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10.1

LEARNING OBJECTIVES

After studying this unit, the learners will be able to understand
•

meaning of Public Debt

•

the difference between Government debt and public debt

•

sources of Government Debt

•

the difference between debt and deficit

•

government debt in Indian context

•

issues relating to Public Debt

•

theories relating to the effects of Government debt

10.2

GOVERNMENT DEBT AND ITS SOURCES

Government debt refers to the accumulation of past fiscal deficits or simply the
outstanding stock of government borrowings. Fiscal deficits reflect the need for the
government borrowings to finance the government expenditures. Most of the
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governments both in developed and developing countries in the world run budgetary
deficits in their accounts. A large majority of countries in the world are unable to realise
budgetary surpluses or even unable able to maintain a balanced budget in its
government’s account. When a government’s expenditure exceeds its revenue,
government runs deficits. Alternatively, when government’s revenue exceeds its
expenditures, then government is said to have maintained budgetary surpluses.
Otherwise, if government balances its revenues with its expenditures, then the
government maintains a balanced budget. Balanced budget is an ideal or desirable state
of an economy as it is believed not to pose any bad consequences.
Fiscal deficits and debt are indicators of degree of fiscal imbalances. Fiscal imbalances
are continuing to be the most intractable problem for both the central and the state
governments in India and in almost all the countries. Correcting fiscal imbalances, while
continuing to achieve growth objectives, has long been the foremost concern of policy
makers and fiscal experts in India. In this context, it is well recognised that control over
fiscal deficits is necessary to restrain very high level of national public debt in India1.
The financial position of the combined government (centre and state in a federal setting)
is of particular concern as this has a tremendous potential of creating macroeconomic
instability in a country. If one contrasts, between two higher tiers of governments in a
federal setting like India (Centre and states), centre’s debt can put greater financial
strain and lead to macroeconomic instability than the sub-national public debt which is
smaller in size. Time to time (with periodic time gaps), there are widely held beliefs that
the fiscal stance of the combined government becomes unsustainable despite a number
of fiscal disciplinary measures being adopted by both the governments. Apart from an
uncomfortably high level of combined government debt liability, the internal/domestic
liability (of the two broad components of aggregate liabilities viz. internal/domestic
liability and external liability) has been accumulating rapidly in India.

1

Sustainable public finances are a prerequisite both to achieving high and stable rates of long-term economic
growth. In other words, in long run, fiscal policy should support the Government’s long-term goals by ensuring that
the public finance is sustainable, contributing to a stable environment that promotes economic growth.
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Along with rising level of fiscal deficits, the revenue deficit which determines the quality
of fiscal adjustments although has been reduced over time but has still been at higher
levels for the centre than the states in India. The resource mobilisation through both
the taxation and non-taxation efforts continues to fail to match with the size of
expenditure of both the governments. The increasing proportion of revenue deficit in
total deficit implies that the increase in total expenditure is more on the revenue
account. This indicates the diversion of capital receipts to meet greater revenue
expenditures.2 The government borrowings, which constitute a major source of capital
receipts, when it majorly gets absorbed in incurring higher revenue expenditures rather
than being used for capital expenditures, this can lead to a rise in the financial burden
of the governments. This happens because, the revenue expenditures are less yielding
and associated with interest liabilities. Further, not only the increase in domestic liability
of both the governments has implications for the monetary policy scenario of the
country, but also the liberalised monetary policy environment of recent years has got
implications for the fiscal scenario. The latter, in some years, has led to a rise in the cost
of fiscal adjustments.
The “Fiscal Responsibility and Budget Management Bill (FRBMB, 2000)” was introduced
at an appropriate time. The bill was perceived to be a desirable policy move on the part
of the central government on the same line as proposed by the member countries of
the European Union in the Maastricht Treaty. 3 In India the FRBMB was proposed for a
prudential fiscal/financial management of the country and also as a policy measure to
restrain the inefficient and ineffective use of resources. The bill was introduced with a
view to comply with certain macro fiscal objectives of the country such as maintaining
stabilisation (removing fiscal impediments in effecting the conduct of monetary policy
and prudent debt management policy consistent with fiscal sustainability) and achieving

2

The distinction between current expenditure and capital expenditure is usually made with reference to the creation
of productive physical wealth. Capital expenditure consists of those government outlays that result in the enlargement
of physical productive capacity of the economy either directly through government investment or indirectly through
provision of investment grants to the private sector. Those outlays not directly productive are included in the current
expenditure.
3

The treaty for European Monetary Union (EMU) was proposed in order to comply with certain fiscal convergence
criteria for forming an integration of the European economies. This was with a view to enable the individual member
countries and the union as a whole economically stronger and viable (Bougrine, 2000).
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higher rate of economic growth in keeping with intergenerational equity principle in
perspective.4 In addition to many other measures of fiscal correction, the bill stipulated
a set of fiscal rules which required the central government (a) to completely eliminate
the revenue deficit (or to build up of a revenue surplus) and to target an overall fiscal
balance (subject to a fiscal deficit limit of 2 per cent of GDP) as of 2006; (b) to limit
yearly issue of guarantees to half a percentage of GDP; to reduce the total liabilities to
half a percentage of GDP by 2011; and (c) to abstain from borrowings from the Reserve
Bank of India (RBI) effective from the year 2004 (GOI, 2000, Kopits, 2001; Mujumdar,
2002). Effective fulfilment of these conditionalities hinges on how well the government
implements its budgetary policies. Subsequently, it is observed that the government has
continuously failed to keep up with the targets set in line with the proposed fiscal norms.
This has led the policy makers to revise the bill in 2004 by extending the time frame to
March 2008 to meet the goals as set out initially.5 In view of the global financial crisis
(GFC) in 2007-08, the central government deferred in its fiscal targets to stimulate the
recessionary situation facing the Indian economy due to low external demand and post
GFC, the central government has not been able to meet up to its revised fiscal targets
set by the NK Singh committee.
This gives an indication that despite several policy measures undertaken over the past
by the central government in India, at times in co-ordination with the state government
and monetary authority of the country, the governments have not been able to curb on
the rising level of deficits which has led to rising level of debt-to-GDP ratio of the country.
The rapid build up of domestic debt of the combined government in general and central
government in particular has given rise to the emergence of several critical issues in

4

The vision of the FRBMB as stated by the Department of Ministry of Finance of India was to provide for the
responsibility of the central government to ensure the inter-generational equity in fiscal management and long-term
macro-economic stability by achieving sufficient revenue surplus, eliminating fiscal deficit and removing fiscal
impediments in the effective conduct of monetary policy and prudential debt management consistent with fiscal
sustainability through placing limits on the central government borrowings, debt, deficits, greater transparency in
fiscal operations of the central government and conducting fiscal policy in a medium-term framework and for matters
connected therewith or incidental thereto (GOI, 2000).
5

In exercise of power conferred by the FRBM Act 2003, the central government framed FRBM rules effective July
2004. The government has made a commitment in the revised FRBM to wipe out the fiscal deficit in a phased manner
over the period ending March 31, 2008 (as stated in Annual Report 2003-04, RBI).
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India. Many authors opine that such a rise in public debt is a threat to the solvency of
the treasury and viability of the economy (Rakshit, 2000).
SOURCES OF GOVERNMENT DEBT
There are broadly two important sources of raising government borrowings (i)
internal/domestic sources and (ii) external sources. Internal debt refers to the
government borrowings from various internal sources within the economy, such as
borrowings from the Reserve Bank of India, commercial banks and public such as small
savings and provident fund liabilities, while external sources are outside the territory of
a country, which can be either from other country governments and multilateral
institutions. There are debates about internal debt vs. external debt which puts more
financial burden on the citizens of a country.

10.3

ISSUES ON PUBLIC DEBT

Government debt in general refers to stock of all borrowings by a government from
various sources, while public debt refers to the borrowings only from the public or
people. Thus, government debt while it is quite broad covering all kinds of government
borrowings but public debt is a narrower component of total government debt. In the
context of increasing and heavy reliance on domestic sources of borrowings by the
government, many economists postulate that the country may be heading for an
“Internal Debt Trap” i.e. a situation in which borrowings have to be resorted to often
just to keep up with the servicing of debt. This may result in a situation where, even
without a rise in interest rates on government securities and treasury bills, a government
would have to borrow money just to pay off the amortization and interest payments on
its past domestic borrowings (Seshan, 1987). Such a perception necessitates a critical
examination of trends and composition of domestic debt of the government in
order to improve our greater understanding which component is growing and large and
which component is decreasing. Here our goal is not to review the trends but to bring
about insights from an extensive review of works already carried out by exponents in
the field.
Odisha State Open University, Sambalpur
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Along with the persistent rise in domestic debt of the combined government, there is
another component of domestic liability which is recently evolving and accelerating the
financial pressure on the central government (Lahiri et. al, 2001). This arises on account
of government’s guarantees, counter-guarantees and indemnities constituting
contingent liabilities of the government in respect of other smaller governments and
other private and public sector undertakings. In many instances, the state governments,
private and public sector undertakings make default in repaying the loans taken from
various parties where centre provides counter guarantees and once, they fail to repay
the loans, it becomes centre’s obligation to repay the loans on behalf of loan receivers
(states and PSUs). This may arise when they are under financial distress. Similarly, the
state government also provides counter guarantees when the state PSUs borrow from
various other entities. Ultimately, the central and state governments have to shoulder
the responsibility of clearing off these debts contracted in the past. Although these
liabilities are not accounted for as part of the total liability of the centre and states in
the current accounting practice, in actuality, they form a part of the liability of the central
and state governments and thereby intensifying the total debt burden liabilities of the
combined governments.
In literature related to the debt trap consequence, usually addressed in an environment
of chronic fiscal deficits, is the issue of sustainability of public debt. Unsustainability
of public debt usually refers to as a long-term problem in fiscal policy which forms a
core issue in the public finance. When the internal debt trap continues for a longer
period of time, it raises the concern of public debt becoming unsustainable. Then a
situation comes when the individuals would be unwilling to lend to the government. As
we know the accumulated net fiscal deficits constitute total debt of the government; the
increase in deficit and in turn, public debt, would call forth not only the question of
unsustainability of public debt but also unsustainability of the overall fiscal policy of the
country. To make the term sustainability more explicit, following Wilcox (1989) one may
define it as a situation where the government is able to borrow money as long as it is
able to repay the debt. Technically, this is possible if private sector savings grow faster
than the growth rate of public debt. This is possible so long as growth rate of the
Odisha State Open University, Sambalpur
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economy exceeds the interest rates. This is because private sector savings6 are related
to the growth rate of income/output (higher the level of income, higher would be the
savings) and growth rate of public debt is related to the interest rate on government
debt (at a higher rate of interest, growth of debt would be higher).
Another important consideration to bear in mind is that sustainability can’t merely be
ensured only when the private sector savings grow faster than the growth rate of public
debt, but how the private sector wants to put its surplus money is also important. In
particular,

whether

the

private

investors

are

willing

to

buy

government

securities/financial assets or physical assets or interested in opting for investing in other
assets? Thus, the decision of private savers acts as a binding constraint for the
governments to raise loans. A binding constraint can be avoided if the government is
able to repay the debt upon maturity and as per the market terms. As quoted by Sobhee
(2000), the World Bank defines “a debt burden is sustainable when a country is able to
meet its current and future debt obligations in full without recourse to relief or
rescheduling debts of accumulated arrears or without unduly compromising economic
growth”. But this does not happen in the context of developing countries. In a broader
sense, sustainability is understood in terms of stability of the debt-to-GDP ratio in the
short and medium term with the ratio tending towards zero in the long-run. In the
context, when a government experiences a steady rise in the level of stock of debt, it is
worth assessing the question of sustainability.
Three important concerns arise due to high level of public debt. The first one relates to
the amount of interest burden likely to arise on account of borrowings made by the
government. The second concern relates to the problem of continuing deficits and the
explosion of debt-to-GDP ratio which have implications on sustainability.7 Thirdly,
whether debt-financing affects macro-economic indicators and if so, in which directions?

6

The surpluses out of current private income represent private sector savings in the present period.

7

The earlier studies have evaluated sustainability of public debt from the perspective of impact of public debt on
economic activities. The recent studies evaluate sustainability from the government’s solvency position i.e. given the
financial position whether it is feasible for the government to continue with its fiscal operations.
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10.4

DEFINITION OF GOVERNMENT DEBT IN THE INDIAN CONTEXT

Debt of a government refers to the financial obligation on the part of the government
contracted and discharged in accordance with certain terms and conditions attached
with its incurrence.8 In a broader sense, government of a country should refer to general
government and all the public sector undertakings. But one can study government debt
separately for the central government and debt of the state and union territory (UT)
governments, central public sector undertakings and public financial institutions.
However, it is seen that it is the central government which is found to be a major
borrower among all the government entities in the country and also that the
measurement of borrowings and lendings of the central public sector undertakings is
very difficult due to unavailability of data from the published sources. Debt of the
government

includes

both

the

interest

bearing

as

well

as

non-interest

bearing/concessional debt obligations. It is the sum of all borrowings and liabilities of
the government (owed to other entities) on which the government has to incur interest
liabilities (unless it happens to be concessional, where the government need not pay
interest liability) along with repayment of the principal amount on maturity.
Under a federal fiscal set up, national public debt of the country broadly refers to the
debt of the central government, sub-central governments as well as local governments
along with debt of public sector enterprises. In a country like India with a federal fiscal
set up where most of the state governments owe a larger sum of funds to the central
government and the local governments owe to the state governments, these inter public
sector financial transactions should be netted out from the aggregate national public
debt in order to arrive at the actual aggregate national public debt of the country; and
in the same way, the borrowings of the state and UTs governments should be netted
out from the total central government debt to arrive at the debt burden of only central
government.

8

There is a conceptual difference between public debt and government debt. Public debt refers to government debt
from domestic private sector and abroad or non-residents (Bhattacharya, 1990; Rajaraman, 1999). But, government
debt in general refers to interest bearing government borrowings irrespective of the sources from which it is raised be
it private, quasi-private or public sector.
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The national government of a country borrows from sources within the country as well
as outside. The government debt of a country comprises aggregate internal and
external liabilities. In India, there is a drastic compositional shift in central government
borrowings from external sources to domestic sources, where state governments are
restricted to incur debt from external sources as they have to seek permission of the
centre.
Further, the total internal liabilities or domestic debt of the central government in India
broadly comprise(s) (i) internal debt and (ii) other liabilities. The (i) internal debt
includes loans raised from the open market, special securities issued to RBI,
compensation and other bonds and also includes borrowings through issue of Treasury
Bills (TBs) issued to the RBI, State Governments, Commercial Banks and other
institutions, and (ii) other liabilities comprise small savings and public provident funds,
and reserve funds etc. According to the Union Budget of India (2021) internal debt also
includes

non-negotiable,

non-interest-bearing rupee

securities

issued

to

the

international financial institutions like IMF, IBRD, IDA etc. Since the government owes
the sum to the domestic market and from other internal sources, especially, public
accounts in the form of small savings and provident funds, it is obliged to pay back these
liabilities along with the interest payments. External government liabilities include
borrowings from the multilateral financial institutions and different countries of the
world, which are bilateral in nature. Thus, Government of India’s debt is the sum of all
outstanding domestic liabilities including the external liabilities.
One important point which needs to be mentioned here is that since a sizeable portion
of state and UTs governments’ domestic debt is owed to the central government,
domestic debt of state and UTs governments and debt of public sector enterprises owed
to the centre should be completely eliminated from the total domestic debt of the centre
to arrive at the net domestic debt of the central government (domestic borrowings in
actual possession of the centre). However, due to the fact that most of the states and
UTs are under financial strain, they continue to roll over their debt and ultimately it shall
become centre’s responsibility to settle down the gross domestic debt of the centre. On
the other hand, there are public enterprises, that borrow from the central government
Odisha State Open University, Sambalpur
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and return profits to the government; and there are public enterprises which borrow
from the government and incur losses and are unable to pay off their debt. Therefore,
in an uncertain world where there is no guarantee that the central government would
receive back the principal with interest payments thereon, computation of net domestic
debt of the central government loses its significance. On account of these practical
problems associated with net domestic debt of the centre, the study takes into account
the gross domestic debt of the central government in India. As per the definition of the
budget document of India, the issue of non-interest and non-negotiable bearing rupee
securities issued to the international financial institutions viz., International Monetary
Fund (IMF), International Bank for Reconstruction and Development (IBRD),
International Development Agency (IDA) etc. are included in the estimation of domestic
debt of the centre. Although debt is external in nature, is being denominated in domestic
currencies. Contingent liabilities arising due to the central government guarantees to
the state governments, private and public sector undertakings are separately shown to
highlight the financial risks of the central government and similarly state government
contingent liabilities to state public sector undertakings reflect the financial risks of the
state governments. However, an important consideration in measuring the interest
payment burden of the central government is that since the state governments do repay
the interest liabilities on their past borrowings, they have been netted out from the total
interest liabilities of the central government to arrive at the net interest liability, which
makes measuring and realising the actual interest burden of the central government
more meaningful.

10.5

IMPORTANT ISSUES ABOUT PUBLIC DEBT

With a persistent rise in government deficits and domestic debt, the following are some
of the important issues with regard to the public debt.
•

The first one relates to whether the continuous rise in debt is sustainable?
In other words, whether this rise in debt would be consistent with the macrofiscal policy objectives of stabilization and higher growth rate of the
economy?
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•

The second issue is that, given the trends and pattern of growth of domestic
public debt, there is a concern with regard to the possible impact it can
produce on the major macroeconomic variables (in a closed economy as
well as in an open economy context). A higher government debt-to-GDP
ratio may be sustainable but it may have adverse impact on investment, and
economic growth rate.

•

Third, issue involves exploring whether anything went wrong with the past
policy which might have led to greater fiscal imbalances in the country and
what needs to be done keeping in mind the longer term fiscal policy
perspective.

•

Another important issue being widely discussed at the theoretical level by
many economists like Auerbach et. al. (1991), Kotlikoff (1992) and
Blanchard and Fischer (1989) is the intergenerational debt burden.
Whether the debt burden is equally distributed across generations? At the
empirical level, only few studies have examined this issue.

10.6

THEORIES ON EFFECTS OF GOVERNMENT DEBT

Fiscal policy, as an important part of macroeconomic policy, interacts with the real
economic activities. There is a resurgence of debate as to how fiscal policy affects the
real economy. The implication of high level of public debt in general and domestic public
debt in particular has long been a debatable and contentious issue in macroeconomic
literature as each major school of economic thought views the situation differently.
There is clearly a division of opinion. Some economists argue in favor of incurrence of
public debt, while others argue against it and a consensus is yet to be reached. While
voicing concern against higher level of public debt, economists argue that heavy reliance
on public debt can give rise to instability (fiscal and monetary) and create nominal as
well as real economic burden on the society. It not only destabilizes and burdens the
society but also leads to unsustainability in fiscal policy. In contrast, another view holds
on to the idea that effective utilization of public debt may enhance productivity and
growth rate of the economy. As there has been a wide spectrum of views in the literature
on the issues pertaining to the sustainability of public debt/fiscal policy and
Odisha State Open University, Sambalpur
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macroeconomic impact of public debt, some of the views are put forth below in order
to provide a theoretical background to the issue concerning higher level of public debt.
Corresponding to the theoretical arguments, there are also lots of empirical evidences
about the effects of fiscal policy in various country contexts which can be studied.

Public Debt: Some Theoretical Considerations
In the following section, we attempt to shed light on theoretical contributions to the
literature so as to enhance our understanding about the effects of public debt on the
economic activities.

Theoretical Viewpoints

Classical

Keynesian

Post-Kynesians/New Classical

Effects of Higher Public Debt:
The concept of “budgetary deficit” has evolved over time, from an initial stage of “war
deficits” to a final stage of “development deficits”- the intermediary stage being the
“depression deficits”. The Orthodox/Classical theory of public finance advocates
“balanced budget” for the government on the ground that a continuing imbalance piles
up high level of deficit or rising level of public debt. It argues that the growth in either
deficit or public debt leads to extravagance and waste and weakens the confidence in
the government; and this also implies a higher taxation in the future. Therefore, the
classical theory stipulates that government expenditure should balance with its revenues
in each accounting period, and thereby ruling out a deficit in the budget. It holds that
government borrowing mortgages future revenues and burdens the future generations.
Classicals believe that public debt increases the cost of debt to the extent of interest
charges and once a nation begins to borrow, shall continue till it becomes bankrupt.
Since bankruptcy is an indication of financial unsustainability, the Classicals don’t favour
Odisha State Open University, Sambalpur
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the idea of government borrowing. Moreover, since Classicals’ economic philosophy is
based on balancing the budget, the question of unsustainability of public debt does not
arise in their economic theory.

Departing from the classical line of thinking, Keynes advocated incurring public debt or
“unbalancing the budget” as a compensatory financial measure to meet the situation
arising out of depression. Keynesian theory suggests that increased borrowing had
desirable counter-cyclical and growth effects. Public debt is considered as one of the
fiscal tools to regulate the economy and to finance the developmental activities. But
there is a limit to which government can rely on debt for financing as heavy reliance on
it can entail unsustainability of public debt. With regard to this, Blinder and Solow
(1973) emphasized that in a Keynesian framework public debt is sustainable because a
bond-financed increase in government expenditure is expansionary in nature and easily
restores the budgetary equilibrium over the long-run.
In contrast, Barro (1974) belonging to the New-Classical/Rational Expectation School,
believed in Ricardo’s neutrality theorem. He revived the theorem as “Ricardian
Equivalence Theorem”. The essence of the theorem is that public debt raised in the
current period gets compensated by the present value of future taxes. Therefore, the
effect of debt is nil and the question of unsustainability does not arise.
Some New Classicals also address the question of sustainability by evaluating the effects
of public debt from a monetarists’ perspective. Sargent and Wallace (1981) expressing
their concern for the unpleasant implications of public debt for monetary policy, opine
that if monetary authorities refrain from debt monetisation at all, public debt would
eventually become unsustainable as it increases continuously to a ceiling, which can’t
be crossed. Debt can only become sustainable thereafter if and only if the Central Bank
intervenes and monetises government debt. Monetary authorities can impose fiscal
discipline on the government. Whenever the Central Bank refrains from monetising the
debt, fiscal authorities must curb on government expenditure, fiscal deficits and hence
borrowings to avoid unsustainability. Moreover, according to them, although deficit
financing has expansionary effect, at some points of time, it produces adverse
Odisha State Open University, Sambalpur
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consequences. Borrowing forever for financing the deficit is not possible. At certain
point of time, deficits require to be monetised. But this may result in steep rise in the
price level and destabilization of the economy. This brings the issue of sustainability of
the economy into question. If debt at all needs to be monetized for fiscal policy
sustainability, the level of monetisation should not bring about price instability.
Masson (1985) points out that an important aspect of the analysis of sustainability of
public debt is whether public debt rises faster than GDP, which may signal
unsustainability of the fiscal policy. The feasible fiscal policies must be considered in a
framework in which the government is subject to an intertemporal budget constraint
(Buiter, 1983). Similar to individuals, the government also faces borrowing constraint
while accumulating debt. An individual faces a finite lifetime constraint, which restricts
his/her borrowing capacity to meet the financial obligations. The no-ponzi-game (NPG)
condition restricts an individual to borrow on a continuous basis in order to repay the
interest along with the principal. The NPG condition tells that the expected present value
of interest-excluded expenditures should not exceed the expected present value of
revenues in future. In contrast, a government with no foreseeable end of its lifetime
faces the present value condition. As such, required financial capacity should be
maintained by the government in the long-run to meet at least part of the interest costs
without further borrowing (IMF, 1995). Hence, the current debt must be equal to the
discounted sum of future primary surpluses. In order to compensate for the past deficits,
presently available resources should be used effectively so that the real growth rate of
the economy persistently exceeds the real interest rate on public debt (The World
Bank, 1988). If the real rate of interest is above the real growth rate of the economy,
then expansionary fiscal policy at present must involve either contractionary fiscal policy
at some point of time in the future in terms of increase in tax rate to stabilize government
debt-to-GDP ratio or an increase in seignorage from money creation. Otherwise, the
increase in government debt would feed upon itself as government borrows to finance
the interest payments on the debt it previously incurred, and debt eventually becomes
excessively large relative to other macroeconomic variables. Unsustainability becomes a
more pronounced problem as time goes on along with increases in accumulated debt.
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Moreover, according to Masson, following an increase in deficits and debt of the
government, monetization of deficit or increase in taxes may become necessary.
Uncertainty about the sustainability of fiscal policy involves persistent government
deficit affecting the behaviour of private sector. Growing public debt has different
implications both for the level of interest rates and individuals’ demand for government
bonds. The longer the deficits persist, the higher would be the outstanding stock of
government debt, and greater the need for the fiscal retrenchment or monetisation.
Monetisation may accentuate inflationary expectations which in turn, may lead to an
increase in nominal interest rates on bonds as a compensation against inflation.
From the above discussion it becomes clear that there is a general aggreement among
the economists that if the rate of interest at which the government contracts borrowings
is in excess of the economy’s growth rate, then the ratio of debt-to-GDP would rise
without bound. Under such a condition a policy of perpetual primary deficits is
impracticable. Besides, this is not a sufficient condition for sustainability. It is important
that debt should not grow after a certain level. The rate of interest might be at a lower
level than the growth rate of the economy, but this may not ensure a falling debt-toGDP ratio and hence, sustainability of debt. It may so happen that debt would continue
growing to an unbounded level, indicating unsustainability of debt or fiscal policy.

10.7 Let Us Sum UP

In this unit the difference between Government Debt and public debt is discussed.
Further, the sources of public Debts have also been highlighted. In addition, this unit
includes various issues pertaining to public debt. The definition of government debt with
special reference to India is also discussed. Furthermore, this unit discusses the theories
on Effects of Government Debt.

Odisha State Open University, Sambalpur

Page 15

10.8 Key Words

Public Debt:

Government Debt:
Internal Debt Trap:
Ricardian

Equivalence

Theorem

Public debt is the accumulation of past fiscal deficits or
simply the
outstanding stock of government
borrowings. Public debt refers to the borrowings only
from the public or people.
refers to stock of all borrowings by a government from
various sources
A situation in which borrowings have to be resorted
to often just to keep up with the servicing of debt
Public debt raised in the current period gets

compensated by the present value of future taxes.
Therefore, the effect of debt is nil. Hence, the question
of unsustainability does not arise.
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11.1

LEARNING OBJECTIVES

After studying this unit, the learners will be able to understand
•

The Orthodoxy/Classical view on Public Debt

•

The Keynesian view on Public Debt

•

The Post-Keynesian or New-Classical View on public Debt

•

The Modern View on Public Debt

•

The Effect of Public Debt

11.2

ORTHODOXY/CLASSICAL VIEW

Classicals considered public debt as detrimental for it burdens the future generations by
raising taxes. They believed that higher public debt could push the economy towards
bankruptcy. Hume, one of the Classicals, did not favour the idea of the government
incurring public debt at all. Smith stressed that public expenditure was unproductive and
public debt for such expenditures was unwise and might lead to withdrawal of private
productive capital goods, resulting in crowding out of private investment. This follows
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that total capital stock gets reduced as government debt stock accumulates. According
to Mill, if a government incurs debt from the surplus not needed by the private sector,
then there would be no problem of crowding out. But danger is when the government
competes with the needs of private sector for the same capital, which leads to rise in
price of capital and ultimately affects aggregate investment, employment and output of
the economy adversely.
While Smith conceived of an unbalanced budget to meet the emergency arising out of
war, the Keynesian revolution advocated an unbalanced budget, a cure for depression.
Keynes’s “General Theory of Employment, Interest and Money (1936)” provided a
scientific basis for evolution of theory of public debt. According to Keynes resorting to
public debt would be desirable at a time when an economy is passing through a phase
of recession. When an economy undergoes recession due to lack of aggregate demand,
there would be shrinkage of investment, employment and ultimately low growth rate of
output. To avert such fluctuations in economic activities, Keynes suggested resorting to
deficit financing or public borrowing as a prime fiscal measure in the short-run. Public
debt in such a situation, by acting as an anti-cyclical fiscal policy measure, provides a
push forward move to economic operations and thereby saves the economy from the
danger of recession (Sijben, 1979).

However, according to Keynes the extent to which government can resort to debtfinancing has a limit. If the government recourses to market borrowings during fullemployment equilibrium, it would result in displacement of resources from private sector
use to public sector use. Given the resources/funds availability in the economy and the
private sector demand for those funds, an increase in government demand for the same
funds, would lead to an increase in interest rate. This in turn, may crowd out private
sector investment, and thereby may set off a recessionary trend. However, the overall
impact of interest rate on aggregate investment ceteris paribus {as investment depends
on other factors such as marginal efficiency of investment (MEI) and cost of capital}
depends on the elasticity of investment demand with respect to interest rates.
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Later economists pleaded for incurring public debt in the event of a country undertaking
development program in the public sector of a magnitude not economically and
politically feasible for it to finance within the framework of a balanced budget. Over
time, the concept of unbalanced budget has been accommodated in the theories of
public finance as well as the functioning of economies for achieving full-employment
and price stability. It is also often argued that budgetary deficits are only a temporary
phenomenon and that with the revival of economic prosperity (as a result of acceleration
of developmental activities), the deficits would be wiped out through generation of
surpluses. Thus, there would be no deficit in the government budget in long-run. The
long-run flexible budgeting is only an extension of the orthodox theory of balancing the
budget. In real practice, it is very unusual to find long-run balancing of budget taking
place in economies. What is actually observed is either a surplus budget or a deficit
budget. It was Lerner (1948) who accommodated government borrowing as an
instrument of fiscal policy in his theory of functional finance. However, the impact of
growth of budgetary deficits can be adverse if financed through creation of new money.
This leads to rise in the price level and thereby bringing instability in the economy.
Therefore, economic theories generally discourage “chronic” as well as high budgetary
deficits.

11.3

KEYNESIAN VIEW

The Keynesians suggest that public spending is the remedy against the unemployment.
There must be deficit spending and not the spending balanced by an equal amount of
taxes in conformity in the short-run, since in the latter case, the government would only
be taking back with one hand what it gives with the other. In a situation of
unemployment and idle resources, there is a definite employment-creating effect of
public outlays even when they are fully covered by taxes. Keynesians justified the debtfinanced government expenditure.9 Hansen and Perloff arguing on a similar line view
that an increase in productive government expenditures (the initial expenditure being

9

Keynesians give more attention to fiscal policy in stabilizing economic activity because government expenditures
and taxes have a more direct and rapid impact on total demand than monetary measures (Sijben, 1979).

Odisha State Open University, Sambalpur

Page 20

financed by borrowing) would tend to enlarge the national income roughly by the
amount of government expenditure, even though subsequently financed through
consumption taxes (Joshi, 1995).
The no-burden thesis came to the forefront during thirties and forties largely due to the
efforts of Keynes and his followers during the great depression. The ‘no burden’ thesis
draws on certain advantages of public borrowing. According to Keynsians, with debtfinancing, government can tap surplus savings and thus can utilize for productive uses
and bring about an increase in national income.
The followers and believers of Keynesian economic principle have dismissed the
burdensome argument of public debt in favour of income generating potential of public
debt. According to them, debt creation brings into the exchequer the unutilised
resources, productive utilisation of which results in an increase in national income. The
tax payments necessary for servicing debt are met out of the increased income and
therefore it is not a burden on the community. On the basis of this, they did not voice
their concern regarding unsustainability of public debt. In this context, Lerner (1948)
puts forth the view that in case of internal debt, even if the interest payment is raised
out of current taxes, constitutes only the interest on a fraction of benefits enjoyed
through government spending, and is not lost to the nation but merely transfers from
taxpayers to bond holders. Only there is a redistribution of wealth across the
generations. Government debt incurred in the present generation may be descended on
to posterity but gets counter balanced by an asset left by the current generation.
However, except Domar, Keynesians didn’t view that it is a necessity to resort to
budgetary deficit over the long-run while favoring deficit financing when an economy is
in the downswing of business cycle in the short-run (Parguez, 2000).10
Subsequently some authors have countered the ‘no burden thesis’ argument. The most
vigorously contested view relating to public debt both in the past as well as in the
present, is whether primary real burden of public debt is borne by the present generation

as cited in “The Economics of Public Spending: Debts, Deficits and Economic Performance” (eds.) by Hassan
Bougrine (2000), Edward Publishing Ltd. (U.K.)
10

Odisha State Open University, Sambalpur

Page 21

which incurs debt or by later generation which pays the taxes both to meet the principal
as well as interest payments. One of the exponents among the Classical economists,
Buchanan (1958), maintains that the taxpayers in the future time period do bear the
real burden of public debt. While the real income of taxpayer goes down, the same
increases in case of bondholders. Hence, it is the taxpayer who ultimately bears the debt
burden. The bond holders acting voluntarily simply earn assets and income in future.
They improve their wealth over time, as they make no sacrifice and bear no burden.
Buchanan further asserts that the “generations” living at the time of debt creation, on
aggregate, as such don’t bear any burden. It is the individual who pays taxes, bears the
burden and gives a part of his/her income. Public debt creates burden and primary real
burden is shifted onto future generation. He asserts that payment of taxes per se is in
itself a burden and when debt financing postpones levy of taxes, the burden will be
shifted on to the future generation. On the basis of this argument, Bowen-Davis and
Kopf (1960) consider that if real burden of debt is defined as the total amount of private
consumption goods given up by the community at the time of spending borrowed funds,
then it implies that the cost of public project is simply borne by the generation alive at
the time of borrowing. However, the matter would be entirely different if public
expenditure in the current period is incurred by borrowing from the present generation
and is paid in future by the next generation with the taxes imposed on it.

11.4

POST-KEYNESIAN OR NEW-CLASSICAL VIEW

In contrast to the above viewpoints, Barro (1974), one of the New-Classical/Rational
Expectationist, basing his argument on Ricardo’s hypothesis of neutrality of public debt,
opines that given the size of public expenditure, an increase in debt-financed public
expenditure wouldn’t produce any impact on the economy as future taxes are embodied
in the current public debt. This reinforces the argument that although initially, aggregate
demand of both private and public sectors is raised to the extent of original amount of
government spending, over time, it would leave total consumer spending unchanged
(Multiplier=1). This implies that stimulative policy raises consumer spending, while a
repressive policy (resulting from increased taxes) lowers it. Therefore, a repressive
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policy financed through taxes on individuals followed by a stimulative policy financed
through issue of bonds would have no impact on the aggregate economic activities.
Based on the neutrality proposition enunciated by Ricardo (1817), Barro (1974) revived
the theorem as Ricardian Equivalence Theorem (RET). The theorem assumes that
individuals act as if they would live forever implying the presence of intergenerational
transfer motive among the individuals and that there is the presence of perfect capital
market in the economy. RET also assumes that individuals are not liquidity constrained.
They can freely lend and borrow in the market against their future income. Given these
assumptions, the contention of the theorem is that public debt does not have wealth
effect as it would always be counter balanced by the present value of future taxes.
Individuals perfectly discount the lump sum involved and hold government bonds as
bequests or savings so that they can easily pay for such taxes later without affecting
their chosen path of consumption-savings. Hence, debt and taxes are equal in their
effects. This also follows that when the government accumulates large domestic debt,
rational households anticipate higher taxes in the future. Their “permanent” income gets
reduced. As a result, the impact of accumulated domestic debt falls on private
consumption. The current reduction in private consumption gets substituted with
increase in future private consumption expenditure as individuals in the future would
get back their principal and interest earnings on the holding of government bonds. The
overall private consumption-savings remain unaffected. The argument construes that
the government deficit is equivalent to private sector surpluses/savings. As a
consequence, the national savings remain unchanged. This wouldn’t result in any impact
on rate of interest, private investment and aggregate output. Hence, there would not
be any net effect of tax-cut and debt-financed increase in public expenditure on
economic activities.
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11.5

MODERN VIEWS

The contention of Barro regarding the impact of public debt has not remained
unchallenged. As there is growing evidence for developing countries in invalidating the
Ricardian equivalence proposition (Haque and Montiel, 1989; Corbo and SchmidtHebbel, 1991), more criticisms are leveled against the impracticability of assumptions
underlying the proposition (McCallum, 1985). Seater (1993) and others, criticizing the
assumptions, have challenged the neutrality impact of public debt on the ground that
some individuals have finite horizon. Thus, they may not leave bequest for future
generations.11 There are no perfect capital markets in most of the economies leading to
differences in discount rates among individuals. In the presence of these factors, the
impact of public debt is likely to be different from the impact of futures taxes. Although
Barro agrees about the failure of neutrality proposition under such conditions, however
it needs to be empirically established in particular country cases (Barsky, Mankiw,
Zeldes, 1986).

11.6

EFFECT OF PUBLIC DEBT: A SUMMARY

Thus, on the basis of above held discussion, some emerging consequences can briefly
be outlined as follows:
(1) The growth of government debt and its changing pattern of financing have
a bearing on the financial burden of the government.
(i) The growth of government debt in particular the expensive forms
of debt results in increase in interest burden. The rising debt service
burden reflects an ever-widening fiscal deficit.
(ii) This raises the possibility of central government getting into an
internal debt trap situation and debt becoming unsustainable.
(2) The system may react to a severe squeeze on government finances in the future
through a collapse in expenditure on essential public services including

11

It is argued that parents having no children, may not leave any bequests for future (seater, 1993).
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maintenance of infrastructure, which is bound to have an adverse impact on
growth.
(3) The government may be forced to monetize the deficits to avoid higher interest
rates, but this has implications on inflation rate, exchange rate and the resultant
external imbalance and distortions in the economy.
(4) There are implications of rising domestic public debt for aggregate economic
activities - for instance, crowding out/in impact of public debt on private
consumption and investment. The accentuation of crowding-out effect, again
has implication for deceleration of growth.
(5) The government may be forced to impose higher taxes in the future to service
the expanding size of debt burden, in which case the expectation of higher
taxation can discourage investment and encourage capital flights from the
economy.

11.7 Let Us Sum Up

The focus of this unit is on various theoretical aspects with regard to public debt. In this
context, the Orthodoxy/Classical view on Public Debt, The Keynesian view on Public
Debt, the Post-Keynesian or New-Classical View on public Debt and the Modern View on
Public Debt have been discussed. Further, the effect of Public Debt have also been
highlighted.

11.8 KEY WORDS

Crowding

Expansionary fiscal policy, results in rightward shift in

out

the IS curve. Given an upward sloping LM curve the
new equilibrium level of rate of interest becomes
higher than the older one. This results in the reduction
in the private investment. The extent to which the
private investment reduced due to the expansionary
fiscal policy is known as crowding out effect.
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No

Burden Debt creation brings into the exchequer the unutilised

Thesis

of

resources, productive utilisation of which results in an

Public Debt:

increase in national income. The tax payments
necessary for servicing debt are met out of the
increased income and therefore debt need not be a
burden on the community

11.9 BIBLIOGRAPHY

Auerbach, A. J. and L. J. Kotlikoff. 1998. Macroeconomics: An Integrated Approach. The
MIT Press, Massachusetts.
Barro, R. J. 1974. “Are Government Bonds Net Wealth?”. Journal of Political Economy
82: 1095-1117.
Blinder, A. S. and R. M. Solow. 1973. “Does Fiscal Policy Matter?”, Journal of Public
Economics 2(4): 319-37.
Bowen, W. G., R. G. Davis and D. H. Kopf. 1960. “The Public Debt: A Burden on Future
Generations?”. American Economic Review 50: 701-706.
Buiter W. H. 2001. “Notes on A Code for Fiscal Stability”. Oxford Economic Papers 53: 119.
Buiter, Willem H(1983) "The Theory of Optimum Deficits and Debt," in The Economics
of Large Government Deficits, Federal Reserve Bank of Boston Conference Series No.
27; Boston, Massachusetts.
Corbo, V. and K. Schmidt-Hebbel. 1991. “Public Policies and Savings in Developing
Countries”. Journal of Development Economics 36(1): 89-116.
Government of India. 2000. “Fiscal Responsibility and Budget Management Bill”.
Haque, N. U. and P. J. Montiel. 1989. “Consumption in Developing Countries: Tests for
Liquidity Constraints and Finite Horizons”. Review of Economics and Statistics
71: 408-15.
IMF (1995) Guidelines for Fiscal Adjustment, Pamphlet Series No.49, Washington DC.
Joshi, S. M. 1995. “Macroeconomic Policies: Issues and Evidence”, New Delhi: Anmol
Publications.
Keynes, J. M. 1936. The General Theory of Employment, Interest and Money, London:
Macmillan.
Kotlikoff, L. J. 1995. “Applying Generational Accounting to Developing Countries”. IED
Discussion Paper Series (67), Institute for Economic Development.

Odisha State Open University, Sambalpur

Page 26

Lahiri, A. and R. Kannan. 2001. “India’s Fiscal deficits and Their Sustainability in
Perspective”. Paper presented at the conference on India: Fiscal Policies to
Accelerate Economic Growth, NIPFP
Lerner, Abba P. (1948) The Burden of the National Debt, in Lloyd A. Metzler and others
(eds.), Income, Employment, and Public Policy: Essays in Honor of Alvin H. Hansen (New
York: W. W. Norton & Co., 1948), pp. 255-75.
Masson, P. R. 1985. “The Sustainability of Fiscal Deficits”. IMF Staff Papers 32 (4): 577605.
McCallum, B. T. 1984. “Are Bond-Financed Deficits Inflationary? A Ricardian Analysis”.
Journal of Political Economy 92: 123-35.
Parguez, A. 2000. A Monetary Theory of Public Finance. Mimeo University of Besancon,
France.
Ricardo, D (1817) On the Principles of Political Economy and Taxation, London: John
Murray, Albemarle-Street.
Sargent, T. J. and N. Wallace. 1981. “Some Unpleasant Monetarist Arithmetic”. Federal
Reserve Bank of Minneapolis Quarterly Review 5: 1-17.
Seater, J. J. 1985. “Does Government Matter? A Review”. Journal of Monetary
Economics16: 121-31.
Seater, J. J. 1993. “Ricardian Equivalence”. Journal of Economic Literature 31: 142-90.
Seshan, A. 1987. “The Burden of Domestic Public Debt in India”. RBI Occasional Paper
8: 45-76.
Sijben, J. J. 1979. “Theoretical Foundations of Monetary Policy: A Monetarist View”. in
J. E. Wadsworth and F. L. D. Juvigny, eds., New Approaches in Monetary Policy.
Sijthoff & Noordhoff, The Netherlanmds.
Sobhee, S. K. 2000. “Modeling the Sustainability of Public Debt: The Case of Mauritius”.
Indian Journal of Economics 81: 490-05.
The World Bank. 2004. Brazil: Equitable, Competitive, Sustainable: Contributions for
Debate, Washington.
Wilcox, D. W. 1989. “The Sustainability of Government Deficits: Implications of the
Present-Value Borrowing Constraint”. Journal of Money, Credit, and Banking 21
(3): 291-06.

Odisha State Open University, Sambalpur

Page 27

UNIT 12 DEBT REDEMPITION AND MANAGEMENT OF GOVERNMENT
DEBT

Structure
12.1

Learning Objectives

12.2

Classifications of Public Debt

12.3

Methods of Debt Redemption

12.4

Management of Government Debt

12.5

Critical Evaluation of Debt Management Polices of the Central Government in
India

12.6

Concluding Remarks

12.7

Let Us Sum Up

12.8

Key Words

12.9

Bibliography

12.1

LEARNING OBJECTIVES

After studying this unit, the learners will be able to understand
•

Classifications of Public Debt

•

Various debt redemption methods

•

How the Government Debt is managed?

•

The Debt Management Policies of the Central Government of India.

12.2

CLASSIFICATIONS OF PUBLIC DEBT

We have learned so far that the government incurs debt when its sources of public
income fail to meet its resource requirements to finance its public activities. However,
the debt incurred needs to be paid back to the lenders on its maturity. Like taxes which
are compulsorily levied on various sources of income and consumption of people, public
borrowing normally is not a compulsory source of public income. However, the financial
emergencies sometimes may force the government to go for compulsory borrowing
from the public.
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The structure debt sources of a government are not uniform in a country. This is
because it hinges on the categories of markets in which loans are floated, the
conditions of repayments, the rates of interest attached to the bonds, purposes of
borrowing etc. which could differ a great deal.
In view of the differences in criteria or conditions, public debt is classified into many
categories:
1. Internal and external debt
2. Short-term and long-term loans
3. Funded and unfunded debt
4. Voluntary and compulsory loans
5. Redeemable and irredeemable debt
6. Productive or reproductive and unproductive debt/deadweight debt
We have already learned about what are internal debt and external debt and similarly
what are short-term and long-term debts. We shall discuss other important variants.
Funded Debt and Unfunded debt
Funded debt usually refers to the loan repayable after a long period of time, usually more
than a year, involving a long-term debt. Since, the government maintains a separate fund
to repay such debts; the debt is called funded debt. In contrast, floating or unfunded debts
are those which are repayable within a short period, usually less than a year. It is
unfunded because no separate funds are maintained by the government for the debt
repayment. Since repayment of unfunded debt is made out of public revenues, it is
referred to as a floating debt and is a short-term debt.
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Voluntary and Compulsory Loans:
A democratic government raises loans for its people on a voluntary basis. Thus, loans
extended by the people to the government on their own will and ability are called
voluntary loans. Public debt, by its usual nature, is voluntary. However, during
emergencies (e.g., war, natural calamities, etc.) government may force the nationals to
lend it. Such loans are called forced or compulsory loans.
Redeemable and Irredeemable Debt:
Redeemable public debt is the one on which the government promises to pay off at some
future date upon its maturity. After the maturity period, the government pays off the
amount to the lenders. The redeemable loans are also known as terminable loans.
In contrast, in case of irredeemable debt, government does not make any promise to pay
the principal amount, although interest is paid regularly to the lenders. When
irredeemable loans are taken by the government, the society will have to face the
consequence of burden of perpetual debt. Therefore, redeemable public debt is preferred
over the irredeemable debt.
Productive (or Reproductive) and Unproductive (or Deadweight) Debt:
On the basis of purpose of loans obtained, public debt may be classified as productive or
reproductive and unproductive or deadweight debt. Public debt is productive when it is
utilised in income-earning enterprising sources, or the government takes loans for
augmenting the productive capacity of the economy.
It generates adequate amounts of assets to eventually repay it. It involves when the loans
are taken by the government and spent on building of railways, development of mines
and industries, irrigation works, education, etc.. These kinds of activities would generate
income for the government and the people. Thus, the productive loans would augment to
the total productive capacity of a country.
Productive or reproductive loans are fully covered by assets of equal or greater
value and the source of income accrues from the ownership of these assets such as
railways and irrigation works. In contrast, public debt is treated as unproductive when
it is spent on purposes which don’t yield any income to the government, e.g., refugee
rehabilitation or famine relief work, financing wars. Since they do not augment the
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productive capacity of the economy, these unproductive debts are also known as deadweight debts.

12.3

METHODS OF REDEMPTION OF PUBLIC DEBT

Redemption of debt refers to the repayment of public loans. Although public debt should
be paid back to the lenders, but debt redemption is very much a desirable activity on the
part of a government. To save the government from bankruptcy and to raise the
confidence of lenders, the government has to redeem its debts from time to time.
There are various important methods of retiring public debt or redemption of public debt.
1. Repudiation
Sometimes, the government can recourse to repudiation of debt to clear off its future
financial burden. This aggressive measure is not only a violation of the contract but also
is economically unsound one. Normally the governments do not adopt such practice of
clearing the debt as it would result in crisis of confidence of people on the government.
2. Refunding
Refunding of debt implies issue of new bonds and securities for raising new loans to
repay off the matured loans (i.e., old debts). Continuation of this procedure over a long
duration can lead to debt trap like situation for a government, which is not a healthy
practice.
Resorting to such procedure involves no liquidation or no relinquishment of the money
burden of public debt. Instead, the debt servicing (i.e., repayment of the interest along
with the principal) burden gets accumulated on account of postponement of debt
repayment to save the future debt. This process usually involves the short-term securities
being replaced with the issue of long-term securities.
3. Conversion
It is a method of reducing interest burden by converting or altering old loans contracted
at higher interest rates into new loans which can be contracted at low interest rates due
to softening of interest rate environment. It reduces the burden of interest payment on the
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taxpayers as the government does not require to raise huge amounts of revenues from
them through higher taxes to service the debt.
Instead, the government can cut down the tax liability and provide relief to the taxpayers
on account of reduction of rate of interest payable on public debt. It is usually assumed
that since most of the taxpayers are usually poor people while the lenders are rich people,
such conversion of public debt can check the unequal distribution of income.
However, according to Dalton, debt conversion does not really relax the debt burden.
This is because; a reduction in interest rate reduces the ability of bond-holders to pay
taxes which may cause a reduction in public revenues, thereby reducing the government’s
capacity to redeem the past loans.
4. Sinking Fund
It is believed to be one of the best methods of redemption of public debt. A fund is created
in which a certain portion of revenue is put every year in such a way that it would be
sufficient to pay off the debt from the fund upon the time of maturity. There are two ways
of crediting a portion of revenue to this fund.
The usual procedure is to deposit a certain (fixed) percentage of its annual income in the
fund. Another procedure is to raise a new loan and credit the proceeds to this fund.
However, there are some reservations against the second method.
According to Dalton it is in the Tightness of things to accumulate sinking fund out of
current revenues of the government, not out of new loans. Although convenient, it is the
slowest method of redemption of public debt. That is why capital levy as a form of debt
repudiation is often recommended by economists.
5. Capital Levy
In times of war or emergencies, most governments follow the practice of raising money
necessary for redemption of the public debt by imposing a special tax on the capital
assets. A capital levy is just like a wealth tax as it is imposed on the capital. This has
certain decisive advantages as it enables a government to repay its (emergency) debt by
mobilising additional tax revenues from rich people (i.e., people who possess huge
amount of properties).
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However, it reduces consumption spending of the people and therefore, the severity of
inflation is weakened. Further, the progressive levy on capital helps to reduce the
inequalities in income and wealth in the society. However, certainly it has clear-cut
disadvantages as it can hamper capital formation. Therefore, this method is usually not
suggested during normal time.
6. Terminal Annuity
It is somewhat similar to the sinking fund. In this method, the government pays off its
debt on the basis of terminal annuity. By recoursing to this method, the government pays
off the debt in equal annual instalments. Since it results in reduction of debt burden
annually on an instalment basis, the government does not require to make any huge lump
sum payment at the time of maturity as it is eventually fully paid off upon its maturity.

7. Budgetary Surpluses
By generating surplus in its budget(spending less than the revenues generated), the
government can pay off its debt to the people. The government can use its budgetary
surplus to buy back from the market its own bonds and securities. This method is of little
use since modern governments usually do resort to deficit budgets and they do not make
surplus budgets. Moreover, heavy taxes have to be imposed for realising a surplus budget,
which may have other dire consequences. Or, when public expenditure is reduced for
creating a surplus budget, a deflationary bias may develop in the economy.
8. Additional Taxation
Sometimes, the government imposes simply additional taxes on the people to pay the
principal and interest payment on public debt. By levying new taxes—both direct and
indirect— the government collects the required revenues so as to be able to clear off its
past debt. Although this is an easier means of redemption, however, this method suffers
from certain disadvantages since taxes have large distortionary effects.
This method can result in redistribution of income by transferring the resources from
tax-payers to the bond-holders. It may also impose a burden on future generation if new
taxes are levied to repay the long-term debts.
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9. Statutory or Compulsory Reduction in the Rate of Interest
The government may statutorily pass an ordinance to reduce the rate of interest payable
on its debt. This happens when the government suffers from financial crisis and there is
a huge deficit in its budget. There are many instances where the government statutorily
reduces the rate of interest. However, this practice is not followed under normal
circumstances. Instead, the government is forced to adopt this method of debt repayment
when situation forces.
10. Using Trade Surplus

The methods discussed so far in the above are used to repay the internal debt. However,
when the government borrows from other nations or external to the country, it has to
service the debt in foreign currency. The burden of country’s external debt is measured
by its debt-service ratio, which is a nation’s repayment obligation of principal and interest
for a particular year on its external debt as a percentage of its exports of goods and
services (i.e., its current receipts) in that year.
The external debt is usually repaid in foreign currencies or gold. If a country is unable to
repay the debt it has to export goods abroad. For this, it requires to generate an export
surplus, i.e., it has to raise exports and reduce imports and make net export or the balance
of trade requires to be favourable. If a country is able to generate export surplus or
balance of trade surplus, there will be net inflows of foreign exchange into the country.
This will enable the debtor country to repay its external (foreign) trade in foreign
currencies.
In this context, it is important to recall the remarks of Paul Samuelson and W.D.
Nordhaus in the following:
“An external debt, one owed by a nation to foreigners, does involve a subtraction from
the goods and services available to people in the debtor nation. Many nations in the 1980s
— Poland, Brazil and Mexico — laboured under severe economic hardships after they
incurred large external debts. They were forced to export more than they imported — to
run trade surpluses — in order to service their external debts, that is, to pay the interest
and principal on their past borrowings”.
In fact, the best redemption policy is one where internal or external is redeemed every
year so that there is no mounting of a total real burden of debt on the present generation
or on posterity.
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12.4

MANAGEMENT OF GOVERNMENT DEBT

Government debt management policy in a usual sense refers to the process of
establishing and implementing a strategy for prudently managing the government debt
in order to meet its financing needs, cost and risk objectives, and any other debt
management goals the government may have set, such as developing and maintaining
an efficient government securities market and overall development of domestic
financial market (Wheeler, 2004). Therefore, the aim of debt management is to ensure
that the government borrowing needs are met efficiently and that the stocks of
government debt, and the incremental debt flows arising from budget and non-budget
sources, are managed in a manner consistent with government’s cost and risk
preferences.

It is well known that the cost of debt essentially relates to the size of debt, composition,
interest rate and maturity structure. As observed from public finance statistics of India,
one of the striking features of the central government borrowing program in India is
that there is a change in the composition of total debt due to the shift in specific source
of financing the central government deficits. External finance is no longer an important
source of financing the central government deficits as it can be observed that the share
of external public debt in the total debt of the center which was 25.66 per cent in 198081 had declined to 14.70 per cent in 2000-01 and then further declined to 6.84 per cent
in 2009-10 and has recently reached to 5.16 per cent in 2019-20.

The shift in finance policy in India is, to some extent, directed by financial crises
experienced by many Latin American and East European countries in 1980s. The change
in debt financing policy in India was designed partly due to the experience of the
economies around the world as well as to avert the balance of payments difficulties
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faced during 1980s 12 and early 1990s. In 1990-91, accompanied by internal
macroeconomic problems such as large fiscal deficits and high inflation rate, India had
run into huge current account deficit in its external balance. Policy makers attribute
this rise in external sector imbalances to higher level of government deficits (GOI, 199091). Following this turn of major macroeconomic event, the government planned
policies to insulate and stabilize the economy from internal economic distortions and
external economic vulnerabilities. As part of controlling measure on external account
imbalance, the government relatively reduced its reliance on external debt on the one
hand, and stepped up efforts in direction of maintaining a sound volume of foreign
exchange reserves, on the other. This was well in accordance with maintaining a sound
external debt management policy and external account balance (foreign exchange
reserve management policy) in the economy.

As the government found it difficult to reduce deficits, it shifted its reliance more on to
domestic financing instruments since 1980’s with an administered structure of interest
rate regime until the early 1990s where statutorily hold down the rates of interest to
finance its heavy deficits. In order to control internal economic distortions arising on
account of continuance of a repressed interest rate regime (and which again was mainly
with an intent to facilitate heavy government borrowings), the government launched a
slew of measures in 1990s to liberalize interest rates in the economy. It resulted in
liberalization of lending rates and deposit rates of commercial banks.

An analysis of public debt and interest rate policy assumes increasing importance for a
developing country like India in the context of fiscal reforms envisaged to be carried
forward and the structural adjustment process of the economy in general, and
controlling and managing public debt in particular. In this context, we make an attempt
12

Following the second oil price shock in 1979, considerable pressure was placed on the balance of payments position
of India in the 1980s. Unlike the first oil price shock, no significant current account adjustment could have been
possible, and a large macroeconomic imbalance developed in the second half of the 1980s. Particularly with a
deterioration in public finances, the current account deficit rose to a peak of 3 per cent of GDP in 1990/91(Callen &
Cashin, 2001).

Odisha State Open University, Sambalpur

Page 36

to critically examine the relationship between changing interest rate environment and
debt management policy of the central government to examine whether all the
changes have any bearing on the monetary and fiscal policy of the economy. 13

History of and Initiatives on Government Debt Management Policy in India
Prior to 1960’s, the policy makers in India were inclined towards the principle of fiscal
prudence. As such, historically public debt was incurred only for productive public work
programme and for meeting contingencies of war. Over the years, the structure of
domestic public debt has undergone dramatic quantitative and qualitative changes. The
increase in domestic debt reflects government’s growing recourse to public borrowing
as a means of financing economic development under the five year plans. The objective
of fiscal prudence is abandoned, and the expanding size of public debt since 1980’s is
greatly determined by the need of developmental
finance for an expanding economy, and society’s capacity to spare resources through
market loans and small savings. It is realized by planners that a higher level of savings is
necessary for supporting growing requirements of the public sector for its increasing
role in augmenting capital formation in the economy. Savings would be voluntary
depending on the level of income; savings can be forced through higher taxation but
this is not an efficient means of raising savings. Individuals save in the form of bank
deposits, financial and real assets. Among other financial assets, holding of government
securities constitutes a large proportion of private sector savings. This is because the
government securities assure risk free return and also are highly subject to statutory
regulations. Therefore, government security market constitutes a larger segment of
total financial market in India.

13

This chapter theoretically addresses the domestic debt management policy of the central government and interest
rate policy. The study does not attempt to examine the nexus between the two policies empirically due to
unavailability of relevant data for a long time series analysis.
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It is noticed that within domestic sources of financing, there is a further compositional
shift (in government borrowings). To reduce the financial burden arising from market
borrowings and small savings, the government has consistently raised resources
through monetization since 1970s. In early 1980s the pressure of government’s
borrowing requirement continued and in fact, it got accentuated till end of 1990’s and
even in the second decade of 21st century. Since latter half of 1980s till end of 1990s,
there has been a considerable emphasis on reducing monetization of fiscal deficits as
well as overall government deficits, as higher level of deficits exacerbate instability and
uncertainty in the economy. There exists a close connection between monetization of
deficit, rate of interest and size of total government debt. Monetisation lowers the
interest rate, and by keeping the cost of government debt low, that limits the stock of
debt at a lower level. In a coordinating monetary-fiscal policy framework, if the interest
rate is at a higher level, the central bank prescribes expansionary monetary policy to
bring down the interest rate to a lower level and thereby cooperates with the
government by helping it to adjust in its financing constraints. Thus, higher interest rate
induces monetization of government debt.

With the realization that monetisation and controlled interest rate hinder the economic
progress, and to determine the rate of interest in a market driven financial regime,
reduction of monetization is one of the urgent measures outlined in the monetary policy
stance of the Reserve Bank of India in 1990s. As a result, with an uncontrollable fiscal
deficit, there has been an increasing reliance of the central government on market
borrowings and other internal liabilities. The other internal liabilities, in respect of which
government acts as a banker to the public, dipped in the year 1999-00 after witnessing
an increasing trend over a longer period. This change is observed due to the recent
changes in fiscal policy of the central government as there is a steep decline in the
reliance on small savings and provident funds in the aggregate of other internal
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liabilities, from the year 1999-00. 14 Corresponding to this change, market borrowing
has witnessed a dramatic increase since the year 1999-00. This indicates that the
compositional shift in domestic debt is partly due to the conversion of central
government other liabilities (small savings and deposits, and public provident funds)
into central government securities (GOI, 2001-02). Excepting the period from 1999-00
onwards 15, prior to 1999-00, the aggregate other internal liabilities of the central
government mainly comprised of receipts from small savings, provident funds, reserve
funds and deposits etc.16 Small savings and provident funds are extremely expensive
forms of borrowings of the central government. Along with higher rate of interest
charged on small savings and provident funds, the associated tax benefits permitted to
the savers on these instruments had made the government borrowing program more
expensive.17 A high yield on small savings scheme was also one of the principal reasons
of higher real interest rate in the economy. Therefore, the debt service burden caused
The decrease in small savings at the end of 1990’s was due to conversion of small savings into market debt. The
fiscal trend for the latter years could be observed from the report of the Ministry of Finance, Government of India.
14

15

For the period after 1999-00, the budget document of the union government of India is cited.

The public account liability (PAL) is one of the major sources of financing the central government deficits. ‘Other
liabilities’ from the PAL constitutes one of the major liabilities of the aggregate debt of the central government. The
government is obliged to pay back the amortization along with interest payments thereon to the entities involved in
lending to the government. Further, within aggregate other liabilities, small savings and provident funds are important
components of PAL. Major portion of small savings was shared by the state and UTs governments from the centre
until April 1, 1999. With the recommendation of Gupta Committee “National Small Savings Fund (NSSF)” was
established in 1999 for the management of small savings and public provident funds. Prior to April 1, 1987, twothirds of the net collections of this fund from a state were passed on as long-term loans to that state. The share of
states was enhanced to three-fourths from April 1, 1987, and increased further to four-fifths of the net collections
from April 1, 2000. With the recommendations of Reddy Committee, the entire net proceeds from small savings
collected after March 31, 2002 is transferred to the state governments. On a similar basis, loans were also released to
UTs governments since April 1, 1994. To the extent that the state and UTs governments shared from this fund from
the center until April 1, 1999, they were obliged to pay back the principal and interest liability to the central
government according to the apportionment of funds. After April 1, 1999 the borrowings by the state and UT
governments as well as by the central government from the NSSF required to be repaid to the NSSF in accordance
with the amount they had borrowed and terms and conditions attached with the borrowings (as cited in the Economic
Survey of GOI, 1999-00 & 2001-02).
16

17

The centre has to pay interest liabilities on the outstanding small savings and public provident funds to the National
Small Savings Fund (NSSF) as the centre has issued government securities to the NSSF on its outstanding liabilities
arising on account of withdrawal of funds from the public through small savings and public provident funds. The
repayment share of state governments and UTs on these liabilities which were incurred until April 1, 1999 were to be
paid to the centre by the state governments and UTs and after April, 1999, all the government’s borrowing made from
these funds were to be paid to NSSF on the basis of apportionment of these funds between the center, the state and
the UTs governments. Later on the apportionment of funds from small savings and provident funds has been kept on
changing. Most recently it is seen that in the absence of states utilizing their portion, the funds mobilized by NSSF
remained unutilized and the centre is trying to utilise a greater share.
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by rising government debt was compounded by prevalence of higher real interest rates
on certain components of government borrowings. The rising interest payment also
reflects both rising debt and higher interest rates (GOI, 1996-97). Higher interest rate
on market borrowings in some years is also attributed to a significant effort made for
imparting financial liberalization. This was done with an intent that market interest rate
would shoot up under a liberalised financial regime and that would bolster up financial
pressure on the government. As a result, the government would reduce its large scale
borrowings by using the resources more prudently and that more resources would flow
to the private sector for productive investment.

However, high interest rate under the liberalized regime is a shackle from both sides.
High real interest rate can entail an unsustainable financial burden on the government
as well as real investors, constricting the capital formation and economic growth.
Although during softening market interest rate scenario, monetary authority, in
coordination with the government of India, had taken measures to align interest rates
with the market rates, the downward movement in interest rates on the expensive
contractual savings is constrained by the rigidities inherent in the administered interest
rate regime. To a certain extent, the benefit of reduction in interest rates on small
savings deposits in recent years has been passed on to the states as the states share
with the central government a major portion of resources from small savings in the form
of long-term loans for financing the state plan.18 The decline in interest rate on market
borrowings towards the end of 1990s was due to an increase in liquidity in the system.

Concern over rising government indebtedness has been a major factor behind debt
management reforms in India. Prior to 1990s, government debt management did not
have clear cut objectives as it was based on political consideration and achieving lowest
18

As the states will get additional loans against small savings collections under the recommendations of Reddy
Committee, the states should mandatorily prepay their outstanding loans to the centre. In doing so, states would be
effectively replacing the outstanding high cost borrowings by low cost borrowings in a softening interest rate scenario.
This is known as ‘debt swap’ which in recent years has been much emphasized as a strategy to reduce the financial
pressure of both the state and central governments in India.
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annual debt-servicing cost regardless of the portfolio risk. Among several motivating
factors in prudently managing government debt and stronger financial markets in India,
an increasing understanding that a prudent debt management strategy along with
sound macroeconomic and structural adjustment policies are essential for containing
the impact of financial market shocks, is the most crucial one.

Recently, policy makers in India have placed greater emphasis on James Tobin’s (1963)
interpretation of role of fiscal and debt management policy for bringing out a clear cut
division of roles between the two. 19 Tobin sets out that total government debt is the net
accumulation of past deficits and surpluses of the government and the course of total
public debt depends on budgetary policies that determine the balance of receipts and
expenditures. Thus, while the size of public debt is determined by the fiscal policy, its
composition and maturity structure are determined by the debt management policy. 20
The monetary impact of debt depends more on who holds the government debt than
its initial magnitude. The monetary impact is determined by the effect of debt on
aggregate demand. The fiscal effect depends on the rate at which debt changes rather
than the absolute size of debt itself. Government debt-management policy can only
alter the composition of government debt but not its total size (Tarapore, 2002; Reddy,
2000).

The Reserve Bank of India (RBI) manages the central government debt and issues new
loans on behalf of the central government (as well as the state governments) in
accordance with the provision of RBI Act, 1934, and Public Debt Act 1944. Given the
growing volume of internal public debt, the Indian authorities, as far back as 1980s, had
recognized the problem of government debt and its implication on the monetary

19

Seen in RBI Bulletin (2000): “Fiscal policy and Monetary Interface: Recent Developments in India by Y.V. Reddy.

20

In contrast to the objective of government debt management policy which ensures that expected cost and risk of the
debt portfolio remain within tolerance limit acceptable to the government, fiscal policy is concerned with the effects
of government expenditure and taxation on macroeconomic variables such as investment and output keeping in view
the objective of improving welfare, optimal resource allocation and higher growth rate in the economy.
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control. The RBI ‘Working Group on Internal Debt Management’ in 1981 had
recommended the activation of debt management policy and urged a one shot three
percentage point increase in interest rates on government dated securities and
treasury bills. The ‘Committee to Review the Monetary System’ under the
chairmanship of S. Chakravarty in 1984 made various recommendations to ensure a
positive real rate of interest on government papers. The response of authorities was
reflected in a gradual increase in interest rates on government paper (although by the
time of formal introduction of financial-sector reform in 1991, the administered interest
rate structure on government securities could be said to be close to the market-related
rates of interest). While the authorities had been taking various measures in 1980s, the
first clear initiative for a cohesive monetary and debt-management policy was set out
in Rangarajan’s Indian Economic Association presidential address on ‘Issues in
Monetary Management’ (1988) which provided an analytical framework for the
government and the RBI (Tarapore, 2002).

The RBI, till the early nineties, had little control over some facets of debt management
like the volume and maturity structure of securities marketed and relationship of the
yield offered on them to those offered by the market. With regard to the functions,
which earlier were executed by the Finance Secretary Department, there was a change
of guard in the management of internal/domestic debt of the central government in
October 1992. With a view to efficiently managing domestic debt and liquidity in the
economy, the Internal Debt Management Cell (IDMC) of the RBI was specifically
entrusted with the power to manage public debt in October 1992. This marked a new
era in the history of public debt management in India. The functions relating to the debt
management policies and operations encompass raising of resources from the market,
open market operations, smoothening of maturity structure of debt, placing the debt
close to the market related rates and improving the liquidity of government securities
by developing an active secondary market and retirement of rupee loans and interest
payment thereon.
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Further, raising resources depends on the availability of resources (mainly based on
growth of deposits with the banks, premium income of insurance companies and
accretion to provident funds) and the absorptive capacity of the market. In India,
banks, insurance companies and provident funds are statutorily required to invest a
portion of their liabilities, premium income or accretions (as the case may be), in
government and other approved securities. The borrowing needs of the government
get reflected in the budget; but the interest rate, timing and manner of raising loans are
conditioned by the state of liquidity in the economy and expectation of the market.
Internal Debt management has become an active instrument of policy with the initiation
of economic reforms in the 1990’s (RBI: Working and Functions, 2001).

With the introduction of financial-sector reforms in 1991-92, an increasing role is being
given to the open market operations (OMOs) as an instrument of monetary policy; and
accordingly, various steps have been undertaken to alter the composition, maturity
structure and yield of government securities. A concerted effort was made to move over
to an auction system for 91-day and 364-day treasury bills, as also dated securities in
1992-93. In an evolving system, RBI manages both primary debt issuance and open
market operations to reduce volatility and enable orderly condition in financial markets.
The RBI, in its credit policy announcement of April 1993, indicated the formation of
Securities Trading Corporation of India (STCI) to promote and develop secondary market
in government securities and public sector bonds (Report on Currency and Finance,
1992-93). The weak link in the system, however, was the automatic monetization which
remained open through the mechanism of ad hoc treasury bills. Rangarajan, in his Kutty
Memorial lecture on ‘Autonomy of Central Banks’ (1993) set forth specific policy
suggestions to eliminate the pernicious practice of automatic monetization.

The growing budget deficits and their absorption by the RBI highlighted the need for a
close coordination between the fiscal policy and the monetary policy. Ideally, internal
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debt management should be optimised within the parameters of given fiscal-monetary
policy. Following Rangarajan’s recommendation on forging coordination between
monetary policy and fiscal policy, there emerged a reform initiative in respect of
internal debt management policy. The RBI took measures to develop, integrate and
enhance efficiency in the money and government security markets constituting an
impressive array of reforms. The significant reform measures for development of
government securities market in 1990s included: (a) adoption of the auction system of
selling government securities, (b) reductions in statutory pre-emptions by way of
statutory liquidity ratio (SLR), (c) abolition of the system of automatic monetization of
deficits by the RBI (d) shift from fixed to market-related yields, (e) introduction of new
instruments etc. (Tarapore, 2002).

The fact is that although ad hoc issue of treasury bills by the central government to the
RBI has ceased to exist since end of 1990s but still RBI is absorbing lots of government
securities from the secondary market in order to enable the government to meet its
fund requirement on the one hand and as part of monetary policy operations. The RBI
purchases government securities from banks as part of its open market operation. 21
However, this does not reveal how much of government debt is monetized unless one
makes a clear distinction of how much of purchase of government securities from the
secondary market is to support the government borrowing program and how much is
for the purpose of conducting monetary policy.

Unlike the period of 1980s till beginning of 21st century where there was large fiscal
deficit pressure on the center and state governments, the implementation of Fiscal
Responsibility and Management bill by the central government in 2004 and by later

21

The RBI also infuses liquidity into the banking system to support the banks to purchase
government bonds even without subscribing to its primary issuances. On net, this results in
monetisation of debt. Central bank purchase
of government securities expands the monetary base, but main concern of monetisation is
whether such purchases are in support of government debt operations.
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many states brought lot of monetary policy stability or accommodation pressure on
the part of monetary authority. The FRBM act prevented the Reserve Bank of India
from subscribing to primary issuances of government securities from April 1, 2006. The
series of fiscal and monetary measures in recent years has enabled to reduce the fiscal
dominance of monetary policy and has given lot of flexibility to the RBI to discharge its
policy obligation in the economy. This has given rise to vibrancy of money and debt
market and the RBI like many other central banks is able to implement inflation
targeting framework since May 2016.

Interest Rate Regime in India
The increase in fiscal deficits from 1960s (in India) made the central role of monetary
policy as one of the crucial instruments in containing the adverse impact of government
deficits. One of the major roles of the RBI was to raise resources for the government
under the borrowing program at substantially below-market rates of interest. This
objective resulted in an emergence of an administered structure of interest rates. The
government borrowing program was supported by altering statutory liquidity ratio (SLR)
requirement of the banks (Tarapore, 2002). These factors helped in maintaining a low
interest rate policy. However, a lower interest rate policy creates financial distortion
and disturbs the economy by affecting the macroeconomic fundamentals from their
equilibrium growth path. With the realization in 1970s that government failure was a
pervasive feature of planned economies (Krueger, 1990), the neo-liberal view on
financial market development started gaining prominence. The most well-known
proponents of this view were McKinnon (1973) and Shaw (1973) who argued that in the
context of a typical developing country, financial repression - a combination of heavy
taxation, interest rate controls and government participation in the credit allocation
process - would lead to a decrease in the depth of the financial market as well as
efficiency with which savings are intermediated. This paradigm impacted the Indian
economic planners in late 1980s as it is thought that financial liberalization would be
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beneficial for the Indian economy (Sen & Vaidya, 1997); and under a controlled
financial regime money finds its way into speculation and hoarding or conspicuous
consumption instead of credit market, and in the process hinders the growth process
by creating chaos in the operation of various transmission channels. It was realised that
with regulated interest rates, directed and often subsidized credit, financial markets
were far from competitive.
The financial market in India was characterized by a regulated interest rate
regime during 1958 to 1985 (Bhole, 1999). In late eighties, attempts were made by the
policy makers to deregulate and develop key financial markets such as money and Tbills. The initial impetus to reforms in the financial sector came with the submission of
two influential committee reports to the RBI - Chakravarty Committee (1985) and
Vaghul committee (1987). The first ‘Committee to Review the Monetary System’ (1985)
set up by RBI, of which Rangarajan was a key member, emphasized the reduction of net
RBI credit to the government. The report, inter alia, suggested simplifying the structure
of interest rates and recommended a structure of rates based on real rates of interest.
Its main recommendations to the RBI were to (i) develop treasury bill (TB) as a monetary
instrument so that open market operations could gradually become an effective
instrument of monetary policy; (ii) to revise upward the yield structure of government
securities so as to create a demand for public debt outside the RBI, limiting the degree
of monetization of government debt; and (iii) to adopt monetary targeting as an
important monetary tool with price stability being the ultimate objective of monetary
policy and for an effective mobilization and allocation of savings. Subsequently, the
second committee known as ‘Vaghul Working Group on the Money Market’ (1987) was
constituted to study the money market structure in India. It recommended a phased
decontrol and development of money market with other short-term markets such as
treasury bills (Sen & Vaidya, 1997). With this there was freeing of interest rates on
money-market instruments and a number of new instruments were also introduced. An
initial attempt to move to an auction system for 182-day treasury bills was made in
November 1986 which resulted in a sharp rise in auction bill interest rate over fixed
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rate. In May 1989, as a further step towards liberalization of the money market, the
ceiling on call money rates was withdrawn, and certificate and deposits (CD) as a new
source of short-term funds for commercial banks was introduced (Tarapore, 2002).

However, a more comprehensive liberalization of the financial sector had to wait till the
initiation of structural adjustment-cum-stabilization program by the Indian government
in 1991. In 1991, the Indian government launched a set of comprehensive marketoriented reform programs, on the recommendations of Narasimham Committee Report
(1991). A phased deregulation of the financial sector along with a market-oriented
government debt management program22 was at the core of reforms. The main
recommendations of the committee were in respect of interest rate structure of
financial market in keeping with the coordination of fiscal control exercise. In order to
impart greater flexibility to the banks and to make the monetary and financial system
stronger, the recommendations of the committee included: (a) to bring down the
statutory liquidity ratio (SLR) in a phased manner to 25 per cent over five years; (b) to
use the cash reserve ratio (CRR) as an instrument of monetary policy and not as a means
of controlling the secondary expansion of credit brought about by monetization of fiscal
deficit; (c) to bring the interest rate on government borrowing in line with other marketdetermined interest rates and to phase out concessional interest rates. With the
adoption of the reform package, two important pre-conditions for financial sector
reform were fulfilled. With sharp reduction in the central government’s fiscal deficit in
the first year of the reforms, there was less need to use the banking sector as a captive
source of funds, leading to availability of scarce investible funds to the private sector
(Sen & Vaidya, 1997). Important elements of the financial liberalization program related
to lifting of several interest rate ceilings on both the credit and bond markets, an easing
of the requirements that had made mandatory for banks to hold a part of their portfolio
in non-interest bearing reserves and low yielding government securities. However,

22

Interest rates are influenced by the size and the composition of public debt and persistent high real interest rates are
a threat to a sustainable fiscal policy and economic growth (The World Bank, 2004).
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inspite of the efforts being made by the central government to reduce its fiscal deficit,
the decade witnessed a drastic increase in it, barring a few years in 1990s when it
stagnated or declined marginally.

The increasing reliance on non-conventional market borrowings had led to an increase
in average interest cost on internal debt during the period 1990-91 to 1994-95. The
interest rates on 182-day and 364-day T-bills were market determined ever since their
introduction into the government bond market in November 1986, while the dated
securities were sold on auction basis from April 1992. In order to make the government
security market more vibrant, a new instrument of 364–day Treasury bill was
introduced in April 1992 sold on auction basis, with the withdrawal of 182-day Treasury
bill in the same year. With a view to further developing capital market by offering
investors a wide range of choices and moving towards a market related interest rate
regime, the auction system was extended to the issue of 91-day Treasury bill from
January 1993. Before the introduction of the auction system in 91-day TBs for the
improvement in liquidity position of the government security market, RBI had
announced conducting of auctions of Repurchase Agreements (Repos) for the Central
Government dated securities from Bank’s portfolio (RBI Annual Report, 1993).

An important step was taken both by the Government of India and the RBI in the year
1993-94 by fixing a cap on net issue of ad-hoc treasury bills for the year 1994-95
proposing a complete phase out of ad-hoc treasury bills by the year 1997-98 (Report on
Currency and Finance, 1993-94; RBI Annual Report, 1994-95). The process of automatic
monetization through ad hoc T-bills was replaced with the system of ways and means
advances in April 1997, and gradual policy steps were taken by the RBI and the
government to develop the financial market since 1994 following Rangarajan’s
recommendations (1993). A shift from a regime of administered interest rates to a
market-based pricing of securities attracted larger participation including the non-banks
in the money and government securities markets. This enabled RBI to gain a significant
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degree of autonomy in the implementation of monetary policy. In consonance with the
objective of bringing down reserve requirements of banks to prudential levels, the SLR
was progressively brought down and banks were free to determine most of the lending
rates and all deposits rates excepting savings deposits and certain lending rates.
Besides, all money markets were also deregulated. The number of interest rate slabs on
bank advances along with controlled floor interest rates on bank advances and ceiling
interest rates on term deposits were reduced in the financial year 1993-94.
A very significant development related to the reactivation of the bank rate by linking it
to all other rates including the refinance rate of the RBI in Oct 1997. In order to facilitate
the emergence of a more comprehensive yield curve, a scheme of a new category of
14-days TB on auction basis was approved on May 1997. The Bank Rate (BR) emerged
as a reference rate as well as a signaling mechanism to reflect the stance of monetary
policy during 1997-98. The signaling impact of changes in BR was felt on deposit and
lending rates in the credit market. A reduction in BR in March 1999 promoted major
public sector banks to reduce their deposit rates.

In order to control floating of TBs with varying maturities, the RBI resorted to an active
Open Market Operation (OMO) in the year 1999. This strategy was intended to
neutralise large amount of private placement of government securities and to maintain
an orderly flow of liquidity in the market. With increased government borrowing from
the capital market at the end of 1990’s, there has been a gradual increase in the real
interest rates on government of India securities. The maximum interest rate on dated
securities in the 1990s moved over to the 1980s from 4.6 per cent to 8.5 per cent
(Tarapore, 2002). Over time including recent years the central government has brought
some changes in interest rates on small savings and provident funds to align them with
other market rates. The interest rates on small savings instruments were reduced with
effect from January 2000 in line with the recommendations of a committee of experts
on small savings (RBI Bulletin, 2000). In the period 2001-2004, interest rates on deposits
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and lendings have been brought down in order to create a healthy environment for
investment.

Deregulation of Indian Financial Market and Evolution of Yield Curve

The Indian financial market under a highly regulated system was characterized by an
administered structure of interest rates and restrictions on various market players such
as financial institutions, mutual funds, and corporates till the early 1990s. The domestic
rupee yield curve didn’t exist till as late as the end of 1990s. 23 In case of government
securities, the yield curve was predetermined and not market related. The entire
spectrum of interest rates both on asset and liability sides were determined by the
authorities to ensure a comfortable spread. Since lending and borrowing operations
didn’t involve any interest rate risk, there was no incentive for the market players to
actively manage their assets and liabilities. There were restrictions on portfolio
allocations in terms of specified targets. That apart, lack of depth and liquidity in the
securities market, non-availability of instruments with varying maturities and
infrastructural deficiencies in terms of trading and payments and settlements systems
were also major impediments in the emergence of rupee yield curve. The slope and
shape of the yield curve along with guiding the financial institutions to manage their
portfolio help the RBI to manage the government debt. A steep yield curve indicates
that the government can reduce the costs of borrowing by shortening the maturity of
debt, and a flat curve indicates that the government can reduce the costs of borrowing
by lengthening the maturity structure of debt.

23

The yield to maturity (YTM) is the true rate of return investors would receive if the securities were held until
maturity. This is a discount rate that determines the present value of a single payment at a given time. When rate of
return on bonds is plotted against the residual maturity, the curve is called yield curve. Yield curve reflects the level
and changes in rates of interest across the maturity structure of debt. For measuring yield to maturity, the most suitable
bonds are the pure discount bonds viz. treasury bills and zero coupon bonds, which do not involve periodic coupon
payments.
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Correspondence between the changes in monetary policy and the movement in yields
of money market securities, treasury bills and government dated securities is realized
towards the end of 20th century. An important measure for enabling the emergence of
yield curve was the exemption of inter-bank liabilities for maintenance of CRR and SLR
in April 1997. While introduction of auction system has helped in market development
and emergence of yield curve, cut-off yields in primary auctions are yet to be truly
market determined.

12.5

CRITICAL EVALUATION OF DEBT MANAGEMENT POLICY OF THE
CENTRAL GOVERNMENT IN INDIA

In certain fiscal years, the total targeted borrowings of the central government for the
entire year was accomplished in first half of the year, resulting in substantial surplus of
funds with the government. The Finance Ministry, for the fiscal 1997-98, had placed a
significant portion of these surpluses with the RBI, which in turn, invested them
providing some 10 per cent rate of return. Thus, when the government was already
groaning under an interest payment burden, incurring borrowing at 13 or 14 per cent
and investing the surplus at 10 per cent, made little sense in keeping with an efficient
government debt management policy. As investment in government securities is less
risky, it induces the public sector banks to shy away lending to the productive sectors.
This emphasizes the fact that a higher interest rate structure is detrimental to the
healthy growth of the economy.

The cost of borrowing to the government - the weighted average yield on government
securities - was in the range of 10.50 per cent to 12.50 per cent in 1990-91. The yield
rose to 13.25 per cent to 14 per cent in 1995-96. Despite a significant deceleration in
inflation, the yields continued to remain at high levels. Interest payments pre-empted
a large share of revenue receipts of the central government. Such high yields on
government securities would have been justifiable, had they resulted in widening and
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deepening the primary market in government securities. Unfortunately, the market
continued to be dominated by captive investors. Investment by commercial banks in
government securities constituted nearly 70 per cent of the stock of government dated
securities at the end of March 1995, as against nearly 60 per cent at the end of March
1991. The share of insurance companies rose from 12.3 per cent in 1991 to 16.2 per
cent in 1996. In recent years also, banks continued to hold a major portion of
government bonds. Thus, the objective of involving the non-banking sectors like the
corporate and the household in the government debt market for deepening the capital
market and higher growth, has been found to be marginally successful (Mujumdar,
2002).

Further, the RBI had effected significant changes in the debt management policy and an
activation of internal debt management policy post-July 1991. But the RBI, by
superimposing a veneer of market on the financial system, might have adversely
affected not only the government finances, but also the banking sector and hence the
future growth of the economy. In this context, Mujumdar (2002) viewed that emergent
hybrid system of public debt management has neither the element of ‘public’ nor an
element of ‘debt management’. Not ‘public’ because an overwhelming proportion of
government borrowings continue to be subscribed by captive investors such as
commercial banks and financial institutions; and again the misplaced emphasis on the
market determined interest rates has led to the rising yields thereby increasing the cost
of borrowings to a high level. In other words, inspite of all efforts to develop the market
by RBI, it has not been able to penetrate other segments of the financial sector. High
yield (with zero-risk) and transaction cost almost being nil in investing on government
securities, is indirectly promoting a ‘colonial’ type of banking system. Such artificially
high yields on government securities has led to compounding of debt servicing
problems as well as encroaching on the credit requirement of the private sector for
private capital formation. The basic approach to debt management adopted is flawed.
In an effort to move towards market related rates, the RBI continued to raise yields on
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government securities, the maximum reaching to 14 per cent in 2003. This approach
was based on the assumption that higher cost of borrowing would make the
government fiscally more prudent. But this has not materialized in practice. In fact, the
government has never reached its targeted level of fiscal deficits as prescribed under
FRBM bill and modified FRBM bill. On the other hand, such high yields underpin a high
interest rate structure which leads industries to groan under the burden of high lending
rates of banks.

Perhaps, the most serious adverse impact of high yields on government securities was
that banks, particularly the public sector banks became reluctant to lend to private
sector. Investing in a zero-risk and zero-transaction cost instrument such as government
security was preferred to lending to even highly rated corporates. That is how the
private sector experienced the credit crunch. Priority sectors, including the small-scale
industries, were the victims of this misconceived public debt policy (Mujumdar, 2002).
The government ‘debt’ does not ensure instant liquidity for investing on government
gilt-edged security. Investment on government securities continues to be a dead
investment. Once funds are invested, one has to hang on to the security till it matures.
Even in recent times it is observed that a public sector bank with surplus investments surplus after stipulated SLR requirements- has to borrow from the call money market,
say at 25 per cent interest rate to meet the cash reserve ratio (CRR) requirements. This
is because it can neither sell nor borrow against government securities. With the recent
ongoing effort of financial reforms in aligning interest rates on government securities
with market determined interest rates, RBI claims that a major prerequisite for the
development of the government securities market has been met. On the contrary, 14
per cent yield on government securities was totally out of alignment with the interest
rate structure and the macroeconomic fundamentals, thereby leading to several
distortions in the economy in the past.
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The government should commit to parliament that it would provide the information
on contingent and other liabilities along with debt liabilities and ensure that such
liabilities do not exceed in a manner to subvert the statutory ceiling on public debt. The
main argument in favour of limiting public debt is that excessive government
borrowings can raise the rate of interest and crowd out private investment. While some
economists argue that there is no inter-generational transfer of the debt burden, it is
clear that the amortization and interest burden of debt incurred during previous years
had adverse effects in that the government had to garner resources to service the debt.
The overall ratio of total debt to GDP of the central government should not exceed 50
per cent as targeted in 10th plan but with a gradual decline, it could reach to 51.50% in
2015-16 and with few exceptional years in between where it was less than 50% it had
further reached to 51.50% in 2019-20. Some academicians, on the theoretical and
practical ground, argue that a statutory ceiling undermines the potency of fiscal policy
and that the way to tackle this problem is to priorities the expenditure rather than
putting ceilings on debt (Tarapore, 2000).

The fiscal problem at present is because of lack of coordination between borrowing
ability and returns on the activity. The ability to borrow greatly depends on fiscal health
of the entity. The continued high level of public borrowings also has an effect on the
rest of the economy through prevalence of available funds to the private sector and
high interest rates. Till end of 20th century, because there was necessity to finance
government deficits, the RBI kept the level of CRR and SLR at high levels on deposits of
commercial banks; but this compelled banks to keep higher margins on their
commercial activities thereby subjecting the rest of the economy to high interest rates.
Moreover, because of garnering more resources by the government from the whole
financial sector, including small savings, insurance and the like, the continued high fiscal
deficits impede financial sector reforms which were necessary for the economy to
achieve higher efficiency. The recent years has seen drastically lower level of CRR and
SLR along with very lower rate of interest in the economy although the economy is
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afflicted with lot of other economic problems such as increasing unemployment and
low per capita income growth etc. However, too much lower interest rate is also not
good as it can affect saving potential and thereby affecting the investment in the
economy.

A key issue, which remains unaddressed, is the need for measures to ensure smooth
repayment of government debt. The present practice of financing repayments on past
debt out of fresh borrowing is clearly unsustainable. It is in this context, setting up of a
Consolidated Sinking Fund (CSF) which is financed by general contributions by the
government out of fresh borrowings, disinvestment proceeds and RBI profit transfers
was an ideal proposition. Once the CSF have sufficient funds to repay the past debts,
the targeted borrowing as per the revised FRBMB can be ensured without resorting to
fresh borrowings.
Ingredients of an Active Internal Debt-Management Policy
Where there is dominance of fiscal policy, most often monetisation is erroneously
considered as being least burdensome and as the last resort, merely because there is a
supreme authority for the central bank i.e. the government. Under a controlled regime,
the government had the power to easily access funds from the RBI at a cheaper rate on
the issue of treasury bills. Government should not recourse to such soft policy options
as it erodes monetary control and will have greater deleterious impact on the economy.
If there exists excessive monetized deficit, reduction of such deficits is desirable for
maintaining a balance between monetary policy and fiscal policy. Otherwise,
postponing adjustment renders it more difficult in the future. The extent of
monetization should independently be determined by the monetary authority. The right
course of action should not be obstructed by the biased decision of the owner of the
institution at the cost of the economy. It is important to ensure that debt-management
policy is oriented towards financing the government requirements from the open
market, thereby enabling the central bank to use its open market operations for
regulating the growth of monetary aggregates. A prerequisite for developing an active
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government securities market relates to a move towards market-clearing interest rates
on government securities which has been happening on a gradual basis over time.
Market-related rates on government securities provide a strong benchmark for other
interest rates in the system and thereby ensure that money is priced correctly in the
entire economy (Tarapore, 2002). In a free market, interest rates are determined by
forces of supply and demand. The supply of government securities is basically
determined by the size of government deficit and debt rollover, while the demand
depends not only on economic conditions but also characteristics of the instruments,
such as liquidity. The interest rate on government securities, however, has an impact
on the deficit as well as other interest rates in the economy.

The skill of debt-management policy is to insulate internal debt from the short-term
effects of monetary policy. An efficient debt-management policy has to take into
account composition of debt and optimal average duration of debt. If debt is high and
maturity is kept short, debt renewals put pressure on the debt-management policy and
unless interest rates are raised continuously, it becomes difficult to ensure that the loan
floatations are fully subscribed. As such, in the context of a high level of public debt,
lengthening the average maturity of the debt gives greatest freedom of action to
monetary and debt-management policy.24 Such a policy may not always be workable as
market may perceive ever-increasing financing requirements of the government and
under a system of market-related interest rates on government securities, the market
may demand and get a high premium on lengthening of the maturity of debt. It is,
therefore, a basic principle of debt-management policy to avoid static maturity and rate
policy. Periodic variations in lengthening and shortening of maturities and raising and
lowering of interest rates are integral to an active debt policy. While undertaking such
necessary reforms, the responsibilities of internal debt-management policy and

24

In recent years there are significant gains in terms of minimization of cost and elongation of maturity profile for
limiting the rollover risk. The elongation of maturity profile of government securities in falling interest rate conditions
is in consonance with institutional participants increasing demand for longer tenors of government bonds. The yield
curve has fallen in the wake of surplus liquidity conditions (Annual Report 2003-04, RBI).
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monetary policy need to be clearly delineated and at the same time, co-ordination
between the two needs to be stressed and strengthened. At a higher rate of interest,
the debt manager shortens the maturity of debt and conversely, at a lower rate, the
debt manager lengthens the maturity of debt. The art of good internal debt
management takes into account the inevitable movements in interest rates (Tarapore,
2002). The feasibility of incurring debt should be based on economic parameters such
as total investment and economic growth rates.

12.6

CONCLUDING REMARKS

From the review of policies, it can be observed that before financial liberalization, debt
management policy was confined to the objective of raising debt and reducing cost of
debt, undermining the role of monetary policy in strengthening financial and capital
markets. Following recommendations of several committees in 1980s and 1990s, there
was a gradual reform initiatives in respect of internal public debt management with a
view to achieving effectiveness in monetary policy and a strong debt market. This
resulted in a move towards introduction of auction system in government securities,
market-related rates of interest, elimination of ad-hoc monetization and institutional
developments. In some years, this development has also led to a rise in the cost of fiscal
adjustments due to the rise in the cost of market debt.

Government’s debt portfolio is the largest financial portfolio in the economy. Inspite of
the efforts being made by the RBI to enhance the private sector participation in the
government security market, market for government debt is restricted to few entities.
Government debt servicing cost is often high and as making timely debt servicing
payments is a priority for the government, it reduces the volume of resources available
for other uses. Interest payments entail a large drain on public resources, thereby
reducing the government capacity to spend on social sectors and developmental
activities. The interest payment, as a proportion of GDP, edged up from 4.01 per cent
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in 1991-92 to 4.73 per cent in 2002-03 but reduced to 3.04 per cent in 2019-20. Interest
payment can be reduced either by retiring debt, particularly higher interest bearing
debt or by curbing the growth of new debt (GOI, 1996-97). Therefore, the study
emphasizes on prudent management of government debt. Efficient government debt
management can reduce government’s debt-servicing cost by reducing credit and
liquidity premium in the term structure of interest rates for government securities. It
can also build larger participation of investors in the domestic bond market and
strengthen the efficiency of domestic financial market. Government debt management
policies have got important bearing for the effectiveness of macroeconomic policies.
Prudent debt management can make the country less susceptible to contagion and
financial risks. The government can reduce risks associated with its debt portfolio by
choosing an appropriate composition of debt, interest rate structure, and maturity
profile.
An important point that needs emphasis is that interest rate and government
debt are very much interrelated. For a good financial or monetary environment, there
is a necessity of equilibrium interest rate in the economy. For an undistorted
equilibrium interest rate structure and capital market, government debt is one of the
instruments in the development of financial market which needs adequate policy
attention. It is evident from the economic literature that deviation of interest rates
either in the upward or downward direction from its market determined equilibrium
position is considered as one of the pertinent factors contributing to macroeconomic
instability in the developing economies. The higher interest rate structure not only
presages the danger of recession, but also pushes the economy into a debt trap
situation (Morley et. al, 1987). In contrast, a lower interest rate structure discourages
private savings and hence constrains investment by engaging the private sector to
utilize their surpluses on speculative activities. Moreover, an appropriate interest rate
policy which is sufficiently realistic, stable and flexible, can lend more strength to the
monetary authority in curtailing short-term demand for funds for speculative purposes,
and thus can help achieve financial stability. To maintain a positive interest rate, two
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methods can be employed i.e. (i) issue of index loans, and (ii) manipulation of nominal
interest rates. The interest rate reflects the opportunity cost of holding different kinds
of assets determined by what the asset holders would receive under alternative uses
of their savings, and equilibrium occurs when returns on various assets converge. A
realistic structure of interest rates should ensure growth with stability. Realistic rates of
interest on government borrowings have to take into account social opportunity costs.
Therefore, besides ensuring fiscal adequacy for developmental expenditures,
government debt policy should be oriented towards maintaining monetary stability.
Government debt management policy should not interfere with interest rate policy and
overall monetary policy for ensuring a strong financial environment in the economy.

12.7

Let Us Sum Up

This unit deals with Classifications of Public Debt, Various debt redemption methods,
How the Government Debt is managed? And the Debt Management Policies of the
Central Government of India. Further, how the interrelation between the interest rate
and government debt is also discussed based on the policy analysis. For a good financial
or monetary environment, there is a necessity of equilibrium interest rate in the
economy. For an undistorted equilibrium interest rate structure and capital market,
government debt is one of the instruments in the development of financial market which
needs adequate policy attention.

12.8

KEY WORDS

Repudiation

This is a drastic major where, the public authority refuses to
repay a debt. Sometimes, the government can recourse to
repudiation of debt to clear off its future financial burden.
Normally the governments do not adopt this major, though it
ia one of the options available.

Refunding

Refunding of debt implies issue of new bonds and securities
for raising new loans to repay off the matured loans (i.e., old
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debts). This process usually involves the short-term securities
being replaced with the issue of long-term securities.
Conversion

A method of reducing interest burden by converting or altering
old loans contracted at higher interest rates into new loans
which can be contracted at low interest rates due to softening
of interest rate environment

Sinking Fund

A fund that is created where a certain portion of revenue is put
every year in such a way that it would be sufficient to pay off
the debt from the fund upon the time of maturity.
A capital levy is just like a wealth tax as it is imposed on the

Capital Levy

capital.

Terminal Annuity

In this method, the government pays off its debt on the basis
of terminal annuity. By recoursing to this method, the
government pays off the debt in equal annual instalments. It is
somewhat similar to the sinking fund.

Funded Debt

Funded debt usually refers to the loan repayable after a long
period of time, usually more than a year, involving a long-term
debt.

Unfunded Debt

Unfunded debts are those which are repayable within a short
period, usually less than a year.

Redeemable Debt

Redeemable public debt is the one on which the government
promises to pay off at some future date upon its maturity. After
the maturity period, the government pays off the amount to the
lenders. The redeemable loans are also known as terminable
loans.
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Irredeemable Debt

Irredeemable debt are debts where the government does not
make any promise to pay the principal amount, although
interest is paid regularly to the lenders.
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