
1. Introduction

The Indian government securities market (G-Sec)

has emerged as one of the most vibrant segments of

the Indian financial system. This market has grown

significantly over the years to become the third

largest government debt market in Asia (Asia Bond

Monitor - March 2019). From merely serving the

borrowing requirements of the government, this

market has in recent years evolved into a

transmission channel for indirect instruments of

monetary policy apart from providing benchmarks

for government savings schemes, credit pricing of

banks, etc. The importance and impact of this

market has transcended beyond the wholesale

segment limited to banks and larger institutions to

retail investors and instruments like the public

provident fund (PPF), provident funds, bank loans

given to customers etc. This growth and expansion

has been supported and sustained by the Reserve

Bank of India (RBI) and the government through

various structural and infrastructural measures.

The framing, design and release of the policies have

been guided by r various Working Group

the RBI and the Debt Management Strategies

(DMS) of the government which have given a

roadmap and framework for these changes.

The Indian sovereign bond market has grown

significantly since the implementation of various

structural and policy changes since 2012. Average

daily activity in the outright and market repo

segment has increased from 2,874 trades with face

value of 46,048 crore in FY13 to 3,732 trades with

face value of 89,089 crore in FY19 (4,795 trades

with face value of 1,07,770 crore in Q1-FY20).

This note explores how the report of RBI's Working

Group on Enhancing Liquidity in the Government

Securities and Interest Rate Derivatives Markets

(Chaired by Shri R. Gandhi) (Working Group)

released in 2012, has been a significant milestone in

laying out the roadmap for the development of the

Indian G-sec market. Its key recommendations

regarding the consolidation of securities, widening

the investor base in G-secs - specifically among

retail and FPI investors, improving the fungibility

of G-Secs, SDLs and T-Bills along with

enhancements in the settlement and trading

infrastructures have driven RBI's policy measures

in this market over the past 7 years. In addition to

this, the Government's Medium Term Debt

Management Strategy (DMS) report(last released

for the period 2015-2018) with its objectives of

lowering rollover risks, interest rate risks and

foreign currency risk has served as a strategic guide

for implementation of G-Sec market reforms.

In line with our previous articles “The Changing

Dynamics of the Indian Government Bond

Market ” (October 2009) and “Indian G-sec Market

- Emerging Trends ” (November 2012), this note

traces the various structural and infrastructural

changes that have been implemented in the Indian

government bond market since 2012.These

measures encompass issuance of new securities

with unconventional features, switching/

buybacks, steps to boost short selling and steps
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undertaken to deepen the trading in STRIPS. In

addition to this, the reforms have aimed at

broadening the participation in this market among

investors, both wholesale like banks and mutual

funds, and smaller investors like retail participants

through enhancements in the settlement and

trading infrastructure and other policy measures. It

also details the compliance of the Clearing

Corporation of India (CCIL) with the global

Principles of Financial Market Infrastructures

(PFMI), in its role as a central counterparty

providing guaranteed settlement for all

transactions in this market.

In line with the objective of enhancing liquidity in

the secondary market, RBI has undertaken

consolidation of government debt through

primary auctions since 2000 and buyback of debt

since 2003. Over the years, this has helped:(i) in

creating a critical fungible mass for active

trading;(ii) in developing benchmark securities;

and (iii) in the development of the STRIPS market.

The DMS document has addressed the rollover risk

prevalent in the government debt portfolio via

rolling over the debt due for redemption through

conversion into longer term securities, limiting

short term debt issuance and security wise issuance

limits. The Working Group had recommended

active consolidation in the G-Sec market

undertaken through issuance of securities at

various maturity points (2-10 years initially),

issuance of benchmark securities over a longer-

time-horizon, buyback/switch operations to

extinguish G-Secs with small outstanding amounts

and management of bunching of redemptions

through switch or buy-back operations with

minimal impact to the issuer. In case of SDLs, the

Working Group had recommended reissuance of

existing securities in order to increase the

outstanding stock of securities leading to pricing

efficiencies in the long-run and in turn lower

borrowing costs.

Market borrowings have increased substantially for

both the central and state governments. RBI has

resorted to active consolidation of debt securities

through buyback/conversion of the existing

illiquid securities as well as passive consolidation

by issuing and then reissuing fewer new securities at

various maturity points keeping in view the

repayment capacity of the concerned government

on a particular day as well as during the year.

Frequent re-issuances have helped in elongation of

the life of 'on-the-run' securities helping in overall

improvement in market liquidity. Issuances at

various benchmark maturity points have helped in

the emergence of a risk-free yield curve that can be

used by other markets for pricing and valuation

purposes.

2. Structural Measures

2.1. Consolidation of debt and elongation of

maturity profile

ARtICLE
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Buyback/switches are being actively used since

FY14 to manage duration and redemption

pressures. Buyback auctions (apart from 1.44% IIB

2023) have generally been conducted for securities

maturing within a year from the buyback date

(maturing within 25 to 352 days). While RBI

conducted repurchase auctions after giving

advance notice to the market, information on the

conversion/switch of securities was initially

released in the public domain only after the

completion of the same. Given their increased

frequency, a clear indication of these operations in

advance is helpful for market participants to plan

their investments efficiently as well as provide

transparency and stability. Hence, RBI while

releasing the calendar for central government

borrowings through dated securities for the first

half of FY20 announced that monthly switch

auctions would be conducted on the third Monday

of every month.

The average outstanding size of government

securities has increased from 28,188 crore as of

March 31, 2012 to 65,707 crore as of June 30, 2019

as a result of RBI's consolidation activities. Nearly

70% (59 out of 87) of the individual Government

of India securities had outstanding size greater

than 50,000 crore as of June 30, 2019. The

Government's DMS clarified that in view of large

borrowing programme and to ensure supply of

securities across the yield curve, the upper issuance

limit for annual maturity bucket and also for

individual securi in a particular annual

maturity bucket could be enhanced incrementally

in a calibrated manner with the rollover risks

addressed through switches. This limit is calculated

on the basis of a sustainable debt trajectory,

projected increase in debt stock, government's cash

flow imperatives, etc.
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Table 1: Debt Rollover Management – Central Government Dated Securities

Gross Issuances Switch/Conversion Buyback

Period
No. of

Securities

No. of
New

Securities

Face Value
! Crore

No. of
Securities

Face Value
Switched
! Crore

No. of
Securities

Outstanding
Repurchased

! Crore

2012-13 16 6 558000 - - - -

2013-14 20 4 563973 - - 2 15590

2014-15 17 6 592000 2 30228 9 18805

2015-16* 16 7 585000 3 37300 8 37526*

2016-17 18 7 582000 5 40510 21 60035

2017-18 13 3 588000 3 41059 5 41555

2018-19 23 4 571000 8 28059 - -

2019-20 (Q1) 13 6 221000 7 7415 - -

*Including !5,347 crore of 1.44% IIB 2023
Source: RBI & CCIL
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In order to address the systemic liquidity crunch

witnessed around tax payment dates due to funds

outflow, several securities have been issued with the

coupon dates bunched around these dates (e.g.

“7.69% GS 2043” issued on April 30, 2019; “7.63%

GS 2059” issued on May 6, 2019 and “7.57% GS

2033” issued on May 20, 2019 all have coupon

payment dates on June 17th and December 17th).

This measure is also expected to boost the market

for coupon STRIPS as more such securities can be

created around particular dates (e.g. June 17th and

December 17th in this case) thereby boosting

liquidity. For improving flexibility in borrowing,

the Government of India has introduced the green

shoe option in the auctions since September 2017

up to 1,000 crore within each maturity bucket

such that the aggregate amount accepted in the

auctions does not exceed the total notified amount.

!
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Table 2: Size Profile of Government of India Dated Securities (Excluding Special Securities)

March 31, 2012 June 30, 2019
Outstanding

! Crore No. of
Securities

Total
Outstanding

! Crore

Average
Outstanding

! Crore

% Share in
Total

Outstanding

No. of
Securities

Total
Outstanding

! Crore

Average
Outstanding

! Crore

% Share in
Total

Outstanding

0 - 5000 12 26788 2232 1.03 3 3025 1008 0.05

5000 - 10000 12 71430 5953 2.75 3 17000 5667 0.30

10000 - 25000 29 392158 13523 15.12 15 224800 14987 3.93

25000 - 50000 14 548466 39176 21.15 7 282012 40287 4.93

50000 - 75000 25 1554487 62179 59.94 14 935088 66792 16.36

75000 - 100000 - - - - 34 3029738 89110 53.00

Above 100000 - - - - 11 1224833 111348 21.43

Total 92 2593328 28188 100.00 87 5716496 65707 100.00

Source: RBI & CCIL

Table 3: Maturity Profile of Government of India Dated Securities (Excluding Special Securities)

March 31, 2012 June 30, 2019
Maturity
in Years No. of

Securities

Total
Outstanding

! Crore

% Share in
Total

Outstanding

No. of
Securities

Total
Outstanding

! Crore

% Share in
Total

Outstanding

0 - 5 39 782017 30.15 32 1650679 28.88

5 - 7 12 422251 16.28 8 634595 11.10

7 - 10 14 477846 18.43 14 1065900 18.65

10 - 15 11 361541 13.94 14 1084612 18.97

15-20 6 209367 8.07 6 397696 6.96

20-25 7 237307 9.15 6 389014 6.81

25-30 3 103000 3.97 4 319000 5.58

> 30 - - - 3 175000 3.06

Total 92 2593328 87 5716496

Source: RBI & CCIL
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RBI has been releasing a quarterly indicative

schedule of auctions of SDLs by state governments

from the second quarter of FY16 (along with the

names of states that confirm participation and

tentative amounts indicated by them). Passive

consolidation through reissuances is also being use

for the borrowings of the state governments,

particularly since FY18. Liquidity of SDLs is

expected to improve as a result of the increase in the

size of outstanding of individual securities as more

outstanding stock is available for trading, while the

issue of fragmentation is addressed simultaneously.

During this period, the State Government of

Maharashtra repurchased around 1,083 crore of

high coupon SDLs on March 29, 2017 with the aim

of managing interest burden.

Elongation of maturity is the preferred strategy in

India to limit rollover risk and provide a better

window to manage short term market disruptions

due to domestic and global contagion. Overall the

weighted average maturity of outstanding central

government securities (excluding special securities)

has increased from 9.60 years as on March 31, 2012

to 10.48 years as on June 30, 2019. As per the RBI,

this is one of the longest globally, helping limit the

rollover risk for the central government . Leveraging

on the appetite for longer maturity debt, RBI

extended issuances to 40-year securities starting

FY16. Longer tenor SDLs including UDAY bonds

(during FY16 and FY17) were also issued by several

state governments increasing the number of

securities available in the longer end. In line with

the recommendation of the Working Group, the

valuation of SDLs since April 2019 is on the basis of

the traded SDLs as against a fixed spread of 25bps

over the government securitiesearlier.

The Medium-Term Debt Management Strategy

(DMS) for 2015 suggested fixing a target share for

issuance of indexed debt and Floating Rate Bonds

d
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2.2. Shift to non-conventional bonds and new

instruments
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Chart 1: Number of Re-Issue of SDLs
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(FRBs) in order to get the associated benefit of

portfolio diversification. FRBs and the inflation

indexed bonds (IIBs) linked to the WPI are the non-

conventional instruments currently available for

investors in the Indian government bond market.

Debt issuances are primarily tilted towards

conventional fixed coupon bonds primarily as

floating rate instruments carry interest rate risks for

the issuer on re-fixing. However, bond markets

participants have diverse risk appetites and

investment horizons, e.g. while banks may prefer

FRBs for their duration management, insurance

companies may prefer IIBs for their liability

management. The DMS proposed to fix a target

share of indexed debt and FRBs at 5% of issuances

during a fiscal year with a leeway of ± 2% subject to

market conditions and emergent demand for better

investor participation. As a result, the share of FRBs

has seen an uptick in issuances and trading.

FRBs are securities paying interest at a variable

coupon rate which is reset at pre-announced

intervals. From the time of the first FRB issue by

the Government of India in September 1995, RBI

has experimented with the way the coupon is

determined for the FRBs based on the extant

liquidity and interest rate expectations. For

example, the semi-annual variable coupon rates for

payment of interest on FRB 2020 (maturing on

December 21, 2020) and FRB 2024 (maturing on

November 7, 2024) are computed as the average rate

rounded off up to two decimal places, of the

implicit yields at the cut-off prices of the last three

auctions of 182 Day T-Bills, held up to the

commencement of the respective semi-annual

coupon periods. FRB 2031 pays a semi-annual

coupon with base rate equivalent to weighted

average yield (WAY) of last 3 auctions (from the rate

fixing day) of 182 Day T-Bills plus a fixed spread of

1% that was decided at the time of its auction and

will remain fixed throughout the tenure of the

bond. On the other hand, FRB 2035 (maturing on

January 25, 2035) was issued on January 25, 2005 by

the Government of India to RBI on private

placement basis against the transfer of the equity

and subordinated debt of Infrastructure

Development Finance Corporation (IDFC)

acquired by it. Its coupon is reset every five years at

the prevailing 5 year yield on Government of India

securities as on the last working day prior to

commencement of each period of five years.

Accordingly, the coupon of FRB 2035 was last fixed

on the basis of secondary market transactions in

Government of India securities as on January 23,

2015.

FRB issuances have increased in recent years in line

with the DMS aiming to expand the bouquet of

instruments available for the market. During rising

interest rates scenario. market participants prefer

FRBs which, with their periodic interest rate resets

help to cushion mark-to-market (MTM) losses in

their bond portfolios. However, this hedge from

loss offered by FRBs is a reason for their historical

illiquidity in the secondary market, with buyers

preferring to hold rather than trade in them.

Trading in FRBs has increased in recent years. Apart

from the normal issuances in FRBs, an additional

amount of around 28,965 crore was added from

conversions in FY17.

2.2.1. Floating Rate Bonds (FRBs)
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2.2.2. Inflation Indexed Bonds (IIBs)

Pursuant to the announcement made in the Union

Budget for 2013-14 to introduce instruments

offering protection from inflation and

incentivizing household savings in financial

instruments over gold, RBI announced the

“Scheme for Inflation Index Bonds 2013-14” on

May 15, 2013. The IIBs were linked to the

Wholesale Price Inflation (WPI) index with a fixed

real coupon rate and a nominal principal value that

was adjusted against inflation. Periodic coupon

payments were payable on adjusted principal, thus,

providing inflation protection to both principal

and coupon payments. At maturity, the adjusted

principal or the face value, whichever was higher,

was payable. For appropriate price discovery and

market development, it was proposed to issue the

initial series of IIBs for all categories of investors

including institutional investors and later another

series, exclusively for retail investors . The first IIB

was issued for a tenor of 10 years and the cut-off

coupon rate in the auction was set at 1.44%.

To target greater retail participation in the IIBs, RBI

enhanced the non-competitive segment for retail

and mid-segment investors to 20% from the

existing level of 5% applicable to the auction of

Government of India dated securities auctions and

10% of the notified amount in case of SDL

auctions. To boost liquidity, each tranche of IIBs

was planned to be issued through regular auctions

planned on the last Tuesday of each month starting

July 2013 for 1,000- 2,000 crore adding up to

12,000- 5,000 crore of total issuance in FY14.

However, the issues failed to garner much interest

among smaller players and overall only 13 non-

competitive bids were received and accepted in the

primary auctions. The lack of demand for the

bonds was clearly evident in the hardening of the

cut-off yields in the primary auctions as well as

devolvement on PDs and the

complete rejection of bids by RBI in some auctions.

Only 6,500 crore of the bonds could be issued in

FY14.

7
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Table 4: Issuance and Trading of FRBs (Amount in ! Crore)

Period Issuance Trades Face Value WAR

2012-13 - 870 8408 9.36

2013-14 - 94 1697 9.51

2014-15 - 369 11483 9.00

2015-16 - 67 2870 8.14

2016-17 44965* 21 946 6.67

2017-18 60000 140 7986 6.82

2018-19 52000 212 16722 7.44

2019-20 (Q1) 20000 132 8305 7.07

*Including conversions
Source: RBI & CCIL
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Lack of subsequent issuances as the RBI changed its

monetary policy anchor to the consumer price

index (CPI) from April 2014, secondary market

illiquidity, unfavorable tax treatment and the low

coupon coupled with the progressive decline in the

WPI which remained in negative territory for an

extended period of time resulted in the IIB trading

at deep discounts. Overall trading remained

lackluster right from the time the IIB was issued,

peaking in the year of issue itself. There were no

trades in the security in FY17 and FY19 despite the

increased activity in the overall market, while the

spurt in trading in FY16 was concentrated around

the repurchase auctions.
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Competitive Bids Non-Competitive Bids

Auction
Date

Notified
Amount

Total
Face
Value

Accepted
by RBI

Received
No.

Received
Amount

Accepted
No.

Accepted
Amount

Received
No.

Received
Amount

Devolvement
on PDs

Bid-
to-

Cover
Ratio

Cut off
Yield

Cut
off

price

04-Jun-13 1000 1000 167 4616.00 26 985.94 8 14.06 - 4.62 1.4400 -

25-Jun-13 1000 1000 81 2388.00 42 997.70 2 2.30 - 2.39 1.9855 95.10

29-Jul-13 1000 - 67 2123.58 - - - - - 2.12 - -

27-Aug-13 1000 1000 60 1391.58 23 467.58 - - 532.42 1.39 3.4700 83.30

24-Sep-13 1000 1000 83 2102.00 46 960.00 - - 40.00 2.10 3.6624 82.00

30-Oct-13 1000 1000 84 3873.80 22 999.60 1 0.40 - 3.87 3.3343 84.55

26-Nov-13 1000 1000 60 2186.87 33 1000.00 - - - 2.19 3.6301 82.50

31-Dec-13 500 500 45 1683.00 7 498.34 1 1.66 - 3.37 3.6211 82.71

29-Jan-14 500 - 44 932.00 - - 1 0.25 - 1.86 - -

Total 8000 6500 691 21296.84 199 5909.16 13 18.67 572.42 2.66* 3.0205* 85.03*

*Average figuresSource: RBI

Table 5: Auction History of 1.44% Inflation Indexed Bonds 2023   (Amount in Crore)!

OTC NDS-OM Total
Period

Trades Face Value Trades Face Value Trades Face Value WAP (!)

Issuances/
Buybacks

2013-14 114 3953 489 3835 603 7788 86.09 6500.00

2014-15 7 310 110 964 117 1274 80.36 -

2015-16 1 10 26 190 27 200 86.77 -5347.45

2016-17 - - - - - - - -

2017-18 - - 3 50 3 50 98.50 -

2018-19 - - - - - - - -

2019-20 (Q1) - - - - - - - -

Source: CCIL

Table 6: Trading History of 1.44% Inflation Indexed Bonds - 2023 (Amount in Crore)!
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Mutual funds (38%), PDs (16%)and foreign banks

(15%) have been the most active traders in the IIB

on an overall basis. In terms of nature of activity,

mutual funds followed by insurance companies

and public sector banks were the largest net buyers

of the IIB while PDs followed by foreign banks were

net sellers.

On January 8, 2016 the Government of India

notified an auction to prematurely redeem the

entire outstanding stock of the 1.44% IIB 2023 with

face value of 6,500 crore by utilizing its surplus

cash balances. However, the trend of rejection of

bids by RBI observed in the primary auctions held

for the IIB was observed during the repurchase

auctions as well, when RBI rejected all the bids in

the very first buyback auction while accepting bids

partially over the remaining auctions during FY16.

Difficulty in valuing the bonds appropriately in

the absence of trading in the secondary market was

blamed for the rejection of bids. Eventually, RBI

failed to repurchase the intended amount (of the

entire outstanding stock) and about 1,153 crore of

the 1.44% IIB 2023 remains outstanding in the

government's books.

Cash Management Bills (CMBs) were first issued in

August 2009 by the Government of India, in

consultation with the RBI to meet its temporary

cash flow mismatches. CMBs are non-standard,

discounted instruments issued for maturities less

than 91 days with the generic character of Treasury

Bills. Over the past few years, CMBs have been used

less to address temporary liquidity requirements of

the government but more as policy instruments

used by RBI to adjust the systemic liquidity for

addressing issues ranging from containing the

volatility in the foreign exchange market during

the second half of 2013 to absorbing the sudden

liquidity surplus in the banking system in the

aftermath of the demonetization exercise of

November 2016. Being very short-term in nature,

trading activity is directly linked to issuances and

availability of instruments. CMBs have been

actively used as Market Stabilization Scheme (MSS)

i n s t r u m e n t s p a r t i c u l a r l y f o l l o w i n g

demonetization. Trading is generally concentrated

in the OTC segment of the outright market.

!

!

2.2.3. Cash Management Bills (CMBs)
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Table 7: Repurchase Auctions of 1.44% Inflation Indexed Bonds-2023 (Amount in ! Crore)

Repurchase
Auctions Date

Aggregate
Amount (Face

Value) Notified
By RBI

Total Amount
Offered (Face

Value) By
Participants

Total Amount
(Face Value)
Accepted By

RBI

Cut Off Price
(!)

Balance
Outstanding (Face

Value)

14-Jan-16 6500.00 - - - 6500.00

11-Feb-16 6500.00 6363.64 2509.28 87.00 3990.72

22-Feb-16 3990.72 3804.95 692.00 88.00 3298.72

28-Mar-16 3298.72 3152.95 2146.17 91.00 1152.55

Source: RBI
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2.2.4. Separate Trading of Registered Interest

and Principal Securities (STRIPs)

Stripping is the process of separating a standard

coupon-bearing bond into its constituent interest

and principal components which can then be

separately held or traded in the secondary market as

zero coupon bonds (ZCBs).

The enactment of the Government Securities Act,

2006 and Government Securities Regulations, 2007

permitted stripping and reconstitution of

government securities. Following this, RBI

introduced STRIPs in government securities on

April 1, 2010. However, apart from some initial

deals, the product failed to take off. The primary

reasons behind this were the restrictions on the

eligibility of securities (initially only dated

government securities other than FRBs having

coupon payment dates on 2 January and 2 July

were eligible for stripping) as well as the

requirement for participants to get their requests

for stripping/reconstitution authorized by PDs.

With a view to encourage trading in STRIPs by

further alignment with market requirements, RBI

notified revised Guidelines on Stripping/

Reconstitution of Government Securities on May

3, 2018 removing the restrictions on eligibility of

securities for stripping/reconstitution as well as the

requirement of authorization of all such requests

by PDs. As per the new guidelines, all fixed coupon

securities issued by Government of India,

irrespective of the year of maturity, are eligible for

stripping/reconstitution, provided that the

securities are reckoned as SLR eligible and are

transferable. Market participants, having an SGL

account with RBI can place requests directly for

stripping/reconstitution. Requests for stripping/

reconstitution by Gilt Account Holders (GAH) are

placed with the respective Custodians, which then

place the request on their behalf. Trading in STRIPs

is gradually picking up following these changes,

although the volumes are still not substantial.
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Table 8: Cash Management Bills - Primary and Secondary Market Activity

OTC NDS-OM Total

Period
Trades

Face
Value

!

Crore

Weighted
Average

Yield (%)

Weighted
Average
Days

Trades

Face
Value

!

Crore

Weighted
Average

Yield (%)

Weighted
Average
Days

Trades

Face
Value

!

Crore

Weighted
Average

Yield (%)

Weighted
Average
Days

Issuances
! Crore

Turnover
Ratio
(%)

2013-14 958 47330 11.25 39 1360 39158 10.47 40 2318 86487 10.89 40 107195 81

2014-15 80 5921 8.19 42 63 2516 8.16 42 143 8436 8.18 42 10000 84

2015-16 - - - - - - - - - - - - - -

2016-17 370 107878 6.15 40 1366 56978 6.14 38 1736 164857 6.15 40 1011519 16

2017-18 513 97440 6.24 65 1087 57206 6.18 58 1600 154646 6.22 63 150000 103

2018-19 564 84522 6.54 49 1276 83781 6.45 47 1840 168302 6.49 48 190000 89

2019-20 (Q1) - - - - - - - - - - - - - -

Source: CCIL
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More number of coupon STRIPs are traded, while

most of the volumes are concentrated in the

principal STRIPs reflecting the difference in their

average trade/deal size which was about 10 crore

for a coupon STRIP in FY19 while being 252 crore

for a principal STRIP. Despite the dispensation of

the eligibility norms for securities, market

participants have mostly opted for shorter tenor

securities while trading in principal STRIPs with

almost 83% of the trading concentrated in

securities maturing within 4 years. Trading in

coupon STRIPs has extended up to 2059 creating

securities in the missing longer term tenors which

will be beneficial for participants. With most of the

new longer tenor security issuances across April-

June 2019 having the same coupon dates, the

activity in coupon STRIPs is expected to receive

further boost.

The participant base has increased significantly

post the introduction of the new norms in May

2018. In particular, corporates have been very

active on the buying side compared to traditional

participants in STRIPs like insurance companies.

STRIPs are eligible securities for market repo as

well as repo under LAF of RBI but with

appropriate haircut. Trading in STRIPs is largely

undertaken in the OTC market despite being

tradeable on the NDS-OM platform since 2013.

Short sale of STRIPs is not permitted the sale of

STRIPS can be undertaken by participants only

after securities are reflected in their SGL account.

There was active trading in principal STRIPs in the

repo segment in FY19 which witnessed 217 trades

with a face value of 71,080 crore.

RBI announced the introduction of stripping/

reconstitution facility for SDLs to be implemented

in consultation with the respective State

governments in the Third Bi-monthly Monetary

Policy Statement for 2019-20 released on August

14, 2019.

The Government of India (Ministry of Power)

formulated the Ujwal DISCOM Assurance Yojana

(UDAY) scheme on November 20, 2015 for

improving operational and financial efficiency of

the state power distribution companies

(DISCOMs). 27 States/Union Territories

eventually joined UDAY to deleverage and revive

their DISCOMs. As per the scheme, States/UT

took over 75% of DISCOM debt as on September

30, 2015 over two years - 50% in FY16 and 25% in

FY17. States adopting UDAY were eligible for

various incentives from the Ministry of Power and

the Ministry of New and Renewable Energy. UDAY

bonds added substantially to the future debt

!

!

!

,

as

2.2.5. Ujwal DISCOM Assurance Yojana

(UDAY)

ARtICLE

Table 9: Trading in STRIPs

Coupon STRIPs Principal STRIPs Total Trading in STRIPs
Period

Trades
Face Value
(! Crore)

Trades
Face Value
(! Crore)

Trades
Face Value
(! Crore)

2012-13 56 581 1 250 57 831

2017-18 180 1289 4 690 184 1979

2018-19 690 7089 42 10570 732 17659

2019-20 (Q1) 184 1635 13 3295 197 4930

*No STRIP Trad ing in FY14-FY17;
Source: CCIL
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liabilities of the participating States leading to a

spike in the cut-offs in the SDL auctions in the last

quarter of FY16. The enhanced supply was also

blamed for the lack of FPI interest in SDLs despite

enhancement of limits, on fears of supply

outstripping demand.

The timing of initial issuances in FY16 was planned

keeping in view the absence of supply towards the

end of the fiscal year. In March 2016, RBI asked for

bids from market participants interested in

subscribing to UDAY bonds through the private

placement route. Given non-SLR status by RBI,

these securities were issued under the Government

Securities Act, 2006 and were eligible for market

repo and classification under the held-to-maturity

(HTM) category. Despite the worsening in their

fiscals, most States managed to issue the UDAY

bonds at lower coupons than their existing

securities for the respective tenors, primarily as a

result of the post-Budget rally in the benchmark 10-

year central government bond which was the basis

for the pricing of these bonds. As a result, States

such as Rajasthan were able to issue UDAY bonds at

coupons much lower than the cut-offs in the

primary auctions for their 10-year SDLs. For

example, while the cut-off in the primary auction of

10-year SDL for Uttar Pradesh held on March 9,

2016 was 8.58%, it issued UDAY bond maturing in

2026 at a coupon of 8.39% on March 10 , 8.30% on

March 21 and for 8.21% on March 29 .

The large volume of SDL issuances including

UDAY bonds (with approximately 45% of total

UDAY bond issuances in FY17 concentrated in Q4)

was one of the major factors that resulted in the

widening of the weighted average spread on SDL

issuances. While the investors were able to lock in at

higher yields for longer tenor securities, the interest

costs for the borrowers i.e. the States were higher

despite a downward trajectory in policy rates.

Largely the price discovery for the UDAY issuances

was efficient for the state governments because of

the gradual elongation in the maturity profile of

government bonds.

Overall 446 UDAY bonds were issued by fifteen

State Governments over the period between March

10, 2016 and March 30, 2017. The State

Government of Tamil Nadu issued the maximum

number of UDAY bonds, while the State

Government of Rajasthan had the largest share in

the quantum of issuances.
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The coupons ranged between 6.80%-8.90% while

the maturity ranged from 2-15 years. The spread on

UDAY bonds issued during FY17 declined to 35-75

bps over the corresponding tenor/10-year

FIMMDA G-sec yield as compared with a fixed

spread of 75 bps in FY16. Bulk of the issuances was

concentrated in the 10 year bonds as is the standard

in the primary issuance of SDLs. Overall, the

weighted average coupon for total UDAY issuances

stood at 8.15%.

These bonds were issued at multiple maturities to

suit the appetite of various investor groups. The

flattening of the yield curve at 15 years and above

increased the attractiveness of the UDAY bonds.

The active participation in the longer tenor UDAY

bonds showed the presence of interest in similar

SDL issuances and RBI has gradually elongated the

borrowings through SDLs to 40 year securities.

Unlike previous power bonds issued by the state

government, UDAY bonds found initial liquidity

in the secondary outright and market repo

segments. Trading in UDAY bonds peaked in FY17

as majority of the bonds were issued during the

period March-October 2016. The declining trading

activity indicates the higher presence of buy and

hold participants. Pension and provident funds

followed by insurance companies have been the

largest net buyers of the UDAY bonds, while public

sector banks followed by private sector banks have

been the largest sellers.

ARtICLE

Table 10: UDAY Issuances (March 2016 - March 2017)

State
No. of

Securities
Amount
! Crore

Coupon
Range

Weighted
Average

Coupon (%)

Maturity
Range

Andhra Pradesh 25 8256 6.88 - 7.37 7.29 2026 - 2031

Bihar 20 2332 7.42 - 8.72 8.21 2022 - 2031

Chhattisgarh 10 870 8.27 - 8.70 8.54 2022 - 2031

Haryana 20 25950 8.06 - 8.21 8.20 2022 - 2026

Himachal Pradesh 50 2891 7.49 - 8.19 7.88 2023 - 2032

Jammu & Kashmir 20 3538 7.07 - 8.72 8.03 2022 - 2031

Jharkhand 10 5553 8.22 - 8.72 8.51 2022 - 2031

Madhya Pradesh 10 7360 7.68 - 8.25 7.95 2023 - 2032

Maharashtra 2 4960 7.33 - 7.38 7.36 2022 - 2022

Meghalaya 10 125 7.43 - 8.04 7.71 2023 - 2032

Punjab 35 15628 7.21 - 8.72 8.36 2022 - 2031

Rajasthan 45 59722 6.80 - 8.39 8.24 2018 - 2027

Tamil Nadu 120 22815 7.67 - 8.24 7.80 2023 - 2032

Telangana 20 8923 7.62 - 8.27 7.94 2023 - 2032

Uttar Pradesh 48 39134 8.03 - 8.90 8.46 2020 - 2031

Total 445 208056 6.80 - 8.90 8.15 2018 - 2032

Source: CCIL
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2.3. When issued trading in Government

Securities

"When, as and if issued" (commonly known as

'When Issued' (WI)) securities refer to securities

authorized for issuance but not yet actually issued.

WI trading takes place between the time of

announcement of auction for sale/reissuance of a

government security and the time it is actually

issued. All WI transactions are on an 'if' basis, to be

settled if and when the actual security is issued. WI

trading in central government securities was

introduced on May 3, 2006.

Interest in this segment has remained lackluster.

Initially the low trading was attributed to the

restricted norms for participation. RBI permitted

scheduled commercial banks (SCBs) to take short

positions in the WI market for both new and

reissued securities from December 10, 2015. Other

eligible entities like mutual funds, insurance

companies, pension funds, housing finance

companies, NBFCs and UCBs were permitted to

take long position in the WI market. RBI also

revised the open position limits in the WI market,

allowing unlimited long positions while restricting

short positions within 5% of the notified amount

for PDs and SCBs. Other eligible entities were

restricted from taking short positions in the WI

market. Aggregate net short positions (sum of all

net short positions across all entities) in a new

security were capped at 90% of the notified amount

and the same was monitored on NDS-OM. RBI

further liberalized the eligible participants' base

and relaxed the entity-wise limits for taking

positions in its “When Issued Transactions

(Reserve Bank) Directions, 2018” issued on July 25,

2018.

All entities eligible to participate in the primary

auction of central government securities are

eligible to undertake both net long and short

positions in the WI market. Resident individuals,

Hindu Undivided Families (HUF), Non-Resident

Indians (NRI) and Overseas Citizens of India

(OCI) are eligible to undertake only long position

in WI securities. Entities other than SCBs and PDs

have to close their short positions, if any, by the

close of trading on the date of auction of the

underlying central government security. Eligible

constituent entities can undertake WI transactions

to the extent permitted by the members of the

Securities Settlement Segment of CCIL through

which they settle their securities transactions. At

the cessation of WI trading on the date of auction,

no entity can run a short 'net position' in a security

in excess of the limits prescribed for short sale

positions in central government securities. The

open position limits in the WI market are as below:
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Table 11: Secondary Market Activity in UDAY Bonds

Period Trades Face Value (` Cr.)

2015-16 170 1730

2016-17 13493 160227

2017-18 8214 89568

2018-19 1973 31067

2019-20 (Q1) 174 2084

Source: CCIL
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Aggregate net short positions are now not subject to

any limits. Despite these measures, RBI has not

been able to generate interest in the segment in line

with the increased activity in both primary and

secondary markets for government securities. The

ease in short selling after the implementation of the

new norms in July 2018 is one of the reasons behind

the sharp decline in trading in the WI segment.

In FY19 most of the activity in the WI market took

place in the WI New-Issue segment around the

issuance of a new 10-year benchmark security in

January 2019. In fact, since its launch in FY09, the

activity in the WI New-Issue segment has been

dominated by new 10-year benchmark securities

barring FY13 when the activity had been

dominated by 13-14 year securities in line with the

frequency in primary market issuances. Overall

mutual funds and private sector banks have been

net buyers, while foreign banks followed by PDs

were net sellers. Activity in the WI Re-issue segment

has been more diversified, despite the 10-year

benchmark securities dominating the activity.

Private sector banks and foreign banks have been

net sellers in the WI Re-Issue segment, while public

sector banks and insurance companies have been

net buyers.

Short sale in central government securities was

introduced in February 2006 to provide participants

with a tool to express two-way view on interest rates

and thereby enhance price discovery. Essentially a

short sale is a transaction in which a market

participant, anticipating hardening of yields in the

future, sells a bond that it does not own. The

Working Group had recommended permitting

2.4. Short-selling

Table 12: Position Limits

Categories Long Short

PDs and SCBs
Not exceeding 25% of the notified
amount in the auction

Not exceeding 25% of the notified amount in
the auction

Other eligible entities
Not exceeding 25% of the notified
amount in the auction

Not exceeding 10% of the notified amount in
the auction (Individuals, HUFs, NRIs and
OCIs are not allowed to take short positions
in the ‘When Issued’ market)

Source: RBI

Table 13: When-Issued Trading (Amount in Crore)`

Reissues New Issues Total
Period

Trades
No. of

Securities
Face
Value

Trades
No. of

Securities
Face
Value

Trades
No. of

Securities
Face
Value

2012-13 1372 12 10185 214 6 1620 1586 13 11805

2013-14 1309 11 10600 97 4 695 1406 12 11295

2014-15 1033 13 9565 199 6 1700 1232 15 11265

2015-16 462 9 4265 217 6 1490 679 9 5755

2016-17 1261 10 12385 139 4 1150 1400 11 13535

2017-18 757 7 7830 209 4 1725 966 8 9555

2018-19 19 3 270 41 3 435 60 5 705

2019-20 (Q1) 1 1 5 - - - 1 1 5

Source: CCIL
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participants to borrow G-Secs from their own HTM

portfolio instead of market repo for delivery against

short sale. This would improve the ability of the

market to align market prices to equilibrium levels

and also enhance market liquidity. It also

recommended that bilateral short sale transactions

be permitted.

Short sellers may resort to short selling intra-day or

keep their position open overnight if expecting

further fall in the prices. Such participants have to

borrow the security through market repos (OTC or

through Special repos on the Clearcorp Repo Order

Matching System (CROMS) platform) to meet their

delivery obligations to CCIL till they buy the bonds

and square off their positions. Technically a

participant can borrow the security for one day and

keep on rolling it over up to 90 days till the security

is actually bought. For the repo deal, the

counterparties lending the bonds have to pay

interest on the rupee funds they get in return. Being

interest paid on money borrowed against collateral,

repo rates are generally lower than the

uncollateralized call money rates.

Short selling creates liquidity and helps in price

discovery. However, excessive built-up in short

positions may eventually lead to a fall in bond prices

that is detrimental to the interest of the participants

with long bond holdings. A short squeeze occurs

when there is a lack of supply of the bonds which the

short sellers need to borrow. Aggressive short-selling

by some participants in the same set of securities

threatened the stability of the Indian bond market

several times in March-April 2017 as was evident in

the crash in the special and OTC repo interest rates

to near zero (0.01%) while the prevailing call rates

were in the range of 5.79%-6.04%, reflecting the rush

of the short sellers to avoid defaults. Increased

instances of such situations have resulted in the

regulator's ire and calling for better practices for

understanding and managing interest rate risk at

banks and also been the cause for demands for

allowing negative interest rates on the CROMs

platform, as the price short sellers should be ready to

pay for the risks taken by them.

Primarily to address the increasing instances of short

squeeze, notional short sales were permitted from

November 16, 2017 exempting market participants

from compulsorily borrowing securities in the repo

market. In exceptional situations of market stress,

entities undertaking notional short sale were

permitted to deliver securities from their own held

to maturity (HTM)/available for sale (AFS)/held for

trading (HFT) portfolios after appropriate

accounting. All 'notional' short sales were to be

closed by an outright purchase in the market. RBI

relaxed the norms governing short sale transactions

in its guidelines issued in July 2018. These guidelines

extended short-sale activity to participants other

than those regulated by the RBI and relaxed the

security category-wise limits for short sales. The key

guidelines currently governing the short-sale market

are:

• In addition to SCB, PDs and Urban

Cooperative Banks, any other regulated entity

under SEBI, IRDA, PFRDA, NABARD and

NHB can also participate in this market subject

to regulatory approval.

• The security wise limit for undertaking short

sale are:

¤ 2% of outstanding of each security or 500

crore whichever is higher for a liquid

security (as identified by FBIL/FIMMDA

for short sale transactions)

1% of outstanding of each security or 250

crore whichever is higher for other

securities

12
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• Short sales need to be covered within 3 months

from trade date.

• Short sales need to be covered by an outright

transaction of equivalent amount of same

security in secondary or primary market,

including when issued market.

• Delivery on settlement date either by borrowing

in repo market or outright market purchase.

• Constituent account holders are permitted to

undertake short sale transactions provided their

primary SGL holders undertake the settlement

and reporting of their trades.

• Participants can borrow securities from repo

market to meet their delivery obligations.

However in instances of short squeeze they can

deliver securities from their own investment

portfolio after accounting for it appropriately,

ensuring that the securities so borrowed are

brought back to the same portfolio, without any

change in book value.

• Short sale and purchase transactions to cover

short sales need to be accounted for in the Held

for Trading (HFT) category.

• OTC short sale transactions have to be reported

on the NDS-OM platform within 15 minutes of

trade.

2.5. Widening the investor base

Deep markets with a broad and varied participant

base are generally more resilient and tend to display

greater stability in responding to financial and

economic disturbances. Particularly in the fixed

income markets, a heterogeneous investor base with

different time horizons and risk preferences ensures

active trading, creates liquidity and demand across

tenors and thereby helps to reduce the borrowing

costs for the issuers. As the manager of the

government's borrowing program, RBI has over the

years taken various measures to deepen the market

and increase the participation small and medium

sized financial institutions like co-operative banks,

mutual funds, NBFCs, regional rural banks, private

PFs and retail investors over and above the

traditional investor base. Calibrated access for

global investors through the FPI route is helping

broaden the investor base while also bringing in

diversity of trading views and strategies . The trading

behavior of the market participants shows increased

participation from corporates and other players over

the last couple of years.

6

Table 14: Category wise share in Outright Settlement      Percent

Period
Co-

operative
Banks

FIs & Ins
Foreign
Banks

Mutual
Funds

Others
Primary
Dealers

Private
Sector
Banks

Public
Sector
Banks

2012-13 2.85 2.10 32.06 5.81 1.43 16.42 17.95 21.39

2013-14 2.87 1.97 31.33 9.86 1.35 17.82 15.81 19.00

2014-15 3.32 1.49 28.83 9.17 2.31 18.68 12.50 23.69

2015-16 3.45 1.89 29.83 9.93 2.12 16.97 13.15 22.66

2016-17 4.40 1.61 26.44 9.01 1.06 15.52 14.11 27.85

2017-18 3.35 4.67 21.79 12.25 2.45 14.81 17.83 22.83

2018-19 3.04 2.01 23.93 8.73 3.63 14.83 24.77 19.05

2019-20 (Q1) 3.30 1.86 21.37 5.39 3.75 16.07 29.04 19.22

Source: CCIL
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While the entry of newer participants has further

broadened the sovereign bond market, the captive

demand for government securities from banks is

expected to reduce gradually with the successive

reductions in the statutory liquidity ratio (SLR) as

well as the expansion of credit offtake after several

years of decline. However, the share in holdings of

the newer captive investor groups like NBFCs and

mutual funds are expected to increase over time.

RBI as the regulator has always focused on

fortifying the balance sheets in the banking system

and this has largely helped the Indian financial

markets weather several domestic as well as

international liquidity shocks. These capital

buffers, and in particular, the Statutory Liquidity

Ratio (SLR) are invested safe central and state

government securities as per regulatory

requirements leading to the creation of a captive

investor base. Bond holdings are the second largest

component in the assets side of banks' balance

sheets after loans and advances, mostly driven by

government securities.

In the fallout of the crisis which engulfed the

financial world in 2007, the Basel Committee on

Banking Supervision introduced the Liquidity

Coverage Ratio (LCR) to enhance banks' short-

term resilience and the Net Stable Funding Ratio

(NSFR) to improve the resilience over a longer time

horizon by creating incentives for banks to fund

their activities with more stable sources of funding

on an ongoing basis. The LCR is designed to ensure

that banks hold a sufficient reserve of

unencumbered high-quality liquid assets (HQLA)

to allow them to survive a period of significant

liquidity stress lasting 30 calendar days. HQLA are

cash or assets that can be converted into cash

quickly through sales (or by being pledged as

collateral) with no significant loss of value. The

NSFR supplements the LCR and aims to ensure

that banks have a stable funding structure i.e.

sustainable maturity structure of assets and

liabilities. In India, RBI issued the final guidelines

for implementation of this new regime for banks in

June 2014. It provided for a gradual transition from

60% in January 2015, reaching upto 100% by

January 1, 2019. The NSFR draft guidelines were

issued in May 2015, and the scheduled

implementation was January 1, 2018.

In comparison to SLR, the LCR is a more

sophisticated tool as it takes into account the

liquidity profile of both assets and liabilities, does

not impound funds of banks for lending beyond

what is necessary to maintain adequate liquidity on

an on-going basis and further permits other

securities like corporate bonds other than G-Secs.

In order to smoothen the requirement of Indian

banks to maintain both SLR and LCR, RBI has

introduced the Facility to Avail Liquidity for

Liquidity Coverage Ratio (FALLCR), whereby

banks are permitted to avail of liquidity against

such securities. This along with the borrowing of

banks under the Marginal Standing Facility (MSF)

(2% of NDTL) can be reckoned under their LCR.

2.5.1. Banks
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2.5.2. Mutual Funds

Mutual funds are one of the largest net fund

providers in the financial system. On an average,

mutual funds have a share of 10% in the secondary

market for government securities and have

significantly contributed in broadening and

deepening of different segments of the money

market. Their activity in the government securities

market through their investment for their exclusive

gilts funds and debt market linked schemes have

made them one of the significant participants in

this market after commercial banks and PDs.

Mutual fund investments in the money market

through Money Market Mutual Funds (MMMF)

has helped to increase the depth of trading in the

secondary market of commercial papers and

certificate of deposits and they are active

participants in the market repo and TREP* market.

Concentration of exposure in any portfolio has

implications for market stability and a diversified

portfolio is less risky than a concentrated portfolio

of similar credit. In order to ensure a diversified

portfolio among mutual funds, SEBI has put in

place various safeguards like single issuer limit,

• June 2014 - Government Securities allowed

under MSF (upto 2% of NDTL) to be

considered for LCR requirement, in addition

to excess securities held over and above the

SLR.

• September 2014 - Banks permitted to consider

government securities held by them upto 5% of

their NDTL within the statutory SLR

requirement as HQLA 1 to meet the LCR

requirement.

• November 2014- A further 5% of their NDTL

held in government securities' by banks under

SLR allowed to be considered under their LCR.

• November 2014 - Banks permitted to avail

liquidity against such securities under the

FALLCR.

• February 2016 - Banks permitted to reckon

government securities held by them up to

another 3% of their NDTL under FALLCR

within the mandatory SLR requirement as level

1 HQLA for the purpose of computing their

LCR, thereby increasing the carve-out from

SLR to 10% of NDTL.

• July 2016 - Banks permitted to reckon

government securities held by them up to

another 1% of their NDTL under FALLCR

within the mandatory SLR requirement as level

1 HQLA for the purpose of computing their

LCR, SLR carve-out increased to 11%.

• June 2018 - Government securities upto

another 2% of NDTL permitted to be

considered under FALLCR within the

mandatory SLR requirement, as Level 1 HQLA

for the purpose of computing their LCR. This

increased the carve-out from SLR to 13% of

NDTL.

• September 2018 - SLR carve out increased to

15% of NDTL for banks.

• April 2019 - A further 2% of Government

securities held as SLR permitted to be

considered under FALLCR as level 1 HQLA for

c o m p u t a t i o n o f L C R , w i t h t h e

implementation proposed to be implemented

in a phased manner in 4 four stages from April

2019 to April 2020.

Box 1: RBI Measures to Ease LCR Implementation for Banks

* Triparty Repo in Government Securities
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group exposure limit and sector exposure limit.

RBI in its Financial Stability Report (June 2018)

highlighted that the role of mutual funds as

liquidity absorbers is pro-cyclical, with their

holdings of government bonds and treasury bills

reducing significantly in times of bearish interest

rates and increasing during bullish interest rate

scenario. This was starkly evident in the period

immedia t e ly fo l lowing demonet iza t ion

(November 2016), when the ample liquidity in the

system and the resultant bullishness in the bond

market resulted in a significant spike in their

holding of government bonds. Subsequently with

the hardening of interest rates, there has been a

decline in their activity in the bond market. RBI

also highlighted the contagion risk which could

arise due to the shift of their investments to spread

products like CP/CD and corporate papers.

The meltdown witnessed in the Indian corporate

debt and commercial paper markets in FY19 and its

impact on mutual fund valuations reinforced these

concerns. With a view to make debt market

investments safer and transparent for investors,

SEBI in June 2019 released new investment norms

for liquid and debt mutual funds. According to

these norms, liquid mutual funds, amongst the

most popular schemes in mutual funds, have to

mandatorily invest at least 20% of their corpus in

liquid assets like cash, government securities,

treasury bills and repo on government securities.

Other norms include sectoral limits on liquid

funds' investments and mark-to-market valuation

of all debt and money market investments. Further

liquid and overnight schemes have been prohibited

from investing in short term deposits, debt and

money market instruments with structured

obligations or credit enhancements.

NBFCs can undertake transactions in government

securities through their CSGL account or demat

account. In the draft guidelines issued in May 2019,

RBI has proposed that all non-deposit taking

NBFCs (asset size 5,000 crore) and all deposit

taking NBFCs would be required to keep a liquidity

buffer in terms of a LCR by ensuring that they have

sufficient HQLA to survive any acute liquidity

stress scenario lasting for 30 days. It proposed this

LCR requirement to be binding on the NBFCs

from April 1, 2020 with the minimum HQLAs to

be held being 60% of the LCR, progressively

increasing in equal steps reaching up to the

required level of 100% by April 1, 2024. However,

in its final guidelines released in November 2019,

the RBI has relaxed these norms. All non-deposit

taking NBFCs with asset size of 10,000 crore and

above and all deposit taking NBFCs irrespective of

asset size are required to keep 50% of the LCR from

December 1, 2020 as against 60% and April 1, 2020

proposed in the May 19 guidelines. Further, in a

relaxation of LCR maintenance for smaller non-

deposit taking NBFCs, the final norms have

proposed that such NBFCs with asset size above

5,000 crore but less than 10,000 crore need to

keep from December 1, 2020 upto 30% of the LCR.

These norms are expected to create a new captive

investor base in the government securities market.

The banking base in the government securities

market has expanded in recent years with the entry

of differentiated banks such as small finance banks

and payment banks. Small finance banks set up for

2.5.3. Non-banking finance companies

(NBFCs)

2.5.4. Corporates, Small Finance Banks and

Payment Banks

!
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furthering financial inclusion through high

technology-low cost operations, have to ensure that

they put in place a robust risk management

framework and are subject to all prudential norms

and regulations of RBI as applicable to existing

commercial banks including requirement of

maintenance of CRR and SLR. For payment banks

which cannot undertake lending activities, apart

from amounts maintained as CRR with RBI on

their outside demand and time liabilities, are

required to invest minimum 75% of their demand

deposit balances in government securities/treasury

bills as SLR and hold a maximum of 25% in current

and time/fixed deposits with other scheduled

banks.

Corporates with large balance sheets have become

very active participants in the sovereign bond

market and have particularly taken to the newer

instruments such as STRIPs. In a further impetus to

their activity in the government securities market,

RBI in October 2016, allowed listed companies to

lend through the repo market, without any tenor or

counterparty restrictions.

Retail investors are an essential part of the overall

strategy for developing a more diversified investor

base for government securities. However, in India

despite various initiatives in both the primary and

secondary segments, by these entities have

remained absent. Even though government

securities are risk free and carry no credit risk, there

has been negligible participation of retail investors

in this segment in comparison to other fixed

income instruments like National Saving

Certificates, Fixed Deposits etc. Low awareness and

understanding regarding the market; availability of

competing financial instruments of broadly

similar characteristics; high transactions costs for

intermediaries and lack of convenient access to the

market are some of the key reasons behind this. To

enhance retail activity in the government securities

market, the Working Group had recommended a

rationalization of transaction costs for retail

investors, seamless movement of G-Secs from

demat form to SGL form and facilitation of their

trading in government securities. The focus of the

government to promote greater activity by retail

investors in this market was further reiterated in

the 2019-20 Union Budget. It proposed that the

government would support the RBI in promoting

retail investment in the G-Sec market with further

institutional development using stock exchanges.

2.5.5. Retail and Demat

• Legal measures: The Government Securities

Act 2006, allows pledging of G-Secs, gives legal

recognition of ownership of Gilt accounts,

gives nomination facility etc.

• Primary market: Currently 5% of the notified

amount in any primary auction is reserved for

smaller participants under non-competitive

bidding. This facility is open to any person

including firms, companies, corporate

bodies, institutions, provident funds and

trusts not maintaining a current account or an

SGL account with RBI. Further in order to

induce the market markers i.e. PDs to bring

more retail and mid segment investors in

government securities market, RBI has

mandated PDs to achieve an annual turnover

target on behalf of mid-segment and retail

investors that should not be less than 75% of

minimum NOF. In line with the Budget

announcement of FY19, NSE and BSE in 2018

Box 2: Initiatives to Promote Retail Activity
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Despite these measures, retail activity in this

market is negligible. The trading platforms offered

by banks or the electronic platforms offered by

stock exchanges have received tepid response from

retail investors. Bonds are not liquid on stock

exchanges and generally retail investors are

buy/hold investors in this market. The gilt schemes

of mutual funds are the preferred route for retail

investors to participate in this market.

Traditionally, small savings instruments like NSCs

and PPF are generally preferred by small investors

seeking safety on investment and fixed return. With

the current policy of aligning the interest rates of

small saving schemes like NSC and PPF with the

benchmark gilt yield, government bonds could also

become one of the alternatives for investment for

retail investors.

Fo re i gn Por t fo l i o Inv e s tmen t /Fo re i gn

Institutional Investment (FPI/FII) include Asset

Management Companies, Pension Funds, Mutual

Funds, Investment Trusts as Nominee Companies,

Incorporated/Institutional Portfolio Managers or

their Power of Attorney holders, University Funds,

Endowment Foundations, Charitable Trusts and

Charitable Societies. Investments by FIIs/FPIs in

India are regulated by SEBI, while the ceilings on

such investments are maintained by RBI. From

June 2014, a single investor class FPI was created

merging the two existing modes of investment i.e.

FII and Qualified Foreign Investor (QFI). As of

December 2018, they had a share of around 4% in

the outstanding government debt.

2.5.6. FPIs and FIIs

launched a web-based platform for G-Sec

investors to participate in the non-

competitive bidding process for government

securities and treasury bills. This facility of

Stock Exchanges acting as aggregators for

retail bids in a single bid has been extended to

primary auctions of SDLs in November 2019.

A separate odd-lot

segment has been created for the purpose of

retail participation wherein the minimum

market lot size has been kept at # 10,000 for G-

sec and # 25,000 for T-bills. Earlier attempts to

promote retail trading through stock

exchanges have not been successful. Towards

this end, RBI's NDS-OM platform launched a

web-based module in June 2012. Before the

launch of this facility, various non-NDS

members {Gilt Account Holders (GAH)}

were placing their bids through Primary

Member (PM) i.e. the NDS Member with

whom GAHs have gilt account and current

account. Under this system, these smaller

entities are in a better position to control their

orders and have access to real time live quotes

in the market. Further in 2016, in order to

further enhance retail participation in the G-

Sec market, RBI allowed individual investors

having demat accounts with depositories like

NSDL or CDSL to trade directly on NDS-OM

platform (August 2016) and removed all

restrictions on seamless transfer of

government securities between depositories

and RBI. In addition to this all transactions

of face value less than 1 crore by retail

entities entail no settlement or trading cost

for that entity and its counterparty .

• Secondary market:

,
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The Working Group had recommended various

steps to widen FII/FPI participation in the

government securities market. It recommended

removal of withholding tax on FII transactions,

flexibility to FPIs to manage their portfolio,

facilitating their direct participation in the G-Sec

market, instead of through brokers. The policy

decisions of the RBI since then have tried to

encourage and facilitate increased FII participation

in the Indian debt market. FII limits are now fixed

in rupee terms instead of USD terms and an

additional route has been created for their

participation in the debt market with minimal

regulatory restrictions and the Web based trading

utility of the NDS-OM trading system facilitates

direct trading of FPIs in the G-Sec market. FPIs

have also been given the flexibility to settle their

OTC secondary market G-Sec transactions on T+1

or T+2 basis.

Until October 2015, investment limit for FPIs in

the G-Sec market as set by RBI was in US dollar

terms (USD 30 billion for government securities).

In its fourth Bi-monthly Monetary Policy

Statement for FY16, RBI set out the Medium Term

Framework in order to ensure a more predictable

investment regime for FPIs. The regime prescribed

the investment limits in debt securities in fixed

rupee terms as a percentage of the outstanding

stock. SDL investment in FPIs was permitted for

the first time along with G-Secs. The limits were

proposed to be increased gradually. This move

helped the FPIs to plan and take positions in the

market as the limits for their investment in the

government bond market became more substantial

and predictable. RBI's measures through the

calibrated increase in the FPI investment limits and

the expanded eligibility of instruments and tenor

has helped FPIs by providing them with greater

latitude in managing their debt portfolios.

Further, RBI in its fourth Bi-monthly Monetary

Policy Statement for FY18 proposed a review of the

regulatory framework for FPI debt investment to

facilitate the process of investment and hedging by

FPIs, keeping in mind the macro-prudential

considerations, such as ensuring the resilience of

net international investment position. In line with

this, it further relaxed the norms for FPI

investments in the government securities market

under the Medium Term Framework for FPI

investment in debt in April 2018.

In a structural move to broad base and deepen the

foreign institutional investment in the Indian debt

market, RBI in October 2018 proposed a separate

channel from the existing avenue available for FPI

investment in the Indian debt market. Labelled the

Voluntary Retention Route (VRR), it proposed that

investments of FPIs through this channel would be

free of the macro-prudential and other regulatory

prescriptions applicable to FPI investments in debt

markets, provided FPIs voluntarily committed to

retain a required minimum percentage of their

investments in India for a period of their choice.

Investments through VRR are in addition to the

FPI investment limits under the medium term

framework. This channel seeks to draw long-term

and stable overseas portfolio investments into

India's debt markets and formally came into

existence from March 11, 2019. Table 15 compares

the two investment routes currently available to

FPIs for investment in the Indian markets. In the

Union Budget 2019-20, the Non-Resident Indian

(NRI) route of investment has been merged with

the FPI route, facilitating a more conducive

environment for NRIs to invest in Indian markets.
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Table 15: Comparison of FPI Investment Route

Parameter Voluntary Retention Route Medium Term Framework  (General Investment Route)

Date of Launch March 2019 October 2015

Description Avenue for FPIs to invest in the
Indian debt market with no
regulatory restrictions on
investments like minimum
maturity of securities etc.
provided they retain a minimum
percent of their investments in
India for a period.

This channel of investment by FPIs was operationalized
under the Medium Term Framework.

Investment
Categories

Divided into 3 categories - VRR
Govt- Investments in
Government Securities; VRR
Corp - Investments in Corporate
Debt Securities; VRR-Combined-
Investments in instruments
under VRR-Govt and VRR Corp.

Investment under 2 categories for Central Government
Securities and SDLs - General and Long-Term Corporate
Bonds.

Instruments G-Secs, T-Bills, SDLs and
Corporate Debt.

G-Secs, SDLs and Corporate Debt.

Investment
Limits

# 75,000 crore per annum as
decided by RBI; However no FPI
will be allotted an investment
limit greater than 50% of the
amount offered under each
allotment in case the demand is
more than 100% of the amount
offered.

a)FPI limits: 6% of Outstanding G-Sec stock for 2019-20,
2% of outstanding SDL stock and 9% of overall corporate
bond outstanding stock;
b)The allocation of the G-Sec limit between General and
Long Term to be at a ratio of 50:50 ;
c) The aggregate FPI investments in any Central
Government security cannot exceed 30% of the outstanding
stock of that security;
d) Investment in Municipal Bonds reckoned within the
investment limits for SDLs.

Concentration
Limits

Investments made under this
Route not subject to
concentration limit or
single/group investor wise limits
applicable to corporate bonds.

a. Long Term FPIs -15% of Investment Limit for that
Category; Other FPIs: 10% of Investment Limit for that
category
b. Investment of any FPI/related FPIs will not exceed 50%
of any issue of a corporate bond.
c. Single/group investor-wise limits in corporate bonds not
applicable to investments by Multilateral Financial
Institutions and investments by FPIs in SRs.

Features a) An FPI would have to invest
an amount allocated through
auction called Committed
Portfolio size (CPS) in the
relevant debt instrument and
remain invested at all times
during the voluntary retention
period. Minimum period of
investment is 3 years.  b)
Minimum investment of an FPI
during the retention period shall
be 75% of the CPS c) FPIs can
shift their investments under the
General Investment Limit at the
end of the retention period,
subject to availability d)
Successful investors need to
invest atleast 75% of their CPS
within 3 months from the date
of allotment.

a) The limits for FPI investment in debt securities in fixed
rupee terms           b) Investment limits in G-Secs and SDLs
fixed at a percent of their outstandings c) The increase in
outstandings announced every half year in March and
September.
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In order to capture the active offshore Rupee

interest rate swaps market and in view of the

increased participations of FPIs in the debt market,

RBI in June 2019 permitted FPIs along with other

non-resident investors to undertake hedged and

unhedged Overnight Index Swap (OIS)

transactions. As per the directions, all unhedged

OIS transactions by these entities need to be

undertaken directly with a market-maker in India

or through a back-to-back arrangement through a

foreign counterpart of the market-maker.The price

value of a basis point (PVPB) of all their

outstanding unhedged OIS transactions cannot

exceed 350 crore. This measure is expected to give

increased thrust to FPI activity in the Indian debt

markets.

RBI is the fiscal agent managing the debt issuance

in the Indian G-Sec market. The Fiscal

Responsibility and Budget Management Act of

2003 (FRBM, 2003) eliminated the direct

participation of the RBI in the issuance of

government securities. As part of its monetary

policy operations, RBI has traditionally used direct

instruments such as reserve requirements,

!

2.5.7. RBI

Table 15: Comparison of FPI Investment Route

Parameter Voluntary Retention Route Medium Term Framework  (General Investment Route)

Mode of
Allotment

On tap basis or auctions; As of
now, On tap allotment by CCIL
to be kept open till full
allotment of limit or until
December 31, 2019.

Online monitoring of utilization of G-sec limits by CCIL
and any transactions in breach of the investment limit in
each category is not accepted.

Coupon
Reinvestment

Income from investments can be
reinvested by the FPI even in
excess of the CPS.

Coupon reinvestment by the FPI in G-Secs and SDLs is
reckoned within the investment limit for G-Secs and SDLs.

Residual Maturity of
Investments

Investments through this Route
are not subject to any minimum
residual maturity requirements.

a) No minimum maturity requirements for investment in
G-Secs, SDLs and T-bills, provided that the short-term
investments of the FPI under either category does not
exceed 20% of total investment of FPI in that category. b)
Minimum residual maturity for corporate bonds is 1 year,
provided that the short term investments of the FPI in
corporate bonds does not exceed 20% of his total
investment limit in corporate bonds.

Monitoring Online monitoring by CCIL. Online monitoring of utilization of FPI limits by CCIL.
Any transaction beyond the investment limit in each
category not accepted by the system.

Market
Participation

a) Eligible to participate in repos
for cash management, subject to
the amount borrowed or lent
not exceeding 10% of their VRR
investment b) Eligible to
participate in OTC or exchange
traded interest rate or currency
derivatives c) FPI investment in
Mutual Fund units outside the
preview of VRR.

a) Not eligible to participate in Repo transactions; b) FPIs
can participate in Currency Futures and also Forward
Contracts, Options and Swaps with Rupee as one of the
currencies; c) Eligible to participate in interest rate futures
(IRF) market (limit of long position of INR 50 billion) d)
They can participate in the Rupee interest rate derivative
market for hedging purposes.

Source: RBI
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increasing or decreasing the cash reserve ratio

(CRR) and SLR to influence the level of liquidity in

the system to achieve its monetary policy

objectives. However, monetary policy objectives are

now increasingly being met with indirect

instruments such as open market operations

(OMOs), the Liquidity Adjustment Facility (LAF)

and the Market Stabilisation Scheme (MSS).

Through OMOs, the RBI sells or purchases

government securities on an outright basis when it

wants to permanently reduce or increase the

liquidity available in the economy. RBI conducts

OMO purchases from the market in case of a

liquidity deficit and OMO sales in case of a

liquidity surfeit.

In line with the recommendations of the Report of

the Expert Committee to Revise and Strengthen the

Monetary Policy Framework (Chairman: Urjit R.

Patel), OMOs were detached from fiscal operations

and are now solely linked to liquidity management.

The Operating Framework for Liquidity

Management of RBI has largely been aimed at

aligning the operating target - the weighted average

call rate (WACR) - with the policy repo rate through

proactive liquidity management consistent with

the stance of monetary policy. Apart from

instruments like variable term LAF auctions;

reducing CRR cash balances, narrowing the policy

rate corridor, OMOs of the RBI either through

purchase or sale of securities, issuance of CMBs

under the Market Stabilization Scheme, buyback of

securities have been the other instruments used by

the RBI to either moderate or inject liquidity into

the system.

RBI's participation in the bond market has

increased over the past few years with its active

purchase of bonds via its OMOs as well as its LAF

operations. OMOs purchases have been

increasingly used in recent years to manage yields

by timing the liquidity infusion to coincide with

the auctions of government securities. Globally,

the stimulus measures executed through bond

purchases adopted by central banks in the

aftermath of the global financial crisis has affected

the availability of high quality treasury securities.

While this trend is yet to be observed in India, RBI's

holdings of government securities comprising of

central government dated securities, SDLs and

treasury bills has increased commensurately with

the increase in the quantum of outstanding

borrowing in the last few years.

An efficient financial market offers price efficiency

with the prices consistently reflecting all available

information and expectations as well as cost

efficiency with the lowest transaction costs.

Exchanges and electronic trading platforms (ETPs)

improve transparency and help to reduce market

abuse by standardizing trading rules and processes

while providing equal access to available

information. ETP trading has the benefits of

improved transparency, reduced transaction costs,

reduced transaction times, efficient audit trails,

improved risk controls and enhanced market

monitoring, while providing a level playing field

particularly for the smaller players to contribute

and execute trading interests.

RBI introduced the Negotiated Dealing System

(NDS) on February 15, 2002 with the broad

objectives of ushering in an automated electronic

reporting and settlement process, facilitating

electronic auctions and providing a platform for

trading in government securities on a negotiated

basis as well as through a quote driven mechanism.

NDS helped in achieving paperless and straight-

3. Infrastructural Changes

3.1. Trading Infrastructure - NDS-OM

Trading Platform
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Chart 2: Platformwise Activity
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OTC NDS-OM

through settlement of secondary market

transactions and brought about significant

improvements in transactional efficiency and

transparency. The Negotiated Dealing System-

Order Matching (NDS-OM) system launched on

August 1, 2005 is RBI's anonymous order matching

system for dealing in secondary market outright

trades in government securities. Based on the

recommendations of the Working Group on Screen

Based Trading in Government Securities

(Chairman - Dr. R H Patil), this platform rapidly

became the preferred platform for secondary

market outright trades. All trades concluded on

NDS-OM flow seamlessly from trading to

settlement within a straight-through-processing

(STP) framework to CCIL, which provides

guaranteed settlement by acting as the central

counterparty (CCP) for all these trades. The

transparency provided by the screen based trading

coupled with the near real-time online

dissemination of information about orders, rates

and trades have given an impetus to trading

activity. The market has grown substantially since

2012-13 in line with the increased net borrowing in

the primary market.

Over time various functionalities have been added

to NDS-OM expanding the participant base,

eligible instruments and utilities like non-standard

(odd) market lots. Important system capabilities

included short-selling and limit monitoring, stock

balance monitoring, 'When Issued' limit

monitoring, and web-based module for client

dealing, etc. The features and flexibility of this

platform enabled RBI to migrate to the on-line

monitoring of all G-Sec transactions of foreign

portfolio investors through the NDS-OM

platform.

The NDS-OM platform has played a crucial role in

expanding the activity in the government securities

market among smaller participants like Co-

operative Banks, Provident and Gratuity Funds,

NBFCs etc. In addition to this, the NDS-OM Web

utility on the NDS-OM system launched in 2012

has supported the RBI objective of opening up of

this largely wholesale market to smaller

participants. This Web based utility gave direct

internet based access to trading on the NDS-OM

platform to Gilt Account Holders (GAH). In

pursuance of its objective of further expanding

retail participation in this market, RBI in July 2016
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permitted individuals holding demat accounts

with Depository Participants (who would be

primary members of NDS-OM) to directly place

their buy/sell orders on the NDS-OM Web based

Module. Such demat holders could also place

orders on the NDS-OM platform through their

Depository Participants.

The Clearing Corporation of India Ltd. (CCIL), set

up in April 2001, is a payment system authorized

by RBI under the Payment and Settlement Systems

Act, 2007 and Regulations. RBI, as regulator,

declared CCIL as a qualifying central counterparty

(QCCP) in January 2014. The QCCP status implies

that exposures of entities to CCIL will result in

significantly lower capital requirements compared

to bilateral trades.

The concept of 'qualifying' central counterparty

was first proposed by the Basel Committee on

Banking Supervision (BCBS) in July 2012. It laid

down the key criteria that need to be satisfied by a

CCP in order to be designated as a QCCP. First it

had to be licensed to operate as a CCP and secondly

it had to be regulated as per the Committee on

Payment and Settlement Systems and International

Organization of Securities Commissions (CPSS-

IOSCO) Principles for Market Infrastructures

(PFMIs) published in 2012. Following its

designation as a QCCP, CCIL has become subject

to on an on-going basis to the rules and regulations

consistent with the PFMIs issued by CPSS-IOSCO.

The PFMIs are the 24 international standards for

payment systems, central securities depositories,

s e cu r i t i e s s e t t l emen t s y s t ems , c en t r a l

counterparties and trade repositories. These

principles have been issued to enhance safety and

efficiency in payment, clearing, settlement, and

recording arrangements, and more broadly, to limit

systemic risk and foster transparency and financial

stability. The PFMIs state that financial market

infrastructures (FMIs) should provide relevant

information to participants, relevant authorities

and the broader public.

CCIL was among the first global CCPs to be

compliant with the PFMI norms way back in 2015.

CCIL publishes annual disclosures of its

compliance with the relevant PFMI standards. It

also publishes on quarterly basis the quantitative

disclosures related to its compliance with the PFMI

standards.

As per the PFMI requirement of a well-founded,

clear and transparent legal basis for all operations

of a CCP, the Payment and Settlement Systems Act,

2007 (PSS Act) has certified CCIL as an authorized

Payment System for undertaking Clearing and

Settlement of transactions in Government

Securities, Money Market Instruments, Foreign

exchange and Rupee Derivatives. CCIL's Bye-Laws,

Rules and Regulations are included under the

schedule under Regulations 5 of the Payment and

Settlement Systems Regulations 2008, thereby

providing legal basis for various aspects like

netting, finality of settlement etc. In addition to

this, the PSS (Amendment Act 2015) provided a

clear legal framework for CCP resolution and

extended the legal certainty of the PSS Act to the

Trade Repository services of CCIL. In terms of

Principle 2 CCIL has put in place strong

governance structure in terms of independent

assessment of its risk management policies and

operational activities, Oversight by the Board

which also consists of technically qualified

Directors and transparency and consultation with

3.2. Settlement Infrastructure

3.2.1. CCIL Disclosures on Compliance with

PFMI
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users and market bodies from the design stage of

any new process or service.

CCIL has a comprehensive framework in place to

manage the various risks it faces: Credit Risk,

Market Risk, Liquidity Risk and Operational Risk.

Credit risk is managed by multilateral netting,

DvP/PvP settlement. Market risk is managed by

using Value at Risk (VaR) based margining systems

and continuous back-testing and stress testing to

assess adequacy of resources. Liquidity Risk is

reduced through use of settlement banks, lines of

credit, bank guarantees etc. Risks against exposure

to Settlement Banks is controlled by real time

monitoring of exposures to the 6 domestic

settlement banks, 3 USD based banks for USD

settlement and a Switzerland based bank for CLS

settlement. A detailed and well-planned Business

Continuity Plan, detailed default handling

procedures, Settlement Reserve Fund, which is

CCIL's skin-in-the-game contribution in case of

default etc. are some of the risk management tools

at CCIL.

In accordance with Principle 4, CCIL has

established a well-defined framework for

identifying, measuring and managing credit risks

and a well-defined waterfall for handling any credit

losses. The market risk arising from CCIL's role as a

CCP is managed by collecting risk-based margins

from participants to cover current and potential

future exposures in the form of initial and MTM

margins and also Volatility margins. The segment

wise default fund collected from members and the

segment wise SRF contribution of CCIL is an

additional source to mitigate credit losses.

Exposure to settlement banks is controlled through

setting of exposure limits and real-time

monitoring, while exposures to banks where

investments are made are controlled by setting of

limits. There is a clearly defined default waterfall

structure for allocation of residual credit losses in

case of individual or combined default among

participants. In adherence to the principle

pertaining to Collateral handling, CCIL accepts

Cash and Government of India securities as

collateral with due haircuts, with the securities

selection on the basis of market liquidity. For

Initial Margin purposes, CCIL accepts only Cash

and highly liquid G-Secs securities, while in case of

Default Fund, Cash and all G-Secs securities are

accepted. USD funds accepted as collateral for

USD settlement is kept in the form of US T-Bills

with settlement banks.

CCIL has an effective margin system to cover its

credit exposures to all members in all segments.

Liquidity based selection of securities accepted as

collateral, higher margins on weaker members in

the Forex, Forex Forward and Rupee Derivative

segments and non-acceptance of trades in the rupee

derivative segment in case the margin utilization

exceeds 95%, are some of the components of

CCIL's margin system.

Liquidity requirements for settlement obligations

are estimated on the basis of the obligations of the

participants with the largest exposures. CCIL's

liquidity resources include committed lines of

credit, overdrafts against fixed deposits and

adequate quantum of Government Securities in

Settlement Guarantee Fund that can be used to

raise additional liquidity. In case of liquidity

providers, rupee denominated LOCs are kept

separately funded at RBI by the LOC extending

banks and thus available on an automatic

drawdown basis. USD settlement banks are selected

on the basis of their rating, net worth and access to

adequate liquidity in USD funds.

The eighth PFMI principle which states that a FMI

should provide settlement finality by the end of the

value date has been provided legal sanctity vide
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Section 23 of Payment and Settlement System Act

(PSS), which ratifies that settlement is final and

irrevocable when the netting for settlement is over

and obligations are determined. CCIL does not

provide intra-day settlements, while providing

final settlement on the settlement date.

The ninth PMFI advises that the FMI should

conduct its settlement in central bank money where

practical in order to avoid credit and liquidity risks.

CCIL settles INR funds in Central Bank money in

case of securities segment. Settlement for

participants who are not allowed to open funds at

the Central Bank is conducted through settlement

banks selected on a strict adherence criteria. In case

of USD settlement, CCIL is not allowed to open a

USD Dollar account in US with Federal Reserve

and hence USD settlement is not in Central Bank

money. Currently funds are transferred latest by

end of day. The facility to transfer funds received

intraday which could help the FMI and its

participants to manage credit and liquidity risks

has received RBI approval and is expected to be

operationalized soon.

CCIL has adopted PvP settlement in USD/INR and

CLS segments and DvP settlement in all other

settlement segments. CCIL as an FMI adheres to

the principle of exchange-of-value-systems in the

secur i t i e s s e t t l ement , ensur ing a lmos t

simultaneous processing of securities and funds

payouts, eliminating principal risk.

The participant default rules and procedures as per

Principal 13 are clearly defined in CCIL's Bye-Laws.

There is a member contributed default fund in all

segments, with clearly defined sequence of

appropriation of resources detailed in the default

handling procedures. There is a well-defined

default waterfall structure to be invoked in case of

any default event.

Principle 14, related to segregation and portability

arrangements, states that a CCP should have

arrangements to effective segregation and

portability of a participant's positions and

collateral from the default or insolvency of that

participant. Currently, at CCIL, customer's

settlement positions are segregated and advised to

participants for settlement in their CSGL accounts,

while the participant's collateral is segregated at

RBI's end. CCIL is working on a clearing member

proposal for segregated collateral accounts for

customers. This approach will allow members to

have segregated collateral accounts such that it is

easy to identify positions of a participant's

customers and to segregate related collateral.

General Business Risk as per Principle 15 of the

PFMI principles stresses on identifying,

monitoring and managing general business risk

through holding of sufficient liquid assets funded

by equity to cover potential business losses and to

ensure recovery or orderly wind-down. Towards this

end, CCIL's research desk monitors development

both domestic and global in the relevant market to

provide inputs for assessment of Strategic Risks.

CCIL has 131 months of liquid net assets funded by

equity to meet its operational expenses. In order to

meet losses arising out of non-default events, like

failure of banks where investments are made,

settlement banks, operational risk events etc.,

CCIL has created a Contingency Reserve Fund

(CRF).

Custody and Investment risks that a CCP faces as

per Principle 16 are handled at CCIL through well-

defined procedures elucidated in its Bye-Laws Rules

and Regulations. CCIL's own funds and

participant assets are invested in the following

avenues: Securities is received in the form of

collateral of margin in non-forex segment is kept

with RBI, its liquid net assets are either invested in
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fixed deposits, government treasury bills or in

savings or current account of settlement banks,

INR funds received as margin contributions are

invested in bank deposits or in government

securities/T-Bills and the USD funds received are

invested in USD T-Bills. CCIL has prompt access to

such assets in case of participant default. In case of

USD T-Bills, they are kept in a segregated fashion by

the US settlement banks.

Operational risk is also one of key risks to be

recognized and controlled by a FMI as per Principle

17. CCIL has adequate systems in place in the form

of identifying operational risks based on IT or non-

IT related and their management through

operation manuals, to ensure that all systems are

running efficiently. CCIL's policies, processes and

controls conform to the relevant industry

standards for information security- ISO 27001

standards since 2006. CCIL has in place a Business

Continuity Plan which is annually updated,

audited and reviewed. CCIL also has a secondary

site at Mumbai and a Disaster Recovery site away

from Mumbai, with adequate IT and Operations

staff placed in these premises to manage business

processes.

As per Principle 18 of the PFMI, the polices for

entities to be a part of CCIL's clearing and

settlement segments is publicly available and there

is denial of access only based on risk

considerations. Access to the Trade Repository to

participants is based on RBI's mandate and in the

case of both Trade Repositories' and Trading

platforms there is straight through processing of

trades to the relevant settlement system. There is an

annual review of membership based on financial

information of the members.

With regard to Tiered Participation arrangements,

CCIL has to a limited extent indirect participation

in the securities settlement segment where CCIL

collects the basic information of such members

from the Primary Members and records their

transactions. However, the responsibility of

settlement of such transactions is of the Primary

Member. CCIL is working towards putting in place

a tiered participation arrangement with

segregation.

CCIL has complied with the requirements of

maintaining efficacy and effectiveness as a CCP,

through periodic interactions with User Groups

and Market Bodies to ensure that its

products/services meet the needs of users,

providing ancillary services in the form of

comprehensive risk management dashboard to

members, creation of a risk management features

like a separate Contingency Reserve Fund (CRF)

for non-default losses etc.

In compliance with the requirements of

Communication procedures and standards, CCIL

uses standard proprietary message structures

between participants and other related parties

domestically and for cross-border operations it uses

the SWIFT message standards.

In conformity with the requirement of

transparency in disclosure of rules, procedure and

market data, CCIL publishes all the Bye-laws, Rules

and Regulations on its website. These have been

found to be quite clear and descriptive by members

and any change is implemented after due approval

from regulators and advance intimation to all

concerned members. Information on the charges

for CCIL's services and the data and statistics

related to CCIL's activities are easily available on

the CCIL website. Further, with respect to the

transactions reported on the Trade Repositories',

data related to trades and rate range are publicly

available through CCIL website for products in

which data dissemination is approved by RBI and

is given to the regulator as and when required.



4. In conclusion
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Annexure 1

Summary of Recommendations - Working Group on Enhancing Liquidity in the Government

Securities and Interest Rate Derivatives Markets (August 13, 2012)

A. G-Sec Market

1. Undertake consolidation of the G-Sec outstanding for which, a framework may be prepared for the next 3-4 years. The process
should begin with the issuance of securities at various maturity points in conjunction with further steps like issuance of
benchmark securities over a longer term horizon, buybacks and switches. [Para 3.15]

2. Examine ways to simplify access for investors like Trusts, Corporates etc. to the G -Sec market. Encourage long-term gilt funds
through appropriate incentives (like tax-breaks, liquidity support, etc.), and suggest to other regulators like IRDA, PFRDA,
EPFO etc. to review their regulations/guidelines from the perspective of facilitating a more dynamic management of the G-Secs
portfolio held by the entities regulated by them. [Para 3.16]

3. Consider allocating specific securities to each PD for market making in them and if required, rotate the stock of securities
among the PDs, by turn, at periodic intervals. [Para 3.17]

4. Evolve a suitable framework for assessing the performance of PDs vis-à-vis market-making (provide two-way quotes) and
consider providing incentives like refinance/IDL based on these performance measures. [Para 3.17]

5. Board/ALCO of banks should be encouraged to periodically review their HTM portfolio (preferably at quarterly intervals) to
assess the need, rationale and cost-benefit in maintaining G-Sec in the HTM portfolio and their preparedness for effectively
dealing with the proposed transition to IFRS-9. [Para 3.18 (b)]

6. Board of banks/PDs may evolve the performance assessment framework for their investment portfolio based on an
appropriate set of return parameters, like ‘holding period return’, total return etc. that would give a better picture of the actual
performance of the portfolio across the various categories of the investment portfolio to the Board. [Para 3.18 (c)]

7. Reserve Bank to come up with a roadmap to gradually bring down the upper-limit on the HTM portfolio. While doing so, it
would also be pertinent to keep in view the possible impact of reduction in the limit on HTM portfolio on the balance sheet of
banks/PDs and measures aimed to address this issue should be taken to make such transition non-disruptive for all the
stakeholders. [Para 3.18 (d)]

8. Investment limit for FIIs in G-Sec may be increased in gradual steps. The increase in the investment limit can be reviewed on
a yearly basis keeping in view the country’s overall external debt position, current account deficit, size of GoI borrowing
program, etc. [Para 3.19]

9. The issue of withholding tax for FIIs needs to be reviewed comprehensively by the GoI. [Para 3.20 (a)]

10. The extant SEBI guidelines requiring FIIs to surrender their limits in debt securities (including G-Sec), on sale or maturity of
the same need to be reviewed. [Para 3.20 (b)]

11. Reserve Bank, in consultation with SEBI may consider amending the related guidelines/notification prescribing transactions
of FIIs in G-Sec only through exchange brokers. Consequently, consider building capability in NDS-OM/CCIL in the form of
suitable reports to be submitted for FII reporting requirements to SEBI [Para 3.20 (c) & (d)]

12. Review the time-window for bidding in the primary auction with an aim to truncate the same. [Para 3.21 (a)]

13. Consider truncating the time gap between the dissemination of the results of the primary auctions on the newswires and the
auction system. [Para 3.21 (b)]

14. Primary auctions in G-Sec may be conducted as a mix of both uniform-price and multiple-price formats. [Para 3.21 (c)]

15. Consider reviewing the shut-period for G-Sec and removing the same for G-Sec in SGL form. [Para 3.21 (d)]

16. Provide a suitable solution to ensure that the benefit of DvP-III is available to the gilt account holders for transactions
involving the gilt account holder and his custodian and between two gilt account holders of the same custodian. [Para 3.21 (e)]

17. Consider putting in place a suitable IT-based solution for overcoming the operational problem of continuing with the
current ‘Interim SGL account’ structure such that securities and funds follow the DvP principle. [Para 3.21 (f)]
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A. G-Sec Market

18. Consider an appropriate technological solution, such that short sale transactions could be undertaken in the OTC market.
[Para 3.21 (g)]

19. Consider migration of secondary market reporting of OTC trades in G-Sec (outright and Repo) from PDO-NDS to NDS-
OM and CROMS respectively. Alternatively, a mechanism for online/immediate flow of trade from PDO-NDS to CCIL as and
when a trade is concluded on the PDO-NDS may be considered. [Para 3.21 (h)]

20. Consider reissuance/fungibility of T-Bills/CMBs (with identical maturity dates) in the trading and settlement systems. [Para
3.21 (i)]

21. Consider changing the settlement cycle of the primary auction in T-Bills to T+1. [Para 3.21 (j)]

22. State Governments may consider reissuances of existing securities to increase the outstanding stock of these securities, subject
to acceptable rollover risk and redemption pressure. [Para 3.21 (k)]

23. Consider linking the applicable spread for valuing unquoted SDLs on the weighted average of the spreads emerging in the
last few auctions In this regard, a suitable framework may be developed for valuation of SDL securities, which may be reviewed
periodically. [Para 3.21 (l)]

24. STRIPS may be made tradable on the NDS-OM. [Para 3.21 (m)]

25. Consider narrowing the settlement window for primary auctions and secondary market transactions (outright and repo).
[Para 3.21 (n)]

26. The restrictions on selling/repo of securities acquired under market repo may be reviewed with a view to promote the t erm-
repo market with suitable restrictions on ‘leverage’. [Para 3.22]

27. Consider introducing an appropriate tripartite repo in G-Sec. [Para 3.23]

28. Review the extant Reserve Bank guidelines on repo in G-Sec, especially the various restrictions applicable on such
transactions. [Para 3.24]

B. Retail Participation

29. Examine utilizing the services of banks (and Post Offices if possible at a later stage and in consultation with GoI) as a
distribution channel and nodal point for interface with individual investors. [Para 4.13]

30. Make efforts to put in place a suitable mechanism for market-making by PDs in the odd-lot segment of NDS-OM. If needed,
Reserve Bank may consider buying the illiquid securities from the PDs after expiry of a specified holding period through
OMOs, switches, etc. [Para 4.14]

31. Examine the possibility of having a centralized market maker for retail participants in G-Sec in the long-term who would
quote two-way prices of G-Sec for retail/individual investors. [Para 4.15]

32. Reserve Bank may consider prescribing uniform charges for opening and maintaining of gilt accounts and for putting
through each transaction. As an additional measure to ease the burden of transaction cost on individual investors, Reserve Bank
may, in consultation with CCIL, consider waiving off the settlement charges for all retail transactions (i.e., transactions whose
face value is capped at a certain amount) that are put through either NDS or NDS-OM. [Para 4.16]

33. Simplify operational procedures for seamless movement of securities from SGL form to demat form and vice versa. [Para
4.17 (a)]

34. Permit banks and PDs to obtain limited membership of stock exchanges for undertaking proprietary trades in G-Sec on the
exchanges. [Para 4.17 (b)]

35. GoI may consider issuing inflation-indexed bonds specifically for retail/individual investors. In this regard, creating alternate
channels of distribution (E-Distribution Channels) could be explored. [Para 4.18]
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