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In this article,we discussthemajor issueson thepublic policy agendain theareaof thecapital
markets. In theareaof theequitymarket, themostimportantissueconcernsthe transition to rolling
settlement (Section1). In theareaof thedebtmarket, thecentralquestionis thatof new institutional
mechanisms which will obtain a liquid bond market (Section2). Finally, thereareseriousproblems
in theareaof taxationandlaw (Section3) whichneedto beaddressed.

We needto obtaininsightsinto thepolitical economyof reformsin thefinancialsectorin order
to comprehendthesequenceof eventsin policy andregulationof therecentyears.Somepreliminary
ideasin thisareaareofferedin Section4,whichalsohelpsin thinkingabouttheproblemsof enhancing
theregulatorycapacityat SEBIandRBI.

1 Transition to rolling settlementon the equity market

Within a shortperiodin the1990s,theequitymarket madetremendousprogressin termsof institu-
tion building. In aperiodof threeyears,wehadtheeliminationof unlimitedleveragein stocktrading;
theonsetof anonymous,electronictrading;theriseof a clearingcorporationwhich eliminatescoun-
terpartyrisk from the exchangesfor which it doesclearing,andthe onsetof depositorysettlement.
Theseareprofoundchangesin market mechanisms.They have transformedthelivesof investorsand
of market intermediaries.They have givenusanunprecedentedlevel of market liquidity andmarket
efficiency. Indeed,thereformsepisodeof theequitymarket, from thebanningof badla in December
1993to thelaunchof thedepositoryin November1996– is theonly successful“big bang”in India’s
reformsprocess.

FromDecember1996onwards,thetransitioninto rolling settlementhasbeenthecentralissuein
completingthereformsto institutionalmechanismson theequitymarket.

1.1 What is rolling settlement

Today, thestockmarketsin India tradeon all workingdaysbut settleonly oncea week.Theinterna-
tional standardis rolling settlement,wherethe tradesof eachdayaresettleda few dayslater. With
theexceptionof Paris,everystockmarket outsideIndiausesrolling settlement.

For example,on theNationalStockExchange(NSE)tradestake placefrom Wednesdaymorning
to Tuesdayeveningwithout settlement.Thenetopenpositionof eachbroker asof Tuesdayevening
leadsto settlement.Tradingcommenceson thenext day(Wednesdaymorning)ona cleanslate.This
is exactly like a futuresmarket with expirationonTuesday.

Supposeweuse
�����

rolling settlement,whichmeansthatsettlementtakesplaceonfiveworking
daysafterthedateof thetrade.In thiscase,thenetopenpositionof Mondayeveningwouldbesettled
the next Monday; thenet openpositionof Tuesdayeveningwould be settledthe next Tuesday, etc.
Thenettingof all tradesthatis todaydoneover anentireweekin India would bereplacedby netting
only of thosetradesthat take placewithin the tradingday. The contrastingactionsthat flow from
a sequenceof tradesunder“futures–style”settlement(which we have today)asopposedto rolling
settlement,aresummarisedin Table1.

1.2 The benefitsof rolling settlement

Therearea varietyof argumentsin favour rolling settlement:

Simplicity Oneof the criticismsof the Indian stockmarket in the pre–reformsperiod,was its in-
accessibilityto ordinary individuals. The stockmarket wasshroudedin market practicesof

2



Table1 FuturesStyleSettlementvs. Rolling Settlement

Today, India’s stockmarketsaredominatedby “futuresstylesettlement”,wheretradingtakesplacefor a weekandthenet
positionsarethensettledaweeklater.
Supposeapersonbuys200sharesonthefirst dayof thesettlementperiodandsells100sharesonedaylater. Wecomparethe
sequenceof actionsthatcurrentlyfollow onNSEversusthefunctioningunderrolling settlement,with a ���	� settlement.
This tableservesto illustratethe functioningof rolling settlement,andhighlight the reductionin settlementdelaysthat it
wouldbringabout.

Present
Date WeeklySettlement T+5 Rolling Settlement

1 Buy 200shares Buy 200shares
2 Sell100shares Sell100shares

6 Pay for 200sharesandgettheshares
7 Deliver 100sharesandgetpaidfor them

10 Pay thenetpricefor 100shares

11 Get100shares

animpenetrablecomplexity, andonly a tiny fractionof householdsin Indiahadtheknowledge
thatwasrequiredto safelyholdsharesin theirassetportfolio. For anewcomer, thecomplexities
wereextensive: not all stockstradedthroughtheclearinghouse;tick sizesweredifferent;indi-
vidualshadto workhardto protectthemselvesfrombeingdefraudedgiventhenon-transparency
of markets;theclearingandsettlementsystemsweresonon-transparentthatmostindividuals
neverknew whenfundsor sharesweredueto him; thestrategiesthatanindividualcoulduseto
protecthimselfin theperiodicpaymentscrisiswerehardto imagine.

At first, the birth of NSE dramaticallysimplified matters. All stockshad the identical trad-
ing systemon NSE– theindividual did not have to keeptrackof variousclassesof stocks.All
stocksweresettledthroughtheclearinghouse.All stockshadatick sizeof fivepaisa.Thetrans-
parenttradingsystemreducedtheneedto monitorbrokers.Theclearingcorporationeliminated
paymentscrises.Fundsandsecuritiescameto theindividualonawell-definedclock.

In recentyears,weappearto have regressedto amuchmorecomplicatedmarket. If anindivid-
ualwantsto buy 100sharesof Reliance,hefacesabewilderinglist of alternative tradingvenues
whereRelianceis trading:NSE’sEQmarket,NSE’sAE market,NSE’srolling settlementmar-
ket,andBSE’svariousmarketswith theadditionalcomplicationof badla.

TherearereportsthatSEBI proposesto createaroundfive to tenmoretradingvenuesfor each
stockaspartof an incorrectnotionof the“transitionto rolling settlement”.Thecollateralre-
quirementsin all thesemarketsaredifferentandbewilderingly complex. We areonceagain
cominginto a world whereanexternalobserver facesa knowledgebarrieragainstmarket par-
ticipation.

A genuinetransitionto rolling settlementis importantfor its simplicity. A transitionto T+5
rolling settlementwouldmeanthatevery tradingscreenin IndiawouldtradeReliancein exactly
oneformat: for settlementon thesameday, next week.Theonly thingthatanindividualwould
needto know is that if sharesarepurchasedon Friday, thentheshareswould be transferedto
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his nameon thenext Friday;sharessoldon Mondaywould alwaysreliably yield fundson the
next Monday.

Theargumentsaboutsimplicity maybesummarisedin oneessentialissue.Rolling settlement
encouragesa focus on the true function of financial markets – the valuationof securities–
without gettingobscuredby complexity of tendifferenttradingmechanismsfor a givensecu-
rity. Rolling settlementmakesit possiblefor economicagentsto concernthemselveslesswith
market processesandfocusonmarket outcomes.

International standards Oneargumentthat hasoften beenmadein favour of rolling settlementis
basedon internationalstandards.In 1993,the“Groupof Thirty” put outguidelineswhichsug-
gestedthatall marketsshouldmove to

�
�
�
rolling settlementastheminimuminternational

standard.This wasanimpetusfor theNYSE to move from
���
�

to
���
�

rolling settlement.
Futuresstylesettlement,andbadla, have beeneliminatedin UK, which now usesrolling set-
tlement. FranceandIndia arenow the last major stockmarketsof the world which have not
yet migratedinto rolling settlement.Elsewherein theworld, efforts in upgradinginstitutional
infrastructureareorientedtowardsreachingfor

�����
(next day settlement)or

�����
(same

eveningsettlement).India’s equitymarket is backward in beingat thestartingpoint, which is
themove from futures–stylesettlementto rolling settlement.

Inf ormation processingand dissemination Fromaneconomicperspective, onemajor role for the
equityspotmarket is thedeterminationandpublic revelationof thepricesof sharesof various
firms. In this function,it is desirableto have a single,well–definedpricethateconomicagents
canusein their informationprocessing.

As mentionedabove, in anenvironmentwherethereare20–30differentprices,all claimingto
bethespotpriceof Reliance,it addsto thecomplexity of informationprocessing.Further, the
useof futures–stylesettlementor thecontinuedprevalenceof badla servesto introduceother
elementsinto themovementsof spotprices.For example,every Wednesday, pricesshouldrise
by roughly0.4%on NSEowing to thechangein stocksbeingtradedon a one–weekforward
basis(on Tuesday)ascomparedwith a two–weekforward basis(on Wednesday).Economic
agentswhousestockpricesin theirinformationprocessingneedto factorthesedetailsof market
institutionsin orderto correctlyinterpretpricemovements.

Theidealequityspotmarket is asimplemarketwherethespotpriceof sharesis revealedto the
economywith the highestpossiblesignalto noiseratio. A pureequityspotmarket basedon
rolling settlementis desirablein takingusclosertowardsthisgoal.

Systemicrisk Thefuturesstylesettlementprocess,which is presentlyin useon theequityspotmar-
ket, comeswith thesystemicrisk of futuresmarkets. India’s experienceswith fragility of the
stockmarketsarecloselyrelatedto poor institutionalcapabilitiesin copingwith thesystemic
risk of futuresmarkets.

In recentyears,India hasseenthecreationof a complex systemof marginswhich is aimedat
obtaininga lessvulnerableequity“spot” market, evenwith thehighly leveragedfutures–style
trading.In additionto increasingthecomplexity of accessingtheequitymarket, themarginsin
usearenotbasedon a thoroughunderstandingof risk. Theknowledgeavailablein Indiaabout
operatingtherisk containmentsystemsrequiredwith futuresmarketsarehighly limited.

Rolling settlementis importantinsofar asit doesnotmakedemandsof conventionalexchanges
to operatefuturesmarkets;a problemwhich is generallyout of reachof their knowledgeand
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institutionalcapacities.Theriskcontainmentthatis requiredto obtainaspotmarketwith rolling
settlementis extremelysimple. Exchangesin India would be able to easilyobtainsystemic
stability if thespotmarket usedrolling settlement.

1.3 Impact on different classesof market users

To understandthetransitioninto rolling settlement,it is usefulto analyseits heterogeneousimpacton
thelifestylesof differentclassesof market users.

� Institutional(A)

� Retail(B)

– Non-speculative (B.1)

– Speculative (B.2)
� Non-leveraged(B.2.1)
� Leveraged(B.2.2)

A: Institutional

Institutionalinvestorsarepresentlyforbiddenfrom doingnettingtrades(within asettlement)or from
doingbadla.Today, they cannotbuy on Wednesdayandsell on Thursday. With rolling settlement,it
wouldbecomepossibleto for thembuy onWednesdayandsellonThursday, for thefirst time. Hence,
thetransitionto rolling settlementwouldonly improve theirflexibility in transacting.

B.1: Non-speculative retail, and B.2.1: Non-leveragedretail speculators

For thesemarketusers,
�����

rolling settlementwouldshortentheirdelaybetweensellingsharesand
gettingmoney: it rangesfrom 5 to 10workingdaystoday, andit wouldcomedown to afixed5 days.
Hencethey only benefitfrom rolling settlement.

Therehavebeenconcernsabouttheability of investorsaroundIndiato movefundsanddepository
instructionsin time,to copewith rolling settlement.In orderto putthingsin perspective, it is usefulto
pointout thattheactionsrequiredfrom investorsunder

�����
rolling settlementarenodifferentfrom

thosewhich take placetodayon theexpirationdate(Tuesdayson NSE).An investorwho is ableto
copewith settlementactivities thatfollow from buying or sellingon Tuesdayon NSEis alreadyable
to copewith thesettlementactivities thatflow from

�����
rolling settlement.

B.2.2: Leveragedretail speculators

This is the only classof market userswhich would be hurt by rolling settlement:their accessto
leveragewould be lower when it comesto overnight positions. For intra-dayspeculative trading,
rolling settlementis indistinguishablefrom existing market practice. But a leveragedpurchaseof
sharesonWednesdayto sell onThursdaywould facelower leverageunderrolling settlement.

The reductionof leveragedtradingon the equitymarket, andthe eliminationof insecureforms
of leverage,is oneof the very goalsof the transitionto rolling settlement.However, to the extent
that new institutionalmechanismsoffer modestlevels of leverage(with very high levels of market
integrity), they wouldeasethetransitionof retail leveragedspeculators(with overnightpositions)into
rolling settlement.
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1.4 The transition to rolling settlement

The two broadset of issuesin discussingthe migration to rolling settlementare: (a) institutional
infrastructure,and(b) network externalities.

Thefirst problemconcernsthepreparatorywork which is requiredin termsof institutionbuilding
to enablerolling settlement.Thesecondproblemconcernstheroleof Stateinterventionsin obtaining
market liquidity underrolling settlement.

Institutional infrastructur e: the dematprocess

Rolling settlementis highly inconvenientwith physicalsharecertificates.However, the104securities
wheredematsettlementis now mandatory, accountfor 90% of the tradingvolumetoday. Thus if
rolling settlementwasinitiatedwith these104stocks,it wouldsolve thebulk of theproblem.

Institutional infrastructur e: margin trading

Margin tradingis an elegantmechanismthroughwhich modestlevels of leverageareprovided for
usersof theequitymarket with veryhigh levelsof safety. Its workingmaybesummarisedasfollows.

1. Procedure for leveraged speculative long: X buysthrougha broker B; heonly putsup 40%of
thefunds(i.e. 2.5xleverage);B obtainsa loanfrom abankfor 60%;B pays100%of thefunds
to theclearingcorporation(which seesa 100%delivery market); B obtainsdelivery of shares
from theclearingcorporation;B handsover thesesharesto thebank(Thebankhascollateralof
Rs.100backingtheloanof Rs.60).

2. Procedure for leveraged speculative short position: X sellsthrougha broker B; hepays40%
of thesell positionto thebroker (i.e. 2.5x leverage);B borrows sharesfrom a stocklender;B
deliverssharesinto the clearingcorporation(which seesa 100%delivery market); B obtains
fundsfrom theclearingcorporation;B handsoverRs.140to thestocklender(whohascollateral
of Rs.140backinga loanof Rs.100of shares).

Margin tradingis a highly attractive procedure,which (a) preservestheprincipleof a ”no-fails”
market at the level of the clearingcorporation,(b) featureshigh levels of collateral,and(c) offers
modest(2.5times)leverageto market users.

In orderto makemargin tradingasuccessin India,weneedto (a)eliminateor greatlyenlargethe
limits onbankloansagainstsharesascollateral,(b) strengthentheexistingstocklendingmechanisms
(e.g. theALBM of NSE),and(c) enabletheabove institutionalmechanismsinto thefunctioningof
exchanges.

Institutional infrastructur e: CNS

ContinuousNet Settlementis anelegantprocedurethat is usedby theNationalStockClearingCor-
poration(NSCC) in the US. Margin tradingimpactson a relationshipbetweenthe customerandthe
broker; in contrastCNS impactson therelationshipbetweenthebroker andtheclearingcorporation.
UnderCNS, longsareobligatedto bring in full funds: a singlerupeeof incompletepaymentwould
beconsideredasa default. However, whenshortsfail to bring in delivery of securities,theclearing
corporationautomaticallyresortsto a stocklendingfacility to obtainshares.This is compatiblewith
theALBM (stock-lendingmechanism)which runson NSCC(in India). CNS is in sharpcontrastwith
thedraconianauctioningof shortdeliverieswhich is presentlyusedin India.
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Both CNS andMargin Tradinghave onecommonfeature: all long andshortpositionsthat are
openat theendof thedayturninto deliveryon

�����
, possiblywith theassistanceof borrowedmoney

or sharesby thebroker on behalfof thecustomer, or borrowedshareson behalfof thebroker by the
clearingcorporation.Thenettingbetweenlongsandshorts,which is theessenceof badla,is absent
with boththese.

Credibility of reforms, Network externalities

Rolling settlementinvolvesa paradigmshift in how financialintermediariesview themarket. It in-
volvesmajor changesin salesstrategy, risk management,backoffice procedures,etc. The process
which SEBI hasadoptedfor a migrationto rolling settlementso far – announcinga setof tenminor
stockswhererolling settlementis mandatorywithout have eithermargin tradingor CNS in place– is
designedto ensurethatthesestockswill suffer aseriouslossof liquidity.

Thenetwork externalitiesof liquidity playamajorrole in thisunderstanding.Thetenstockscho-
sensofar, which accountfor below 0.1%of thetradingvolumein thecountry, areinsignificantfrom
the perspective of market intermediaries.Hence,market intermediariesfacea choicebetween: (a)
cessationof tradingin thesetenstocks,versus(b) revampingtheir salesstrategies,risk management,
backoffice proceduresetc., in the interestof exploiting rolling settlementfor thesetenstocks. It is
rationalfor many intermediariesto preferalternative #a.If evenafew intermediarieschoseto dothis,
it hasa larger effect throughthenetwork externalitiesof orderflow. Hence,it is not surprisingthat
thesetenstockshave seenreducedliquidity underrolling settlement.

To overcomethe network externality problem,agentsshouldbe given a cleartimetablefor the
conversionof majorstocksinto rolling settlement.Thetargetshouldbethe104majorstockswhich
arealreadyin “mandatorydematsettlement”.1 It is not hardto visualiseall these104stocksbeingin
purelyrolling settlementby late2000sincethesearethemostimportantmajorstocksin India,andit
is veryhardto do rolling settlementwith physicalsharecertificates.

2 Obtaining a liquid bond market

Thecreationof a liquid bondmarket is widely viewedasan importantgoal for thepurposesof im-
proving theconductof monetarypolicy, andfinancingleveragedprojectssuchasthosein theareaof
infrastructure.Yet,we have a striking contrastbetweentheequitymarket andthedebtmarket in that
at theendof the1990s,wehavestrongmarket infrastructurein theareaof theequitymarket whereas
it is asyet lackingin thedebtmarket.

In theearly1990s,threemajorreformstookplacein thegovernmentdebtmarket, in theaftermath
of thescam:

Impr ovementsto settlement The RBI moved to computerisethe SGL andimplementa form of a
‘delivery versuspayment’system.In 1999,thecomputernetworking betweenRBI’s SGL and
NSDL hasfallen into place,thusenablingelectronicsettlementfor the2.1 million individuals
whoholddepositoryaccountswith NSDL.

Enforcementof a “trade for trade” regime The RBI setupa strongregulatory systemwhich re-
quiredthatevery trademustsettlewith fundsandbonds;IOUsandnettingwereprohibited.

1On 28 January2000,therewerereportsthat SEBI may add100 stocksinto the list of stocksfor mandatoryrolling
settlement.However, all these100stocksarechosento beminor stocks.
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Table2 Elementsof market designon India’s governmentdebtmarket: 1994and1999

Eightelementsof market design

Feature 1994 1999

1. Productstandardisation Adequatestandardisation Unchanged

2. Aggregationandrevelationof or-
derflow

Fragmentedmarket through ge-
ographical distanceand through
phonemarket. Order flow unob-
served.

Unchanged

3. Intermediaries Broker / dealers, fraught with
agency problems. Oligopolistic
pricing.

Unchanged

4. Anonymity Absent Unchanged

5. Counterpartyrisk Present Unchanged

6. Settlement Purelypaper Purelythroughdepository

7. Enforcement/ prosecution Poor Improved

8. Futurestrading Absent Unchanged

Trade reporting at NSE A limited degreeof transparency cameaboutthroughtheWholesaleDebt
Market (WDM) at NSE, whereroughly half the tradingvolumeof India’s governmentdebt
market is reported.WDM is nota ‘liquid market’ wheretradescanbeexecuted.Yet, it marksa
stepforwardinsofar asit producesrevealsusefuldataaboutpricesandtradedquantitiesintra–
day.

Thesereformshave servedto closethewindows throughwhich thepervasive failuresof clearing
and settlementon the bond market generatedthe Scamof 1992. Today, SGL works much more
effectively ascomparedwith 1992. IOUs anduncontrolledleveragearecompletelyabsent.In this
sense,theobjective of preventingtherecurrenceof theScamof 1992hasclearlybeenmet.But these
reformshave donelittle to obtaina liquid bondmarket.

2.1 Impact of reforms of 1990s

We can summarisethe changeswhich took placein two ways. The first consistsof askinghow
elementsof market designhave changed.This is shown in Table2. Improvedideasin market design
shouldgeneratelower transactionscosts.This is shown qualitatively in Table3.

As a consequenceof the reforms,India’s governmentdebt market is much lessvulnerableto
systemiccrises.However, the reformshave failed to obtaina liquid, efficient bondmarket. We can
readilycontrastthemodestchangesseenin Table2 againstthe majorchangeswhich took placeon
theequitymarket. Similarly, thedramaticreductionsin transactionscostsseenon theequitymarket
arein sharpcontrastwith themodestchangesseenin Table3.

Today, thecentralquestionfacedin policy formulationconnectedwith thebondmarket is about
how the market designcanbe alteredso asto obtainan efficient bondmarket. The reformsof the
1990sdid not addressthecoreproblemof therelianceof thegovernmentdebtmarket on distributed
dealersinteractingby telephonein Bombay. This,combinedwith the“tradefor trade”regime,which
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Table3 Qualitative view of liquidity on India’s governmentdebtmarket: 1994and1999

An approximatedepictionof India’s debtmarket in termsof twelve components.Thetermsusedin this tableareapprox-
imate. They reflectboth a comparisonbetweenthe transactionscostsseenon thesemarkets,anda comparisonof how
differentthesetransactionscostsareascomparedto whatthey couldbegivenimprovedmarket mechanisms.

Component 1994 1999

Trading
Denialof Access High High
MarketDown-time Low Low
Feesto Intermediaries High High
Unreliableorderprocessing Moderate Low
Market Inefficiencies High High
Market ImpactCost High High

Clearing
CounterpartyRisk High Reduced
Initial Margin 0 0

Settlement
Backofficecosts High High
Badcertificates High 0
Delaysin payment High Low
TransactionTaxes Moderate Moderate

forbidsall formsof netting,is amajorhindranceto obtainingmarket liquidity. In addition,thelackof
electronicsettlementat thedepositoryhasbeenacripplingconstrainton thecorporatebondmarket.

Settlementprocedures

Today, RBI requiresthatevery tradeon thegovernmentdebtmarket shouldsettle,andthissettlement
takesbetweenoneto fivedays.Existingproceduresfor moving fundsandsecuritiesarehighly cum-
bersome.Thebackoffice of the largestbankis unableto processmorethana hundredtradesa day,
in sharpcontrastwith the equity market wherethe smallestof NSE brokersprocessin excessof a
thousandtradesaday. Theessentialfeaturewhichgeneratesthisdifferencein transactionscostsis the
useof nettingat theclearingcorporationon theequitymarket,asa way to dramaticallysimplify set-
tlement.In comparison,thetradefor traderegimewhichforbidsnetting,yieldsenhancedtransactions
costs.

In thecontext of theequitymarket,thediscussionabove focusedonthemigrationto aspotmarket
basedon

�����
rolling settlement,with depositorysettlement,asashort–runobjective for reformson

the equitymarket. In debtmarketsinternationally, this processhasgoneinto its logical destination
in the form of “real–timegrosssettlement”(RTGS) systems.RTGS is the ideal form of a spotmar-
ket, wherecompletesettlementis attempteda few secondsafter the tradeis struck. RTGS requires
infrastructurefor real–timemovementof fundsandsecurities.2

In recentyears,RBI hasbegunwork towardsanRTGS system,andthisis widely viewedasbeinga
critical componentof theproblemof obtainingliquidity onthegovernmentbondmarket. While RTGS

2It is interestingto observe that rolling settlementinvolvesintra–daynettingwhile RTGS involvesno netting. In this
sense,RTGS canbeviewedasanimplementationof RBI’sexisting trade–for–traderegimewherethetimeelapsedbetween
tradeandsettlementis shrunkto a few seconds.
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is entirely desirable,andshouldideally be extendedto asmany securitiesaspossible,it is neither
necessarynor sufficient in obtaininga liquid bondmarket, becausethe basicproblemof the bond
market is thestructureof trading.

Tradingon thedebtmarket involvesa dozendealersin southBombaywho interactover thetele-
phone.A migrationto RTGS would not necessarilyinvolve replacingthis tradingmechanism.Con-
versely, we maypoint out numerouscountriesin which broad-basedbondmarketswerequite liquid
beforeadvancesin technologymadeRTGS possible.

It maybeusefulto notethatthetransformationof liquidity on theequitymarket tookplaceunder
hostileconditionsin termsof settlementinfrastructure:whensettlementwasbasedonphysicalshares
with nettingover a week. This suggeststhatwhile high quality settlementinfrastructureis valuable,
it is notapreconditionfor obtainingmarket liquidity.

Trading procedures

Thegovernmentdebtmarket would obtainmajorgainsin liquidity andmarket efficiency if four key
principlesgovernedtrading: (a) anonymity, (b) price–timepriority, (c) nation–widemarket, and(d)
freeentryinto intermediation.

Anonymity eliminatespersonalor political influencesupon price formation; it focusesthe in-
formationprocessingof market participantsuponpricesandquantities. Cartelenforcementwould
becomeessentiallyimpossibleunderanonymity. Anonymity in tradingis a highly desirablefeature
sinceit helpspreventsmany corruptpractices,giventheweakpost–hocenforcementin thecontext of
financialfraudin India.

Price–timepriority consistsof establishingmarket infrastructurewhich ensuresthatevery order
in the country is assuredthe bestprice. Whenan economicagentapproachesan intermediaryin
orderto executea trade,theexecutionpricewould be thesameregardlessof which intermediaryis
chosen.Themarket wouldpossessliquidity, andtheintermediarywouldmerelybeawayof obtaining
accessto this liquidity. Intermediarieswouldunbundletheir intermediationcharges,andcompetitive
pressureswouldstartoperatinguponthesecharges.

A singlenation–widemarket – asopposedto a club market operatingby telephonein Bombay–
wouldharnessordersfrom all over thecountry. Thepoolingof theseorderswouldgenerateenhanced
liquidity. Conversely, a nation–widemarket would carry the benefitsof a liquid governmentdebt
market to locationsall over thecountry. Theexperienceof theNSEhasshown that India’s financial
sectoris not locatedin Bombay– prior to NSE, 85% of equity tradingtook placein Bombay, but
todayonly 35%of NSE’s tradingvolumeoriginatesfrom Bombay.3

Finally, freeentryinto intermediationwouldshrinkintermediationcosts.Freeentryinto interme-
diationblendsverywell with amarket thatworkswith anonymity andprice–timepriority; incumbent
intermediariesneednot know or accepta new intermediaryinto their club in orderto tradeagainst
him on an anonymoustradingscreen.However, free entry into intermediationdoesraiseconcerns
aboutcredit risk, which canbe addressedusingnovation at the clearingcorporation.Similarly, an
RTGS systemcould implicitly throw up entrybarriersinto intermediationif theRBI limits accessto
theRTGS system.4

3Eversincetheearly1970s,retail investorshaveownedsharesbut notgovernmentsecurities,andSGLdoesnotinterface
with retail investors. However, now that SGL is linked to NSDL, the sameproceduresand distribution channelsused
nationwideby NSDL to accountfor half thesettlementvolumeon the(highly retail)equitymarket havebecomeaccessible
to thegovernmentdebtmarket.

4NSDL is an interestingrole modelwherethe depository, the coresettlementinfrastructureof the equity market, is
accessibleto essentiallyeveryfinancialintermediaryin India; therehasbeennoattemptat throwing upentrybarrierswhich
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Reshapingthe governmentdebt market aroundthesefour principleswould imply institutional
changewhichwouldbecomparablewith theexperienceof theequitymarket from 1994to 1996.

2.2 Summary

In summary, thestrategy which wouldyield a liquid bondmarket is primarily basedon threecompo-
nents:

1. Corporatebondsandgovernmentbondsshouldbevisible in thedepositoryaccountsof individ-
uals,usingproceduresanddistribution mechanismswhichareidenticalto thoseusedby NSDL
today.

2. Bondtradingshouldtake placeunderconditionsof anonymouselectronictrading,with nation-
wide access,with novation at the clearingcorporation. The bondmarket shoulduserolling
settlement,possiblywith a shortersettlementcycle thanthe

���
�
that is presentlyenvisioned

with equities.Intra–daynetting,which is innatein rolling settlement,is bothdesirablein terms
of obtainingliquidity andsafelyimplementable,usingnovationat theclearingcorporation.

3. The entry barriersinto bondmarket intermediation,andthe unequaltreatmentof alternative
bondmarket intermediaries,shouldcease.Froma market designperspective, thereshouldbe
nodifferencebetweenbanks,primarydealers,brokers,mutualfunds,financialinstitutions,etc.

3 Law and taxation

Given the immediatecontext of theupcomingbudgetof February2000,we needto think aboutthe
entirequestionof the taxation of capital, with a particularaccenton the preferentialtax treatment
of certainmutual funds (Section3.1). Finally, the most importanthurdle in termsof institutional
infrastructurefor thefinancialsectoris thechallenge of legal reforms (Section3.2).

3.1 Taxation of capital

Over theyears,we have evolveda complex systemof taxationof returnson capital.Interestincome,
dividendincome,capitalgainsby localsversusforeigners,returnsobtainedby mutualfunds,etc.have
all beenthesubjectof detailedtax regulations.

Fromaneconomicperspective, thereis oneclearprinciple: two differentportfoliosin thecountry
whichhold identicalrisk andreturncharacteristicsshouldnotbetaxedin aninconsistentway. If there
aretwo products� and � with identicalrisk/returncharacteristicsbut � hasahigherpost-taxreturn,
theneconomicagentswill sell � andbuy � , thusdistortingthepricesof both.

The recentinitiative aimedat giving mutual fundsa preferentialstatusis an extremecaseof a
violation of suchprinciples. Thereis no economicrationalefor penalisingindividualswho manage
theirown portfoliosin favourof individualswhochooseto hireamutualfundmanager. Thisinterven-
tion, which wasoriginally intendedasa disguisedsubsidyfor UTI’s US-64product,wasbroadened
to includeamuchlargerrangeof mutualfundproducts.With thestockmarket returnsof thelastone
year, theshort-termexigency of helpingUS-64is now absent,andthisbiasagainstindividualsshould
beimmediatelywithdrawn.

preventintermediariesfrom hookingup to NSDL.
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Looking forward, thereis a hostof transactionsthat arecomingaboutthroughthe growing so-
phisticationof financialmarketsthatpresenta hostof complex issues– theserangeover derivatives,
securitisation,cross–bordertransactions,etc. In eachof theseareas,thereis a needfor clarification
andsimplificationof taxcodes.

More generally, thereis an importantneedto take stockof the whole rangeof tax codeswhich
governtaxationof returnsoncapital.At repeatedoccasionsin recentdecades,therehave beeninitia-
tivesin theform of specialisedtax policiesdesignedto solve specificproblems;theaccumulationof
thesegivesussignificantdistortions.Thereis a strongneedfor a focusedeffort todayto bring about
greatercoherenceamongstall aspectsof thetaxationof capitalin India today.

3.2 Legal reforms

Themajorlawswhichgovernthefinancialsectorare:

1. SEBIAct 1992

2. SCRA1956andtherules/regulations

3. FERA1973

4. DepositoriesAct

5. DebtRecoveryAct (BankandFinancialInstitutionsRecoveryof DuesAct 1993)

6. BenamiProhibitionAct

7. ArbitrationandConciliationAct 1996

8. IndianPenalCode

9. BankingRegulationAct

10. IndianEvidenceAct, 1872

11. IndianTelegraphAct, 1885

Many of theseactsandtheassociatedrules,regulationsandguidelinessuffer from inconsistencies
with respectto eachother. They areoftenout of touchwith contemporaryinstitutions,technology,
andthemodernapproachtowardseconomicpolicy. Glaringexamplesof thisaretheEvidenceAct of
1872andtheIndianTelegraphAct of 1885.

Thepresentlegal structurehampersanddistortsthedevelopmentof thecapitalmarketsin a per-
vasive manner. Someexamplesof thesedistortionsmaybecitedhere:

� Theonsetof cash–settledderivativesrequiredanamendmentto theSC(R)A.
� In asituationwhereeconomicpolicy reformswork towardsobtainingmarketswith reduced transactions

costs,stampduty laws are directly distortionarysincethey work towardsraising transactionscosts.
Stampduty lawsalsoinhibit assetsecuritisation.
� Electronicfundstransferandinternetcommercerequirechangesto theIndianEvidenceAct.
� The takeover market is an importantcheckupon poor management,and a vital part of obtainingan

efficient resourceallocationin thecountry. Many provisionsof theIncomeTax Act, IndustrialDisputes
Act, andStampLaws impedesmoothtakeovers.
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Someefforts into overhaulingcompany law andincometax law have begun.Sofar, theapproach
takenhasgenerallybeenoneof modifying laws to enablespecificreforms;for example,cash–settled
derivativeswereenabledwhile leaving themainbodyof laws concerningwageringintact. Similarly,
the depositorylegislationwasput through,aftermany yearsof delays,yet electronicsettlementfor
bondsis still infeasiblein India. Eachstepin thereformsprocesshashadto beprecededby legal ef-
forts,whichareextremelytime–consuming.Thefinancialcommunityis constantlyinventingcomplex
legal contractsto enableefficient contractsin a legally bindingfashion.Thesedelayshave workedto
slow down progressin thefinancialsector, andthe legal engineeringthat is mademandatoryby the
existing legal structuresis awasteof humaneffort andingenuitywhichcouldbebetterdeployedinto
moreproductive uses.

As with theproblemsof taxation,it is importantto comprehensively takestockof thelegal frame-
work governingthefinancialsector, andspecifyanaltogethernew blueprintfor how thisshouldbe.

4 Political economyof financial sectorreforms

Thereis a sharpdistinctionbetweenfinancialmarket intermediaries,and the remainingeconomic
agentsof the economy(firms andhouseholds),in understandingthe political economyof financial
sectorreforms.

Whenfinancialmarketsbecomemoreefficient in two senses:reductionof transactionscostsand
in improvementsin theinformationalefficiency of prices,thedistributedmassof economicagentsin
theeconomyaregainers.Householdsobtainhigherreturnson their portfolios(afteraccountingfor
intermediationcostsandsub–optimalrisk/returntradeoffs thatarefoundin inefficient markets),and
firms obtaincapitalat lower prices. Economicgrowth is enhancedsinceanefficient market directs
resourcesinto moreproductive avenuesthananinefficientmarket.

4.1 Incentivesfor political action

However, thesechangesare generallyinimical to the interestsof financial market intermediaries.
A large fraction of the transactionscosts that aresufferedby the usersof marketsarerevenues for
intermediares.It is hencenot surprisingto seethat the successof reformsin the equitymarket led
to a halvingof thepriceof a BSEmembership.Buyersof a BSEcardin 1994have experiencedan
averagerealrateof returnof -15%perannumin thefollowing years.

As is commonin many aspectsof the political economyof public policy, a small numberof
intermediaries– roughly 100 banks,1000brokeragefirms and50 mutualfunds– hasa strongand
focusedinterestin questionsof public policy andin influencingpolicy choices.The large massof
the usersof markets(i.e. the restof the economy)lack incentives to engagein political actionsto
influencepolicy. Hence,intermediariesinvestresourcesinto political actionswhile theusersin the
economydonot.

In addition, market intermediarieshave a near–completemonopolyon the knowledge and the
specialisedjargonaboutthefinancialsector. Thereis a tiny sprinklingof bureaucratsandeconomists
who areableto comprehendpolicy debatesandunderstandcommitteereports(andtheir subliminal
content)at SEBI andRBI. For the rest, the dialogueon policy questionsis exclusively conducted
betweengovernmentandfinancialmarket intermediaries.Market intermediarieshave the incentives
to visit SEBI,RBI andthefinanceministryandpressfor theirpointsof view; theusersof theeconomy
donot.

At RBI, thereis a long traditionof employeeswhohave movedbetweenpublic–sectorbanksand
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theRBI on deputation.An individual who hasworkedat a bankfor many yearsis likely to sharethe
goalsandthe world view of a bank. This practiceis clearly inappropriateandshouldcease.More
generally, thereis asignificantneedfor RBI to shift focusfrom “the bankingsystemasanend”to “the
bankingsystemasa meansfor achieving goalsof monetarypolicy andefficient financialmarkets”.
Thiswouldbeshifting from theintermediaryperspective to theuserperspective.

In the polar case,whenintermediariessucceedin ensuringthat the regulatorsharestheir world
view andworksfor theinterestsof intermediaries(andnotof theeconomy),wehave asituationwith
“regulatorycapture”.

Thissituationis notunlikeotherareasof publicpolicy; incumbentmanufacturersearnprofitsfrom
inefficiencies,andhave incentivesto visit governmentofficesregularly, work towardsentrybarriers,
seekto blockforeignimports,andtry to blockFDI. Thefertiliser industryis bestequippedin termsof
jargon,institutionalknowledgeandtechnicalknowledgeto engagein discussionsaboutthefertiliser
sector. Oncewe think of financialmarket intermediariesas “producers”of financialservices,the
analogywith thetraditionalunderstandingof rent–seekingbehaviour is simpleanddirect.

4.2 Mark et design,market inefficiencies,trading profits

However, thereis oneadditionaldimensionwherethe financialsectorhasuniquelyperverseincen-
tives:this is thelink betweenmarket inefficienciesandtradingprofits.

Market intermediariesareclosestto markets,areableto respondfastestto market inefficiencies,
andhencearebestableto obtaintradingprofits from inefficiencies.As JohnPhelan(who wasthen
theheadof theNew York StockExchange)put it: “The efficient market is a nice thing. But money
is madein aninefficient market”. Traditionalmarketshave beendesignedby market intermediaries,
andarerepletewith asymmetriesin informationrevelationandmarket access,sothat intermediaries
effectively have aexclusive franchiseonprofiting from market inefficiencies.

The rentsthat flow from faulty market structuresgive intermediariesthe sharpestincentives to
engagein political actionswhich increasetransactionscosts,block reformsto market institutions,
andmaximisemarket inefficiencies.An inefficient Indiancementindustrydoesnot directly generate
tradingprofits on financialmarkets. In contrast,BSE brokersearnedenormoustradingprofits asa
directconsequenceof theinefficienciesof theBSEfloor.

A handfulof Indianandforeignbanksarecontinuallyearninglargetradingprofitsoff theineffi-
cienciesof thecurrency andfixedincomemarkets;they have uniqueincentivesto block institutional
changewhich eliminatestheir specialstatusandendsthesetradingprofits. Policy analysisat RBI in
the areaof market designshouldbe highly consciousof the extent to which efficient currency and
debtmarketswill yield reducedprofit ratesfor existing intermediaries.

4.3 SEBI: A casestudy in political economy

In itsearlyyears,SEBIwasremarkablydistantfromstockbrokersandformulatedpoliciesbasedonan
independentvision aboutwhereIndia’s capitalmarketsshouldbeheaded.A reformsprogramwhich
focusesonmarketsandnot intermediariesis inevitably unkindto intermediaries.Theearlysuccessof
reformsin thestockmarket led to a halvingof thepriceof a BSEcard,a Rs.2crorereductionof the
networthof eachBSEbroker.

Froma political economyperspective, theseearlyyearsof SEBI werenot anequilibrium,since
thereformprogramwasunderattackfrom aconstituency (market intermediaries)thathadclearself–
interestto engagein political actions. In this case,we can accuratelycomputethe impact of the
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reforms:adropin theBSEcardpriceof Rs.2crore,multipliedover600members,is a lossof wealth
of Rs.1200crore.This is asharpincentive for intermediariesto mobilisepolitically.

Thereformsprogramdid notderiveacounterbalancingpolitical supportfrom theconstituency for
market reforms:thediffusedmassof market usersin India who obtaineda crediblestockmarket for
thefirst time in India’s history. Policy makersin thefinanceministry, who might have beena voice
which supportedthegoalsof theeconomyasopposedto thegoalsof intermediaries,did not clearly
supportthereformsprogram.

Hence,from this political economyperspective, it is not surprisingto seethat in recentyears,
SEBI hasbeensubstantiallyco-optedinto theinterestsof thebrokeragecommunity. SEBI’s policies
onprudentialregulation,badla, rolling settlement,derivatives,etc.have reflectedthegoalsof special
interestgroups.Reformsin theequitymarket arewidely extolled asanoutstandingachievementof
radicalreforms. However, it is usefulto notethatafter thecomponentsof the radicalreformswere
in place(electronictradingin 1994,clearingcorporationin late 1995,depositoryin 1996),SEBI’s
policieshave beenlargely conservative.

A simplelitmus testthat is very revealingis the fraction of membersof SEBI committeeswho
aremarket intermediariesin general,or stockbrokersin particular. A committeethat is dominated
by stockbrokersis likely to work in theinterestsof stockbrokers,andnot theeconomy. Most SEBI
committeeshave over 75%of thememberswhoaremarket intermediaries.

4.4 Agendafor the futur e

Policy analysisin thefinancialsectorshouldbedonein full cognisanceof the innatedisequilibrium
betweenthepolitical actionsof market intermediaries,who favour faulty market design,andtheab-
senceof political actionsfrom thedistributedmassof gainersin thecountry.

Looking forward,themajorfocusof institutionaldesign,andthefutureof SEBIandRBI, should
beto curbtheextentto which financialmarket intermediariesplay a role in shapingpublicpolicy. In
addition,greaterefforts shouldbemadein communicatingthebenefitsof reformsto thedistributed
massof gainers,andbringing the voicesof actorsother thanmarket intermediariesinto the policy
formulationprocess.

5 Conclusion

In conclusion,we may summarisethe threeimportantareaswherepolicy initiativesarenow called
for in the capitalmarkets: (a) to convert equity market into genuine

�����
rolling settlement,(b)

to build a liquid debtmarket by emulatingthe market institutionsof the equity market, and(c) to
comprehensively addresstheinconsistenciesanddistortionsthattaxandlaw arenow imposingonthe
financialsector.

In theseissues,as with all policy debatesin the financial sector, it is useful to have insights
into the political economyof policy formulation, which reveals rent–seekingactivities by market
intermediariesandtherisksof regulatorycapture.In orderto obtainsoundgovernanceandinstitutions
for regulationandpolicy, we needto evolve “rules of thegame”whereSEBI andRBI work towards
thegoalsof theeconomyandnot thoseof market intermediaries.
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