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Risk Management in Indian Bond Market: Issue of Yield Curve Construction 
Anatomy of Risk Free Short Rates*  

 
Rituparna Das 

 
Term structure (TS) means the relationship between the time-length between 

investment in a security akin to zero coupon bond (ZC) and redemption of the 

same on the one hand and the spot rate of return, yield to maturity (YTM) or 

simply ‘yield’ on the same on the other hand. This ‘yield’ is the rate of discount 

used in computing fair value or present value (PV) of any security. Similar is the 

case of computing PV of investment in fixed and capital assets, which is known 

as capital budgeting in Corporate Finance. Hence TS is alternatively known as 

yield curve (YC). It is the best understood in the context of Treasury bills (TBs) 

having residual term to maturity (TTM) from 1 day to 364 days in India. 

Theoretically it also applies to fixed or discount deposits (FDs) without any 

intermittent cash flow. For banks, ZCYC is known to be the asset-TS and FDYC 

is known to be liability-TS. For the same maturity bucket, expectedly harmful 

differences between asset yield and liability are known as basis risk and 

expected adverse changes in a particular TS are known as YC risk. But in the 

case of TBs the maximum TTM is one year whereas, for FDs there is room to 

stretch beyond ten years. For this reason, long term ZC yield are computed from 

the dated securities or coupon paying bonds issued by the Central Government 

of India (GoI) with the methods like bootstrapping. ZCYC gives the risk free rate 

for a particular TTM because ZCYC is computed with risk free GoI securities. 

Reportedly ZCYC is also employed in setting yields on loans, corporate bonds 

and foreign bonds. Basis risk and YC risk have important implications for asset 

liability management (ALM). ZCYC is everyday computed by the Clearing 

Corporation of India, the official clearing agency of the Indian debt market. 

However it is also done by other organizations like FIMMDA (Fixed Income 

Money Market and Derivatives Associations), Reuters and Bloomberg, and also 

for internal use, by technologically advanced banks. While ZCYC is 
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