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Demand Supply Concerns of G-Sec market 
 
The current interest rate easing cycle which began about a year ago started with a rate 

cut of 25 bps on Jan 15, 2015 and till date a cumulative 125 bps of repo rate cut has 

been delivered by the RBI taking the repo rate from 8% to 6.75%. While the first couple 

of rate cuts were well received by the market, the subsequent rate cuts have had little 

impact on sovereign bond yields with the net result that the present yield on 10Y 

benchmark is 10 bps higher than what it was in Apr’15. Similarly the present 30Y yield is 

47 bps higher than what it was in Apr’15. Thus, in a sense the rate cuts of 75 bps 

delivered in FY16 have been negated with the G-Sec yields remaining at stubbornly 

elevated levels. While initially discussions were about policy rates not getting 

transmitted into lending rates as banks were reluctant to cut their base rates, the public 

discourse now seems to be shifting towards lack of transmission into the sovereign bond 

yields.   

 

A curious aspect of this covert hardening of yields has been the fact that all this has 

been happening in an interest rate cutting cycle and a stated accommodative policy 

stance adopted by the RBI. The macro construct for bonds also remains extremely 

positive with falling to stable inflation, a strong commitment to fiscal consolidation by 

the Government, a collapse in oil prices, a slump in the global commodity pack and a 

sluggish global growth story. In addition, India continues to be an outperformer among 

the EM/BRICS pack on account of a CAD which is expected to be under 1.5% of GDP for 

FY16, strong public policy and rollout of reforms by the Government and robust FDI & 

FPI flows in debt keeping the INR well supported.  

 

In the past, the benchmark 10Y bond has traded at a spread of around 40-50 bps over 

the repo rate. Presently this has widened to around 85-95 bps, which is one of the 

highest in the recent past. Foreign investors have reinforced their faith in the Indian 

debt market by infusing a record USD 7.4 Bn in CY15, despite global uncertainties like 

fears of US Fed rate hike, Greece bailout/Euro zone crises, Chinese Yuan devaluation, 

etc. With the macro construct positive for bonds and the foreign investor interest still 

keen in India, in our assessment all pointers are towards a structural demand-supply 

mismatch plaguing the G-Sec market.  

 

From hereon, the report attempts to analyze various factors impacting bond yields from 

the demand and supply perspective. The report has been divided into two parts: 

1. The first section analyzes the supply related concerns of the market. 

2. The second section focuses on trends in investor appetite for the Indian G-Secs. 
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Analyzing Demand-Supply Dynamics of G-Sec Market 

 

I. Supply Dynamics 

 

1. Size of the Government Borrowing Programme 
             

 
 

 

 

 

 

 

 

 

 

 

 
                  Excludes MSS Issuances and Sovereign Gold Bonds 
                  Source: RBI, Budget documents, STCI PD Research 

 

While the Fiscal Deficit as a percentage of GDP has steadily gone down over the 

past few years as part of the overall fiscal consolidation framework, the absolute 

Government borrowing numbers have remained close to Rs. 5.60 - 6 Lac Cr in 

the last three years. This has to a large extent crowded out other forms of debt 

borrowing in the market. While the Government is committed to a fiscal 

consolidation path there are concerns as to whether it will be able to stick to a 

fiscal deficit target of 3.5% of GDP for FY17 on account of the OROP roll-out and 

the implementation of the Seventh Pay Commission. It is anticipated that the 

next year’s borrowing number will also be upwards of Rs. 6 Lac Cr. 

 

 
 
 
 
 
 
 
 

 

Table 1: Details of Central Government Borrowing 

Year 
Gross G-Sec 

Borrowing (Rs Cr) YoY increase (%) 
Fiscal Deficit as 

%age of GDP 

FY07 146,000 
 

3.32% 

FY08 156,000 7% 2.54% 

FY09 261,000 67% 5.99% 

FY10 418,000 60% 6.46% 

FY11 437,000 5% 4.79% 

FY12 510,000 17% 5.84% 

FY13 558,000 9% 4.91% 

FY14 563,500 1% 4.43% 

FY15 592,000 5% 4.09% 

FY16 585,000 -1% 3.94% 
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2. Increase in Longer Dated Issuances 

 

*includes data upto Dec-15 
 Source: RBI, STCI PD Research 
 

In recent years, RBI has laid particular emphasis on elongating the maturity 

profile of the outstanding Government debt. With this intent in mind, issuances 

of securities with higher duration has increased manifold from 26% of total 

borrowing in FY13 to 39% in FY16 (Dec-end). In absolute terms, it translates to Rs 

196,000 Cr of long tenor issuances in three quarters of FY16 alone. Such huge 

longer maturity issuances amidst declining investor appetite for duration 

securities have led to widening of spreads in these securities. As a result, holders 

of stock are unfairly penalized to take positions on the longer end of the curve. 

Moreover, Liquidity Coverage Ratio (LCR) was expected to pick up the slack in 

demand caused by declining SLR requirements. However, the LCR norms 

prescribe G-Secs of less than 5 years maturity qualifying for High Quality Liquid 

Assets (HQLA), categorically restricting demand for duration securities.  

 

 
 
 
 
 
 
 
 

 
 

Chart 1: Composition of Annual Borrowing Programme 
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3. Size of State Development Loans (SDLs) Borrowing  

 

 
                * includes indicative SDL issuances of Rs 105,000 Cr in Q4 FY16 
                Source: RBI, CCIL, STCI PD Research 

 
Post the implementation of the Twelfth Finance Commission recommendations, 

States have started to directly access the markets to fund their deficits. 

Specifically, post the 2008 crisis period, States’ recourse to markets has 

increased substantially growing at an annual double digit pace. What is 

perplexing is that state borrowings have increased despite a quantum jump in 

devolution of taxes to the sub-sovereign. With Central Government borrowings 

remaining stubborn at average borrowings of Rs 6 Lac Cr, such additional SDL 

supply has eaten into demand for G-Secs. Furthermore, with SDLs trading at a 

spread above the sovereign, long term investors are inclined to set aside higher 

allocations to this category.  

 
4. Additional supply of Power Discom bonds arising out of UDAY 

 
One other factor that is likely to adversely impact G-Sec appetite is issuance of 

Power Discom bonds. As part of its reforms package, the Government recently 

announced the Ujwal Discom Assurance Yojana (UDAY) Scheme aimed at 

restructuring the financial position of the ailing Power Distribution companies 

(Discoms). The Scheme envisages that the respective States take over upto 75% 

of the outstanding discom debt in two phases by end FY17 – 50% in Q4 FY16 and 

25% in FY17.  In lieu of this debt, States have been allowed to issue Non SLR 

securities in the nature of SDL SPL bonds. In absolute terms, it translates into 

Chart 2: Trends in SDL issuances 
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roughly Rs 2.15 Lac Cr of SDL SPL supply in Q4 FY16 alone, with the remaining Rs 

1.07 Lac Cr of SDL SPL supply in FY17. The debt market already swamped with 

huge G-Sec and SDL issuances, is likely to come under severe pressure as these 

SDL SPL issuances enter the market, resulting in sharp widening of spreads. 

Recent higher SDL auction cut offs might just be a precursor to the likely 

eventuality. Additionally, with SDLs and SDL SPLs providing an attractive 

investment avenue, the demand for longer dated G-Secs further gets 

constrained. 

 
II. Demand Dynamics  

 
1. Sluggish growth in bank deposits coupled with progressive cuts in SLR-HTM 

 

  
*includes data upto Dec-15.  

                Source: RBI, STCI PD Research 

 

Weathering global slowdown amidst the chronic NPA problem, banks are faced 

with limited lending opportunities, that too, on a shrinking deposit base. From a 

peak of 15.8% in FY10, NDTL growth has fallen considerably to 7.9% in FY16 

(Dec-end). Commercial Banks, being predominant investors of Government 

Securities, are therefore, required to maintain lower quantum of SLR 

investments, on the back of anemic deposit growth. Added to that, progressive 

cuts in HTM to the tune of 150 bps (upto Dec-15) in the current fiscal year, has 

significantly weaned off investments in sovereign securities. One may argue that 

in the previous fiscal FY15, calibrated SLR-HTM cuts of 150 bps and 100 bps were 

Chart 3: Declining G-Sec appetite from Banking Sector 
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undertaken. Despite that, bonds yields did not reflect of any impending demand 

fatigue. While analyzing this aspect, one has to realize that 50 bps each of the 

SLR and HTM cuts were effected in Feb-15. Being close to financial year end, it is 

quite possible that banks may have increased their SLR investments during that 

period as credit off take during the same period remained fairly contained. To 

affirm this observation, it can be seen that in FY15, within a span of one week 

from 20-Mar-15 to 27-Mar-15, bank investments in Central and State 

Government Securities surged by Rs 33,000 Cr unlike in earlier years. 

 

A rudimentary analysis of the above graph suggests that banks SLR holdings have 

reduced from 52% in FY13 to 47% in FY16 (Dec-end). Quantifying the 

percentages into numbers reveal that a mere 1 percent decline in banks 

holdings’ translates into reduced SLR demand of ~Rs 58,000 Cr. Amidst these 

signs of slowing appetite from banks, yet another HTM cut of 50 bps from Jan-16 

will obviously tilt the bond market demand supply balance and result in further 

bearishness. Declining G-Sec investments from such key investor category has 

gravely hurt G-Sec demand dynamics. 

 
2. RBI support through Open Market Operations (OMOs) 

 

 
*includes data upto Sep-15 

                 Source: RBI, STCI PD Research 

 
Amongst various other factors impacting G-Sec, RBI is yet another investor which 

has been gradually reducing its investments in the sovereign market. While on 

one hand, G-Sec market borrowings have been steadily rising, RBI investment in 

G-Sec have not kept similar pace. Particularly, in recent years, RBI has been 

Chart 4: Incremental G-Sec Demand from RBI 
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offloading stock in the market as reflected by its negative incremental demand 

from the above graph. As a percentage of fresh G-Sec borrowing, it means that 

the regulator has been adding onto the supply rather than being an investor. 

From being an active investor of G-Secs to the tune of 37% of G-Sec borrowing in 

FY13, RBI’s total exposure to G-Sec has noted sharp fall to -12% by FY16 (Sep-

end) in a matter of ten quarters. Moreover, RBI support through OMO 

intervention too, has been underwhelming. Until end Nov-15, RBI was a net 

seller of Government Securities to the tune of Rs 24,800 Cr in a market already 

bogged down by oversupply.  

 
3. Change in the Labour Ministry Guidelines for Provident Funds 

 

Typically, the investor category for longer dated securities is large institutional 

players like Insurance Companies, Provident Funds and Pension Funds. Provident 

Funds are required to adhere to the Labour Ministry guidelines which lay down 

the pattern for the allocation of their investments. Earlier, the Ministry had 

carved out separate allocations for G-Secs (25%) and SDLs (15%). However, the 

recent Labour Ministry guidelines have subsumed both the categories into one, 

with no separate allocations for G-Secs or SDLs. Though the overall investment 

limit in sovereign securities has been raised (from 40% to 45%-50%), G-Secs face 

tough competition from SDLs as they come in at a higher spread and hence a 

higher coupon. Naturally, with SDLs proving an attractive investment 

opportunity, long term players find little interest to invest in G-Secs. This is yet 

another factor that seems to have been overlooked in the recent MTDS 

framework which assumes long term investors to be unbiased towards the 

sovereign and sub-sovereign securities, when in fact, the actual case may not be 

so.  

 
4. Lackluster response to FPI liberalization measures: 

 
On the last two occasions when RBI increased FPI debt investment limits by USD 

5 Bn in Jul-14 and Rs 13,000 Cr (only G-Secs) in Oct-15, significant FPI interest 

was witnessed as the FPI limits immediately got lapped up. 
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*includes data upto Dec-15 

               Source: RBI, STCI PD Research 
 

To add to it, specific FPI limits for SDLs amounting to Rs 3,500 Cr opened up in 

Oct-15 were also absorbed by foreign investors in a matter of days. The 

unutilized FPI limits auction too, witnessed strong investor interest, with highest 

bid soaring to 85 bps. However, the scenario has changed adversely in recent 

times, wherein fresh FPI limits of Rs 13,000 Cr remain unutilized even after a 

month of such liberalization. One reason for this lack of interest is on account of 

significant hardening of yields during the Oct-Dec period wherein the 10Y 

benchmark yield rose from 7.56% levels on 01-Oct-15 to 7.76% on 31-Dec-15, 

giving up all gains registered post the 29-Sep-15 RBI policy rate cut of 50 bps. 

Sharp rupee depreciation owing to US Fed rate hike as also ongoing China 

slowdown concerns have weighed on the investment decisions of the FPIs. This 

has resulted in yet another investor category staying away from the domestic 

bond market. 

  

Chart 5: Incremental FPI demand in G-Sec 
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5. Primary – Secondary market Disconnect 

 
Herein, two key points need to be focused on: one, significant difference 

between Auction Cut offs and Weighted Average Price of auction. Few examples 

detailed here below corroborate this finding: 

 

Table 5: Primary Market Analysis 

Auction Date Security Cut off Wt Avg Price 
Cut off - Wt 

Avg 

06-Nov-15 7.73% GS 2034 99.00 99.23 -0.23 

20-Nov-15 8.24% GS 2033 102.52 102.82 -0.30 

20-Nov-15 8.13% GS 2045 102.20 102.59 -0.39 

27-Nov-15 7.72% GS 2025 99.75 99.90 -0.15 

27-Nov-15 7.73% GS 2034 98.17 98.40 -0.23 

27-Nov-15 8.17% GS 2044 102.00 102.17 -0.17 

04-Dec-15 7.59% GS 2029 98.48 98.6 -0.12 

04-Dec-15 8.24% GS 2033 101.95 102.08 -0.13 

04-Dec-15 8.13% GS 2045 101.28 101.51 -0.23 

11-Dec-15 7.73% GS 2034 97.23 97.40 -0.17 
                Source: RBI, STCI PD Research 

 
As can be inferred from the above table, the current fiscal has seen numerous 

instances of wide deviations between Auction Cut off Price and Weighted 

Average Price. Secondary market offers at a substantial discount to Auction Cut 

offs have also failed to evince investor interest, who prefer to buy in primary 

auctions. As a result of these silos between primary and secondary market, down 

selling of securities has become increasingly difficult, thereby adversely 

impacting market liquidity. One possible reason for this is that certain investors, 

specifically the long term investors (as most of these distortions have occurred in 

longer tenor securities), are increasingly accessing markets via primary route 

bidding at higher levels in auctions.  
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6. Secondary Market Volumes 

 

 
 Source: CCIL, Bloomberg, STCI PD Research 

 
Market volumes too, have dried up significantly in the hardening yield scenario. 

What is baffling is that such bearishness has co-existed amidst rate cutting 

expectations with RBI having effected 125 bps of rate cuts in the current 

calendar year.  

 
7. Market Liquidity 

 
Prior to July-13, unlimited amount of liquidity was available at the LAF window 

against collateral of G-Secs. This lent a near to cash status to G-Secs. This 

underwent a sea change post July’13, when the liquidity at the LAF window got 

capped at 0.25% of NDTL for banks and at one time NOF for PD’s. This meant 

that liquidity which was self clearing among the market participants got routed 

through a maze of variable rate term repos and reverse repos. Further PD’s who 

do not have access to the term repo/reverse repo windows end up being 

dependent on derived liquidity that is obtained by banks from the term repo 

window. 

 

This is well illustrated from the graph below wherein the overnight FBIL MIBOR 

fixings are substantially higher than the cut-offs in the 14 day term repo window. 

This leads to non level playing field resulting in markets getting fragmented on 

account of artificial silos. 

 

Chart 6: Secondary Market Turnover 
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 Overnight MIBOR rates are compared with Term Repo rates only on dates when Term Repos 
have been conducted. 
Source: RBI, FBIL, STCI PD Research 
 

Further liquidity amounting to 0.75% of NDTL being provided through variable 14 

day term repos has also introduced an element of uncertainty in terms of 

availability as well as variable market determined rates. This has put in doubt the 

basic refinancing attribute of G-Secs. 

  

We have also seen RBI mopping up liquidity with amazing alacrity through 

variable rate reverse repos when markets are in surplus mode whereas reacting 

with considerable inertia when markets are in deficit mode even when the 

overnight FBIL MIBOR fixings are substantially higher than the repo rate. 

 

LAF in the original form was a primary source of liquidity for banks. Banks used 

to on lend the residual liquidity lying with them through money market 

intermediation keeping markets well oiled. The term money market in its 

present form has morphed into a pure need based market instead of one from 

which liquidity can be on lent across similar tenors.   

 

Adding to the woes, PDs are faced with yet another issue as far as exposure 

norms are concerned. Despite the risk weightages being same as in case of banks 

[(20%) for A1+ rated PDs], PDs are required to fund their assets, specifically Non-

SLR at a higher cost than prevailing in the market. Banks’ reluctance to lend to 

PDs signify lack of migration to rating based risk weightages in their risk 

management framework. As result, funding to PDs at quarter-end and financial 

Chart 7: Disparity in disbursement of Market Liquidity 
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year end dries up and funding cost soars considerably. At such high funding 

costs, market makers find it difficult to hold onto their G-Sec and other 

positioning. 

 
8. High percentage of CRR maintenance 

 
As part of its July-13 measures to check volatility in foreign exchange market, RBI 

increased minimum daily maintenance of the Cash Reserve Ratio (CRR) from 70% 

to 99% of average daily cash balances during a reporting fortnight. This measure 

essentially sucked out liquidity from the system as higher percentage of funds 

had to be kept idle to comply with regulatory norms. In September that same 

year, RBI reduced it to 95% of banks cash balances, though still upwards of the 

earlier 70%, in effect providing some elbow room to banks for funds 

management. With lesser funds at their disposal, interbank market was faced 

with liquidity crunch. In other words, market players had to now compete for 

these limited funds, driving up money market rates. While on one hand, this 

resulted in restricted onward lending, on the other it impacted the funding cost 

for market players, especially the leveraged entities.  

 
Conclusion:  

 

As demand supply dynamics turn adverse owing to the above mentioned factors, bond 

market has come under severe pressure, with yields hardening despite 125 bps rate cut. 

Going forward, the demand supply concerns are likely to accentuate bearishness in the 

market. Secondary market turnover is reflective of such dampened sentiment, where 

volumes have already dried up to average ~Rs 30,000 Cr from ~Rs 42,000 Cr on a daily 

basis. In such tough times, it has increasingly become difficult for market players to 

down sell the stock in secondary market. 

 

With banks increasingly demanding short end securities on account of LCR requirements 

and the Government’s specific emphasis to elongate the maturity profile of outstanding 

debt as enunciated in the MTDS, there seems to be a serious duration mismatch 

unfolding in the market. This could eventually unfold in a very disruptive manner leading 

to serious dislodgement of the sovereign yield curve. An elevated sovereign risk free 

curve would potentially impede monetary policy transmission as well as lead to 

hardening of interest rate expectations in an accommodative policy stance. 
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Dear All, 

With reference to our special feature titled ‘Demand Supply Concerns of G-Sec Market’ , under Section I: 

Supply Dynamics, Point 2 ‘Increase in longer Dated Issuances’, we had highlighted that ‘Liquidity 

Coverage Ratio (LCR) was expected to pick up the slack in demand caused by declining SLR 

requirements. However, the LCR norms prescribe G-Secs of less than 5 years maturity qualifying for 

High Quality Liquid Assets (HQLA), categorically restricting demand for duration securities.’ 

In the report we had incorrectly mentioned that G-Secs of less of 5 years maturity qualify for HQLA. RBI 

norms do not provide any maturity specification for G-Secs for HQLAs. We stand corrected on that. The 

error is regretted. The point that was to be conveyed was that even though there was no specific 

maturity related stipulation for G-Secs, the additional banking demand that could have possibly 

substituted for some slack in demand on the longer end of the curve was diverted to shorter tenor 

securities due to better liquidity profile of short securities.  

We hope it clarifies our view on the LCR observation highlighted in our report. 
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