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Motivation

• Does Keynes’s (1930) supposition that the short-

term interest rate is the key driver of long-term 

government bonds’ yields?

• Does the government finance variable have an 

adverse effect on government bond yields?



Key Findings

• In India the short-term interest rates is the key 

driver of long-term government bond yields over 

the long-run.

• The government finance variable does not have 

any discernible adverse effect on government 

bond yields over the long-run.



Central Bank and its Policy Rate

• “The efficacy of the Bank-rate for the 
management of managed money was a great 
discovery and also a most novel one… but,… its 
precise modus operandi were not clearly 
understood - and have not been clearly 
understood… down to this day.” (Keynes, 1930, 
p. 17)

• Monetary policy through the short-term interest 
rate drives the long-term interest rate.



Determinants of LT Bond Yields

• “[T]he influence of short-term rate of interest on 

the long-term rate is much greater than anyone 

... would have expected.” (Keynes 1930, vol. II, 

p.315).  

• “[T]here is no reason to doubt the ability of a 

central bank to make its short-term rate of 

interest effective in the [government bond] 

market.” (Keynes 1930, vol. II, p.324). 

• Current conditions provide the basis of the 

investor’s future outlook, and thus the forward 

rates.



Reserve Bank of India

• The Reserve Bank of India (RBI) is the 

country’s central bank.

• The RBI has monetary sovereignty 
– India issues its own currency, the Indian rupee.

– Monetary sovereignty gives the RBI the ability to 

control the short-term interest rates

– Government of India can service its sovereign debt 

issued in Indian rupees. 

• The RBI is the lender of last resort.

• The RBI conducts “independent” monetary 

policy.



A Keynesian Model on Bond Yields

• A two-period model of long-term interest rates 

on government bonds sets the framework for 

this empirical study.



Data

• Monthly Data (1999M1 to 2015M10) and 

Quarterly Data (1999Q1-2015Q3)
– Short-term interest rates

– Indian government bond yields

– Inflation

– Economic Activity: Industrial Production

– Government Finance (quarterly only)



Evolution of Bond Yields



Evolution of ST Interest Rates



Evolution of Fiscal Variables



Unit Root Tests



Unit Root Tests



Empirics: An ARDL Approach

• Proposed by Pesaran and Shin (1998) and 

Pesaran et al (2001)

• ARDL (Auto Regressive Distributive Lags) has a 

number of advantages over standard 

cointegration:
• allows regressors to take different optimal numbers of lags

• produces consistent estimates of the long-run coefficients 

irrespective of the level of integration of the regressors

• provides both long-run and short-run dynamics



Empirical Results: 3Yrs IGBs



Empirical Results: 3Yrs IGBs



Empirical Results: 10Yrs IGBs



Empirical Results: 10Yrs IGBs



Conclusion

• The empirical results support Keynes’s 

conjecture
– The central bank’s actions, though its influence on the 

short-term interest rate and its use of monetary policy, 

are the main drivers of the long-term interest rate.

• The Reserve Bank of India (RBI) affects the 

long-term interest rate in the long-run.
– Higher (lower) long-term interest rate on IGBs is 

associated with higher (lower) short-term interest rate.



Conclusion (cont)

• Higher government indebtedness (the ratio of 

government debt to nominal GDP) does not 

have an adverse effect on IGBs’ nominal yields.

• The findings concurs with earlier results
– Akram and Das (2015a and 2015b) 

– Chakraborty (2012) 

– Vinod, Chakraborty, and Karun (2014)


