve management even in the absence of a primary 
dealer network. It would be apt to conclude this narration with the 
following appraisal:40

the groundwork has been laid to expand investor base gradually 
towards the non-traditional investors. auctions have contributed 
to a new treasury culture and a progressive development of 
bidding and portfolio management skills among market agents. 
the yield curve has become flexible showing shifts according to 
market conditions and expectations. the increase in the secondary 
market activity combined with the improvements in payment and 
settlement system has brought about greater integration between 
money and capital markets and a better alignment of interest rates. 
the market aligned interest rates have enabled the reserve Bank to 

 39. rangarajan, C. (1994). “developing the money and securities markets in India”, Paper 
presented at the Sixth Seminar on Central Banking. Washington, d.C.: International 
monetary fund. march 9.

 40. rangarajan, C. (1996). Inaugural address at the Conference on the Government Securities 
Market. mumbai: stCI. april 6.
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use active open market operations to partly sterilise the liquidity 
impact of foreign exchange inflows in 1993–94 and 1994–95.

seLeCt PoLICy Issues

since the reserve Bank acts as an agent for managing public debt, close 
consultations with the ministry of finance become necessary at almost 
every stage of planning and formulating policy and procedures (including 
the flotation of loans and treasury Bills). this largely explains the time 
taken to streamline the procedures and implement reform measures. a 
few interesting issues that came up are sketched below.

ConsoLIdated sInkInG fund

the tenth finance commission had recommended creation of a sinking 
fund to ease the burden of repayments. the ministry of finance desired 
to know the views of the reserve Bank in July 1996. the reserve Bank in a 
detailed letter dated July 31, 1996 saw merit in the proposal, but explained 
various difficulties in implementing the same. 

at the outset, the reserve Bank reminded the Government that all 
along it had been in favour of setting-up a Csf, having brought this to 
the notice of the Government some time earlier. While conceding that 
at a time when the Centre and the states were already facing a resource 
constraint, setting-up a Csf imposed a further burden and there was a 
general reluctance to take on any such additional burden at that time. 
the reserve Bank submitted that the problem of repayment of debt had 
become ‘unsurmountable’ and unless early action was taken to address 
these problems, the fisc could progressively face serious difficulties. the 
reserve Bank pointed out that giving up a Csf for states in the seventies 
did appear, in retrospect, to be unfortunate, since the existing system 
provided no arrangement for repayment of debt other than throwing it 
forward by larger borrowing. moreover:41 

fiscal prudence, however, would require that the burden of 
repayment should be transparently reflected in the budget even 
if the Government is faced with a budget deficit. In the absence 
of a Csf, the present approach of gross borrowings to cover 
repayments would require gross borrowings to rise year after year 

 41. Letter from the reserve Bank to the ministry of finance dated July 31, 1996.
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and the interest burden would mount and sooner or later create a 
budgetary impasse which would then require drastic adjustment. 

 the reserve Bank further stated that initially the Csf should be 
started on a relatively modest scale and there would need to be a sufficient 
gestation period before the Csf took on the repayment burden. according 
to the debt profile, the prevalent practice of gross borrowings meeting 
repayments would pose a more serious ‘bind’ on the Centre and the 
states. therefore, there was merit in implementing the Csf concept for 
both these entities. “Postponing the introduction of a Csf till the fisc is 
in better balance would not be in the best interests of fiscal stability as the 
servicing of the public debt is itself a major factor accounting for the fiscal 
imbalance,” propounded the reserve Bank. the reserve Bank strongly 
recommended that a Csf be started from 1997–98 for both the states and 
the Centre. It was clarified that the Csf resources should be operated by 
the reserve Bank and, hence, the Csf would purchase securities only from 
the reserve Bank’s stock. If this procedure was followed, the reserve Bank 
would ensure that the securities held by the Csf provided total liquidity as 
and when required for meeting the repayments and this would maximise 
the return on the corpus of the Csf, the letter averred. 

sovereIGn Bond Issue

the Government sought the comments of the reserve Bank on its going 
in for sovereign bond issues. two main reasons were adduced. first, the 
sovereign bonds would establish a benchmark for sovereign country risk, 
enabling more successful bond issues by Indian corporate entities abroad as 
their bonds, with a sovereign benchmark, could be priced more objectively 
in international capital markets. second, it would broaden the investment 
base and possibly supplement domestic borrowing requirement, given 
that there was going to be continuing requirement of long-term funds 
to finance infrastructure projects, on a substantially non-recourse basis. 
the reserve Bank, after examining the suggestion, advised that taking into 
account the prevailing macroeconomic situation, the government should 
not go in for a sovereign bond issue and instead consider opening the 
government rupee debt market to fIIs (letter dated august 9, 1996). the 
reasons given were as follows:

(i) the establishment of a benchmark for pricing Indian issues need 
not necessarily be through a sovereign bond. all issues by the 
corporate, including quasi-government agencies, were then being 
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cleared by the Government of India and the Government had 
a certain amount of manoeuvrability in the pricing of issues. a 
sovereign issue would jeopardise the prospects of borrowing by 
other Indian entities at fine rates.

(ii) a single sovereign issue could not establish a benchmark. this 
would need to be repeated at periodic intervals and in different 
markets. such large volumes of issues had to be weighed against 
critical considerations of debt management, such as cost 
effectiveness and exchange risk exposure.

(iii) the cost of Government’s domestic borrowing for a 10-year 
maturity was around 14.0 per cent. for an international bond 
issue of similar maturity, the coupon rate could be around 200 
basis points over the us treasuries, i.e., around 9.0 per cent. this 
implied that to be cost-effective the exchange risk should not 
exceed 5.0 per cent and this might not be realistic. 

(iv) although there was a large demand for funds for infrastructure, the 
current policy favoured inflows through foreign direct investment 
(fdI) rather than debt creating flows. 

(v) the experience of project financing even with government 
guarantees was that foreign investors preferred project-tied lending 
with specified amortisation schedules and special arrangements, 
such as escrow accounts. therefore, it would be better for the 
Government to guarantee such project-specific bond issues by 
sectors like infrastructure rather than directly issuing government 
debt denominated in foreign currency. 

(vi) from the angle of properly sequencing the debt management 
policy measures, even the rupee debt of the Government was not 
open to foreigners including the fIIs. It would be prudent in the 
initial stages if the rupee debt market was opened up to the fIIs 
before embarking upon sovereign debt issues abroad. this had 
been the sequencing followed by the east european countries, 
thailand and south africa. 

(vii) Institutional investors (pension funds, mutual funds and 
insurance funds) allocated a certain proportion of their portfolio 
exposure to a particular country, irrespective of whether the 
issuers were private bodies or the governments. Considering this 
investor profile abroad, there was not much scope for immediately 
enlarging the share of Indian issues in the international market. 
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fIIs Investments In Government seCurItIes

the Government decided on January 30, 1997 to permit fIIs in the category 
of 100.0 per cent debt funds to invest in government (central and state) 
dated securities in both the primary and secondary markets. the objective 
was to encourage further flow of foreign capital into the Indian capital 
market and help bridge the gap between domestic savings and investment 
in a more cost effective manner as also to provide greater depth and 
liquidity to the government securities market. the reserve Bank issued 
guidelines on march 8, 1997 prescribing the manner of fII investment in 
government securities. 

for the purpose of fII investment, government dated securities 
included dated securities of both the Government of India and state 
governments of all maturities, but not treasury Bills. Investments by fIIs 
could be undertaken only through designated banks. secondary market 
transactions by fIIs would be permitted through recognised Indian stock 
exchanges or over-the-counter with sGL account holders and would be 
covered by the dvP system of the reserve Bank. 

this liberalisation was the result of a drawn-out correspondence with 
the Government, which, in the main, pertained to the broader canvas of 
encouraging investment in government securities by non-residents. In 
november 1995, the reserve Bank took the initiative by broaching the 
subject of permitting fIIs in dated government securities. the Governor,  
dr C. rangarajan, in his letter dated november 4, 1995 to the finance 
secretary recalled that the question of allowing fII investment in 
government securities had been discussed in the high level capital market 
committee meeting, but a decision was deferred. He opined that the 
time was appropriate for a decision in the matter. “Given the high level 
of requirement of the Central Government in the current year and the 
difficulties faced in raising funds, my view is that we should permit fIIs to 
invest in the Government dated securities market subject to the condition 
that the fIIs will not be allowed to sell these securities in the secondary 
market for a minimum period of six months after acquisition. the earlier 
concern that such an opening will lead to a large inflow of funds appears 
unlikely under the present market conditions,” the Governor elaborated. 

In the same letter, the reserve Bank pointed out an anomaly that 
whereas non-resident Indians (nrIs) were allowed to invest in government 
securities, they were not permitted to participate in auctions for primary 
issues of government securities. It was considered desirable to allow nrIs 
also to participate in government dated securities’ auctions, as this would 
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obviate the criticism that nrIs were placed in a less-favoured position 
than fIIs. the reserve Bank further suggested to the Government to 
consider separately whether fIIs could be allowed also to have 100.0 per 
cent debt funds rather than be subject to the existing 30.0 per cent ceiling 
on investments in debt instruments. 

While on this topic, it may be mentioned that in september 1993 the 
Government had requested the reserve Bank (in a letter dated may 11, 
1993 from the Chief economic adviser) to work out ‘schematic’ details 
regarding the broadening of the government securities market by allowing 
non-residents to participate in primary and secondary market investments 
in government securities. Within the reserve Bank, after examination of 
the issue and discussion among the officials, it was decided that certain 
relaxations could be suggested to the Government. first, in addition 
to the investment opportunities available to nrIs (including bodies 
predominantly owned by nrIs) and fIIs, non-resident foreigners might 
be permitted to invest in government securities including treasury Bills on 
a repatriation basis through authorised dealers (ads)/fIIs. there would be 
no exchange rate guarantee. second, investment in government securities 
including treasury Bills by non-residents and fIIs would be subject to 
an overall ceiling of 30.0 per cent on investment in debt instruments 
including debentures. third, investment by non-residents and fIIs in 
central government securities including treasury Bill auctions would be 
on a ‘non-competitive’ basis. Investments in state government securities 
and tap treasury Bills would be on application. 

saLIent asPeCts of state fInanCes

the quality of fiscal adjustment also depended on the fiscal initiatives at 
the state level. the rising level of state revenue deficits and a high order 
of implicit subsidy offered little scope for improving the states’ financial 
health and enlarging their development role in the economy. the resources 
of the states were under severe strain in 1996–97 as revealed by the frequent 
resort to overdrafts with the reserve Bank by several of them. the strain 
on the states’ resources had adverse implications for social allocations 
and development outlays. the revenue deficit of the states increased from 
an average of 0.3 per cent of GdP during 1985–1990 and 0.7 per cent 
during 1991–1996 to 1.2 per cent in 1996–97; however, it was expected 
to be restricted to 0.9 per cent in 1997–98. as a result, capital expenditure 
(comprising direct capital outlays and loans) of the states suffered a sharp 
cut, with its ratio to GdP declining from 3.2 per cent during 1985–1990 to 
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2.5 per cent during 1991–1997. much of this cut took place in the critical 
social and infrastructure sectors, which had a bearing on the long-term 
growth prospects of the economy. 

a general characteristic of the state budgets was their structural 
weakness in the form of large revenue deficits, rising interest burden, 
increased distortions in expenditure pattern and small growth in non-tax 
revenues. one fundamental weakness in their finances was the quantum 
jump in non-development expenditure, particularly in its revenue 
component, and interest payments as a proportion of revenue receipts. 

the consolidated position of the state government budgets showed 
large budgetary gaps, particularly on the revenue account, and increased 
reliance on market borrowings as well as on loans from the Centre (table 
15.6). Consequently, the large repayment obligations to the Centre were 
expected to absorb a substantial and growing proportion of fresh loans, 
while the continued recourse to market borrowings at higher coupon rates 
and shortened maturity pattern might result in increased interest burden 
and the bunching of repayment obligations in the medium-term. 

taBLe 15.6

Gross Fiscal Deficit, Revenue Deficit and Market Borrowings of  
State Governments (Consolidated)

(` crore)

Fiscal Year Gross Fiscal Deficit Revenue Deficit Market Borrowings (net)

(1) (2) (3) (4)

1989–90 15,433 3,682 2,298 (14.9)

1990–91 18,787 5,309 2,556 (13.6)

1991–92 18,900 5,651 3,305 (17.5)

1992–93 20,892 5,114 3,500 (16.8)

1993–94 20,596 3,813 3,620 (17.6)

1994–95 27,697 6,156 4,075 (14.7)

1995–96 31,426 8,201 5,888 (18.7)

1996–97 36,167 15,555 6,350 (17.6)

 Notes: 1. figures in brackets are percentages to Gfd.

  2. revenue deficit denotes the difference between revenue receipts and revenue expenditure. 

 Source: reserve Bank of India, handbook of Statistics on the Indian Economy, 1999; Annual Report, 
1996–97.

 the reserve Bank in its capacity as banker to state governments,  
offered its perceptions about the condition of their budgetary finances in its 
annual reports, the gist of which is presented here. a view was expressed 
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that the existing mechanism of market borrowings from the viewpoint of 
conformity with the on-going financial sector reform needed a review. a 
system had to be evolved under which it might be possible for financially 
sound states to access funds at market rates, while ensuring a stipulated 
level of borrowings in the case of less developed states. In its annual 
report for 1993–94, the reserve Bank observed that the structural aspects 
of state government finances underscored the need for fiscal reforms 
primarily aimed at phasing out their revenue deficit and it was advisable 
for the state governments as a group to initiate budgetary reforms to 
improve the efficiency of resources, viz., by reducing the size of non-Plan 
non-development expenditure and augmenting the revenue base. again 
in the 1996–97 annual report, the reserve Bank averred that the quality 
of fiscal adjustment would improve considerably if there were enough 
fiscal initiatives at the state level as well, and reiterated that balancing the 
revenue accounts of states in a medium-term horizon through tax reforms 
as well as re-orientation and reduction of subsidies should constitute an 
essential element of overall fiscal reform.

Ways and means advanCes and  
overdrafts from tHe reserve Bank of IndIa

the aggregate sum of Wma provided by the reserve Bank to 23 states 
to tide over temporary gaps in their cash flows remained unchanged at  
` 744.8 crore in 1990–91, 1991–92 and 1992–93. Likewise, the special 
Wma given to these states against the pledge of central government 
securities remained at ` 266 crore during these three years. during  
1990–91 and 1991–92, all the state governments complied with the 
overdraft regulation scheme, 1985, under which any overdraft had to be 
cleared within the stipulated period of seven working days. However, in 
1992–93, a few states could not comply with the above stipulation and 
the reserve Bank had, therefore, to stop payments on behalf of these state 
governments until the overdrafts were cleared. similar action was taken 
during 1993–94 when one state government could not clear its overdraft 
within the specified time frame. 

despite the enhancement of the Wma limits from november 1, 
1993 (to 84 times and 32 times of their minimum balances in the case 
of normal and special advances, respectively) as well as the extension of 
the time limit to clear overdrafts (to 10 consecutive working days), some 
state governments frequently resorted to overdrafts during 1994–95, 
probably due to their unsatisfactory liquidity management. Certain state 
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governments were unable to clear their overdrafts within the specified 
time limit on eight different occasions and, therefore, the reserve Bank 
stopped payments on their behalf until the overdrafts were cleared. It was 
the same case with a few state governments in 1995–96.

to alleviate the problems faced by state governments, the reserve 
Bank doubled the existing normal limits for Wma to ` 2,234 crore and of 
the special Wma to ` 851 crore from august 1, 1996. state governments 
were not expected to treat the Wma as a liquidity management device 
or as a perpetual financing item. there was a marked deterioration in 
the liquidity management of the state governments during 1996–97 
emanating from the aggravation of structural imbalances in their finances, 
as reflected in the downturn in the major deficit indicators. eight state 
governments frequently resorted to overdrafts; one of them could not clear 
its overdrawn account with the reserve Bank within the stipulated limit of 
10 consecutive working days and payment had to be stopped on behalf 
of that state government. What perturbed the reserve Bank (as brought 
out in its annual report for 1996–97) was that the sharp deterioration 
in the liquidity position of the state governments came about despite the 
enhancement in the Wma limits from august 1, 1996. simultaneously, 
the interest rate structure in respect of the reserve Bank’s advances was 
rationalised, with the Bank rate being made applicable to the shortfall in 
the minimum balance and availment of Wma and a rate of 2.0 per cent 
above the Bank rate for overdrafts. this rationalisation was expected to 
have a moderating effect on the interest payment obligations of the states. 

ConCLudInG oBservatIons 

In the long run, the macroeconomic consequences of public debt are 
dependent on the volume of its growth in relation to nominal GdP growth, 
the extent of increase in private savings in absorbing the additional public 
debt and the impact of public debt on the monetary situation.  the condition 
for stability of the debt-GdP ratio implies that the real interest rate must 
be lower than the growth rate of output, which ensures its convergence to 
a stable value in the long run. However, the more immediate concerns for 
policymakers in respect of a high level of debt-GdP ratio are its interest 
burden, the ‘crowding out’ of productive outlays, the higher proportion 
of private savings being absorbed by the Government, the pressures on the 
interest rate and more importantly the monetisation of debt. 

from 1992, a number of structural and institutional changes were 
brought about. these included the reform in the government debt 
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markets, which ultimately facilitated the introduction of the Wma scheme 
to the Central Government in april 1997. for the reserve Bank, in its 
conventional role as debt manager to the Government, the annual exercise 
of monetary projections for the market borrowing programme became 
a cardinal means of communicating to the ministry of finance at the 
highest level its own assessment of the balance of forces operating within 
the economy as the latter decided on the design and thrust of fiscal policy 
in the budget formulation.  there evolved a general recognition among the 
monetary and fiscal authorities that a qualitative fiscal adjustment would, 
in the long run, enhance the scope for greater flexibility in the conduct 
of monetary policy and increase the confidence in proceeding with the 
financial sector reforms.

as a pre-requisite to developing an active government securities 
market, the reserve Bank took measures to fashion market clearing rates 
of interest on government securities. this provided a strong benchmark 
for other interest rates and ensured that debt was priced correctly in the 
entire financial system. more importantly, market orientation to issues 
of government securities paved the way for the reserve Bank to activate 
omos as a tool of market intervention. for the government securities 
market to remain active and possess depth, trading in securities should 
be highly liquid, which again called for an active secondary market. the 
establishment of the dfHI fostered an active secondary market, first in 
treasury Bills and subsequently in government dated securities. the main 
task of the stCI, which was set up in 1993, was to develop a secondary 
market in government dated securities and public sector bonds. 

ever since the late 1980s, treasury Bills, which were a short-term 
financing instrument of the Central Government, played a proactive 
and catalytic role in public debt management. the 91-day treasury Bills 
were in the main held by the reserve Bank at a very low discount rate 
of 4.6 per cent. With a large overhang of these bills, the authorities were 
reluctant to move up the rate for this instrument to a more realistic level. 
more disturbingly, under the administered structure of interest rates, the 
treasury Bill rate was the lowest in the system. In a major policy departure, 
182-day treasury Bills were introduced on auction basis and the rate 
of interest was close to market trends. With the objective of reducing 
monetisation of public debt and developing the government securities 
market, the auction system was adopted for 91-day and 364-day treasury 
Bills (in april 1992) as in the case of dated securities. 
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the auctioning of government securities obviated the need for recourse 
to borrowing from the reserve Bank. from the perspective of macro 
monetary management, the evolution of a truly active system of internal 
debt management served as a strong impetus for a shift in monetary policy 
strategy from the use of direct instruments of monetary control (i.e., reserve 
requirements, administered interest rates and selective credit controls) to 
indirect instruments (i.e., omos, repo transactions and interest rates). 
special mention should be made of the introduction of repo auctions in 
government securities and a fresh approach to pricing of these securities 
for secondary market operations. relations between the reserve Bank and 
the Government were bolstered consequent to the phased elimination 
of automatic monetisation of the budget deficit through the issue of ad 
hoc treasury Bills. there took place timely and systematic exchange of 
information on macroeconomic developments and assessments thereon 
between the central bank and the ministry of finance in framing and 
operating in conjunction monetary policy and debt management policy. 

nevertheless, the Government’s increased recourse to borrowing from 
the market exerted pressure on interest rates, and triggered concomitant 
policy responses to minimise the cost of borrowing by placing a large 
part of borrowings at the shorter end of the market. this compressed 
the average maturity and gave rise to the problem of debt roll-overs. as a 
consequence, the share of shorter maturities (i.e., under 5 years) in total 
outstanding market loans rose five-fold, from 7.4 per cent as at the end 
of march 1992 to 38.4 per cent at end-march 1996. the shorter maturity 
loans constituted almost 50.0 per cent of the total market loans raised by 
the Central Government during 1996–97. 

the series of policy measures taken to strengthen public debt 
management by the reserve Bank in co-ordination with the Government 
keeping the structural aspects in view during the eventful years from 
1991–92 to 1996–97 had beneficial effects on the system in terms of greater 
market absorption of government securities, lower devolvement on the 
reserve Bank, competitive pricing of securities, emergence of a market-
responsive yield curve and increased attention accorded to treasury 
management and interest rate risk management by bankers and investors. 
on the part of the reserve Bank, the main challenge was in the pursuit of 
a strategy for elongating the maturity pattern of outstanding government 
debt to reduce the refinancing risk by lessening uncertainties in financial 
markets and widening the range of maturities.
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annex I

Progress in Strengthening the Government Securities Market  
(1992–93 to 1996–97)

I. Government seCurItIes 

(i) the entire central government borrowing programme in dated securities 
conducted through auctions from april 1992.

(ii) Government securities refinance facility introduced at 14.0 per cent. 
(iii) 5-year, 6-year, 7-year and 10-year securities sold through auctions.
(iv) maturity period of new issues of central government securities reduced 

from 20 to 10 years. maturity of state government securities shortened 
from 15 to 10 years. 

(v) Ceiling interest rate on dated securities raised from 11.5 per cent (20-
year) to 13.0 per cent (15-year).

(vi) five new instruments introduced, namely, zero coupon bonds on January 
18, 1994, tap-stock on July 29, 1994, partly paid government stock on 
november 15, 1994, another instrument, combining the features of the 
tap-stock and partly paid stock on september 11, 1995 and floating rate 
bonds on september 29, 1995.

(vii) Guidelines for Pds in the government securities market issued in march 
1995.

(viii) dedicated mutual funds for gilt-edged securities.

II. treasury BILLs

(i) 364-day treasury Bills sold by fortnightly auctions from april 1992. sale 
of 182-day treasury Bills discontinued. 

(ii) auction of 91-day treasury Bills commenced in January 1993.
(iii) funding of auction treasury Bills into fixed coupon dated security at the 

option of holders introduced from april 19, 1993.
(iv) state governments and eligible Pfs allowed to participate in 91-day 

treasury Bill auctions on a ‘non-competitive’ basis from august 1994.
(v) funding of treasury Bills into dated securities introduced through 

auction mechanism in april 1995.

III. oPen market oPeratIons/rePos

(i) Introduction of repurchase obligations (repos) auctions collateralised by 
central government securities (december 1992) — a precursor to active 
omos. 

(ii) the system of ‘switch Quota’ for banks and fIs discontinued from april 
1992 as they did not have any effect on monetary aggregates.
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(iii) a scheme for auction of government securities from reserve Bank’s own 
portfolio as part of its omos announced in march 1995.

(iv) reserve Bank offered a select list of securities, depending on supply and 
demand conditions, instead of offering for sale most of the securities in 
its portfolio.

(v) reverse repo facility with the reserve Bank in government dated 
securities extended to dfHI and stCI. the earlier refinance facility to 
these institutions for such securities was withdrawn. refinance facility 
against treasury Bills, however, continued.

Iv. Greater transParenCy In  
seCurItIes transaCtIons

(i) details of transactions in government securities put through sGL 
accounts with the reserve Bank being published from september 1994.

(ii) a system of dvP in sGL transactions introduced in mumbai in July 1995.
(iii) Changes in accounting and valuation norms for banks’ investments in 

government securities, i.e., increase in the level of marking to market 
from the year ended march 1997.

v. InstItutIonaL InfrastruCture

(i) IdmC set up in the reserve Bank in april 1992 to initiate active debt 
management operations. 

(ii) stCI set up in June 1994.
(iii) a system of Pds (march 1996).
(iv) Guidelines issued for sds system in government securities market.
(v) dfHI strengthened its presence in the government securities market.
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annex II

IMF Monetary and Exchange Affairs Department

India: Development of the Government Securities Market

Mr Sergio Pereira Leite and Others42

at the invitation of the reserve Bank of India, an advisory mission from the 
monetary and exchange affairs department of the Imf visited India in 1992 
to propose measures to foster government securities market in India and allow 
the reserve Bank to use omos as a major instrument of monetary policy. this 
mission was headed by mr sergio Pereira Leite and submitted its report in July 
1992.

the mission suggested various measures aimed at providing the reserve 
Bank with the instruments and internal structure needed to conduct omos; 
establishing a market structure for government securities which would be 
conducive to liquidity and efficient pricing in that market, and improving 
public debt management practices. the mission indicated its preference for a 
swift liberalisation of all interest rates, along with an accelerated move towards 
elimination of market distortions. at the same time, the mission recognised that 
budgetary considerations required the liberalisation process to be undertaken in 
the context of the adjustment programme.

as a minimum, the mission recommended five important measures, as 
follows:

(i) the placement of treasury Bills should be carried out on a competitive 
auction basis. the reserve Bank should not participate at the auctions, 
but instead purchase securities from the secondary markets. detailed 
results of every auction should be made public.

(ii) the reserve Bank and the Government should allow the interest rates on 
treasury Bills to rise to levels consistent with competing instruments in 
the money market.

(iii) the 364-day treasury Bill should be used as the main instrument for 
monetary policy purposes, as well as a key funding instrument for the 
Government. In particular, the mission was not in favour of the issue of 
new 91-day Bills at the moment, but rather market attention should be 
focused on a single instrument. 

(iv) repurchase agreements could be a major financial instrument that, 
contrary to popular belief in India, could reduce risks in the banking 
system, rather than increase them. therefore, repurchase agreements 
between banks and other government securities dealers should be 

 42. note on Issues in Developing the Government Securities Market and Open Market 
Operations in Support of Financial Sector Reforms. Prepared by the Imf advisory mission 
to study the Government securities market in India. Headed by mr sergio Pereira Leite. 
July 1992.



744 The ReseRve bank of IndIa:  1981–1997

encouraged rather than condemned. repurchase agreements with all 
interested parties, banks and non-banks should also be permitted as soon 
as the Pdo book-entry system is improved, the rBI sets clear prudential 
rules for authorised dealers and puts in place mechanism to enforce these 
rules.

(v) the sLr and Crr should be reduced as fast as conditions permit, and 
they should be based on banks’ average positions over some period. 

Open Market Operations

the mission averred that omos were a flexible instrument of monetary policy. 
as such, they were gradually becoming the monetary instrument of choice in 
industrialised and developing countries alike. However, in order to derive the full 
advantages of the use of open market policies, a few key conditions were needed 
to be in place. these included interest rates to be market-determined, the financial 
market should be relatively competitive and free of excessive market segmentation 
and the central bank should have the means to undertake open market policies 
and necessary internal structure that would allow it to intervene in the market 
purposefully and efficiently. 

In order to effect omos on a day-to-day basis, the reserve Bank would need 
three elements: (i) a market instrument that could be used for intervention; (ii) 
up to date information on market developments and good forecasting capabilities 
on money market developments and liquidity; and (iii) an adequate institutional 
set up at the reserve Bank. the following recommendations applied to reserve 
Bank’s operations relating to open market policies:

(i) the reserve Bank should use repurchase and reverse repurchase 
agreements with securities dealers as its main open market policy 
instrument. outright sales and purchases of treasury Bills could also be 
used in cases where a reversal of the arrangement was not expected in the 
near future. the 364-day treasury Bill would be the main security used 
in these transactions. 

(ii) In order to separate monetary policy from ‘on demand’ government 
financing, the mission recommended that the reserve Bank should 
stop accepting ad hoc treasury Bills. temporary financing of the 
Government could be achieved through repo auctions, using treasury 
Bills placed on a sGL account by the Government, but managed directly 
by the reserve Bank. until the reserve Bank was ready to implement 
this recommendation, the issuance of treasury Bills on an ad hoc basis 
should be limited and the yield on these bills should be raised to market 
levels. no additional ‘special securities’ should be created as these assets 
were arbitrarily priced and entirely non-marketable. 

(iii) the reserve Bank should develop its capacity to monitor market 
conditions, and to forecast liquidity over the short term, if it was to 
intervene in a purposeful manner. 
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(iv) the reserve Bank should consider establishing an open market 
committee that would meet, say, once every two weeks to review monetary 
conditions and decide on the detailed direction of open market policy. 
Policy would then be carried out by a dealing room, supported by a back 
office, by requesting quotes from dealers and carrying out transactions.

thus, emphasis was laid on a market instrument that could be used for 
intervention, up to date information on market developments and good 
forecasting capabilities on money market developments and liquidity and an 
adequate institutional set up at the reserve Bank (i.e., money market desk, and 
open market committee). the report observed:

the rBI seems to be experienced in financial forecasting over longer 
horizons. forecasting liquidity from week to week or day to day is 
conceptually similar. Inputs from many sources need to be assembled to 
predict the major sources of variations in bank reserves. the Government 
itself, as the largest agent in the economy, can often disturb markets 
through its large transactions, be they regularly timed, such as salary 
payments or exceptional, such as payments for “big ticket” capital goods. 
under these circumstances, the need for short-term government cash 
flow forecasts should be clear. the foreign exchange market can often 
provide at least a day’s warning on major transactions because settlement 
takes at least two days. Indeed, day-to-day forecasting is normally easier 
than forecasting over somewhat longer horizons.

Institutional Structure of the  
Government Securities Market

the development of a vibrant, deep and broad government securities market is an 
important objective of the reserve Bank reforms: to carry out monetary management 
through omos and debt management through an auction programme. attainment 
of this objective would be facilitated by a transparent market structure that had 
well-specified roles for each participant and operated in a well-supervised and 
regulated environment. In structuring the market, the micro-objectives were to 
(i) formalise the role of various market participants; (ii) establish an underwriting 
capability to support primary auctions of government securities and omos; (iii) 
centralise market information on prices, quantities and trading in money market 
and dated securities market operations; (iv) standardise market trading practices 
in money market instruments, debentures and government securities; (v) create 
a competitive framework for dealers in government securities; and (vi) establish 
a regulatory and supervisory framework for the government securities market.

the preferred structure of the government securities market was to be three 
layered, namely, government securities dealers, Pds and inter-dealer brokers. 
end-investors would purchase government securities through dealers. this 
structure was expected to achieve the best balance between competition and the 
need to concentrate demand and information. 
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Improvement in Public Debt Management

the mission believed that improvements in the practices of public debt management 
would not only encourage the securities market but also contribute to minimising 
the cost of government funding. moreover, the long-term development of the 
securities market was considered an essential part of the reforms, especially 
because the traditional securities market investment was diverted into non-
marketable debt. In this regard, certain recommendations were made on public 
debt management, namely, the Government should not lock itself into high debt 
servicing costs by issuing very long-dated securities, auctions should be the normal 
funding mechanism, new issues should be concentrated in a smaller number of 
securities that could act as benchmarks at various representative maturities and 
the procedures of the Pdos should be improved and its operations computerised 
immediately.

In the aftermath of the securities market scam, the mission noted that the 
Pdo (the existing system in the reserve Bank for clearing securities transactions) 
suffered from a number of problems. although ordinarily transactions were 
cleared in a day, in some periods such as around banks’ ‘make-up’ day, clearing 
could take up to 10 days and many orders were rejected because the seller lacked 
the securities. Credit advices were sent with a 10-day delay and statements were 
sent only half-yearly. the system for settling transactions in other securities 
also needed improvement. Improvements in the functioning of the Pdo would 
contribute to the information flow in the market and to the safety of the system. 
the mission fully supported the recommendation in the interim report of the 
Janakiraman Committee that reporting by the Pdo needed to be improved and 
its work computerised immediately. 

the report admitted that the Government was implementing a challenging 
programme of fiscal consolidation and therefore the extra costs relating to higher, 
market-determined interest rates came at a difficult time. But the mission was of 
the opinion that this was a worthwhile investment in the efficiency of the economy 
as a whole, and in the effectiveness of monetary policy.

strateGy for aCtIve domestIC PuBLIC deBt manaGement

according to the report, the Government faced a major task of public debt 
management in meeting both its gross funding needs (including the refinancing 
of treasury bills and other maturing securities) and in ensuring that it would be 
in a position to secure funding at reasonable cost in the future. It was, therefore, 
necessary to develop a strategy for active public debt management in India. 
the mission considered that the essential element of such a strategy was the 
improvement in the depth and liquidity of the market in government securities. 
to this end, it would be necessary to offer competitive market-related yields on 
government securities, thereby inducing into that market a wider spectrum of 
players. the strategy envisaged was:
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Harnessing these divergent sources for government funding in an orderly 
and efficient manner will require not only competitive yields, but also 
drastic improvements in the management, functioning and efficiency 
of the primary and secondary markets in government securities. In this 
context, particular regard must be paid to the optimal duration of the 
Government’s stock of securities, the issuance procedure, and avoiding 
a proliferation of new issues; extension of the auction system and 
development of the secondary market…43

seCond Imf mIssIon (aPrIL 1993) 

as a follow-up to the Leite mission, a second mission from the Imf visited India 
in march 1993, led by mr William e. alexander. Its task was more specific, 
namely, to make recommendations for the establishment of an appropriate 
market infrastructure, especially in the areas of clearance and settlement systems 
for government securities, and regulation and supervision of the government 
securities markets. at the same time, the mission was asked to consider measures 
that might be implemented in the near term to resuscitate activity in the public 
sector undertakings (Psu) bond market. However, the mission was unable to 
complete its assignment due to bombings that occurred at the end of the first week 
of its stay in mumbai. the mission therefore submitted an incomplete report in 
april 1993 that ‘at best could be regarded as being in the nature of a progress 
report whose conclusions and recommendations must be regarded as tentative’. 
the proposals to resuscitate the Psu bond market are not covered here.

adverting to the earlier report of the monetary and exchange affairs 
department (July 1992) for adoption of a Pd system as the market form for 
trade in government securities, the alexander Committee considered alternative 
market forms. these were auction markets, dealer markets, and combination and 
hybrid markets. It came round to the view that when the conditions for an auction 
market were not met, including natural liquidity, a dealer market was likely to be 
the most appropriate choice. In such a system, dealers played an active role in the 
secondary market by generating secondary market trading, appropriately pricing 
the security, absorbing the order flow, distributing the security and educating the 
investor base. further, it strongly suggested that the microstructure of a dealer 
market was superior to that of the auction market for government securities, 
because, in the case of India, it was likely to take a number of years to develop 
sufficient distribution of government securities to provide the degree of natural 

 43. the reserve Bank apprised the ministry of finance in november 1992 of the main 
recommendations of the Imf mission report. the latter, in turn, proposed in february 
1993 setting-up a Co-ordination Committee with participation from the ministry of 
finance and the reserve Bank to co-ordinate debt management and monetary policy 
issues, which, however, did not find favour with the reserve Bank. more details on this 
issue are given in chapter 14: monetary management.



748 The ReseRve bank of IndIa:  1981–1997

liquidity that was needed to drive an auction market. of the two practical options 
for the choice of the primary dealer market form, namely, the Pdm and the over-
the-counter exchange of India (otCeI), the mission felt that an active role by 
the reserve Bank in the development of a competitive Pdm44 in government 
securities would lead to an efficient market for government securities in a shorter 
time than envisaged under the parallel development of the otCeI and the nse. 
two additional reasons were adduced to favour the development of Pdms. first, 
because the number of banks and fIs that invested in government securities was 
small and individuals did not normally invest in government securities, all current 
investors would wish to become Pds and would likely qualify. thus, Pds and 
final investors would likely to be the same, reflecting the captive nature of the 
market. However, looking to the future when government securities would be 
more widely held and provide the foundation for the capital market in India, 
it could be assumed that individuals and non-bank fIs (notably mutual funds) 
would become investors in government paper without, at the same time, wishing 
to become market-makers. others might wish to deal in government securities by 
distributing them to retail investors, again without wishing to develop the expertise 
or employ the capital necessary to become a market-maker. the result was that 
a distinct role for a Pd would emerge. second, it was important for the central 
bank to encourage the development of a market form that would be conducive 
to the future conduct of active omos. the Pdm offered clear advantages, which 
was evident from the almost exclusive reliance by industrialised countries’ central 
banks on this particular market form. finally, the mission strongly recommended 
the inter-dealer market (rather than otCeI, where inter-dealer direct trading took 
place) as it could promote price discovery, act as an information intermediary 
by reducing search costs to determine the best price for a security and promote 
liquidity in the market. the mission believed that developing the Pdm to include 
inter-dealer brokers would add significantly to the dynamic efficiency of the 
market and reduce systemic risk. 

 44. Pdm: Primary dealers’ market.
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Annex III

StAtement 15.1

Domestic Liabilities of the Government of India (As at End-March)
(` crore)

Item 1991 1992 1993 1994 

(1) (2) (3) (4) (5)

Internal Debt (i to viii) 1,54,004 1,72,750 1,99,100 2,45,712 

(i) market Loans 70,520 78,023 81,693 1,10,611

(ii) market Loans in course of repayment 46 52 59 70

(iii) Special Bearer Bonds 951 277 43 15

(iv) Compensation and other bonds 788 1,111 1,200 1,249

(v) treasury Bills

 (a) 91 Days 6,953 8,840 20,613 32,595 

 (b) 91 Days funded into Special Securities 66,000 71,000 71,000 71,000

 (c) 182 Days 1,078 3,986 - -

 (d) 364 Days - - 8,777 8,386 

(vi) Special Securities issued to RBI 1,102 1,046 1,046 1,046

(vii) Special Securities issued to International 6,566 8,415 14,669 20,365  
 Financial Institutions +

(viii) Gold Bonds, 1998 - - - 375

contd...
concld.

Item 1995 1996 1997(RE) 

(1) (6) (7) (8)

Internal Debt (i to viii) 2,66,467 3,07,869 3,34,914 

(i) market Loans 1,30,908 1,63,986 1,83,976

(ii) market Loans in course of repayment 99 108 108

(iii) Special Bearer Bonds 3 - -

(iv) Compensation and other bonds 1,079 1,757 2,274

(v) treasury Bills

 (a) 91 Days 32,327 43,790 43,790 

 (b) 91 Days funded into Special Securities 71,000 71,000 71,000

 (c) 182 Days - - -

 (d) 364 Days 8,165 1,875 7,383 

(vi) Special Securities issued to RBI 1,046 1,046 1,046

(vii) Special Securities issued to International 20,635 22,771 19,681 
 Financial Institutions +

(viii) Gold Bonds, 1998 1,475 1,534 1,534

 Note: + : these represent non-negotiable non-interest bearing securities issued to International 
Financial Institutions.

 Source: Reserve Bank of India, Report on Currency and Finance, 1996–97.
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StAtement 15.2

Debt Indicators of the Central and State Governments
(As percentage of GDP)

Year Domestic Liabilities External Liabilities Total Liabilities Aggregate Liabilities  
 of Centre of Centre+ of Centre (2+3) of States 

(1) (2) (3) (4) (5)

1989–90 52.5 6.2 58.7 20.6

1990–91 52.9 5.9 58.7 20.6

1991–92 51.5 6.0 57.5 20.5

1992–93 50.9 6.0 56.9 20.1

1993–94 49.1 5.4 54.5 18.3

1994–95 47.0 4.9 51.9 17.8

1995–96 45.6 4.2 49.8 17.4

1996–97 44.1 3.8 47.9 17.3

contd...

concld.

Year Combined Domestic Combined Total    
 Liabilities of Liabilities of    
 Centre and States Centre and States   
  (3+6)

(1) (6) (7)

1989–90 59.1 65.3

1990–91 59.6 65.5

1991–92 58.5 64.5

1992–93 58.2 64.2

1993–94 55.8 61.2

1994–95 53.7 58.6

1995–96 52.4 56.6

1996–97 51.0 54.9

 Note: + : at historical exchange rate.

 Source: Reserve Bank of India, Handbook of Statistics on Indian Economy, various issues.
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StAtement 15.3

Reserve Bank of India’s Initial Support to Borrowings of Central Government +
(` crore)

Fiscal Year Ad hocs Subscription to 91 Day Subscription to Dated 
  Auction Treasury Bills Securities in Auctions

(1) (2) (3) (4)

1991–92 5,750 -- 4,822

1992–93 11,445 1,147 2,214

1993–94 6,300 839 435

1994–95 1,750 2,405 157

1995–96 5,965 7,789 12,655

1996–97 4,685 3,316 3,698

1997–98 (Be) # -- --

contd...

concld.

Fiscal Year Total Initial RBI Support to Net RBI Credit to Central   
 Borrowings of Central Government (Book Value)  
 Government@ (2+3+4)

(1) (5) (6)

1991–92 10,572 5,508

1992–93 14,806 4,257

1993–94 7,573 260

1994–95 4,311 2,130

1995–96 26,409 19,855

1996–97 11,699 1,934

1997–98 (Be) 16,000* 16,000*

 Notes: + :  the difference between the initial support to Centre’s market borrowing (which 
included ad hocs till 1996–97) and net RBI credit to the Central Government could be 
explained by net outright sales and repo transactions of the RBI in Government securities, 
receipts from repayment of dated securities and 91-day auction treasury Bills from the 
portfolio of the RBI during the year, rediscounting of 91-day tap treasury Bills by banks 
and others with the Reserve Bank, change in Central Government deposits, Government’s 
currency liability, and valuation differences (book value for net RBI credit and face value 
for initial support data).

  @ : Reserve Bank’s holdings of rupee coin are excluded.

  # : In pursuance of the Supplemental agreements between the Government of India and 
the Reserve Bank the system of ad hoc treasury Bills was abolished with effect from April 
1, 1997 and was substituted by a system of WmA from the Reserve Bank. 

  * : expected level of Reserve Bank’s support to central government borrowing as per the Be 
for the fiscal year 1997–98.

  -- : nil.

 Source: Reserve Bank of India, Annual Report, 1996–97.




