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Summary of Recommendations

The Central Government on January 24, 2004 constituted an Advisory Committee to advise on the Administered Interest Rate and

Rationalisation of Saving Instruments under the Chairmanship of Dr. Rakesh Mohan, Deputy Governor, Reserve Bank of India with the

following terms of reference:

(i) To suggest criteria for fixing the spreads on administered interest rates over the benchmark yields recommended by the Expert
Committee chaired by Dr. Y. V. Reddy, taking a view on the need to avoid excessive volatility in returns;

(ii) to make recommendations on rationalisation of existing savings instruments offered by the Government; and

(iii) to review the implementation of recommendations of the Expert Committee (Reddy Committee) on tax treatment of

small savings schemes and to suggest a road-map.

The Committee examined in depth the various issues arising from the above terms of reference. The

recommendations of the Committee, which are covered under three broad heads viz., Benchmarking and Spread Rules, (b)

Rationalisation of Existing Savings Schemes and (c) Structure of the Proposed Dada-Dadi Scheme as announced by the Finance

Minister, are set out below:

(a) Benchmarking and Spread Rules

q Continuance of average G-sec yields as the suitable benchmark, but for a longer period. The Committee recommends for

consideration of the weighted average of G-sec yields for the previous two years to work out the benchmark for

administered interest rates, with a weight of 0.67 for the  more recent year and 0.33 weight for  the previous year, in order to

impart   more stability to the benchmark.

q Continuance of the fixed liquidity spread of 50 basis points over the benchmark and the interest rate revision at annual rest

in line with the suggestions made by the Reddy Committee.

q To limit the inter-year movement of interest rate fluctuations within a limit of 100 basis points in either direction.

q The benchmark should be kept under review by appointing another Committee in case its movement exceeds by more than

200 basis points.

(b) Rationalisation of Existing Savings Schemes

The Committee considered the removal of those schemes, where investments are primarily motivated to obtain tax benefits

available under section 88 and section 10 of the Income Tax Act. The Committee, at the same time, recommends the exploration of

means to make TDS effectively applicable to taxable bonds. The major recommendation of the Committee as regards the

rationalisation of schemes are as under.
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q Discontinuance of Kisan Vikas Patra and National Savings Certificates (VIII Issue)

q Discontinuance of the 6.5 per cent (tax free) GoI Savings Bond 2003.

q As the Public Provident Fund is a longer-term savings scheme providing old age income security, among others, to the

unorganised sector, it is desirable to continue the scheme in its present form for some time.

q Discontinuance of the Deposit Scheme for Retiring Employees (DSRE) which was applicable to only retired government

and public sector employees with the introduction of the Dada-Dadi Scheme, which would be universally available to all

classes of retired employees/senior citizens.

(c) Structure of the Proposed Dada-Dadi Savings Scheme

The Committee made the following recommendations with respect to the proposed structure of Dada-Dadi Savings Scheme.

q As announced by the Finance Minister, the Dada-Dadi Scheme would be issued for the purpose of improving the welfare of senior
citizens.

q  The interest rate on the Dada-Dadi Scheme could be kept at 100 bps higher than the average benchmark for other small savings
instruments.

q The average benchmark rate for the Dada-Dadi Scheme shall be based on government security with a five-year tenor instead of
three year to make it more attractive.

q To keep the tenor of the Dada Dadi Scheme shorter at three years to ensure liquid nature of the Instruments.

q Dada-Dadi Scheme should be taxable in terms of section 80L of Income Tax Act.

q As Dada Dadi Schemes are meant to provide regular income to senior citizens, the payment of interest income should be on a
monthly basis.

q An individual ceiling of Rs 20 lakh to be placed on investment

q An agency commission of 0.5 per cent for the scheme as in case of other small savings schemes.

q In order for keeping the scheme simple and hassle free, the banks issuing Dada Dadi scheme should have their own

verification systems for ascertaining the age of the beneficiary placed at 60 years or above.
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I. Introduction

A major objective of the financial sector reform has been to enhance the productivity and allocative efficiency of the financial system.

Accordingly, interest rate deregulation has formed a key component of financial sector reforms. In the money and government securities

markets, market forces now determine interest rates to a large extent. In the banking system, on the deposit side, banks are free to

determine their interest rates except for the interest rates on savings bank deposits and non-resident deposits. On the advances side too,

except for a part of export credit and small loans up to       Rs.2 lakh, banks are free to decide their own lending rates based on commercial

judgment and risk-reward considerations. The sequence of interest rate deregulation in the financial market is set out in Annex 1.  In addition

to the banking system, small savings funds have played a crucial role in the Indian financial market, particularly in the retail segment of the

debt market and have met the needs of small savers and investors. Small savings schemes have been instrumental in mobilising resources

at the grassroot level and have thereby helped in inculcating the habit of thrift among retail investors. Notwithstanding the deregulation of

interest rates in the money and debt market as also in the banking system, interest rates on small savings and provident funds remained

administered and steady with attractive tax incentives until 1998-99 particularly when compared with interest rates on competing instruments.

2. Against this background, the Finance Minister in his Budget Speech for 2001-02 proposed an Expert Committee to review the

system of administered interest rates and other related issues to explore a better system for determination of interest rates on the small

saving schemes. Accordingly, a Committee was constituted under the Chairmanship of Dr. Y.V. Reddy, the then Deputy Governor of the

Reserve Bank of India (RBI).  The Committee submitted its Report to the Government on September 17, 2001.   Apart from the issues of

interest rate flexibility in terms of benchmarking small saving rates to market-determined rates, the Reddy Committee addressed a wide

range of issues, e.g., medium term vision of social security, fiscal sustainability, federal finance, rationalization of schemes and administrative

arrangements with regard to small saving schemes. The Committee, inter alia, made the following major recommendations:

1) benchmarking the administered interest rates on small saving schemes and GoI savings bonds to the secondary market yields on

government securities (G-sec) of corresponding maturity;

2) abolition of income tax provisions on small saving schemes to ensure a level playing field in the financial market;

3) transfer of the entire net proceeds of fresh small savings to the state governments with outstanding liabilities (accumulated on the

basis of sharing formula that varied from year to year)  apportioned according to respective shares of the Central and State

Governments; and

4) setting up of a National Small Saving Authority to administer national small saving funds with regard to all fresh flows.

3. After examining the recommendations of the Expert Committee, the Finance Minister proposed some measures in the Union Budget

2002-03 (Annex 2).

4. In order to review the implementation of the recommendations made by the Reddy Committee and to propose a future agenda, the

Reserve Bank of India had constituted an informal task force in November 2003 comprising officials of the concerned departments of the

RBI. The informal task force observed that the interest rates being currently offered on small saving schemes were higher than the rates that

would have prevailed based on the Reddy Committee’s recommendations. The interest rate structure offered under various small saving

schemes during 2003-04 was also found to be not consistent with the term structure of G-sec yields. In view of the volatility of the benchmark

and/or term spread, the task force proposed suitable alignment of the spreads and recommended: (i) an immediate reduction of administered

interest rates by 50 basis points, (ii) rationalisation of the existing schemes while retaining at least one assured return scheme for non-tax
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paying rural small savers.  Further, it proposed to the Government to look into aspects of tax reforms at the earliest in view of the divergence

of returns between taxpayers and non-tax payers. The task force recommended the constitution of a Working Group representing the

Government, RBI and academics to advise the Government on these issues. The recommendations of the task force were forwarded to the

Finance Minister for consideration in December 2003.

I.1  Constitution of the Present Advisory Committee

5. The Central Government issued an order on January 24, 2004 to set up an Advisory Committee to Advise on the Administered

Interest Rate and Rationalisation of Saving Instruments with the following members :

       (i)        Dr.  Rakesh Mohan, Deputy Governor,                             Chairman
                  Reserve Bank of India

(ii) Dr. Ashok Lahiri, Chief Economic Advisor,                          Member
                 Ministry of Finance,Government of India

(iii) Shri  D. Swarup,Secretary (Expenditure & Budget),           Member
                  Ministry of Finance, Government of India

(iv) Shri Suman Bery, Director-General,             MemberNational Council of Applied Economic Research
.

(v) Professor Mihir Rakshit, Director,                                  Member
                 Monetary Research Project,
                 Investment Information and Credit Rating Agency

6. The terms of reference of the Committee were:

(iv) To suggest criteria for fixing the spreads on administered interest rates over the benchmark yields recommended by the Expert

Committee chaired by Dr. Y. V. Reddy, taking a view on the need to avoid excessive volatility in returns;

(v) to make recommendations on rationalisation of existing savings instruments offered by the Government; and

(vi) to review the implementation of recommendations of the Expert Committee (Reddy Committee) on tax treatment of small

savings schemes and to suggest a road-map.

7. The Committee was given the freedom to co-opt member(s) or special invitees to aid its deliberations. The Committee’s secretariat

was to be located in the Reserve Bank of India.  The Committee was provided with a time frame for submission of Report initially up to March

31, 2004 and later extended to May 15, 2004.  A copy of the Memorandum setting up the Group is at        Annex 3.

I. 2   Work Procedure Adopted by the Committee

8. An internal team was constituted within the Reserve Bank for organising the deliberations of the Committee as well as for drafting the

Report. Accordingly, it was decided that the Monetary Policy Department of the Reserve Bank, would provide the secretarial assistance to

the Committee. The RBI officials who acted as the resource persons to the Committee comprise: Shri V.S.Das, CGM-in-C, Department of

Government and Bank Accounts, Shri H.R.Khan, CGM-in-C, Internal Debt Management Department, Shri Deepak Mohanty, Adviser,

Monetary Policy Department,                        Dr. R.K.Pattnaik, Adviser, Department of Economic Analysis and Policy and Dr. B.K.Bhoi,

Director, Department of Economic Analysis and Policy.          Smt. Anuradha Prasad, Director, Ministry of Finance acted as resource person
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from the Government.  The resource persons were special invitees to some of the meetings and prepared background papers in their

respective areas to aid deliberations. The resource persons worked under the overall co-ordination of Shri D. Anjaneyulu, Principal Monetary

Policy Adviser, Monetary Policy Department. Dr. Himanshu Joshi, Director from the Monetary Policy Department was nominated as the

secretary to the Committee. In addition, Shri Rajib Das, Asst. Adviser, Monetary Policy Department was associated with the Secretariat.  The

secretariat functioned under the overall guidance of Shri Deepak Mohanty.

9. Smt. Shymala Gopinath and Smt. Usha Thorat, Executive Directors, RBI, Shri D. Anjaneyulu, Principal Monetary Policy Adviser, RBI,

Dr. Narendra Jadhav, Principal Adviser, Department of Economic Analysis and Policy, RBI and Shri Deepak Mohanty, Adviser, Monetary

Policy Department, RBI were special invitees to the meetings of the Committee.

10. The Committee held four meetings in Mumbai, on February 23, March 12, April 16 and May 8, 2004. In the first meeting on February

23, 2004, the Committee broadly identified the major issues related to the determination of the appropriate level of interest rate to be offered

to the depositors taking in to account various macro-economic parameters. Considering the outcome of the Reddy Committee and taking

note of the financial market developments since then, the Committee placed utmost emphasis on devising appropriate rules for

benchmarking interest rates and spreads thereon. Based on the discussions, members identified five areas that require close consideration

during the course of the deliberations, namely, interest rate policy in India, operational issues relating to small savings, the issue relating to

rationalising various small savings schemes, the rules for benchmarking and determination of spreads for interest rate reset and international

experiences on savings schemes offered abroad. The Committee assigned the task of preparation of technical papers on these topics to the

resource persons to facilitate informed discussions.  A list of technical papers prepared by the Resource Persons is given in Annex 4. While

deliberating on the rationalisation of small saving schemes, the Committee also discussed the structure of the proposed Dada-Dadi Bond

announced by the Finance Minister on January 09, 2004 and made appropriate suggestions in keeping with the special nature of the

scheme.

11. The Committee visualised the small savings schemes in the overall context of evolving social security, an aspect that was

emphasised in the vision statement of the Reddy committee. The Committee proposed to firm up perceptions in this regard in the light of

available information. During the deliberations, members examined the issue of continuation of various small saving schemes in their present

form as also at their present scale of operation. Towards this end, various rationalisation proposals as well as benchmarking rules were

discussed in detail. It was decided to ascertain the size of small savings liabilities by devising correct measures of scale. Further, the

Committee debated extensively on the structure of the proposed Dada-Dadi Bond.  The Committee deliberated at length on the nine

background papers prepared by the secretariat to reach broad consensus on the approaches to be adopted on policy issues.

II. Review of Small Saving Schemes and Savings Bonds

12. Various Small Savings Schemes are framed by the Central Government under the different Acts of the Parliament, e.g., the

Government Savings Bank Act, 1873, the Government Savings Certificates Act, 1959 and the Public Provident Fund Act, 1968.  For each

scheme, statutory rules are framed by the Central Government indicating details such as the rate of interest, maturity period etc. Post Office

Savings Bank is included in the Union List vide item No. 39 of Seventh Schedule of the Constitution of India. Deposit Scheme for Retiring

Government Employees, 1989 and the Deposit Scheme for Retiring Employees of Public Sector Companies, 1991 were introduced as non-

statutory schemes with effect from July 1, 1989 and January 1, 1991, respectively. The “Relief Bonds” Scheme was introduced in 1987 with a

view to providing relief to drought affected areas in 1987 through Central Government notifications and discontinued in 2003 and relaunched

in the same year in the form of two GoI Savings Bonds; the 6.5 per cent Savings Bonds 2003 (non-taxable) effective March 24, 2003 and the

8 per cent Savings Bonds 2003 (taxable) effective March 21, 2003.
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II.1 Administrative Set-up

13. The small savings schemes are administered through the agency of post offices.  The Public Provident Fund (PPF) scheme is

operated through post offices as well as selected branches of public sector banks whereas the Deposit Schemes for Retiring Government

and Public Sector Employees are operated through nationalised banks only. These schemes are operated through a network of over

1,54,000 post offices and 8000 branches of public sector banks. As regards GoI Savings Bond, while both RBI offices and agency banks act

as the receiving offices for the 6.5 per cent Savings Bonds (non-taxable) 2003, only the agency banks act as receiving offices for the 8 per

cent Savings Bonds (taxable) 2003.

14. Small savings are not intended for the investment of large surplus funds of institutions. Government of India decided to discontinue

institutional investments in three major small savings schemes, i.e., Kisan Vikas Patra (KVP), National Saving Certificate (NSC) VIII-Issue

and Post Office Time Deposits with effect from April 1, 1995.  Registered Trusts, however, continue to be eligible to invest in, NSC, KVP and

Time Deposits. Group/Institutional accounts by Provident/Superannuation/Gratuity Funds, Treasurer of Charitable Endowments for India,

Registered Trusts, Regimental Funds and Welfare Funds as well as accounts by Co-operative Societies or scheduled banks on behalf their

members; clients or employees are permitted in Time Deposits. Investment by Provident/Superannuation/Gratuity Funds as well as

investment for encouragement of thrift or for mutual benefit of its members by a local authority or a lawfully constituted association, institution

or other body is permissible in the Post Office Savings Accounts. Non-Resident Indians (NRIs) are not eligible to invest in any small savings

scheme. In case of GoI Savings Bonds, category of applicants is restricted to individuals including Hindu Undivided Families (excluding Non-

Resident Indians, who can, however, be nominated), although Charitable Institutions and Universities are eligible for investment in 8 per cent

Savings Bonds  (taxable) 2003.

II.2 Accounting Procedure

15. GoI Saving Bonds is different from small savings schemes in that the subscription amount under this bond goes to the Central

Government unlike funds mobilised under small savings schemes. Prior to April 1999, a share of net collections in small savings schemes

and PPF in post offices and banks were transferred to the State Governments and Union Territories (UTs) (with legislature) in the form of

long-term loans with the objective that the funds would be used for financing the State Plan. The loans were repayable in 25 years with an

initial 5-year moratorium on repayment of principal and carried interest rates as specified by the Government of India from time to time. The

average duration of the small savings schemes is 6 years. There is thus a mismatch between the terms on which funds are borrowed by the

Central Government from the public and the terms on which the funds are on lent to the State Governments (Annex 5).

16. Since April 1999, the accounting procedure of small savings schemes has undergone a change and the sums released as States’

share is now treated as long-term investment and are issued as special securities of the respective State/UT Government on terms almost

identical to those that were stipulated for loans granted earlier. The rates of interest on the erstwhile loans to state governments and now the

special securities issued/to be issued against the share of small savings collections by the Central as well as State Governments are decided

by the GOI from time to time. During the period 1999-2002, the Centre’s share in the net collections was also treated as investment of

National Small Saving Fund (NSSF) through issue of ‘on call’ special securities on the same terms and conditions as are applicable to the

State Government securities.

17. The rates of interest on erstwhile loans to state governments (up to 1998-99) and the special securities issued against the share of

small savings collections by the Central as well as State Governments are decided by the GOI from time to time. The rate of interest on the

special securities issued to the State Governments has declined from 13.50 per cent in 1999-2000 to 9.50 per cent in 2003-04. However, as
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at end-December 2002, the high cost Central loans with States amounted to over Rs.1, 00,000 crore and carried an interest rate of more

than 13 per cent per annum (Table 1).

Table 1:  Interest Rate on Long-term Loans to States / Terms of Issuing Special Security

Year/ Security Interest Rate
(Per Cent)

Date Of Effect

1988 12.00 1.6.1988

1989 13.00 1.6.1989

1990 13.00 1.6.1990

1991 13.50 1.6.1991

1992 14.50 1.6.1992

1993 15.00 1.6.1993

1993 14.50 2.9.1993

1994 14.50 1.6.1994

1995 14.50 1.6.1995

1996 14.50 1.6.1996

1997 14.50 1.6.1997

1998 14.50 1.6.1998

1999 14.00 1.1.1999 to
31.3.99

Special GOI Securities against outstanding balances 11.50
10.50

1.4.1999
1.3.2003

Special GOI securities against reinvestment of redemption
values, 2023

7.00 1.4.2003

Special GOI securities against reinvestment of redemption
values, 2023

6.00 30.9.2003

Special Central/State securities issued during 1999-2000 13.50 1.4.1999

Special Central/State securities issued during: 2000-01 12.50 1.4.2000

Special Central/State securities issued during 2001-02 11.00 1.4.2001

Special State securities issued during 2002-03 10.50 1.4.2002

Special State securities issued during 2003-04 9.50 1.4.2003

Source: Ministry of Finance

II.3 Debt Swap Scheme and its Impact on NSSF

18. In order to reduce the States’ interest burden, the Central Government, in consultation with the state governments, introduced a debt

swap scheme in September 2002.  Under this scheme, States are required to repay these high cost debts by utilising the proceeds from

additional market borrowings and fresh mobilisation of small savings in the three-year period ending 2004-05. The scheme enables the State

Governments to replace/prepay their past high cost borrowings owed to the Centre, by using a part of their current share of net small savings

collections and by raising additional market borrowings at current lower rates of interest. The share of current small savings transfers

swapped by the states under the Debt Swap Scheme was 20 per cent during 2002-03 and 30 per cent during 2003-04.  Amounts of Rs.

13,766 crore and Rs. 46,211 crore have since been swapped under the scheme during 2002-03 and 2003-04. Thus, a total amount of Rs.

59,977 crore has been swapped till March 2004. In turn, the GOI has utilised these amounts for repayment of its liabilities owed to NSSF

through redemption of equivalent amount of ‘on call’ special GOI securities against outstanding balances (Annex 6).
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19. The sums received on redemption were reinvested in special GOI securities at current market related interest rates. Special GOI

securities against the redeemed amounts were issued: (i) for Rs.13,766 crore on April 1, 2003 carrying coupon of 7 per cent per annum with

20 years’ term, (ii) for       Rs. 32,602 crore on September 30, 2003 carrying coupon of 6 per cent per annum with 20 years’ term and (iii) for

Rs. 13,609 crore carrying coupon of 5.95 per cent per annum with 20 year term on March 30, 2004. The redemption of ‘on call’ special GOI

securities bearing higher interest rate and further reinvestment of the redemption values in special GOI securities bearing lower (current

market related) interest rates have resulted in decline in the interest income of the NSSF thereby increasing the revenue deficit of the Fund,

as there has been no corresponding reduction in the interest rates on its liabilities. The interest rate mismatches stemming from the inability

of the NSSF to restructure its liabilities ultimately impose a fiscal cost to the Central Government.

20. Another pertinent issue that needs examination is that though the cost of mobilisation under the market borrowing programme

declined steeply, the  States continue to pay higher rates to the Centre on special securities issued against small savings.  This may be seen

from Table 2, which shows that the spread (as between the latter and the former) rose to 3.4 percentage points in 2003-04 from under 1 per

cent in 2000-01. The implicit spread paid by States to the Central Government (measured in terms of the difference between the weighted

average interest rate paid to the depositor under the small saving schemes and the interest rate on long-term loan/ special securities) on

account of maturity transformation and guarantee offered by the Central Government to investors on behalf of the States has ranged

between 1.9 and 3.8 per cent since 1998-99.  It is, therefore, evident that unless the interest rates on small savings are linked to market

borrowings of the Central Government, (i) the operations of NSSF will not be sustainable; and (ii) the States will have to bear the fiscal stress

on account of higher interest rate paid by them to the Central Government. Hence, it becomes imperative to link the interest rates on the

small savings to market related rates (Table 2).

Table 2: Implicit Interest Rate Spread Paid by States

                               (per cent)

Year Weighted
Average

Interest Rate
On State

Government
Dated

Securities

Interest Rate
On Long

Term
Loans

/Special
Securities

Weighted
Average

Interest Rate
Paid To The

Depositor Under
Small Saving
Schemes #

Implicit
Spread Paid
By State As

Compared To
Market Loan

(3) - (2)

Implicit
Spread Paid
By State To

Central
Government

(3) - (4)

(1) (2) (3) (4) (5) (6)
1991-92 11.8 13.0 –13.5 10.2 1.2 –1.7 2.8 – 3.3
1992-93 13.0 13.5 –14.5 11.0 0.5 – 1.5 2.5 – 3.5
1993-94 13.5 14.5 –15.0 11.5 1.0 –1.5 3.0 – 3.5
1994-95 12.5 14.5 11.3 2.0 3.2
1995-96 14.0 14.5 11.1 0.5 3.4
1996-97 13.8 14.5 11.0 0.7 3.5
1997-98 12.8 14.5 11.2 1.7 3.3
1998-99 12.4 14.0 –14.5 11.4 1.6 – 2.1 2.6 – 3.1
1999-00 11.9 12.5 –14.0 10.6 0.6 – 2.1 1.9 – 3.4
2000-01 11.0 12.5 –11.0 8.7 0.6 – 0.9 2.3 – 3.8
2001-02 9.2 11.0 8.0 1.8 3.0
2002-03 7.5 10.5 7.2 3.0 3.3
2003-04 6.1 9.5 Not Available 3.4 Not Available

# : Weights are based on the instrument-wise share of Gross mobilisation to the total
Source: 1. Ministry of Finance
             2. Reserve Bank of India
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II.4 Interest Rates on Small Savings and Savings Bonds

21. In the past, the interest rates of various small savings schemes were reviewed and revised from time to time.  In the recent period,

small savings interest rates were generally steady up to the late 1990s.  Since 1998, all these rates have been reduced in phases (Table 3).

Table 3: Interest Rates on Small Savings and other Schemes

                                (per cent per annum)

Post Office (PO)
Savings Deposits

2.9.93
5.5

1.1.99
4.5

15.1.2000
4.5

1.3.200
1

3.5

1.3.2002
3.5

1.3.2003
3.5

PO Time Deposits
1 Yr.
2 Yr.
3 Yr.
5 Yr.

2.9.93
10.5
11
12

12.5

1.1.99
9
10
11

11.5

15.1.2000
8
9

10
10.5

1.3.2001
7.50
8.00
9.00
9.00

1.3.2002
7.25
7.50
8.25
8.50

1.3.2003
6.25
6.50
7.25
7.50

PO Recurring Deposit 2.9.93
12.5

1.1.99
11.5

15.1.2000
10.5

1.3.2001
9.00

1.3.2002
8.5

1.3.2003
7.5

Monthly Income
Account*

2.9.93
13

1.1.99
12

15.1.2000
11

1.3.2001
9.50

1.3.2002
9

1.3.2003
8

National Savings
Certificates: VIII-Issue

2.9.93
12

1.1.99
11.5

15.1.2000
11

1.3.2001
9.50

1.3.2002
9

1.3.2003
8

Kissan Vikas Patra
2.9.93

Amount
doubles in

5½ yrs.

1.1.99
Amount
doubles
in 6 yrs.

15.1.2000
Amount

doubles in
6½ yrs

1.3.2001
Amount
doubles
in 7.1/3

yrs.

1.3.2002
Amount

doubles in 7
yrs. 8

months

1.3.2003
Amount

doubles in
 8 yrs.7
months

Public Provident Fund 1986-87
12

1.1.99
12

15.1.2000
11

1.3.2001
9.5

1.3.2002
9

1.3.2003
8

Deposit Scheme For
Retiring Employees

2.9.93
10

1.1.99
9

15.1.2000
9

1.3.2001
8.5

1.3.2002
8

1.3.2003
7

Relief / Savings Bond
(Non Taxable)

15.3.93
10

1.01.99
9

3.05.99
9

15.3.2001
8.5

1.3.2002
8

24.3.03
6.5

Savings Bond
(Taxable)

- - - - 01.10.2002
7

21.4.03
8.0

*: bonus @ 10per cent of the deposit, also payable at maturity

Source: Ministry of Finance

22. Between 1999 and 2001, the revision of interest rates was based on the recommendation of the R.V. Gupta Committee (September,

1998), which   recommended benchmarking of the rates of interest on small savings schemes against the rates of interest prevalent on

similar instruments/schemes offered by banks and financial institutions. Despite these adjustments, administered rates on small saving

schemes tended to be less flexible than the rates on equivalent bank deposits, especially after the deregulation of the latter in the 1990s.

Nevertheless, the rationalisation of interest rates on small savings since 1999-2000 has led to a converging trend between these two sets of

interest rates. After March 2002, the adjustment of the rates of interest on various small savings schemes have been based on the

recommendations of Reddy Committee.  These called for benchmarking the interest rates on various small savings schemes to the average

secondary market yield on government securities of comparable maturity, with a positive spread of up to fifty basis points depending upon

the maturity and liquidity of the instrument; the periodicity of revision being on an annual basis (Chart 1).
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CHART 1

Deposit Rates on Post Office Time Deposits and Term Deposit of SBI (3-5 
Years) 
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II.5 Income Tax Provisions Affecting Returns

23. Various tax benefits are available on small saving schemes / GoI Saving Bonds. Primarily, three types of benefits are available to

participants in these schemes under the various provisions of the Income Tax Act. These are tax rebate governed by Section 88, tax

deduction covered by Section 80L and tax exemptions allowed under Sections 10(11) and 10(15) of the Income Tax Act, 1961. The tax

provisions applicable to various schemes are outlined in Table 4.

Table 4: Income Tax Incentives available under various schemes

Schemes Tax incentives
on deposits by
way of credit &

Tax incentives on interest ^

Under

Post Office Savings Account Nil Section 10
Post Office Recurring Deposits Nil Section 80L (1)(3)(i)
Post Office Monthly Income Account Nil Section 80L(1)(3)(i)
Post Office Time Deposits 1 Year Nil Section 80L(1)(3)(i)
Post Office Time Deposits 2 Years Nil Section 80L(1)(3)(i)
Post Office Time Deposits 3 Years Nil Section 80L(1)(3)(i)
Post Office Time Deposits 5 Years Nil Section 80L(1)(3)(i)
National Savings Certificate VIII Issue Section 88 Section 80L and interest accrued

annually treated as ‘deemed to be
reinvested’ under Section 88

Kisan Vikas Patra Nil Nil but no TDS
Public Provident Fund Section 88 Section 10 (11)
Deposit Scheme for Retiring Employees Nil Section 10 (15)(iv)(i)
Relief / Savings Bond Nil Section 10 (15)

Source: Ministry of Finance

                                                
& Tax rebate up to the limits prescribed under Section 88 are available on deposits, and withdrawals are completely exempt under
Section 10.

^ Tax deduction up to prescribed limit available under Section 80 L.
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Although some of the liberal tax provisions are also available to competing financial instruments, assured return on small saving schemes in

conjunction with sovereign guarantee make these a very attractive avenue for investors (Annex 7).

II.6 Small Savings Collections over the Years

24. There has been considerable growth in the small savings collections in the recent years both in gross as well as in net terms. The

aggregate gross and net collection of small saving, which was Rs.18,920 crore and 9,104 crore during 1990-91 is likely to increase to

Rs.1,65,600 crore and Rs.78,720 crore, respectively, by 2004-05 (Budgeted Estimates). Transfers to States/UTs have also grown

proportionately. The gross and net collections in Small Savings Schemes from 1990-91 as also amounts released as States’ share are given

below (Table 5).

Table 5: Aggregate Mobilisation under Small Savings*

(Rs. Crore)

Gross
Mobilisation

Net Mobilisation Small Savings
Loans#

Percentage Share of Four
Major States in Aggregate

Small Savings Loans*
1990-91 18920 9104 7026 53.5

1991-92 18587 6640 5481 55.1

1992-93 19374 5717 4264 50.1

1993-94 27292 9091 5000 51.1

1994-95 37491 16576 9675 45.4

1995-96 36679 12749 9990 50.0

1996-97 38111 15246 10671 51.6

1997-98 51889 24403 15732 53.9

1998-99 62157 33044 23788 56.1

1999-00 75542 36653 26937 52.5

2000-01 88739 45601 33265 50.8

2001-02 90990 44406 35018 53.8

2002-03 118586 60739 52261 49.6

2003-04 145550 71380 64500 Not Available

2004-05
(BE)

165600 78720 70000 Not Available

Source: Ministry of Finance

                                                
* The amount pertains to small savings scheme mobilised through NSSF, which goes to States and does not cover the subscription
amount under GoI Savings bonds.  Details of mobilisation under various schemes are furnished in Annex  8.
# Amount due for calendar year released during the financial year: The share of net small savings collections during a calendar year is
released in the financial year. e.g., the share of net collections from January to December, 2004 was released during the financial year 2004-
05.  The amount due against January collections was released in the month of April next.
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From Table-5, it may be observed that both the gross and net mobilization from 2001-02 to 2003-04 increased substantially despite

rationalisation of interest rates.  It may also be seen that the four States viz; Maharastra, West Bengal, Gujarat and Uttar Pradesh have

accounted for almost half of the total amount mobilised under the various small savings schemes.

25. In order to assess the scale of funds mobilisation, the outstanding small saving funds, gross and net mobilisation of small savings are

normalised to Combined Outstanding Domestic Liabilities of Centre and States (CODLCS), Gross Domestic Product (GDP), Combined

Gross Fiscal Deficits of the Central and the State Governments (CGFDCS) and aggregate financial assets of household sector (AFAH). In

addition, the net transfer of small saving funds is normalised to Gross Fiscal Deficits of the State Governments (GFDS) from 1993-94 to

2003-04 (Table 6).

Table 6: Scale of Small Savings Mobilisations (Per cent)

NET MOBILISATION AS
PERCENTAGE SHARE TO

Outstanding Small
Savings Funds as a
percentage share to
Combined Domestic
Liabilities of Centre

and States
(CODLCS)

Gross
Mobilis

ation
As

Percen
tage To

GDP

GDP Combined
GFDs of

Centre And
States

(CGFDCS)

Aggregate
Financial
Assets of

Household
(AFAH)

Net
Transfer to
States as

Percentage
to GFDs of

States
(GFDS)

1993-94 13.3 3.5 1.2 11.2 8.3 24.3
1995-95 13.3 4.1 1.8 19.4 11.4 34.9
1995-96 14.2 3.4 1.2 13.9 10.3 31.8
1996-97 14.4 3.1 1.2 14.7 9.6 28.6
1997-98 16.6 3.7 1.8 18.3 14.2 35.6
1998-99 17.2 3.9 2.1 17.6 15.9 32.0
1999-00 15.4 4.3 2.2 18.7 16.2 29.4
2000-01 16.2 4.6 2.4 21.9 17.8 37.2
2001-02 16.7 4.3 2.1 18.7 15.2 36.5
2002-03 20.3 5.2 2.7 23.2 20.9 44.8
2003-04 21.1 5.3 2.6 27.2 n.a. 59.2

Source: 1. Ministry of Finance,  2. Reserve Bank of India

26. It may be observed that while the outstanding small saving funds as a share of CODLCS increased steadily from 13.3 per cent in

1993-94 to 21.1 per cent in 2003-04, net small saving funds as share of CGFDCS rose from 11.2 per cent to 27.2 per cent. The gross and

net small savings as a percentage share of GDP have increased from 3.5 per cent and 1.2 per cent in 1993-94 to 5.3 per cent and 2.6 per

cent, respectively by 2003-04. The net small saving funds as a share of aggregate financial assets of the household sector (AFAH) has

increased from 8.3 per cent in 1993-94 to 20.9 per cent by 2002-03.  The transfer of small savings funds from centre to the states as share of

GFD of States rose sharply from 24.3 per cent in 1993-94 to 59.2 per cent in 2003-04.  Thus, the various indicators of small savings show a

significant increase over the years in the wake of higher effective yields offered on these instruments vis-à-vis other competing instruments.

27. The scheme-wise mobilisations of small savings from 1990-91 to 2002-03 along with withdrawal of funds and net accrual under

each scheme are given in Annex 8. It may be observed that the gross mobilisation through the four schemes, viz., Monthly Income

Account, NSC VIII Issue, Kissan Vikas Patra and PPF constitute the bulk of the amount mobilised under the small saving schemes. The

share of gross amount mobilised under these four schemes to the aggregate amount mobilised increased from 37.0 per cent in 1991-92

to 63.8 per cent in 2002-03 (Chart 2).
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CHART 2

Share of Gross Mobilisation for Various Schemes to the 
Aggregate Small Saving Mobilisation
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28. The composition of small savings across the four broad categories, viz., (i) Short-term deposits (up to 3 years including saving

deposits), (ii) Longer-term deposit (over 3 years), (iii) Certificates and (iv) PPF indicates    that the amount mobilised under the deposit

category accounts forms a sizeable proportion of the aggregate amount mobilised under the small savings schemes. Postal deposits,

however, are subject to tax treatment on par with competing financial instruments like bank deposits. For example, mobilisation of

deposits (sum of short and long-term deposits) constituted 59.4 per cent of the aggregate small saving collection (gross) during 2002-03.

Further, the share of medium to long-term instruments (sum of longer-term deposits, certificates and PPF) constituted 77.8 per cent of the

total gross collection in 2002-03. Within the long-term small savings, the longer-term deposit (over 3 years) constituted 37.6 per cent,

while certificates and PPF accounted for 27.9 per cent and 12.3 per cent respectively during 2002-03 (Table 7).

Table 7: Share of Various Categories of Schemes to
Aggregate Gross Mobilisation Under Small Savings

        (per cent)

Short-Term
Deposits

Longer-Term
Deposits

Certificates PPF

1990-91 24.8 24.8 43.4 6.5
1991-92 30.9 26.0 35.7 7.1
199293 32.0 20.4 38.3 9.1
1993-94 26.3 20.7 43.5 9.3
1994-95 21.6 20.7 49.5 8.1
1995-96 23.2 20.3 45.9 10.5
1996-97 22.6 20.6 44.3 12.2
1997-98 21.8 21.8 45.4 10.8
1998-99 18.8 25.6 43.8 11.6
1999-00 16.8 29.1 41.2 12.8
2000-01 16.9 32.1 37.1 13.6
2001-02 20.9 35.9 30.7 11.8
2002-03 21.8 37.6 27.9 12.3

Source: Ministry of Finance
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29.  In addition, the sensitivity of small saving mobilisation to the interest rate offered on competing saving instruments (e.g., bank

deposits) is also significant. For example, the correlation coefficient between the year-on-year growth of small savings and deposit rate

spread (5-year post office deposit rate minus 3-5 year bank deposit rate) is over 0.6. Technical work conducted by the Committee shows that

administered interest rate such as postal term deposit rates are significantly associated with commercial bank deposit rates. This finding

highlights the need for alignment of interest rates, particularly, the administered interest rates vis-à-vis other market related rates so as to

evolve a meaningful term structure of interest rates as also to improve the efficacy of monetary policy. This also establishes the fact that

stickiness in the administered interest rates on small saving interest rates results in higher mobilisation under small savings at a time when

the market rates are falling and vice versa (Chart 3).  This trend may be expected to continue unless administered rates are appropriately

benchmarked to market rates.

CHART 3

30. Subscriptions under various issues of GoI Relief Bond and Savings Bond are given in Table 8. It may be observed that the amount

outstanding under these instruments has increased substantially in recent times. For example, while the outstanding amount under 10 per

cent Relief Bond 1995 amounted to Rs. 7,175 crore in August, 1999, the outstanding amount mobilised under both the issues of the GoI

Savings Bond (taxable and non-taxable) 2003 has exceeded Rs. 23,000 crore as on March 29, 2004.
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Table 8: Subscription under Relief Bonds (RFB)
and Savings Bonds (SB)

       (Rs. Crore)

Scheme Date of
Issue

Closure
Date

Subscription
amounts
received

Position as
on

9 per cent RFB 1987 01-12-87 15-06-93 1,164 5-9-94

10 per cent RFB 1993 15-03-93 01-09-93 254 18-9-97
9 per cent RFB 1993 02-09-93 03-10-93 882 18-9-97
10 per cent RFB 1995 04-10-95 31-12-98 7,175 20-8-99
9 per cent RFB 1999 01-01-99 02-05-99 10,212 11-02-03
8.5 per centRFB 2001 15-03-01 28-02-02 16,552 11-10-03
8 per cent RFB 2002 01-03-02 28-02-03 9,328 15-11-03
7 per cent SB    2003 01-10-02 28-02-03 6,106 14-11-03
6.5 per cent SB 2003
(Non Taxable)

24-03-03 On Tap 17,208 29-2-04

8.0 per cent SB 2003
(Taxable)

21-04-03 On Tap 5,856 29-2-04

Source: Reserve bank of India

II.7 Monetary / Fiscal Implication of Administered Interest Rates

31. The administered interest rates on Small Savings were raised in the first half of the 1990s, when the inflation rate and other interest

rates were high. However, when the inflation rate as well as nominal interest rates softened in the latter half of the 1990s, the administered

interest rates did not fall correspondingly vis-à-vis other rates on competing financial instruments. As the Government raises a sizeable part

of its borrowing through this route (at high rates of interest), it not only imposes significant stress on the public exchequer but also introduces

rigidities into the smooth conduct of monetary policy, as noted by the Reserve Bank in its recent policy Statement. Technical work conducted

by the Committee showed that the deposit rates of commercial banks are significantly influenced by administered interest rates with an

average sensitivity of about 35 basis points in response to a single percentage change in the latter.

32. The Committee, however, noted that the Government has been active in aligning administered interest rates progressively with

market rates since January 1999. Further, in the Union Budget for 2002-03, the Finance Minister also proposed to implement the

recommendation of the Reddy Committee to benchmark administered rate to secondary market yields of government securities.  This would

further impart flexibility to the interest rate structure of small saving and provident funds. Despite these rationalisation proposals, the

administered interest rates on small savings schemes offered by the Government remain higher than the longer-term deposit rates of

commercial banks.

33. Apart from the issues relating to the level of nominal interest rates, the tax concessions on these schemes involve sizeable costs to

the fisc in the form of foregone revenue. Further, it would have an adverse impact over market efficiencies in terms of appropriate price

discovery. The effective tax-adjusted returns on various schemes do not have systematic relation to the tenor and the risk-free nature of

these instruments owing to sovereign guarantee associated with them. This has an impact on emergence of an appropriate benchmark in the

financial market in view of its distortionary effects on the term-structure in the retail segment of the debt market as also on the smooth

conduct of monetary policy.
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III.  Criteria for Benchmarking and Setting up Spreads

34. While the Reddy Committee had suggested the benchmarking of administered interest rates against the average secondary market

yields of government securities with corresponding maturity, a number of developments since the submission of the Report have rendered

the issue of benchmarking somewhat difficult.  Two major problems may be cited in this context.  First, in a falling interest rate regime, the

average yields for the previous year calculated at the beginning of the year may not entirely represent the current yields. Second, the use of

the corresponding annual average yields of government securities across maturity for benchmarking could result in sudden changes in the

administered interest rates from year to year in the wake of observed shifts in yield curve in the government securities market.  Financial

planning based on such a dispensation, therefore, becomes a difficult proposition for the small savers.

35. An Internal Task Force constituted by the Reserve Bank examined the interest rates actually offered by the Central Government

during 2003-04 as compared with the rates that would have prevailed in terms of the Reddy Committee’s recommendations.  It was observed

that the spread actually offered by the Government on various schemes is quite different from what was proposed by the Reddy Committee.

More concretely, the interest rate offered by the Government on various small savings schemes (except for savings bank account) for 2003-

04 was in the range of 6.25-8.0 per cent. However, if interest rates were to be computed in accordance with the recommendations of the

Reddy Committee, the instruments should carry an interest rate in the range of 5.5-7.5 per cent. In view of this divergence in interest rates

which mainly stem from the difficulties in the implementation of Reddy Committee recommendations in a scenario of sharp changes in the

yield curve in the government securities market, the present committee decided to review the issue of benchmarking as well as the rules that

govern the determination of spreads on the small saving instruments.

III.1 Benchmarking of Administered Interest Rates

36.  After once again considering alternative benchmarks like inflation rate, bank deposit rate, Bank Rate, yields on government

securities, etc., the Committee decided to continue with government yields as the most suitable benchmark as suggested by the Reddy

Committee as they are mostly market determined, signal a measure of expected (rather than past) inflation and would facilitate rationalisation

of various schemes. The Committee had also considered the possibility of inflation-linked benchmarks for some schemes keeping in view the

need for providing a social safety net to the vulnerable sections of the society, e.g., schemes exclusively targeted to the senior citizens and

pensioners to ensure a positive real rate of return to savers. However, inflation-linked benchmarks were discarded due to problems of

measurement of inflation expectations.  The use of past inflation rates for purposes of benchmarking are generally not preferred in view of

their backward-looking nature in terms of rate adjustment. Moreover, the Committee considered it more appropriate to use a single

benchmark across all schemes for simplicity and to achieve the medium term objective of aligning administered interest rates to market rates.

37. Apart from the inflation rate, the Committee also examined other benchmarks, such as the Bank Rate and commercial bank deposit

rates. The Committee felt that at present the Bank Rate does not convey the current interest rate signal appropriately, as the Reserve Bank

uses repo rate simultaneously for short-term liquidity management. Further, the Bank Rate is a medium term policy signaling rate and is itself

an administered rate. As regards commercial bank deposit rates, the Committee felt that they are yet to be determined competitively as only

a few leading banks play a major role in overall price determination.
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38. The feasibility of benchmarking the administered rates to the interest rates on market borrowings by States was also explored. At

present, the interest rate on market borrowings by States (tap issues) carries an arbitrary spread of about 50 basis points over the secondary

market yield Central Government dated securities of similar maturity. However, in tap issuances, the interest rates are the same across all

States, irrespective of their credit worthiness. Besides, as the tenor of primary issuances of State Government papers was only 10-year,

which was recently extended up to 12 years, the yield curve of state government papers is not complete due to low secondary market trading

although the interest rates arrived at in the auctions of state Government papers, in contrast to tap issues, are market determined.  Moreover,

the amount mobilized by States at the auctions is not very high and mostly the relatively creditworthy States participate in auctions. Further,

the divergent cut-off yields by different States would be broadly reflecting their individual creditworthiness.  Given that interest rates on small

savings to the savers would have to be identical across the country, using market borrowing rates of State governments – both tap and

auctions – as benchmarks may not be appropriate.  Also, the non-existence of a liquid and deep secondary market poses difficulty in

adopting the States’ papers for purposes of benchmarking.

39. In view of the above and taking note of the fiscal implications of relatively high small savings rates, the Committee felt that interest

rates on these instruments may have to be linked to the cost of borrowings by the central government. Lower rates on small savings will also

facilitate increasing the share of direct borrowings from the market by the States as compared to the small savings route. Therefore, the

Committee preferred to continue with the secondary market yields on central government dated securities for benchmarking small savings

rate, which has a deep and liquid market.

40. Instead of using any backward looking formula, the Committee also explored the need to study the movements of forward rates for

the purpose of extracting underlying inflation expectation for interest rate determination. For example, many central banks exploit the forward

rate as a tool for gauging inflation from (i) the level of the spot yield curve and/or (ii) the term spread. In the Indian context, however, the

Committee observed that neither the level nor the spread is a reliable indicator of the future inflation rate. This is because of the absence of a

long-term view as well as the influence of day-to-day liquidity conditions, transient shocks or market rumor over the yield curve across the

entire maturity spectrum. Moreover, unidirectional expectations accentuate market conditions given a less diversified holding pattern of

government securities.  At the present state of the market, de-linking of yield curve from economic fundamentals has become more acute in

the context of sustained capital flows, which of late have become a major determinant of the shape of the yield curve in India.

III.2 Averaging of the Benchmark and the Reset Intervals

41. As the movements of yield curve and prices are susceptible to various shocks, the Committee considered the need for averaging of

government securities yields and the periodicity of resetting the rates of interest broadly in line with the thinking of Reddy Committee.

However, it was recognised that averaging of yields over the previous years leads to divergence of the administered rate to the prevailing

yields in the market. The Committee was of the view that the time frame for averaging the benchmark should ideally be inversely proportional

to the volatility of the yield. However, it may be noted that volatility in the government securities market implies either (i) fluctuations around a

stable mean or (ii) movements of the mean either upward or downward without too much of fluctuation around itself. If volatility is excessive

while the mean is stable, the fixation of benchmark rate may not be very difficult although the spread needs to be carefully crafted. If the

interest rates turn out to be less volatile around the mean, but the mean itself shows a secular movement– either upward or downward, as is

the case in India in the recent period, averaging of the benchmark rate poses a challenge. Under such circumstances, floating rate yields with

shorter reset period would ensure alignment of administered rate to market rates. However, as most of the instruments offer fixed rates of

interest, frequent changes in the administered rate may cause confusion among the small savers and may be administratively inconvenient

as well. Besides such adjustments may lead to considerable volatility in the cash flow of savers as also the interest liability of the
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Government, which is not desirable from the perspective of financial planning of savers and cash management from the viewpoint of the

Government.

42. The approach of the Committee, therefore, was to find the practical trade-off between the preferences for stability for the saver on

the one hand and the need to keep the interest rates aligned to the market rates of interest on the other. The Committee believed that as the

market gains in depth and width and investors do not display a herd mentality, the volatility is likely to decline. An important factor that has

contributed to high volatility of nominal rates is the rapid decline in inflation in the recent years – a scenario that is likely to moderate once the

inflation expectations stabilised.

43.  Considering all these factors and looking at the implementation of the Reddy Committee recommendations on benchmarking, the

Committee preferred to use some stable benchmark by taking an average of yields as suggested by the Reddy Committee, but for a period

that is longer than one year. After exploring the alternative formulae and calibrating the resultant yields with actual rates offered by the

Government, the Committee considered that two-year weighted average of government securities yields of the corresponding

maturity on a calendar year basis, with 0.67 weight to the more recent year and 0.33 weight to the year before, would be taken as

the benchmark, with a final rounding off to the nearest quarter percentage point. Such a formula would reflect a balance between stability of

the benchmark and the current market conditions. The Committee recommends that the benchmark so obtained may be applicable on an

annual basis effective April 1 of the following year for administrative convenience.

III.3 Criteria for Fixing Spread

44. The Committee deliberated on two types of spread over the benchmark: (i) tenor spread and (ii) liquidity spread. Theoretically, the

tenor spread, i.e. the spread of a longer maturity marketable instrument over a shorter maturity marketable instrument reflects the inflation

and growth expectations. It also results from segmented markets, where preferred habitat’ tendencies are exhibited by various categories of

investors‘. Further, market and liquidity risks also impact on yield spreads of bonds. In this respect, the Committee observed that since the

mid-1990s, not only have the secondary market yields declined but also the yield curve has become increasingly flat as the yields on longer

maturities have declined faster indicating increased liquidity, the requirements of insurance companies and pension funds to hold and carry

long maturity papers, and decline in inflationary expectations. Under these circumstances, if the tenor spread is kept fixed for administered

rates, this would result in misalignment of small savings instruments of various maturities vis-à-vis the GoI dated securities, particularly for

longer term instruments and may even lead to a distortion in the term structure of interest rates on dated Government securities. Therefore,

the Committee does not find a rationale for any divergence of tenor spread between small savings instrument of similar maturities to that of

GoI dated securities and indicated its preference to continue with the recommendation of the Reddy Committee to use government securities

yields of corresponding maturities for benchmarking of administered interest rates.

45. Liquidity spread in the context of government securities market is measured by the yield differential between off-the-run and on-the-

run government securities. In India, there are benchmark securities, which are so called because of their high liquidity vis-à-vis other

securities. The relatively illiquid securities trade at a discount in relation to the benchmark securities implying higher yield for such securities.

The yield differential for such illiquid government securities of similar maturity can be as high as 15-20 basis points. Small savings

instruments are illiquid as most instruments cannot be encashed initially without paying a sizeable penalty, e.g., foregoing half of the interest

receivable for premature withdrawal in case of GoI Savings Bond 2003. The saver, sometimes, may have to forsake a fraction (5 per cent) of

their principal in instruments such as monthly income schemes; the rate of return may also be lower if encashed earlier. The Reddy
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Committee recommended that small savers might be compensated in lieu of lower liquidity to these instruments with an additional payment

of a liquidity premium up to 50 basis points depending on the nature and maturity of the instruments.

46. While dealing with the issue, the Committee also considered the features of certain types of bonds like EE savings bonds of USA,

where interest rate is offered at a discount to the benchmark yields.  However, such bonds have guaranteed appreciation to a specified value

after a long period of say, 20 years as the liquidity risk declines as the period for which the saver stays invested increases. On such bonds,

the saver does not have to pay a penalty if he invests for more than 5 years. And if investors stay committed for 20 years, he gets the

guaranteed rate of return irrespective of the market conditions (Annex 9).

47. Although these types of bonds would reduce the cost of borrowings to the government and would be more suitable for institutional

investors, the Committee felt that in view of the liquidity attributes of instruments and investors profile, a fixed illiquidity premium of 50

basis points over the average benchmark yields for corresponding maturities on similar lines as suggested by the Reddy

Committee may be appropriate for small savings instruments.

III.4 Case for considering a cap on Interest Rate Movements

48. In addition to the issues relating to the benchmarking of small saving rates, the Committee observed developments since 2001,

which had given rise to concerns beyond the alignment of administered interest rates with market rates. While increasing attention was given

to explore alternative means of reducing the interest rate rigidities in India, sharp reductions in interest rates since 2001 following strong

capital inflows raised concern to protect real interest income of retirees and pensioners, particularly in view of inadequate coverage of social

safety net in India.  For instance, the average money market rates declined by nearly 350 basis points, long-term yield in government

securities and deposit rates offered by banks declined by over 500 and 425 basis points, respectively, over last three years culminating in the

real bank deposit rate turning close to zero and at times negative, notwithstanding a sharp fall in headline inflation rates. In view of such a

steep and unprecedented declines in the interest rates in India, savers expressed their persistent dissatisfaction. Therefore, the issue that the

Committee needed to address in this regard is as to whether nominal interest rates displayed too much of a flexibility in India in recent years

– a phenomenon that largely address the perspective of savers.

49. In fact, the Finance Minister on January 9, 2004 announced his intention to introduce “Dada–Dadi” bonds, initially proposed to be

launched with effect from April 1, 2004, to enable senior citizens (60 years and above) to earn a reasonable and secure income from their

life-time savings. The scheme is intended to improve the welfare of senior citizens by allowing them to live a life of dignity by offering an

interest rate that is slightly higher than the market rate. The Committee propose a detail structure of the Scheme as part of its overall

approach of rationalising small savings.

50. In the prevailing scenario, therefore, the approach followed by the Committee with regard to the provision of benchmarking and

social security has to be somewhat different from what was foreseen by the Reddy Committee in 2001. The Reddy Committee considered

benchmarking of interest rates as an interim solution, while the medium term vision envisaged by the Committee was to convert PPF as a

fully funded pension scheme over a period of time to be independently managed by professional trustees with returns linked to the underlying

asset of the Funds. While agreeing with the broad approach of the Reddy Committee, the present Committee recognised the fact that the

rationalisation of instruments and benchmarking of interest rates on various schemes need to address explicitly the immediate concerns of

savers.
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51. While the Committee propose changes in the administered interest rates once a year, it was considered necessary to limit the inter-

year movement of interest rate fluctuations within tolerable levels. In fact, these concerns supersede the need for aligning the administered

interest rates to market rates in view of the observed movements of interest rates during the last three years in India. On a detailed

consideration, keeping in view the recent interest rate scenario, the Committee considered that an interest rate movement of a

maximum of 100 basis points on either side to be the optimal tolerable band for small saving instruments.  According to this formula,

the administered interest rates would be determined according to the above benchmarking (and spread) rule so long as the intra-year

variation for resetting of interest rates using this rule are within the 100 basis points limit on either side. Once the rates arrived through the

rule had breached the limit - below or above - for certain schemes, the rate on interest on the same should only be reduced/increased as the

case may be, to a maximum of 100 basis points.  For example, 5-year postal term deposit rate was set at 7.5 per cent per annum during

2003-04. On reassessment of fixation of interest rate for 2004-05 based on the benchmark and spread rule proposed by the Committee, say

the interest rate for the instrument was set at 5.5 per cent per annum. Since the implied change is 200 basis points, i.e., higher than 100

basis points, the reduction on interest rate should be 100 basis points given the optimal band proposed by the Committee. Accordingly, 5-

year postal deposit rate for 2004-05 should be fixed at 6.5 per cent per annum rather than 5.5 per cent.  The Committee felt that such a cap

on interest rate movement would make the implementation of administered interest rate feasible as it addresses the concern of depositors.

Furthermore, as the financial market gains in depth and width and as the inflation rate gets stabilised, the volatility of government yields

would be low so that the above cap as envisaged, would not be acting as a binding constraint. The computational aspects of the benchmark

are shown in the Annex 10. A comparison of prevailing interest rates and the rates recommended on various small saving instruments for

2004-05 are set out in Annex 11.

52. Keeping in view the current trend in yields in government securities, the Committee considers the 100 basis points band on either

side as optimal which could accommodate variations upto 200 basis points in benchmark interest rates.  In case annual variations in

benchmark are over 200 basis points, the Government may consider setting up a Committee to review the 100 basis points band proposed

by this Committee.

IV.  Rationalisation of Schemes

53. A number of savings instruments have been offered by the Government to fulfil investment needs of small investors. These

instruments can be distinguished in terms of their tenor, returns and tax incentives, which are preferred by different classes of investors with

varying needs to preserve their financial wealth. The multiplicity of overlapping instruments, high cost of borrowing and problems of tax

administration make it imperative to rationalize the structure of these schemes so as to serve as an efficient means of raising resources for

development while providing reasonable social security.

IV.1 International Experience on Saving Schemes

54. Internationally, in a number of countries, governments have floated different saving instruments for retail investors in order to

mobilise household savings and channelised the same to finance public spending. The Indian experience has been somewhat similar. These

instruments abroad are usually issued in the form of savings bonds and other non-marketable securities. While the interest rates are broadly

aligned to market conditions, there are instances where the returns on such instruments are lower than yields in government securities.

Some countries offer tax concessions on these products, while others offer tax breaks in case the instrument is used as a retirement plan.

Owing to the attractive nature of the schemes, some countries fix limits on the amounts that can be invested in these instruments. The loss of

tax revenue is generally set off against reduced State spending on social security         (Annex 12).
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55. Besides the issuance of these non-marketable debt instruments to the retail investors, a number of countries also mobilise savings

through their postal network. According to the survey conducted by the United Nations Department of Economic and Social Affairs in 1999,

about 49 countries around the world had postal savings facilities. Many of the developed countries where postal savings systems were widely

in use have however, stopped offering such savings schemes on account of high cost involved in operating such shemes. In contrast, the

postal schemes remain popular in Asian countries, e.g., China and Japan. Among the European countries, Italy has a large postal savings

system, which issues Postal Notes that are popular among investors.

IV.2 Rationalisation of Existing Small Savings Schemes

56. The effective cost of small savings schemes vis-à-vis the cost of market borrowing makes it a difficult proposition to justify their

continuance in their present form. As observed by the Reddy Committee, the effective returns inclusive of tax exemptions

(rebates/deductions) under various provisions of the Income Tax Act not only distort the term structure of interest rates but also impede the

efficacy of the monetary transmission mechanism. For example, despite considerable alignment of interest rates, the growth in small savings

collection remained significantly higher than that of growth in bank deposits during the recent years.  This would partly be attributed to the

preferential tax treatment on small savings schemes vis-à-vis the bank deposits.  Accordingly, issues relating to taxation assume significance

from the point of view of rationalisation of small saving schemes.

57. The effective returns on various small savings schemes were calculated using the internal rate of return on accruable net cash flows

streams for various schemes, adjusted for different tax brackets of 0, 10, 20 and 30 per cent. It was observed that the effective yields on

certain schemes at present are as high as 14.6-16.0 per cent.  The nominal yields on these instruments were higher by 650-800 basis points

at the highest income tax bracket. Further, while the effective yield differential for post office time deposit (5 year) for alternate income tax

bracket is 7.71-10.03 per cent, the same for NSC VIII issue for almost similar maturity stands at 8.16-14.60 per cent. Thus, the system is

rendered regressive in terms of the wide divergence in returns as between taxpayers and non-tax payers as well as among taxpayers in

different income brackets (Annex 13).

58. The Committee, however, observed that the tax adjusted returns offered by instruments vary widely essentially on account of

incentives available under Sections 88 and 10 applicable on schemes like PPF, DSRE and NSC VIII, while it views the incentives available

under section 80(L) less distortionary as it is available within a limit and covers a broad spectrum of instruments. Accordingly, the Committee

observed that for most of the schemes, except NSC VIII, PPF, DSRE and 6.5 per cent GoI Savings (Tax-free) Bond 2003, the issue is more

of an alignment of interest rates. The Committee, therefore, deliberated on the feasibility of those schemes, where investments are primarily

motivated to obtain the benefits under section 88 and section 10 of the Income Tax Act. However, as the Public Provident Fund (PPF) is a

longer-term savings scheme providing old age income security, among others, to the unorganised sector workers, the Committee considered

it desirable to continue the scheme in its present form for some time. It may be indicated that the Reddy Committee had also considered this

special status of PPF to suggest tax exemption on the same at the accrual stage.

59. The Committee considered continuation of most of the post office deposits in their present form like savings bank account, monthly

income scheme, post office recurring deposit and time deposit (1-5 years), as these are popular in rural and semi-urban areas due to

convenience, habitual preference, ease of transactions as well as more intensive penetration of post office as compared to the branch

network of commercial banks. For example, as on end-March 2001, almost 1, 37,950 post offices, which consist of 90 per cent of the total

post offices in India is located in rural areas, as compared with only 32,565 rural branches of commercial banks, which is less than 50 per

cent of the overall branch network in India. Therefore, customers are likely to gain in terms of quality of service due to competition among

banks and post-offices. Apart from that, the Committee also considered the continuance of the schemes keeping in view the common
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perception of the customers, who consider post office schemes as the safest avenues for small savings.  So long as the tax treatment on

these deposits is similar to comparative instruments in the financial market like bank deposits, the Committee recommends the continuance

of these schemes in their present form with     re-alignment of interest rates.

60. The Committee examined the scope for rationalising various certificates like Kisan Vikas Patra (KVP), National Savings Certificate

(VII issue) within the ambit of the Government Savings Certificates Act, 1959. The rules pertaining to these certificates are framed and

notified by the Central Government under Section 2(c) of the aforementioned Act. Although KVP offers higher rate of return, it does not enjoy

any tax incentives under section 88 of Income Tax Act unlike NSC VIII.  However, tax is not deducted at source in case of investments made

in KVP. This led to potential difficulties in tax management. The Committee felt that both these instruments are quite expensive in terms of

effective cost to the Government. The Committee, therefore, recommends the discontinuance of both NSC VIII and KVP to ensure an

equitable and harmonious tax treatment across the full spectrum of medium term savings schemes.  With the discontinuance of these

two, the rest of the schemes would broadly be brought on par under a single umbrella of tax treatment viz., under Section 80L. As both NSC

III and KVP are medium term instruments, investors can avail the alternative choice of investing in the post office deposit schemes, which

would be available as before.

61. In keeping with the approach taken for the rationalisation of the small savings schemes, the Committee recommends discontinuance

of 6.5 per cent (tax free) GoI savings bond. The 8.0 per cent (taxable) bond may, however, be continued after alignment of interest rate with

market rates as proposed by the Committee earlier. The continuation of the taxable 8.5 per cent GoI bond would continue to provide a

vehicle of investment for charitable institutions and trusts. As the taxable bond was introduced in 2003, it may therefore be advisable to

continue this scheme for some more time, i.e., until other risk free investment avenues are available to the aforementioned entities. The

Committee, in the larger interest of efficient tax administration, also recommends that it would be appropriate to eventually move towards a

system that would ensure tax compliance for the taxable GoI savings bond.

62. The Committee took a special view with regard to the deposit scheme for retiring government and public sector employees (DSRE)

in view of the proposed introduction of “Dada-Dadi” Bonds. The DSRE scheme enjoys special tax benefits in the form of Section 10(15)(iv)(i)

that exempts both the deposit amount (no wealth tax) and interest earned thereon from taxation. The mobilisation under the scheme is low as

compared with other small saving schemes due to the pre-defined scope of participation. Keeping in view that most government employees

also avail of defined pension benefits and recognising the need to ensure parity among investors, the DSRE scheme may be discontinued.

The “Dada-Dadi” scheme, which would be universally available to all classes of retired employees/senior citizens as such provides a similar

alternative avenue for the investors covered under the DSRE. The Committee, however, proposes that while the DSRE scheme is

discontinued in favour of Dada-Dadi scheme, it would be necessary to provide avenues of investment for those employees who retire before

the age of 60 (specified as the eligible age limit for Dada-Dadi scheme). The Committee therefore recommends that government and public

sector employees who retire after attaining the age of 50 years may be permitted to invest in Dada-Dadi scheme subject to proper

certification from their respective employers to that effect.
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V. Proposed Structure of Dada-Dadi Savings Scheme

63. Following the announcement made by the Union Finance Minister, the Reserve Bank of India (RBI) had set up an Internal Technical

Group in the Monetary Policy Department to initiate the preparatory work on the formulation of a small saving instrument for senior citizens.

The Group considered the feasibility of various approaches for formulating the Dada-Dadi savings scheme keeping in view the overall

interest rate structure in the financial market as well as the recommendations of the Reddy Committee and the Informal Group on Interest

Rates (2003). The recommendations of the Group were presented to the members of the Advisory Committee and the proposed structure of

the scheme was modified based on the observations made by the members.

64. The Group had reviewed other related schemes to identify any improvements to be made in the proposed Dada-Dadi Saving

Scheme, particularly keeping in view, its defined investors profile. Accordingly, it was observed that although savings schemes such as PPF,

NSCs, LIC Varishtha Beema Yojana etc., offer an assured higher rates of interest, these schemes were not suitable to senior citizens as a

source of regular income and in providing the requisite degree of liquidity as may be needed in the event of exigency.

65. A review of the social security across the world reveals that an adequate and regular income is fundamental to the enhancement of

the capacity to older people to lead a positive and productive life during their retirement years. Therefore, many governments across the

world have devised certain schemes directed exclusively for ensuring regular income to the people in their old age. The features of these

schemes vary from country to country. In OECD countries, the main source of income for the senior citizens is the pension income devised

on three-pillar approach popularised by the World Bank (1999).

66. In developing countries, including India, it was observed that apart from the traditional family support, old people mostly depend on

the income from accumulated past savings as pension systems are limited to a small group of population, mostly employed in the organized

and government sectors. Under these circumstances, it is necessary that the social security policies of the Government facilitating regular

income to retired citizens should focus on providing higher returns on the accumulated past savings. The Committee believed that existence

of such a scheme would considerably mitigate the fiscal burden involved in extending defined benefit type pension policies to all citizens.

Some countries have already put in place schemes which offer enhanced regular return to the senior citizens on their past accumulated

savings, to supplement their income. For example, schemes like the Pensioners Guaranteed Income Bonds and Pensioners Benefit Account

scheme for the retired government/armed forces employees/personnel in United Kingdom, Behbood Saving Scheme for the widows in

Pakistan, Gaurawa Scheme in Sri Lanka, etc. are examples of such schemes adopted in some countries

67. On a review of the existing small savings instruments and in the light of international experience on schemes for welfare of senior

citizens, the Committee recommends the following structure for the Dada-Dadi Savings Scheme (Annex 14).

V.1 Tenor of Dada-Dadi Savings Scheme

68. On a review, the Committee felt that it may not be appropriate to keep the tenor of the Scheme too long taking into consideration that

the target group consist of senior citizens. Besides, a shorter maturity would reduce the need for premature withdrawals in case of exigencies

faced by old age persons. It will also minimise inflation risk and reduce uncertainties on cash flow. It is, therefore, proposed to keep the tenor

of Dada Dadi Savings Scheme at three years.
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V.2 Interest Rate

69.        While deciding the principles behind setting up the interest rate on this instrument, the Committee considered the need to keep

interest rate at a slightly higher level as proposed by the Finance Minister keeping in view the overall objective of placing the interest rate

within the framework of benchmarking other administered interest rates. In terms of Finance Minister’s announcement made on January 9,

2004, the Dada-Dadi scheme are being issued especially for the purpose of improving the welfare of senior citizens by allowing them to live a

life of dignity by enabling them to earn a reasonable and secure income from their life’s savings. Accordingly, the Committee recommends

that the interest rate on Dada-Dadi scheme could be kept at 100 bps higher than the average benchmark, or 50 bps higher than the

comparable rate arrived by using the benchmark and spread rule specified by the Committee for administered interest rate on other

small savings instruments, depending upon the tenor of the instruments. Besides, to add more emphasis on the objective of the

scheme, the Committee also recommends that the average benchmark rate for the Dada-Dadi bonds shall be based on government

security with a five-year tenor instead of three years.  The Committee felt that for each year, a new series of Dada-Dadi scheme may be

issued with interest rates being determined through the above benchmarking and spread rule. New series of bonds numbered according to

the year of reference would be issued each year and bonds issued in the previous years shall stand withdrawn. Accordingly, the interest rate

for the scheme shall be reset at the beginning of each calendar year and would be applicable only to the new series of bonds introduced

during that year. Such an exercise undertaken at the beginning of the calendar year would help in the announcement of new rate in the Union

Budget before its issue by the beginning of April each year.

V.3 Tax Treatment

70. The Committee proposes that the Dada-Dadi scheme should be taxable in terms of Section 80L of Income Tax Act. This would be

more equitable as the senior citizens at lower income brackets would be able to obtain higher effective rates of return than their counterparts

in higher income brackets.  Further, the provision should be there to allow for the tax deduction at source (TDS) to prevent possible misuse of

the instrument.  The Committee recommends that the Data-Dadi Savings Scheme may be designated as a small saving instrument with the

proceeds entirely transferable to State Government through NSSF.

V.4 Other Operational Provisions

71. The Committee discussed other operational features of the Dada Dadi Savings Scheme and considered issues such as pre-mature

withdrawal and sanction of loans/advances against the collateral security of Dada Dadi Savings Scheme, frequency of interest payments,

form of issue, ceiling on investment etc. It was suggested that the scheme should be made as simple as possible. The recommendations of

the Committee in regard to these operational issues are as follows:

• Premature withdrawals may be permitted after a one-year lock-in period. Premature withdrawals shall be in multiples of one

thousand rupees and part withdrawals of the principal amount would be permitted subject to one withdrawal per calendar year.

• In view of the pre-mature encashment facility, the scheme may not be considered eligible as collateral security for obtaining

loans/advances from banks/financial institutions.

• As Dada Dadi scheme are meant to provide regular income to senior citizens, interest income should be payable on a monthly basis.
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• Dada Dadi scheme should be issued without exception on a non-cumulative basis to reiterate its utility as a source of monthly

income after retirement.

• An easy re-investment option may be offered to senior citizens opting to invest in Dada-Dadi scheme.

• In order to make the scheme convenient and operationally simple, Dada Dadi scheme may be issued both by post offices and

commercial banks and not by the Reserve Bank.  Dada-Dadi bonds may be issued both in scrip form and as Bond Ledger Accounts

(BLA) to be maintained by designated banks or Stock Holding Corporation of India Ltd. (SHCIL). In case the bonds are maintained in

the BLA form, the concerned agency should provide a paper receipt to the beneficiary for his personal record.

• The Committee prescribe a ceiling of Rs 20 lakh on the investment made by an individual.

• Dada–Dadi scheme may be subscribed jointly, provided the first holder is eligible to invest in the bonds as per the age criteria for

senior citizens of 60 years or above. If the first holder dies before expiry of three years, and the joint holder is below the minimum

age eligibility of 60 years, the scheme shall cease to operate and the bonds shall be discharged and paid to the joint holder.

• The Investor may subscribe to the Scheme either in his name or jointly with his/her spouse. If the investor dies within a period of

three years, the bonds shall be discharged and the amount shall be paid to the nominee.  If the bonds are held jointly with his/her

spouse or the spouse of the investor is sole nominee, the spouse will be permitted to continue to hold the bonds in his/her name on

the same terms and conditions and provided he/she is eligible in terms of the age limit specified for the scheme. In order to reduce

the difficulties faced by eligible kith and kin in obtaining their claims, investor may be given options to nominate suitably in the event

co-decease of the holders.

• Most small savings schemes at present do not have the re-investment facility. As the tenor of Dada-Dadi scheme is relatively short at

three years, a re-investment option may be made available to senor citizens investing in Dada-Dadi scheme so as to obviate the

difficulties faced by frequent repayment and re-investment.

• The first holder of the scheme alone shall be liable for taxation if covered under Section 80L.

• To keep the scheme simple and hassle free, the banks issuing Dada Dadi scheme should have their own verification systems for

ascertaining the age of the beneficiary placed at 60 years or above. However, as the deposit scheme for retired employees of

Government and public sector is recommended for discontinuance, the Committee recommends that superannuated or otherwise

retired employees below the minimum eligible age limit may be permitted to invest in Dada-Dadi bonds subject to appropriate

certification from their employers.

• An agency commission of 0.5 per cent as in case of other schemes shall be offered to agents to incentivise wider reach of the bond

among senior citizens.
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VI. Recommendations

72. The recommendations of the Committee are prescribed below under three broad heads, viz., (a) Benchmarking and Spread rules, (b)

Rationalisation of Existing Savings Schemes and (c) Structure of the Proposed Dada-Dadi Savings Scheme announced by the Finance

Minister.

VI.1 Benchmarking and Spread Rules

§ The Committee recommends continuance of the G-sec yield as suitable benchmark, as suggested by the Reddy Committee.

§ The Committee preferred stability to the benchmark by taking an average of yields as suggested by the Reddy Committee, but for a
period longer than one year. After exploring the alternative formulae and calibrating the resultant yields with actual rates offered by
the Government, the Committee recommends the use of weighted average of G-sec yields for the previous two years, with 0.67
weight to more recent year and 0.33 weight to the previous year as the benchmark. The benchmark so computed can be rounded off
to the nearest quarter percentage point for convenience. This method of arriving at the benchmark is expected to reflect a balance
between stability of the benchmark and the current market conditions.

§ The interest rate reset period is, however, kept as an annual for administrative convenience. Resetting of interest rates can be
undertaken at the beginning of each financial year on the basis of weighted average yields in the previous two calendar years.  For
transparency of the calculation, it is proposed that the Reserve Bank would publish the secondary market yields figure periodically in
RBI Bulletin.

§ The Committee does not find rationale for any divergence of tenor spread between small savings instrument of similar maturities to
that of GoI dated securities and preferred to continue with the recommendation of the Reddy Committee to use G-sec yields of
corresponding maturity for benchmarking administered interest rates.

§ The Committee felt that in view of the relative illiquidity of small savings instruments and investors profile, a fixed liquidity spread of
50 basis points over the average benchmark yields may continue as suggested by the Reddy Committee.

§ The Committee considered it necessary to limit the inter-year movement of interest rate fluctuations to a tolerable extent, which will
supersede the need for aligning the administered interest rate to market rates keeping in view the movements in interest rates
observed during the last three years in India. The Committee recommends placing such a cap on interest rate movement to 100
basis points on either side. According to this rule, the administered interest rates would be determined as per the above
benchmarking (and spread) rule so long as the year-on-year fluctuations using this rule are within the 100 bps limit on either side.
Once the rate arrived through the rule had breached the limit- below or above- for certain schemes, the rate of interest on the same
would be moderated or increased by 100 bps. The Committee felt that such a cap on interest rate movement would make the
implementation of administered interest rate more feasible. Furthermore, as the financial market gains in depth and width and the
inflation rate stabilised, the volatility of G-sec yields would decline and in that case, the above cap would not be acting as a binding
constraint.

• The benchmark computed on the basis of the methodology proposed by the Committee shall be kept under review, especially for the
purpose of revisions in the event of inordinately higher variations. The Committee accordingly recommends that the Government
may consider appointing a suitable committee for the revision of the benchmark in case the movement in the benchmark exceeds
more than 200 basis points.

VI.2 Rationalisation of Existing Savings Schemes

§ The Committee, observed that the tax adjusted returns offered by instruments vary widely essentially on account of incentives
available under Section 88 and 10 applicable on schemes like PPF, DSRE and NSC (VIII), while it viewed the incentives available
under section 80(L) less distortionary as it is available within a limit and covers over a broad spectrum of instruments. Therefore, the
Committee considered the removal of those schemes, where investments are primarily motivated to obtain advantages available
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under section 88 and section 10 of the Income Tax Act. However, as the Public Provident Fund (PPF) is a longer-term savings
scheme providing old age income security, among others, to the unorganised sector workers, the Committee considered it desirable
to continue the PPF scheme in its present form for some time (Annex 15).

§ The Committee considered continuance of most of the deposit schemes offered by the post offices in its present form like savings
bank account, monthly income scheme, post office recurring deposit and time deposit (1-5 years), as they are popular in rural and
semi-urban areas due to convenience, habitual preference, ease of transactions as well as more intensive penetration of post offices
as compared to the branch network of commercial bank deposits. Further, the customers are likely to gain in terms of quality of
service due to competition among banks and post-offices. Apart from that, the Committee also considered continuance of the
schemes taking into account the common perception of the customers, who consider post office schemes safer as compared to bank
deposits. So long as the tax treatment on these deposits are similar to other instruments in the financial market like bank deposits,
the Committee considers it desirable to continue these schemes in their present form with re-alignment of interest rates.

§ Kisan Vikas Patra(KVP) does not enjoy any tax incentives unlike NSC(VIII) which enjoys incentives under Section 88  and Section
80L.  However, tax is not deducted at source in case of investments made in KVP leading to problems of tax compliance. Since both
NSC VII and KVP are expensive in terms of their effective cost to the Government, the Committee recommends their discontinuance.
As both these instruments are medium term instruments, the investors demand can be accommodated either by term deposits of
banks or post offices with with different tenor.

§ In keeping with the approach taken for rationalising the small savings schemes, the Committee is in favour of discontinuing the 6.5
per cent (tax free) GoI savings bond. The 8.0 per cent (taxable) bond may, however, be continued with appropriate safeguards on
compliance of income tax. The interest rate, however, would be benchmarked as applicable to small saving instrument of similar
tenor. The Committee, at the same time, recommends exploring means to make tax compliance effective in case of the taxable
bonds.     

§ The Committee had taken a special view in regard to the deposit scheme for retiring employees in view of the proposed introduction
of Dada-Dadi Bonds. As most Government employees also avail of defined pension benefits, the present dispensation may be
discontinued in the interest of parity amongst investors. The Committee, therefore, recommends that this scheme may be
discontinued with the introduction of the Dada-Dadi Scheme, which would be universally available to all classes of retired
employees/senior citizens.

§ In the context of the proposed Dada-Dadi Scheme, the Committee observed that in developing countries, including India, apart from
the traditional family support, the old people mostly depend on the income from accumulated past savings as pension systems are
limited to a small group of population, mostly employed in the organized and government sectors. Under the circumstances, it is
necessary that the Government may have to consider schemes that would provide regular income to retired citizens.  The Committee
considered that the existence of such a scheme would considerably mitigate the fiscal burden involved in extending defined benefit
type pension policies to all citizens. Some countries have already put in place schemes which offer enhanced regular return to the
senior citizens on their past accumulated savings, to supplement their income.

VI.3 Structure of the Proposed Dada-Dadi Bond Scheme

§ On a review, the Committee felt that it may not be appropriate to keep the tenor of the Scheme too long taking into consideration that
the target group consist of senior citizens. Besides, a shorter maturity would reduce the need for premature withdrawals in case of
exigencies faced by old age persons. It will also minimise inflation risk and reduce uncertainties on cash flow. It is, therefore,
proposed to keep the tenor of Dada Dadi Scheme shorter at three years.

§ In terms of Finance Minister’s announcement made on January 9, 2004, the Dada-Dadi Scheme would be issued especially for the
purpose of improving the welfare of senior citizens by allowing them to live a life of dignity by enabling them to earn a reasonable and
secure income from their lifetime savings. Accordingly, as the Scheme would offer a rate of interest slightly higher than the prevailing
market rate, the Committee considered the need to keep spread at a slightly higher level within the framework of benchmarking other
administered interest rates. Accordingly, the Committee recommends that the interest rate on Dada-Dadi bonds could be kept at 100
bps higher than the average benchmark, or 50 bps higher than the comparable rate arrived by using the benchmark and spread rule
specified by the Committee for administered interest rate on other small savings instruments. Besides, the Committee also
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recommends that the average benchmark rate for the Dada-Dadi bonds should be based on yield on Government security of a five-
year tenor instead of three year.

§ The Committee felt that for each year, a new series of Dada-Dadi Bonds may be issued with interest rates being determined through
the above benchmarking and spread rule. New series of bonds numbered according to the year of reference would be issued each
year and bonds issued in the previous years shall stand withdrawn. Accordingly, the interest rate for the scheme be set at the
beginning of each calendar year and would be applicable only to the new series of bonds introduced during that year. Such an
exercise undertaken at the beginning of the calendar year would help in the announcement of new rate in the Union Budget before
its issue by the beginning of April each year.

§ The Committee proposes that the Dada-Dadi bonds should be taxable in terms of section 80L of Income Tax Act. Otherwise, the
senior citizens at the lower income brackets would be able to obtain lower return than their counterparts in higher income brackets.
Further, the provision should be there to allow for the tax compliance to prevent possible misuse of the instrument. In order to bypass
the G-sec status of the bonds on which TDS cannot be applicable as per section 194 of Income Tax Act, the Committee
recommends that rather than the Government issuing the bond, it may be designating as small savings instruments with the
proceeds entirely transferable to State Government through NSSF.

§ The recommendations of the Committee with regard to these operational issues for Dada-Dadi scheme are as follows.

q Premature withdrawals shall be in multiples of one thousand rupees and part withdrawals of the principal amount would be
permitted subject to one withdrawal per calendar year.

q The conditions for pre-mature withdrawal will be as follows, (i) one year lock-in period and (ii) penal rate of interest as on one
year deposit payable by the State Bank of India at the time of premature withdrawal. The penal rate of interest on the amount
withdrawn shall be payable over the period of investment viz., from the date of initial investment up to the date of withdrawal.
The interest already paid on this amount at higher rate will be adjusted.

q In view of the pre-mature encashment facility, the scheme may not be considered eligible as collateral security for obtaining
loans/advances from banks/financial institutions.

q As Dada Dadi Bonds are meant to provide regular income to senior citizens, interest income should be payable on a monthly
basis.

q Dada Dadi Bonds should be issued without exception on a non-cumulative basis to reiterate its utility as a source of monthly
income after retirement.

q Dada Dadi scheme may be offered both by post offices and banks and not by RBI. Dada-Dadi bonds may be issued both in
scrip form and as Bond Ledger Accounts (BLA) maintained by designated banks or SHCIL. In case the bonds are maintained
in the BLA form, the concerned agency should provide a paper receipt to the beneficiary for his personal record.

q An easy re-investment option may be offered to senior citizens opting to invest in Dada-Dadi scheme

q Dada–Dadi scheme may be subscribed jointly provided the first holder is eligible to invest in the bonds as per the age criteria
for senior citizens of 60 years or above. If the first holder dies before expiry of three years, and the joint holder is below the
minimum age eligibility of 60 years, the scheme shall cease to operate and the bonds shall be discharged and paid to the
joint holder.

q Investor may subscribe the scheme either in his name or jointly with his/her spouse. If the investor dies within a period of
three years, the bonds shall be discharged and amount paid to the nominee.  If the scheme is subscribed jointly with his/her
spouse or the spouse of the investor is sole nominee, the spouse will be permitted to continue in the scheme in his/her name
on the same terms and conditions and provided he/she is eligible in terms of the age limit specified for the scheme. In order
to reduce the difficulties faced by eligible kith and kin in obtaining the claims due to them, investor may be given option to
nominate suitably in the event co-decease of the holders.

q The Committee felt that it would be desirable to place an individual ceiling of Rs 20 lakh on investment made in the scheme.

q The first holder of the scheme alone shall be liable for taxation if covered under Section 80L.
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q An agency commission of 0.5 per cent as in case of other schemes shall be offered to agents to incentivise wider reach of
the bond among senior citizens.

q In order for keeping the scheme simple and hassle free, the banks issuing Dada Dadi scheme should have their own
verification systems for ascertaining the age of the beneficiary placed at 60 years or above.

q As the deposit scheme for retired employees in the government and public sector is recommended for discontinuance, the
Committee recommends that such superannuated or otherwise retired employees below the minimum eligible age limit may
be permitted to invest in Dada-Dadi scheme subject to appropriate certification from their employers.

q The whole of the amount of investment made under this scheme is exempt from wealth-tax.

q An agency commission of 0.5 per cent as in case of other schemes shall be offered to agents to encourage wider reach of
the scheme among the targeted beneficiaries.

Annex 1: Sequence of Interest Rate Liberalisation 1992-93 to 1997-98

1992-93 1994-95 1995-96 1996-97 1997-98
Policy Rate

Bank Rate 12.0 per cent 12.0 per cent 12.0 per cent 12.0 per cent Bank Rate
reactivated by linking
it to all other
refinance rates
effective April 16,
1997.  Bank Rate
moderated to 11.0
per cent effective
April 16, 1997, 10.0
per cent effective
June 26, 1997, and
9.0 per cent effective
October 22, 1997 and
hiked to 11.0 per cent
effective January 17,
1998 and moderated
further to 10.5 per
cent by March 19,
1998.

1992-93 1994-95 1995-96 1996-97 1997-98
Repo Rate Repos introduced

in December
1992 for maturity
of up to 14 days.

Repos reactivated
in November 1996.

Introduction of fixed-
rate repo effective
November 29, 1997.
Repos allowed on all
Central Government
dated securities and
Treasury Bills
effective April 1997.
UTI, LIC, IDBI and
other non-bank
participants were
allowed to access
short-term liquidity
through repos.
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1992-93 1994-95 1995-96 1996-97 1997-98
Money Market

(Interest rates on all
money market
instruments are
market determined
by 1992)

Guidelines have
been issued in
April 1992 to set
up MMMFs.

Reverse

repo facility

with RBI in

Government

dated

securities

extended to

DFHI and

STCI

replacing

refinance

facility to

these

institutions.

Standing Committee
on Money Markets
was set up.
Access to call/notice
market liberalised
through PDs.

The minimum

maturity of CPs

reduced to 30 days

from three months.

The minimum size of
CDs issue reduced in
April 1997.

The minimum size of
operational
transaction (routed
through primary
dealers) reduced from
Rs.10 crore to Rs.5
crore in October
1997.

1992-93 1994-95 1995-96 1996-97 1997-98
Government
Securities

364-day and 91-
day auction
Treasury Bills
introduced in
April 1992 and
January 1993,
respectively. The
Central
Government’s
market
borrowings in
dated securities
have been put
through auction.

Details of
transactions in
Government
securities put through
SGL accounts being
published since
September 1994 to
improve
transparency.

The setting up
PDs and SDs for
dealing in
Government
securities.
The introduction
of DvP for
Government
securities in July
1995.

The permission of
FIIs to invest in
Government dated
securities effective
January 30, 1997.
Supplemental
Agreement (March
26, 1997) to replace
the system of ad hoc
Treasury Bills with the
system of WMA with
interest on the same
is set at market
related rates.

Deposit Rate In April 1992,
banks were given
freedom to fix
interest rates on
term deposits of
46 days to three
years and over
within the ceiling
prescribed by
RBI.

The structure of
interest rates was
made more flexible in
October 1995 by
giving banks freedom
to fix their own
interest rates on
domestic term
deposits with a
maturity of over two
years; a ceiling
interest rate
continued to be
prescribed for
deposits of maturity
46 days to two years.

In July 1996, banks
were given further
freedom to fix
interest rates on
maturity over one
year on domestic
term deposits

The interest rate
structure was linked
to the Bank Rate for
maturity of 30 days
and up to one year
effective April 16,
1997. Interest rates
on term deposits
have been completely
deregulated since
October 1997

1992-93 1994-95 1995-96 1996-97 1997-98
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Lending Rate There were six
categories of
lending rates
depending on the
size of credit i.e.,
five different
stabs of lending
rate for loan
amount below
Rs.2 lakh besides
the stipulation of
a minimum
lending rate for
loan amounts
above Rs.2 lakh.
These slabs were
compressed into
three, effective
April 22, 1992,
and again to two,
effective April 8,
1993.

Effective October 18,
1994, the Bank
stopped prescribing
the minimum lending
rate and were free to
fix the interest rates
on loans above Rs.2
lakh..

In view of very high
interest rate
spreads, the banks
were required to
announce the
maximum spread
over the PLR since
October 1996 for
all advances other
than consumer
credit, after
approval from their
respective Boards.

To enable a

smooth transition to

the loan system as

opposed to cash

credit system of credit

delivery, PLRs for the

cash credit and

demand loan

component might be

declared separately

as also PLR for term

loans of 3 years and

above. Banks were

given the freedom to

offer a fixed rate or a

floating rate linked to

an anchor rate on

deposits.
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Annex 1: Sequence of Interest Rate Liberalisation 1998-99 to 2003-04

1998-99 1999-00 2000-01 2001-02 2002-03 2003-04
Policy
Rate

Bank Rate Moderated
thrice during
the year each
by 1
percentage
point to 8.0
per cent by
March 02,
1999.

Unchanged
at 8.0 per
cent during
the year.

Moderated to 7.0 per cent
by April 02, 2000, but
hiked to 8.0 per cent by
July 22, 2000. Brought
down again to 7.0 per
cent by end of the year
through a cut of 50 bps
each twice.

Brought down to
6.5 per cent by
October 23, 2001
through a 50 bps
cut.

Brought down to
6.25 per cent by
October 29, 2002
through a 25 bps
cut.

Bank Rate
reduced to 6.0
per cent in April
2003

Repo Rate Set at 6.0
per cent
under repo
auction by
RBI

 Set at 5.0-6.0 per cent
under repo auction by
RBI
7.0-15.5 per cent cut-off
under LAF

Set at 6.0-7.0 per
cent cut-off under
LAF

Set at 5.0-6.0 per
cent cut-off under
LAF

Repo rate
reduced to 4.5
per cent in
August 2003

1998-99 1999-00 2000-01 2001-02 2002-03 2003-04
Money
Market

IRS
introduced in
October 1998.
The minimum
maturing
period of CP
reduced to 15
days from 30
days

Guidelines
for
IRS/FRAs
were
issued in
July1999.

Introduction of LAF on
June 5, 2000 to stabilise
short-term interest rates
through an informal
corridor.

Movements
towards a pure
inter-bank market
call money market.
Restrictions on
non-bank lending
on call/notice
money market.
Introduction of
Backstop facilities.
Permission to
corporate to raise
their call/notice
money transactions
through PDs.

Restrictions on
lending and
borrowing of
banks on call
money market.

Restrictions on
borrowing of PDs
in call/notice
money market

1998-99 1999-00 2000-01 2001-02 2002-03 2003-04
Governme
nt
Securities

To further
deepen the
government
securities
market,
liquidity
support to
PDs against
securities in
SGL accounts
was provided
in place of the
reverse repos
with PDs in

With effect from
June 2, 2001, all
transactions settled
through DVP were
on T plus 1 basis.

Introduction of NDS
to facilitating
transparent
electronic bidding
in auctions and
secondary market
transactions on a
real-time basis
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April 1998.
Introduce of
uniform price
auction
method in
respect of 91-
day Treasury
Bills auctions
in October
1998.
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1998-99 1999-00 2000-01 2001-02 2002-03 2003-04
Deposit
Rate

In April 1998,
the minimum
maturity of
term deposits
was reduced
from 30 days
to 15 days and
banks were
permitted to
determine
their own
penal interest
rates for
premature
withdrawal of
domestic term
deposits.

The minimum
maturity period for
term deposits to 7
days from the
present 15 days at
the discretion of
individual banks.
But, this facility will
be available only in
respect of
wholesale deposits
of Rs.15 lakh

1998-99 1999-00 2000-01 2001-02 2002-03 2003-04
Lending
Rate

In order to
remove the
disincentive to
the flow of
credit to small
borrowers
below Rs.2
lakh, instead
of prescribing
a specific rate
uniformly for
all banks,
PLR was
converted a
ceiling rate on
loans up to
Rs.2 lakh.
Banks were
allowed to
charge
fixed/floating
rate loan at or
above PLR for
credit limit of
over Rs. 2
lakh.

The
concept of
Tenor
linked
Prime
Lending
Rates
(TPLRs)
was
introduced
to give the
Scheduled
Commerci
al Banks
more
operational
flexibility.
Banks
were
given
the
flexibilit
y to
charge
interest
rates
without
referenc
e to the
PLR in
respect
of
certain
categori
es of
loans/cr
edit like
discoun
ting of
bills,
lending

Keeping in
view the
international
practice and to
provide further
operational
flexibility to
commercial banks
in deciding their
lending rates, it
was decided to
make PLR a
benchmark rate.
Accordingly,
commercial banks
were allowed to
lend at sub-PLR
rate for loans
above Rs.2 lakh.

The export
credit interest rate
rationalized by
linking the same to
ceiling rate related
to PLR.

The Reserve
Bank had
indicated the
intention of
collecting PLR as
well as the
maximum and
minimum interest
rates on advances
charged by the
banks and place
the same in public
domain for
customers’
protection and
meaningful
competition.
Accordingly, the
bank-wise
information on the
same is
disseminated in
the RBI web site
for each quarter
starting from the
quarter ended
June 2002.

In order to
enhance
transparency in
banks’ pricing of
their loan
products, the
Reserve Bank
advised banks to
announce a
benchmark PLR
with the approval
of their Boards.
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to
interme
diary
agencie
s, etc.
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Annex 2

Implementation of the Reddy Committee Recommendation

The Finance Minister, in his Budget Speech for 2002-03 said that:

“Last year I had announced the setting up of an Expert Committee headed by Deputy Governor, RBI to suggest rationalization of

administered interest rates.  The Committee has given its report, which has been examined by the Government.  Accordingly, I propose to

take the following measures:

• Administered interest rates will now be benchmarked to the average annual yields of government securities of equivalent maturities

in the secondary market.  Accordingly, most administered interest rates are being reduced by 50 basis points from March 1, 2002.

Such adjustments will henceforth be made annually on a non-discretionary automatic basis.  The benefit of reduction in interest rates

on small savings deposits will be fully passed on to the States.

• A corresponding reduction of 50 basis points will be made in the interest rate applicable to Government of India Relief Bonds.

Further, a ceiling of  Rs.2 lakh per year is being put on investment in these bonds.

• The entire net proceeds of small savings will be transferred to State Governments beginning April 1, 2002, up from the current

transfer of             80 per cent.  Consequently, additional loan assistance of about Rs.10,000 crore will be available to the States

along with the benefits of a lower interest rate.

• State Governments will be enabled to pre-pay their high cost debt of the past from these additional resources which would be at a

lower interest rate.  Modalities of this pre-payment of small savings debt of State Government will be worked out in consultation with

them and the Reserve Bank of India.

• The interest rate on the loans portion of Central assistance to State plans is being reduced by 50 basis points.

• Alignment of interest rates on GPF by the State Governments with the reduced GPF interest rates at the Centre will further reduce

the interest burden of State Governments.

• Revisions are being made in the tax treatment of small savings, which will be outlined in Part B of my speech.

The implementation of this long sought reform in the treatment of small savings and administered interest rates is another step forward

in the deregulation of interest rates in the economy that has been carried out in phases over the last 10 years.  This should help in reducing

the interest burden on the government and private sector alike in future.”

The state of implementation of various recommendation of the Reddy Committee is set out below.

Issues Recommendation of the Committee State of Implementation

Medium-Term
Vision

The medium-term objective of the Central Government should be to
spell out a well conceived fully funded long-term saving schemes
managed independently and professionally and aimed at promoting
growth and meeting genuine investment demands in the economy.
Toward this end, the PPF may be integrated into the Pension Funds
system that emerges along the lines of action taken towards the
reform of GPF, EPF and other old age security schemes.

Pension reform proposed.
Decision to integrate it with
PPF awaited.

Benchmarkin
g

The average secondary market yield on Government Securities as
the appropriate benchmark.

Accepted.
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After arriving at the benchmarking option, the Committee felt that the
spread over the benchmark yields for fixing the interest rates on the
small saving schemes may have to be suitably calibrated subject to
a maximum of 50 basis points to arrive at the actual interest rate.

Accepted in principle.
However, rates are yet to be
consistent with the
benchmark.

The investors should have the option to choose between the fixed
rates or floating rates at the time of entry, excepting investors in
provident funds (PPF, GPF and EPF) who would have the option of
floating rates only.

No change of status quo

The Committee felt that the periodicity of revision in interest rates
should be annual, at the beginning of the financial year, which may
be reviewed at a later date.

Accepted.

The NSSF must continue as the conduit for mobilisation of small
savings as well as repayment to the investors.

Accepted.

Federal
Finance

The entire net proceeds from small savings collected after March 31,
2002 should be transferred to the State Governments.

Accepted.

The Central and State Governments should jointly repay the
outstanding small saving liabilities as of March 2002, apportioned in
accordance to their respective shares.

Debt swap scheme
launched.

As the Central Government would have no share from the fresh
collections after March 2002, the market-borrowing programme of
the Central Government may be enhanced to the extent of its annual
liabilities.

Market borrowing
programme is drawn up
without any reference to
Reddy Committee.

If the net collection available for distribution among the States
comes down since 2002-03 because of growing repayments
obligation, each State Governments may be allowed additional
market borrowings to maintain its budgetary resources.

Net small saving collection
had actually gone up since
2002-03.

In utilising the additional resources (on account of 100 per cent
transfer of the net proceeds from small savings), the State
Governments should mandatorily prepay their liabilities to the
Central Government ahead of the schedule, as it would be beneficial
for them to replace their high cost liabilities of the past with low cost
borrowings in a softening/stable interest rate environment.

Accepted.

In case, some State Governments do not wish to have a share in
small savings, they may be given the choice to opt out of the
scheme.  The net proceeds from such States may form a corpus
with the NSSF to be used for investment in Central or other State
Government securities.

All State Governments
seems to be willing to garner
resources from small
savings.

The Central Government will have to deduct a portion of gross
collection to cover actual operational expenses, before transferring
the net collections.

Previous practice
continuous.

Taxation The tax concession at the time of accrual may be provided for long-
term savings scheme under Section 88 of IT Act, providing tax
rebate at a rate of 20 per cent on investment up to Rs.60, 000.

Government seems to have
adopted a gradual process
of phasing out tax
concessions.
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Considering the social structure of the Indian economy and
inadequate social safety provisions, it is proposed that the rate of
income tax at the time of withdrawal may be kept lower than the rate
at which the tax concession was conferred on contribution. It is
accordingly proposed that all withdrawals at the time of maturity
could be uniformly taxed at a rate of 10 per cent.

The recommendation of the
Reddy Committee has been
forwarded to the Central
Board of Direct Taxes.

The introduction of new tax system, with immediate effect, will make
all the existing long-term savings taxable. The incidence of tax on
existing long-term savings would fall with retrospective effect. With a
view to correcting this situation, all the existing long-term saving
schemes may be categorized into 'old' and 'new' schemes.  While
the fresh accretions into 'old' scheme would stop with immediate
effect, the existing tax benefits exempting withdrawals from taxation
may continue till the redemption of that scheme.  The 'new' schemes
for long-term savings should be subjected to proposed tax regime
with immediate effect.

Direct tax proposals are
made which are different
from those proposed by the
Committee.

Institutional
Mechanism

The existing rates of commission paid to the agents may continue. No change in status quo.

A National Small Savings Authority (NSSA) may be

constituted at the Centre to administer the NSSF with regard to all

fresh flows.

Not Accepted.
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Annex 3

Constitution of the Advisory Committee

No. F. 5-1/2004-NS.II
Government of India
Ministry of Finance

Department of Economic Affairs
(Budget Division)

New Delhi, the January 24, 2004.

OFFICE ORDER

Subject: - Constitution of an Advisory Committee to advise on the administered interest rates and rationalisatioon of existing savings
instruments.

It has been decided by the Government to set up an Advisory Committee to advise on the administered interest rates and

rationalistion of the existing savings instruments offered by Government.

2. The Committee will consist of the following:

(i) Dr.Rakesh Mohan, Deputy Governor, RBI Chairman

(ii) Dr. Ashok Lahiri, Chief Economic Adviser,
     Ministry of Finance, Government of India Member

(iii) Shri D.Swarup, Secretary (Expenditure & Budget),
      Ministry of Finance, Government of India Member

(iv) Dr.Suman Bery, Director General,
      NCAER. Member

(v) Professor Mihir Rakshit, Director,
     Monetary Research Project, ICRA Member

The Committee may co-opt member(s) or special invitees to aid its deliberations.

1. The terms of reference of the Committee will be as under:

(i) To suggest criteria for fixing the spreads on administered interest rates over the benchmark yields recommended by the Expert

Committee chaired by Dr.Y.V. Reddy, taking view on the need to avoid excessive volatility in returns;

(ii) To make recommendations on rationalistion of existing savings instruments offered by Government;

(iii) To review the implementation of recommendations of the Expert committee (Reddy Committee) on tax treatment of small savings

schemes and to suggest a road-map;
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(iv) To make such other recommendation(s) as the Committee may deem appropriate on the subject.

2. The Committee will submit its recommendations to the Ministry of Finance by March 31, 2004.

3. The Committee will be serviced by the Reserve Bank of India.

Sd.-

(D.Swarup)

Secretary to Government of India

1. Dr.Rakesh Mohan, Deputy Governor, RBI, Mumbai
2. Dr.Ashok Lahiri, Chief Economic Adviser,

Ministry of Finance, North Block, New Delhi.
3. Shri D.Swarup, Secretary (Expenditure & Budget)

Ministry of Finance, North Block, New Delhi.
4. Dr. Suman Bery, Director General, NCAER, New Delhi.

5. Prof.Mihir Rakshit, Director, Monetary Research Project, ICRA, Kolkata.
6. P.S.to Finance Minister.
7. Sr.PPS to Finance Secretary.
8. Sr.PPS to Secretary (Expenditure & Budget).

------------
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Annex 4

List of Background papers prepared by Prepared by Resource Persons

Title Author

1. Operational Issues Relating to Small Savings
Instruments

Shri V.S.Das, CGM-in-C, Department of
Government and Bank Accounts

2. Benchmarking of Administered Interest Rates and
the Criteria for Fixing Spreads

Shri H.R.Khan, CGM-in-C, Internal Debt
Management Department

3. Policy Changes Relating to Interest Rates in India Shri Deepak Mohanty, Adviser, Monetary
Policy Department

4. International Best Practices Relating to Interest
Rates and Other Fiscal Issues vis-a-vis the
Experience in India

Dr. R.K.Pattnaik, Adviser, Department of
Economic Analysis and Policy

5. Rationalistion of Small Savings Instruments and
Tax Treatment

Dr.B.K.Bhoi, Director, Department of Economic
Analysis and Policy
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Annex 5

Change in Accounting Procedure with Respect to

Small Savings Schemes

  

Prior to 1.4.1999, the deposits under various small savings schemes were accounted for in the Public Account of India.  The

withdrawals by the subscribers were also from the Public Account of India.  On the other hand, the interest payment to the subscribers was

from the Consolidated Fund of India.  The disbursement of loans to States and UTs was also made from the Consolidated fund of India.  All

the payments against the cost of operations were debited to the Consolidated Fund of India.  Loan repayments by State/UT Governments

were received in the Consolidated Fund of India.  Similarly, interest payments by the State/UT Governments were credited to revenue

receipts in the Consolidated Fund of India.

There was a separate treatment for interest in the case of Savings Account, PPF, and Deposit Schemes for Retired/Retiring

Employees where interest accrued to the account periodically by debit to the Consolidated Fund of India and was paid to the subscriber at

the time of withdrawal.  The interest does not have a distinct identity in these schemes as interest accrued to the account gets merged with

the principal.  On the other hand, in schemes such as Kisan Vikas Patras, Monthly Income Account, Post Office Time Deposits and Post

Office Recurring Deposits, the interest was paid to the subscriber at the time of maturity by debit to the Consolidated Fund of India.

All the funds received or paid on account of the small savings schemes had to be separately classified as revenue or capital.  On this

basis, classification of monies received and paid out from the Public Account of India and the Consolidated Fund of India were as under



47

It may be seen that the principal amount paid into the Public Account by the subscriber had to be repaid in its entirety to subscriber.

A part of this principal was lent to States and the repayment of the principal by States with a lag matches part of the principal repayment to

the subscriber.  These items denoting expenditure or receipts capital in nature are marked with an asterisk in the two boxes above.

The revenue receipts on account of interest payment on loans to States did not fully meet the expenditure of interest payment to

subscribers mainly because the amount on which the interest was payable to subscribers was more than the amount of loan to States.  The

cost of operation incurred by Government of India further widened the revenue deficit on account of small savings.

 CAPITAL RECEIPTS OF GOI
 DEPOSITS BY SUBSCRIBERS (‘)

   CAPITAL EXPENDITURE BY
GOI
   WITHDRAWAL BY
SUBSCRIBERS (‘)

REVENUE RECEIPTS OF GOI
INTEREST PAYMENTS BY STATES

CAPITAL RECEIPT OF GOI
LOAN REPAYMENT BY STATES (‘)

   REVENUE EXPENDITURE BY
GOI
   INTEREST TO SUBSCRIBERS
   OPERATIONAL COST

PUBLIC ACCOUNT OF
INDIA

CONSOLIDATED FUND OF
INDIA
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REVENUE RECEIPTS REVENUE EXPENDITURE

(1) Interest payment to SubscribersInterest receipts from States/UTs

(2) Cost of operation

New System of Accounting:
Creation of National Small Savings Fund (NSSF)

 A “National Small Savings Fund” (NSSF) in the Public Account of India has been established with effect from 1.4.1999.  A

new sub sector has been introduced called “National Small Savings Fund” in the list of Major and Minor Heads of Government Accounts.

All small savings collections (including Public Provident Fund) are credited to this Fund.  Similarly, all withdrawals under small savings

schemes by the depositors are made out of the accumulations in this Fund.  The balance in the Fund is invested in Central and State

Government Securities. The investment pattern is as per norms decided from time to time by the Government of India.  From 2002-03,

100% of the net collections (gross collections minus withdrawals by depositors) are being invested by NSSF in special securities issued

by the respective State / UT (with legislature) Governments. Prior to that collections were being shared between the state/UT

Governments and Central Government in the ratio of 80:20.  The debt servicing of the special Government securities is an income of the

Fund while the cost of the interest paid to the depositors and cost of management of small savings schemes is an expenditure of the

Fund.

(i) The special securities issued by the Central Government to NSSF constitute a part of the internal debt of the Government of

India.

(ii) Interest at the rate of 9.5 per cent per annum is payable on the special securities issued by the State/UT Governments w. e. f.

1.4.2003.

Treatment of Past Loans To State Governments and

Outstanding Balances in Various Small Savings Schemes

On implementation of the new system of accounting under the National Small Savings Fund since: 1.4.1999, the past loans to

State Governments and outstanding balances standing at the credit of the account holders and holders of certificates under various

small savings schemes at the close of the 31st March, 1999 were treated as under:

 (i) The outstanding balances (of Rs. 1,76,220.92 Crore) at credit of the account holders and holders of certificates under small

savings schemes at the close of the year 1998-99, have been treated as investment in the special securities of the Central

Government, issued against outstanding balances.

(ii) The repayment of loans granted to States & Union Territory (With Legislature) Governments (up to 31.3.1999) i.e. before

establishment of the NSSF’, and payment of the interest thereon continues to be made to the Central Government as the whole

liability of the outstanding balances as on 31.3.1999 have been borne by the GOI.
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Transparency in Accounting System

 In order to ensure transparency and clarity in the new accounting system, two statements, namely: (1) Statement

showing the Sources and Application of Funds of NSSF and (2) Annexure-8 showing the details of receipts, disbursements, investments,

Income & Expenditure, Interest to subscribers, management cost of small savings etc.  of NSSF  have been incorporated in the Receipt

Budget Document along-with necessary write-up and a Statement No. 16- showing the Position of National Small Savings Fund has

been incorporated  in the Finance Accounts  of the Union Government. A Statement showing the position of special State Government

Securities has been appended (Appendix No. 2) to the Statement No. 16 ibid in the Finance Accounts of the Union Government.
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Annex 6

Debt Swap Scheme*

The Union Budget for 2003-04 announced a debt swap scheme that would enable States to prepay their high cost debt to the Centre

through additional market borrowings and proceeds from Small Savings. Under the scheme, mutually agreed between the Centre and the

State Governments, States are allowed to retire loans amounting to Rs. 1,00,000 crore from the Centre bearing coupons in excess of 13 per

cent. These loans would be swapped with additional market borrowings of the States and their net small savings proceeds (upto specified

limits) at the prevailing interest rates, over a period of three years ending in 2004-05. Accordingly, during 2002-03, the States prepaid Central

loans of Rs.13,766 crore under the scheme, of which Rs.10,000 crore were from market borrowings (allocated under the debt swap scheme

in addition to the normal borrowing allocations) and the rest through small savings proceeds. As per the Interim Budget 2004-05 of the Union

Government, the total debt swap was placed at Rs.46,602 crore in the revised estimates for 2003-04. As per the Reserve Bank records

additional market borrowings under the debt swap scheme amounted to Rs.26,623 crore during 2003-04. Thus, so far, of the total debt

swapped amounting to Rs.60,368 crore, around 61 per cent have been financed through additional market borrowings at interest rates below

6.5 per cent, i.e., at less than half of the earlier cost. The remaining loans have been financed through issue of special securities to the

National Small Savings Fund (NSSF) at interest rates fixed at 9.5 per cent, i.e., at less than three-fourth of the earlier cost. Clearly, therefore,

this scheme has helped States to reduce their interest burden.

The debt swap scheme, ipso facto, is debt neutral. It only results in a change in the level and composition of capital expenditure and

receipts. On the expenditure side, repayment of loans to the Centre shows an increase while on the receipts side, gross market borrowings

would be higher. As far as the financing of the States’ fiscal deficit is concerned, while (net) market borrowings would increase, (net) loans

from the Centre would show a decline. Over a period of time, savings by way of lower interest payments are expected to reduce the pressure

on the States’ revenue account and thereby on their overall borrowing requirement.

It may be added that the data on transactions under the debt swap scheme are not separately provided in the budget documents of

the State Governments. Data on the actual transactions in respect of market borrowings under the scheme are, however, available as per the

Reserve Bank records, which may differ from the estimates provided in the budget documents. Illustratively, total repayments of loans to the

Centre are budgeted at Rs.25,909 crore in 2003-04 whereas, actual repayments of loans to the Centre through additional market borrowings

under the debt swap scheme, as per the Reserve Bank records, are placed at Rs.26,623 crore. Taking into account other repayments, the

actual total repayment of loans to the Centre during 2003-04 is likely to be much higher than the budget estimates. As a corollary, it may not

be possible to work out the precise impact of transactions under the debt swap scheme on the capital account of the State Governments.
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Annex 7: Tax Benefits on Financial Instruments under Various Sections of the Income Tax Act

Instrument Exemption of Income - Interest and
dividend

Exemption from capital
gains tax

Tax Rebate*

Total exemption
$$ (u/s 10)

Partial
Exemption upto
a limit @@ (u/s
80L)

Short-
term

Long-term #
(u/s 54EA,
54EB and
54EC)

Section 88

1. Bank Deposits - Rs.12,000 - - -
2. Mutual Funds $$ - - # @
3. LIC Policies $$ - - - $
4. Bonds by Fis - Rs.12,000 - # $
5. Shares $$ - - # $
6. Debentures of

Companies
- Rs.12,000 - # $

7.    Small Savings
(a) Post Office Deposits
(b) Certificates ##
(c) Approved Provident

Funds including P.P.F.
##

-
-
-

$$

-
Rs.12,000
Rs.12,000

-

-
-
-
-

-
-
-
-

-
-

8. Company deposits
NBFCs

       NBNFCs

-
-
-

-
-
-

-
-
-

-
-
-

-
-
-

- Exemptions and tax rebate not available.

#     Income from long-term capital asset (if held for more than 12 months) is taxed at a flat rate 20 per cent after indexation  (10 Per cent

without indexation).  Exemption from long-term capital gains was available under section 54EA and 54EB where the investor was willing to

block the funds generated from sale of long-term assets in specified securities.  However, exemptions under Section 54EA and 54EB was

withdrawn in the Union Budget 2000-01 and a new Section 54EC was introduced, whereby tax exemption on long-term capital gains is now

available only if the gain are invested in specified long-term assets, i.e., bonds issued by the NABARD or the NHAI that are redeemable after

three years. As of now, listed shares acquired after March 01, 2003 are not subject to long-term capital gains tax.

## Among small saving schemes, benefit under sec 88 is available only for National Savings Certificate (NSCs) in case of certificates as also
on PPF.  No tax rebate is available on Indira Vikas Patra and Kisan Vikas Patra.  In respect of NSC VIII issue, though the investor gets a
rebate on the original investment as well as subsequent interest earned u/s 88 of I.T. Act, the interest income received every year is not
exempt under Section 80L of the I.T. Act and is taxable under the head "Income from other sources".

@     Any unit linked insurance plan of UTI and LIC specified Mutual Fund and contribution to equity linked saving scheme of any

mutual fund is eligible subject to the specified deduction limits
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@@ Though partial tax exemption upto Rs.12,000/- is available individually with respect to item 1, 7(a) and 7(b), an investor cannot claim an
exemption of more than Rs.12,000/- on an aggregate even if he invested in more than one of these instruments. However, the limit goes up
up to Rs. 15,000/- in case of Relief / Savings Bond as it is treated as G-sec.

$      Eligible if invested in equity shares, debentures of a public company specifically engaged in certain infrastructure sectors (including
power sector). Further, bonds of FIs are also eligible if proceeds thereof, are intended to be deployed for infrastructure projects only. Rebate
is accruable at the rate of 20% in general, on the premium paid on LIC policies subject to a limit of Rs.60, 000.

$$ Maturity proceeds including income by way of interest in approved provident funds including P.P.F. and bonus in case of insurance
policies are exempt from tax as capitalised income under section 10 of I.T. Act, 1961.  Dividend income from shares of companies and units
of mutual funds are also exempt u/s 10 of the Income-tax Act.

• Tax rebate is available under Section 88 of the Income-tax Act, 1961.  The maximum amount of rebate available for Income Bracket Rs.
1,50,000-4,50,000 is Rs.10,500/- (i.e. 15 per cent of Rs.70,000/-).  By investing in shares or debentures of infrastructure sector, a higher
qualifying amount of Rs.1,00,000 and a tax rebate of Rs.15,000/- (i.e. 15 per cent of Rs.1,00,000/-) can be claimed.  By investing only in
shares/debentures of an infrastructure company and bonds of FIs if proceeds thereof are intended to be deployed for infrastructure
projects, maximum rebate of Rs.15,000/- (i.e. 15 per cent of Rs.1,00,000/-) may be claimed.
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ANNEX 8: SCHEME-WISE SMALL SAVINGS COLLECTIONS OVER THE YEARS

(Rs. In Crores)
S.
No.

Security 1990-91 1991-
92

1992-
93

1993-
94

 1994-
95

Deposit Withdr
awal

Net Depos
it

Withdr
awal

Net Depo
sit

Withd
rawal

Net Depo
sit

Withd
rawal

Net Deposi
t

Withdr
awal

Net

1 Savings Account 4284 4074 210 5169 4769 400 5585 5371 214 6385 6095 290 7142 6815 327
2 Time Deposit 1 Yr. 336 240 96 479 375 104 528 462 66 666 532 135 772 660 112
3 Time Deposit 2 Yr. 51 48 3 48 47 1 44 59 -14 66 44 22 119 44 75
4 Time Deposit 3Yr. 22 29 -7 49 26 23 35 24 11 55 25 30 81 44 37
5 Time Deposit 5 Yr. 307 1287 -980 367 606 -239 354 560 -206 460 403 57 628 311 317
6 Recurring Deposit 1428 1045 383 1725 1269 456 2072 1535 537 2576 1899 676 3102 2090 1012
7 National Savings

Scheme,1987 *
2085 9 2076 2213 50 2163 521 297 224 259 831 -572 707 1224 -517

8 National Savings
Scheme,1992

0 0 0 0 0 0 82 0 82 405 1 403 293 39 254

9 Monthly Income Account 873 67 805 525 145 380 932 304 628 1942 458 1484 3023 768 2255
Discontd.schemes(SD)
Total 9386 6799 2587 10575 7288 3287 1015

4
8612 1542 1281

3
10288 2525 15867 11995 3872

10 NSC VI Issue** -8 2077 -2084 20 2615 -2596 7 2882 -2875 -27 3264 -3290 34 2309 -2275
11 NSC VII Issue** -4 255 -259 4 272 -268 0 259 -259 0 190 -189 3 132 -129
12 NSC VIII Issue 1609 2 1606 1585 11 1574 1943 7 1936 2361 12 2350 1927 2735 -809
13 Indira Vikas Patra 2469 0 2469 1581 880 700 930 663 268 1743 2654 -911 2917 16 2901
14 Kisan Vikas Patra 4136 16 4120 3451 373 3077 4542 627 3915 7798 993 6804 13690 2682 11008

Discontd.schemes(SC)
Total 8202 2351 5852 6640 4152 2488 7422 4437 2985 1187

6
7112 4763 18570 7874 10696

15 Public Provident Fund(PO) 90 2 88 114 4 111 171 6 165 242 10 232 352 23 329
16 Public Provident

Fund(Banks)
1148 456 693 1206 345 861 1590 414 1176 2307 613 1694 2674 874 1799

TOTAL (PPF) 1239 458 781 1320 349 972 1761 420 1341 2549 623 1926 3026 897 2129
TOTAL SMALL SAVINGS 18905 9815 9090 18571 11945 6626 1936

6
13652 5714 2728

0
18197 9083 37464 20910 16554

17 Deposit Schemes for
Retiring Employees

15 1 14 15 1 14 8 5 3 12 4 7 27 5 22

18 Discontinued
Schemes(total)

78 208 -130 37 158 -121 29 183 -154 42 174 -131 1 143 -142

Grand Total 18920 9816 9104 18587 11947 6640 1937
4

13657 5717 2729
2

18201 9091 37491 20915 16576
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SCHEME-WISE SMALL SAVINGS COLLECTIONS OVER THE YEARS.

(Rs. In Crores)
Security 1995-96 1996-97 1997-98 1998-99

Depos
it

Withdra
wal

Net Deposi
t

Withdr
awal

Net Deposit Withdra
wal

Net Depos
it

Withdra
wal

Net

Savings Account 7899 7068 831 7963 7964 -1 10343 8715 1628 10597 10430 167
Time Deposit 1 Yr. 469 741 -272 505 512 -7 738 500 238 872 729 144
Time Deposit 2 Yr. 94 67 27 96 116 -20 137 101 37 173 97 76
Time Deposit 3Yr. 42 47 -5 52 63 -11 94 71 24 54 43 11
Time Deposit 5 Yr. 557 342 215 519 506 13 664 564 101 848 596 252
Recurring Deposit 3825 2461 1363 4580 3422 1158 5532 4117 1415 6778 4796 1983
National Savings Scheme,1987 * 201 1961 -1761 331 992 -661 248 951 -703 355 630 -275
National Savings Scheme,1992 196 100 96 101 40 60 85 103 -17 73 105 -33
Monthly Income Account 2686 932 1754 2318 1148 1170 4775 882 3892 7867 1351 6515
Discontd.schemes(SD)
Total 15967 13720 2247 16464 14762 1702 22616 16002 6614 27617 18777 8840
NSC VI Issue** 12 388 -376 51 10 41 -47 70 -117 0 70 -70
NSC VII Issue** 2 39 -37 -1 18 -19 0 -21 21 -1 12 -12
NSC VIII Issue 4367 1227 3140 5124 1652 3472 5103 1610 3492 5732 1810 3922
Indira Vikas Patra 2032 3538 -1505 2045 447 1598 2805 1091 1714 3932 1264 2668
Kisan Vikas Patra 10429 3756 6674 9650 4334 5317 15712 7069 8643 17543 5279 12264
Discontd.schemes(SC)
Total 16843 8947 7896 16870 6461 10409 23573 9820 13754 27207 8435 18773
Public Provident Fund(PO) 413 38 376 503 59 444 645 76 569 1016 94 922
Public Provident Fund(Banks) 3421 1139 2281 4130 1493 2637 4972 1507 3465 6205 1803 4402
TOTAL (PPF) 3834 1177 2657 4634 1552 3082 5617 1583 4033 7221 1897 5324
TOTAL SMALL SAVINGS 36645 23924 12721 37973 22760 15213 51811 27366 24446 62050 29096 32953

Deposit Schemes for Retiring
Employees

34 6 28 138 104 34 78 120 -42 108 16 91

Discontinued Schemes(total) 0 80 -80 6 -15 21 5 -40 45 5 -12 16

Grand Total 36679 23930 12749 38111 22864 15246 51889 27485 24403 62157 29113 33044
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SCHEME-WISE SMALL SAVINGS COLLECTIONS OVER THE YEARS.

(Rs. In Crores)
Security 1999-2000 2000-01 2001-02 2002-03(Preliminary)

Deposit Withdr
awal

Net Depo
sit

Withdr
awal

Net Deposit Withdra
wal

Net Deposit Withdra
wal

Net

Savings Account 11117 10972 145 12279 11428 852 14077 12862 1215 17438 16045 1393
Time Deposit 1 Yr. 1192 885 306 2171 1177 995 3907 2116 1791 6144 3769 2374
Time Deposit 2 Yr. 273 138 135 222 179 43 415 263 152 1022 241 782
Time Deposit 3Yr. 122 41 81 299 100 200 653 94 559 955 161 794
Time Deposit 5 Yr. 1232 736 496 1000 657 342 1470 633 837 2111 932 1179
Recurring Deposit 8422 5401 3021 10097 5667 4430 11794 6842 4952 13951 9639 4313
National Savings Scheme,1987 * 263 489 -226 983 377 606 549 387 162 215 297 -83
National Savings Scheme,1992 68 69 -1 59 93 -34 65 91 -25 75 85 -10
Monthly Income Account 11960 2404 9556 16359 3773 12585 18788 4013 14775 27625 4418 23207
Discontd.schemes(SD) 1 6 -5 12 -2 14
Total 34649 21135 13514 43470 23450 20019 51721 27308 24413 69549 35584 33964

NSC VI Issue** -126 23 -149 -97 38 -135 -158 -2 -156 3 -160 164
NSC VII Issue** 12 7 4 -3 17 -19 -7 -1 -6 1 -32 33
NSC VIII Issue 7451 2368 5083 8588 2937 5651 7841 4285 3556 9563 5246 4316
Indira Vikas Patra 1389 1756 -368 -14 2079 -2094 17 2077 -2060 27 2031 -2004
Kisan Vikas Patra 22397 9550 12848 24474 12072 12402 20283 9994 10288 23111 12301 10810
Discontd.schemes(SC) -1 -15 14 -5 20 -24
Total 31124 13705 17418 32948 17143 15805 27974 16338 11636 32701 19406 13295

Public Provident Fund(PO) 1405 120 1285 1928 159 1769 1943 224 1718 1963 296 1666
Public Provident Fund(Banks) 8253 1896 6358 10125 2347 7779 8804 2664 6140 12458 3058 9400
TOTAL (PPF) 9658 2016 7643 12053 2506 9548 10747 2888 7859 14421 3354 11067
TOTAL SMALL SAVINGS 75435 36864 38571 88468 43111 45357 90442 46534 43908 116670 58344 58326

Deposit Schemes for Retiring
Employees

107 25 83 271 26 244 548 50 498 468 63 405

Discontinued Schemes(total) 4 8 -4 -3 12 -15

Grand Total 75542 36889 38653 88739 43138 45601 90990 46584 44406 117138 58407 58731
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Annex 9

Savings Bonds – A Survey of US and UK

US – I Bonds US – EE Bonds UK Savings Bonds -
Charateri
stic

Designed for investors seeking
to protect the purchasing
power of their investment and
earn a guaranteed real rate of
return. An accrual-type
security ie. interest is added to
the bond monthly and paid
when the bond is cashed.

These are discounted
accrual securities and are
issued at 50 per cent of
their face value. EE bonds
increase in value every
month (earn monthly
interest) instead of every
six months. Interest is
compounded
semiannually. Bond gets
revalued on the interest
reset dates.

Three types of choice: (i)
variable rate, (ii) inflation
linked and (iii) fixed rate.

Objective To encourage savings lets investors use savings
bonds for truly long-term
goals like education and
retirement.

Benchma
rk

CPI-U Average yields on 5-year
Treasury securities

Reset Every six months Every six months
Maturity 30 years Original Maturity – 20

years. Final maturity -30
years

Interest
Rate
Determin
ation

Two components: (i) fixed rate
(1.10%) and (ii) variable rate –
linked to CPI-U

Fixing the
Fixed
Rate

The fixed rate of return
announced in May (November)
of a given year is the same
over the entire life of the
I Bonds purchased between
May  (November ) and
October  (April) of that (next)
year.  The fixed rate has
declined from 3.60 per cent in
May 2000 to 1.10 per cent
since November 2003

Determini
ng the
Variable
Rate

The semiannual inflation rate
is based on changes in the
Consumer Price Index for all
Urban consumers (CPI-U).
The semiannual inflation rate
announced in May (November)
is a measure of inflation over
the preceding October through
March (April through
September).

The new rate for EE bonds
will be 90% of the average
yields on 5-year Treasury
securities for the
preceding six months

Fixed in a non-transparent
manner except for inflation
linked savings instrument.
Factors determining interest
rates are “general level of
rates in the market, the
specific terms of the product
and rates offered by the
competitors”, The interest
spread over comparable
securities varies from (-) 102
bass points to (+) 32 basis
points.

Investme
nt Ceiling

US $ 30,000 per annum
(equivalent of per capita GDP)

US $ 30,000 per annum
(equivalent of per capita
GDP)

Formula Composite rate = Fixed rate +
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2 x Inflation rate where
inflation rate is the semi-
annual CPI-U inflation rate.
With semi-annual inflation rate
at 0.54 per cent, the
annualized inflation rate is
1.08 per cent. Adding to the
fixed rate of 1.10 per cent
gives a composite rate of 2.19
per cent (for the period
November 2003 – April 2004).

Deflation Value of bond is not lowered

Liquidity
and
Penalty

A 3-month interest penalty will
apply to bonds cashed before
five years

Can be cashed after 12
months. A 3-month
interest penalty will apply
to bonds cashed before
five years

Guarante
e

To reach face value
(become double) in 20
years (original maturity)
No guarantee thereafter

Tax
benefits

Available Available Available
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Annex 10 : Calculation of the Administered Rate as Suggested by the Reddy Committee and the Present Committee

(per cent)
Teno

r
Annual Average of G-sec Yields Administered Rate as

per
Average Yields as per the Average Benchmark

Rounded of
Rate After Adding

Liquidity
For the Calender Year* the Reddy Formula@ Recommendation of the

Committee
as Recommended by

the Committee
Spread as

Suggested by the
Committee

1 2 3 4 5 6 7 8 9 10 11 12
( Col.
3+0.5)

( Col. 4+0.5) (0.67*Col. 3+ (0.67*Col. 4+ ( Col.
9+0.5)

( Col.
10+0.5)

0.33*Col. 2) 0.33*Col. 3)
2001 2002 2003 2003-04 2004-05 2003-04 2004-05 2003-04 2004-05 2003-04 2004-05

1 7.96 6.11 5.09 6.61 5.59 6.72 5.43 6.75 5.50 7.25 6.00
2 8.05 6.24 5.18 6.74 5.68 6.84 5.53 6.75 5.50 7.25 6.00
3 8.16 6.33 5.28 6.83 5.78 6.93 5.62 7.00 5.50 7.50 6.00
4 8.27 6.44 5.33 6.94 5.83 7.05 5.70 7.00 5.75 7.50 6.25
5 8.45 6.58 5.40 7.08 5.90 7.20 5.79 7.25 5.75 7.75 6.25
6 8.70 6.74 5.54 7.24 6.04 7.38 5.93 7.50 6.00 8.00 6.50
7 8.87 6.88 5.61 7.38 6.11 7.54 6.03 7.50 6.00 8.00 6.50
8 9.15 7.01 5.68 7.51 6.18 7.72 6.12 7.75 6.00 8.25 6.50
9 9.28 7.16 5.72 7.66 6.22 7.86 6.20 7.75 6.25 8.25 6.75
10 9.38 7.19 5.74 7.69 6.24 7.92 6.22 8.00 6.25 8.50 6.75
11 9.51 7.26 5.81 7.76 6.31 8.01 6.29 8.00 6.25 8.50 6.75
12 9.65 7.40 5.90 7.90 6.40 8.14 6.39 8.25 6.50 8.75 7.00
13 9.77 7.45 5.99 7.95 6.49 8.21 6.47 8.25 6.50 8.75 7.00
14 9.83 7.44 6.04 7.94 6.54 8.23 6.51 8.25 6.50 8.75 7.00
15 9.92 7.42 6.10 7.92 6.60 8.24 6.54 8.25 6.50 8.75 7.00

*  : Average of the Monthly Yields
@: Corresponding G-sec Yields of the previous Calender year with a 50 bps liquidity Spread
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Annex 11: Administered Interest Rates: Actual and the Recommended Rates#

                                                                                        (Per cent)
Schemes Tenor Present Interest

Rate on Small
Savings
2003-04

As per the Reddy
Committee 2003-

04

As per the
Current

Committee 2003-
04

As per Current
Committee
2004-05

Recommended
Rate for 2004-

05 with 100
bps Cap

To be
Continued /
Discontinu

ed
Post Office Savings A/c

Open-
ended

3.50 3.50 3.50 3.50 3.50 Continued

Post Office Time Deposit
 1 Year
 2 Year
 3 Year
 5 Year

1-5
Years

6.25
6.50
7.25
7.50

6.50
6.75
6.75
7.00

7.25
7.25
7.50
7.75

       6.00
       6.00

6.00
6.25

         6.00
         6.00

6.25*
6.50*

Continued

Post Office Recurring
Deposits 5 Year 7.50 7.00 7.75 6.25 6.50* Continued

Post Office Monthly
Income
Scheme (MIS)

6 Year 8.00 7.25 8.00 6.50 7.00* Continued

National Savings
Certificate
 (6-year)  (NSC VIII
Issue)

6 Year 8.00 7.25 8.00 6.50 7.00*
Discontinu

ed

Kissan Vikas Patra 8 Year 7
Months

8.00 7.50 8.25 6.50 7.00* Discontinu
ed

Schemes Tenor Present Interest
Rate on Small

Savings
2003-04

As per the Reddy
Committee 2003-

04

As per the
Current

Committee 2003-
04

As per Current
Committee
2004-05

Recommended
Rate for 2004-

05 with 100
bps Cap

To be
Continued /
Discontinu

ed
Deposit Scheme for
Retiring
Govt. Employees, 1989

3-year 7.00 5.50 7.50 6.00 6.00
Be

replaced
by Dada-

Dadi
Schemes

Govt. Savings Bond@
(5-year)
[tax free]

5 Year 6.50 4.25 6.50 4.00 5.50* Discontinu
ed

Govt. Savings Bond
(6-year)
[taxable]

6 Year 8.00 5.75 8.00 6.50 7.00* Continued

Public Provident Fund
(15-year) 15 Year 8.00 6.00 8.75 7.00 7.00 Continued

 #: Rounded of to the Nearest 25 bps Interval
*:  Since the Rate Arrived using the Formula Suggested by the Committee is Leading to the Adjustment of Administered Interest Rate for
2004-05 to more than 100 bps over the Actual Rate Set for the Previous Year, the Cap Suggested by the Committee is Binding for those
Schemes.
@: Recommended Rate on GoI Savings Bond (Tax-free) 2003 is obtained using the Same Spread below the Tax-Free Bond for 2003-04
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Annex 12: Non-marketable Debt Instruments Issued to retail investors in Various Countries

Country Issuing
Agency

Distributin
g Agency

Products Features Interest Rates Tax Status

1.United
Kingdom

National
Savings and
Investments
(NS&I)

NS&I, Post
Offices

(1) Premium
Bonds

Denomination: Issued in units
of £1 with a minimum  of £100
for each purchase.  Purchases
above the minimum are in
multiples of £10.
Ceiling: An individual investor
can hold up to £30,000 in total.
These bonds are included in
draws.  Prize fund for each
month is equal to one month's
interest on each Bond eligible
for the prize draw for that
month.

The rate of interest
is determined from
time to time by the
Treasury.

Prizes are free of all
UK Income Tax and
Capital Gains Tax.

(2)Cash Mini
Individual
Savings
Account (ISA)

Denomination: Minimum-£10;
Maximum -£3,000 per tax year
in a cash mini ISA (addition of
interest each year will not count
towards the maximum limit)

ISA earn interest at
variable rates

Interest is free of UK
income tax. Capital
Gains Tax do not
apply

(3)Tax exempt
Special
Savings
Account
(TESSA) ISA

Account to be opened with
proceeds of a mature TESSA
within six months of its
maturity.Minimum: £10
Maximum:Total amount
(excluding
interest/bonus/dividend) in the
mature TESSA

ISA earn interest at
variable rates

Interest is free of UK
income tax. Capital
Gains Tax do not
apply

(4)Income
Bonds

Provide a monthly income at
variable interest rate.
Investment : Minimum -£500
Maximum- £1,000,000, either
individually or jointly.

The rates are
variable and are
subjected to
change with a  six
weeks' notice.
Investment of
£25,000 or over
earns higher
interest rate.

Taxable, paid gross

Non-marketable Debt Instruments Issued to retail investors in Various Countries

Country Issuing
Agency

Distributin
g Agency

Products Features Interest Rates Tax Status

1.United
Kingdom

National
Savings and
Investments
(NS&I)

NS&I, Post
Offices

(5)Fixed
Interest
Savings
Certificates

Choice of two terms-  5-year
and 2-year terms. Each term is
sold in Issues. A new Issue is
brought out whenever the fixed
interest rates changes.
Investment: Minimum-£100
Maximum: £10,000 in each
Issue of Fixed Interest Savings
Certificates.

Interest rates
unchanged for
existing Savings
Certificates

Free of UK Income
Tax and Capital
Gains Tax
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(6) Index-
Linked Savings
Certificate

Same as Fixed Interest
Savings Certificate except that
interest rate has two
components, a fixed rate and a
variable rate which is linked  to
the movement of the UK
General Index of Retail Prices.

Combination of
fixed and variable
rate

Free of UK Income
Tax and Capital
Gains Tax

(7) Childern's
Bonus Bonds

Investment: Minimum-£25,
Maximum- £1,000 per issue.
Maturity - Bonds have to be
held until the fifth-year or until
the child is 21. However, if the
bondholder needs access to
the money earlier, all or part of
the Bond can be cashed in
without notice. No interest is
earned if a Bond is cashed in
within a year of purchase

Interest at a fixed
rate for first five
years. Bonus which
is fixed and
guaranteed at the
outset is added in
the fifth year.

Interest and bonuses
are  free of UK
Income Tax.

(8) Pensioners'
Guaranteed
Income Bonds

Choice of investment terms:1-
year,  a 2-year or a 5-year
. Invesment: Minimum- £500
Maximum- £1,000,000, either
individually or jointly. Early
enchasment permitted with  60
days' notice. Penalty of 90
days' interest will be deducted
if no notice is given.

Fixed rate for a
particular term

Interest is taxable,
but not deducted at
source. Need not be
declared  if not a tax
payer.

Non-marketable Debt Instruments Issued to retail investors in Various Countries

Country Issuing
Agency

Distributin
g Agency

Products Features Interest Rates Tax Status

2.U.S.A. U.S.Treasury U.S.Treasu
ry,
commercial
banks and
Thrift
institutions

Savings
Bonds:
(1) Series EE

Accrual Bonds. Price of the
Bond is half of the face value.
Bonds issued on or after June
1, 2003 reaches original
maturity at 20 years.  If
applicable market-based rates
are insufficient to cause
doubling of bond value in 20
years, a one-time adjustment
will be made to cover the
difference.  Redemption
permitted after the first year.

Aligned to market
yields of 5-year
Treasury securities.
Interest accrues on
the first day of
every month
beginning with the
fourth month from
the date of issue.If
redeemed within
five years of issue ,
interest earning
period will be
reduced by three
months.

Federal income tax is
applicable.  Can
report interest
income in the year of
redemption or in the
year of accrual.
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(2) Series HH Current Income Bonds. Issued
at Face value. Maturity: 10
years + 10-year
extension.Interest rate is fixed
for the first ten years of the
bond. If the bonds enter the
ten-year extended maturity
prior to an  interest rate
change, the original interest
rate continues till the 20th year.

Interest rates
aligned to
marketable security
yields.F28

Federal income tax is
applicable.  Can
report interest
income in the year of
redemption or in the
year of accrual.

(3) Series I Issued at par in denominations
of US$50,
US$75,US$100,US$200,
US$500, US$1,000,US$5,000,
US$10,000.  Limit per person
in a calendar year - US $
30,000. Maturity - 30 years (20
+ 10-year extension).

Composite rate:
Combination of a
fixed rate and the
semiannual inflation
rate.  Negative as
well as positive
changes in the CPI-
U are used to
calculate the
composite rate

Federal income tax is
applicable.  Can
report interest
income in the year of
redemption or in the
year of accrual.

Non-marketable Debt Instruments Issued to retail investors in Various Countries

Country Issuing
Agency

Distributin
g Agency

Products Features Interest Rates Tax Status

3.Canada Canada
Investment and
Savings (CI&S)

CI&S,
Financial
Institutions
including
banks,
investment
dealers,sav
ings and
credit
unions and
through
employee
payrolls

(1)Canada
Savings Bond
(CSBs)

Available as a regular interest
or compound interest bond.
Encashable at any time.  No
interest will be paid if encashed
within three months of issue.

Earn minimum
guranteed annual
interest rates for the
specified series on
bonds that will be
increased but not
reduced below the
posted rates for the
specified period.

If Retirement Savings
Plan (RSP) Option is
exercised,
contributions as well
as interest income
are exempted from
income tax.

(2)Canada
Premium
Bonds (CPBs)

Higher returns than CSBs but
encashable only once a year
on the anniversary day and 30
days thereafter without
penalty.Available as regular
interest bond and compound
interest Bond.

Rates determined
by CI&S

If Retirement Savings
Plan (RSP) Option is
exercised,
contributions as well
as interest income
are exempted from
income tax.

4.Germany Federal Government Fedral Savings
Note

Type A : Maturity - 6 years with
annual interest payment. Type
B: Maturity- 7 years-
cumulative interest paid at the
time of maturity or withdrawal.

Interst rates rise in
accordance with a
fixed schedule. If
market conditions
change, current
series is
discontinued and
new series is
issued.

No tax exemption
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5. New
Zealand

Reserve Bank
of New Zealand
(RBZ)

RBZ,
banks, New
Zealand
Stock
Exchange
members,
and
investment
brokers.

Kiwi Bonds Maturity: 6 months, 1,2 and 4
years. Investment: Minimum-
NZ $1,000; Maximum - NZ $
250,000

Interest paid
quarterly or
compounded
quarterly and paid
on maturity. Set at
a margin below that
of Government
bonds of same
maturity.

Interest income is
taxable

Annex 13: Effective Rate of Return Available on Small Saving Instruments for Different Income Tax Brackets

(Without any surcharge)

(Percent)

NAME OF
INSTRUMENT

RELEF
UNDER THE
PRIVITION
OF IT ACT

TENO
R

MARGINA
L INCOME
TAX RATE

SINCE
02.9.1993 TO
14.01.2000

SINCE
15.01.2000 TO
28.02.2001

SINCE
01-03-2001
TO
28-02-2002

SINCE
01-03-2002
TO
28-02-2003

SINCE
01-03-2003
TO

0 % 12.36 11.83 9.73 9.20 8.16
10 % 20.27 19.56 16.75 14.36 13.04
20 % 21.52 20.75 17.72 15.24 13.82

1. NSC (VIII Issue) 88,80L 6 year

30 % 22.77 21.95 18.70 16.12 14.60
0 % 12.00 11.00 9.50 9.00 8.00
10 % 15.82 14.72 13.07 11.81 10.72
20 % 17.17 15.95 14.13 12.79 11.58

2. Public Provident
Fund

88,10(12) 15 year

30 % 18.52 17.19 15.20 13.77 12.45
0 % 12.00 11.00 9.50 9.00 8.00
10 % 17.44 16.92 16.13 14.37 13.90
20 % 19.04 18.41 17.45 15.59 14.99

3. Public Provident
Fund (with
permissible
withdrawals)

88, 10(12) 15 year

30 % 20.62 19.88 18.75 16.78 16.07

0 % 10.92-13.09 8.24-10.92 7.71-9.31 7.45-8.78 6.40-7.71
10 % 12.01-14.41 9.07-12.01 8.49-10.24 8.19-9.65 7.04-8.49
20 % 13.11-15.72 9.89-13.11 9.26-11.17 8.94-10.53 7.68-9.26

4. Post-Office Time
Deposits

80L 1-5
year

30 % 14.20-17.03 10.72-14.20 10.03-
12.10

9.68-11.41 8.32-10.03

0 % 10.25 9.20 8.68 8.16 6.61
10 % 11.28 10.12 9.55 8.98 7.27
20 % 12.30 11.04 10.42 9.79 7.93

5. Relief/Saving
(Tax-Free) Bond

10(15) 5 year

30 % 13.33 11.96 11.28 10.61 8.59
0 % 11.00 10.50 9.00 8.50 7.50
10 % 16.35 15.87 14.40 12.20 11.25
20 % 15.31 14.87 13.54 11.39 10.52

6. NSS 88 4 year

30 % 14.24 13.84 12.65 10.56 9.79
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Annex 14

Modalities of Dada-Dadi Savings Scheme

1. The scheme will be open for investment to retiring (superannuating or otherwise) Central/State Government Employees, a retired
judge of Supreme Court or High Court and the investments may be made up to the maximum of total of the retirement benefits received. The
retiring employees can invest in the scheme within three months from the date of receiving retirement benefits.

2. A retired judge of Supreme Court or a High Court who has received the retirement benefits before the introduction of this scheme
may invest in the scheme within three month of the date of notification of the scheme.

3.  Retirement benefits which are eligible for investment in the scheme would continue to be the same as specified for the Deposit
Scheme for Retiring Government Employees, 1989, namely,

• Balance at the credit of employee in any of the Government Provident Funds.
• Retirement/Superannuation gratuity.
• Commuted value of pension
• Cash equivalent of leave
• Savings element of Government insurance scheme payable to the employee on retirement, and
• Arrears of retirement benefits, as defined in (i) to (v), above consequent on implementation of the recommendations of the Fifth Pay

Commission.

4. Like the common scheme the minimum investment would be one thousand rupees and multiples thereof. -up to the total eligible
retirement benefits as given in para (2) above. Bonds issued under the scheme would have denominations of one thousand, five thousand
and a maximum denomination of ten thousand rupees.

5. Any employee desiring to invest his/her retirement benefits under this scheme will be required to produce a certificate from employer
indicating the retirement benefits. Where the amount of investment does not exceed Rs. Five lakhs, an affidavit on stamped paper signed by
the depositor indicating the amount of retirement benefits received by him shall be accepted in lieu of a certificate from the employer.

6.   The conditions for pre-mature withdrawal will be the same as prescribed for the common scheme namely, one-year lock-in period and
penal rate of interest as on one year deposit payable by the State Bank of India at the time of premature withdrawal.

7. An investor can invest under the scheme where the retirement benefits have been received on different dates by subscribing to new
series of bonds issued every year.

8. All other terms and conditions of the scheme shall remain the same as the Dada-Dadi savings scheme announced by the Union
Government.
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Annex 15

                   SMALL SAVINGS SCHEMES IN FORCE AND RATIONALISATION PROPOSALS

Name   Limits of Maturity Period Interest Whether Rebate Proposed Rationalisation
of the   Investment (Years) Rates interest is under  of Saving Schemes^^

Scheme (% p.a) tax free Sec.88 of
under Income

Income Tax Tax Act
Act

1 2 6 14 15 16 18

1.Post Office
Savings

Minimum Rs.20
and maximum

# 3.50 Yes No Should Continue

  Bank Accounts Rs.1,00,000 for an individual Sec.10
account (Rs.2 lakh jointly. No
limit on group, institutional
or official capacity accounts)

2.Public Provident Minimum Rs.100
and

       15 8.00 Yes Yes Should Continue with Tax

   Fund 1968 maximum Rs.60,000 in a Sec.10 Incentives Pending the
development of

fical year. Social Security System

3.Post Office Time Minimum Rs.200
and

     1,2,3 6.25 to
7.50

Yes No Should Continue

   Deposit Account Maximum no limit.      and 5 Sec. 80-L

4.Post Office Minimum Rs.10 per
month

        5 7.50 do No Should Continue

  Recurring
Deposit

or any amount in multiples

 Account of Rs. 5. No maximum limit.

5 Post Office Minimum Rs.1,000
and

        6 8.00 do No Should Continue

   Monthly Income maximum Rs.3 lakhs in single
  Scheme account and Rs.6 lakhs in

joint account.

6.NSC VIII Issue Minimum Rs.100         6 8.00 do Yes Can be Discontinued
Maximum no limit.

7.Kisan Vikas
Patra

No limit. 8 year 7 months Double
during

No No Can be Discontinued

the tenor
8.Deposit Scheme
for

Minimum Rs.1,000
and

# 7.00 Yes No Can be discontinued and
converted

   Retiring
Government

maximum not exceeding the Sec.10 to Dada-Dadi Bonds

   Employees
1989/

total retirement benefits.

   Retiring Employees
   of Public Sector
   Companies 1991

9. 6.5% p.a. No Limit 5 6.50 Yes No Can be Discontinued
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Savings
   Bond 2003
   (Non-Taxable)

10. 8% p.a.
Savings

No Limit 6 8.00 No No Should Continue

     (Taxeble) Bond
2003

#           :  open ended scheme.
^^           : Removal of Tax Incentive proposed until specified otherwise

                                                


