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In this article, we discussthe majorissueson the public policy agendan the areaof the capital
marlets. In the areaof the equity market, the mostimportantissueconcernghetransition to rolling
settlement (Sectionl). In theareaof the debtmarlket, the centralquestionis thatof new institutional
mechanisms which will obtain a liquid bond market (Section2). Finally, thereareseriousproblems
in the areaof taxationandlaw (Section3) which needto beaddressed.

We needto obtaininsightsinto the political economyof reformsin the financialsectorin order
to comprehendhe sequencef eventsin policy andregulationof therecentyears.Somepreliminary
ideasin thisareaareofferedin Sectiord, whichalsohelpsin thinkingabouttheproblemsof enhancing
theregulatorycapacityat SEBlandRBI.

1 Transition to rolling settlementon the equity market

Within a shortperiodin the 1990s the equity market madetremendouprogressn termsof institu-
tion building. In a periodof threeyears we hadtheeliminationof unlimitedleveragein stocktrading;
the onsetof anorymous,electronictrading;therise of a clearingcorporationwhich eliminatescoun-
terpartyrisk from the exchangedor which it doesclearing,andthe onsetof depositorysettlement.
Theseareprofoundchangesn market mechanismsThey have transformedhelivesof investorsand
of marlketintermediariesThey have givenusanunprecedentelkvel of market liquidity andmarket
efficiengy. Indeed thereformsepisodeof the equity market, from the banningof badla in December
1993to the launchof the depositoryin Novemberl996— is the only successfutbig bang”in India’s
reformsprocess.

From Decembed 996onwards,thetransitioninto rolling settlemenhasbeenthe centralissuein
completingthereformsto institutionalmechanismsn the equity market.

1.1 Whatisrolling settlement

Today the stockmarletsin India tradeon all working dayshbut settleonly onceaweek. Theinterna-
tional standards rolling settlementwherethe tradesof eachday are settleda few dayslater With
theexceptionof Paris,every stockmarket outsidelndia usesrolling settlement.

For example,onthe NationalStockExchanggNSE)tradestake placefrom Wednesdaynorning
to Tuesdayeveningwithout settlement.The netopenpositionof eachbroker asof Tuesdayevening
leadsto settlementTradingcommencesn the next day (Wednesdaynorning)on a cleanslate.This
is exactly like a futuresmarlet with expirationon Tuesday

Supposeave useT + 5 rolling settlementywhich meanghatsettlementakesplaceon five working
daysafterthedateof thetrade.In this casethenetopenpositionof Mondayeveningwould be settled
the next Monday; the net openpositionof Tuesdayeveningwould be settledthe next Tuesdayetc.
Thenettingof all tradesthatis todaydoneover anentireweekin Indiawould bereplacedoy netting
only of thosetradesthat take placewithin the tradingday The contrastingactionsthat flow from
a sequencef tradesunder“futures—style”settlemeniwhich we have today) as opposedo rolling
settlementaresummarisedn Tablel.

1.2 The benefitsof rolling settlement
Thereareavarietyof agumentdn favour rolling settlement:

Simplicity One of the criticismsof the Indian stockmarket in the pre—reformsperiod, wasits in-
accessibilityto ordinaryindividuals. The stockmarket was shroudedn market practicesof



Table 1 FuturesStyle Settlemenvs. Rolling Settlement

Today India’s stockmarketsaredominatedby “futuresstyle settlement” wheretradingtakesplacefor aweekandthe net
positionsarethensettleda weeklater.

Supposeapersorbuys200share®nthefirst dayof thesettlemenperiodandsells100shareonedaylater. We comparehe
sequencef actionsthatcurrentlyfollow on NSE versusthefunctioningunderrolling settlementwith aT” + 5 settlement.
This tablesenesto illustratethe functioningof rolling settlementandhighlight the reductionin settlementlelaysthatit
would bring about.

Present
Date Weekly Settlement T+5 Rolling Settlement
1 Buy 200shares Buy 200shares
2 Sell100shares Sell100shares
6 Payfor 200sharesandgettheshares
7 Deliver 100sharesandgetpaidfor them
10 Pay thenetpricefor 100shares
11 Getl100shares

animpenetrableompleity, andonly atiny fractionof householdén India hadtheknowledge
thatwasrequiredto safelyhold sharesn theirasseportfolio. For anencomer thecompleities

wereextensve: not all stockstradedthroughthe clearinghousetick sizesweredifferent;indi-

vidualshadto work hardto protecthemselesfrom beingdefraudedjiventhenon-transparenc
of marlets;the clearingandsettlemensystemsvere so non-transparerthat mostindividuals
never knew whenfundsor sharesweredueto him; thestratgiesthatanindividual coulduseto

protecthimselfin the periodicpaymentgrisiswerehardto imagine.

At first, the birth of NSE dramaticallysimplified matters. All stockshad the identicaltrad-
ing systemon NSE - theindividual did not have to keeptrack of variousclasse®f stocks.All
stocksweresettledthroughtheclearinghouseAll stockshadatick sizeof five paisa.Thetrans-
parentiradingsystenreducedheneedto monitorbrokers. Theclearingcorporatioreliminated
paymentgrises.Fundsandsecuritieameto theindividual on a well-definedclock.

In recentyearswe appeato have regressedo amuchmorecomplicatednarlet. If anindivid-
ualwantsto buy 100share®f Reliancehefacesabewilderinglist of alternatve tradingvenues
whereReliances trading:NSE's EQ market, NSE's AE market, NSE'srolling settlementnar
ket,andBSE’s variousmarketswith the additionalcomplicationof badla.

Therearereportsthat SEBI proposedo createaroundfive to tenmoretradingvenuedor each
stockaspartof anincorrectnotion of the “transitionto rolling settlement”.The collateralre-
quirementdn all thesemarkets are differentand bewilderingly complex. We are onceagain
cominginto aworld wherean externalobserer facesa knowledgebarrieragainstmarket par

ticipation.

A genuinetransitionto rolling settlemenis importantfor its simplicity. A transitionto T+5
rolling settlementvould meanthatevery tradingscreenn IndiawouldtradeReliancdn exactly
oneformat: for settlemenbn thesameday next week. Theonly thing thatanindividual would
needto know is thatif sharesarepurchasean Friday thenthe sharesvould be transferedo



his nameon the next Friday; sharessold on Mondaywould alwaysreliably yield fundson the
next Monday

The agumentsaboutsimplicity may be summarisedn oneessentialssue.Rolling settlement
encourages focus on the true function of financial markets — the valuationof securities—
without gettingobscuredy compleity of ten differenttradingmechanismsor a given secu-
rity. Rolling settlementnakesit possiblefor economicagentgo concernthemseleslesswith
market processeandfocuson market outcomes.

Inter national standards Oneargumentthat hasoften beenmadein favour of rolling settlemenis
basedninternationaktandardsln 1993,the“Group of Thirty” putoutguidelineswhich sug-
gestedthatall marketsshouldmove to 7' + 3 rolling settlementisthe minimuminternational
standard.Thiswasanimpetusfor the NYSE to move from 7' + 5 to T" + 3 rolling settlement.
Futuresstyle settlementandbadla, have beeneliminatedin UK, which now usesrolling set-
tlement. FranceandIndia are now the last major stock markets of the world which have not
yet migratedinto rolling settlement.Elsevherein theworld, efforts in upgradinginstitutional
infrastructureare orientedtowardsreachingfor 7' + 1 (next day settlementpr T' + 0 (same
eveningsettlement).India’s equity market is backward in beingat the startingpoint, which is
the move from futures—stylesettlemento rolling settlement.

Information processingand dissemination From an economicperspectie, one major role for the
equity spotmarketis the determinatiorandpublic revelationof the pricesof sharesf various
firms. In thisfunction, it is desirableo have a single,well-definedpricethateconomicagents
canusein theirinformationprocessing.

As mentionedabore, in anernvironmentwherethereare 20-30differentprices,all claimingto

bethe spotprice of Reliancejt addsto the compleity of informationprocessingFurther the
useof futures—stylesettlemenor the continuedprevalenceof badla senesto introduceother
elementsnto the movementf spotprices.For example,every Wednesdaypricesshouldrise
by roughly 0.4% on NSE owing to the changen stocksbeingtradedon a one—weekorward

basis(on Tuesday)ascomparedwith a two—weekforward basis(on Wednesday) Economic
agentsvhousestockpricesin theirinformationprocessingneedo factorthesedetailsof marlket

institutionsin orderto correctlyinterpretprice movements.

Theidealequityspotmarketis asimplemarketwherethe spotprice of sharess revealedto the
economywith the highestpossiblesignalto noiseratio. A pureequity spotmarket basedon
rolling settlements desirablen takingusclosertowardsthis goal.

Systemicrisk Thefuturesstyle settlemenprocesswhichis presentlyin useon the equity spotmar
ket, comeswith the systemicrisk of futuresmarlets. India’s experienceswith fragility of the
stockmarletsarecloselyrelatedto poorinstitutionalcapabilitiesin copingwith the systemic
risk of futuresmarlets.

In recentyears,India hasseenthe creationof a complex systemof maiginswhich is aimedat
obtaininga lessvulnerableequity “spot” market, evenwith the highly leveragedutures—style
trading.In additionto increasinghe compleity of accessinghe equity market, themaginsin
usearenot basedon athoroughunderstandingf risk. The knowledgeavailablein Indiaabout
operatingherisk containmensystemsequiredwith futuresmarketsarehighly limited.

Rolling settlements importantinsofar asit doesnot make demand®f corventionalexchanges
to operatefuturesmarkets; a problemwhich is generallyout of reachof their knowvledgeand



institutionalcapacitiesTherisk containmenthatis requirecto obtainaspotmarketwith rolling
settlements extremely simple. Exchangesn India would be ableto easily obtain systemic
stability if thespotmarket usedrolling settlement.

1.3 Impact on different classef market users

To understandhetransitioninto rolling settlementit is usefulto analysets heterogeneouspacton
thelifestylesof differentclasse®f market users.

e Institutional(A)
¢ Retail(B)

— Non-speculatie (B.1)

— Speculatie (B.2)
x Non-leveragedB.2.1)
x LeveragedB.2.2)

A: Institutional

Institutionalinvestorsarepresentlyforbiddenfrom doing nettingtrades(within a settlementpr from

doingbadla. Today they cannotbuy on Wednesdawandsell on Thursday With rolling settlementit

would becomepossibleto for thembuy onWednesdagndsell on Thursdayfor thefirsttime. Hence,
thetransitionto rolling settlementvould only improve their flexibility in transacting.

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

For thesemarletusers,T" + 5 rolling settlementvould shortertheir delaybetweersellingsharesand
gettingmoney: it rangedrom 5 to 10 working daystoday andit would comedown to afixed5 days.
Hencethey only benefitfrom rolling settlement.

Therehave beenconcernabouttheability of investorsaroundndiato move fundsanddepository
instructiondn time, to copewith rolling settlementin orderto putthingsin perspectie, it is usefulto
pointoutthattheactionsrequiredfrom investorsunder?” + 5 rolling settlemengreno differentfrom
thosewhich take placetodayon the expiration date(Tuesdayson NSE). An investorwho is ableto
copewith settlementctvities thatfollow from buying or sellingon Tuesdayon NSE is alreadyable
to copewith the settlemenactivities thatflow from T" + 5 rolling settlement.

B.2.2: Leveragedretail speculators

This is the only classof market userswhich would be hurt by rolling settlement:their accesso
leveragewould be lower whenit comesto overnightpositions. For intra-day speculatie trading,
rolling settlemenis indistinguishabldrom existing market practice. But a leveragedpurchaseof
sharen Wednesdayo sell on Thursdaywould facelower leverageunderrolling settlement.

The reductionof leveragedrading on the equity market, andthe eliminationof insecureforms
of leverage,is one of the very goalsof the transitionto rolling settlement.However, to the extent
that new institutionalmechanism®ffer modestlevels of leverage(with very high levels of marlket
integrity), they would easahetransitionof retail leveragedspeculatorgwith overnightpositions)into
rolling settlement.



1.4 The transition to rolling settlement

The two broadsetof issuesin discussinghe migrationto rolling settlementare: (a) institutional
infrastructureand(b) network externalities.

Thefirst problemconcernghe preparatorywork whichis requiredin termsof institutionbuilding
to enablerolling settlementThesecondoroblemconcerngherole of Stateinterventionsin obtaining
marlet liquidity underrolling settlement.

Institutional infrastructur e: the dematprocess

Rolling settlements highly incorvenientwith physicalsharecertificatesHowever, the 104 securities
wheredematsettlements novw mandatory accountfor 90% of the tradingvolumetoday Thusif
rolling settlementvasinitiatedwith thesel04 stocks it would solve the bulk of the problem.

Institutional infrastructur e: margin trading

Margin tradingis an eleggantmechanisnthroughwhich modestlevels of leverageare provided for
usersof theequitymarket with very high levelsof safety Its working maybe summariseésfollows.

1. Procedure for leveraged speculative long: X buysthrougha broker B; he only putsup 40% of
thefunds(i.e. 2.5xleverage)B obtainsaloanfrom abankfor 60%;B pays100%of thefunds
to the clearingcorporation(which seesa 100%delivery market); B obtainsdelivery of shares
from theclearingcorporationB handsover theseshareso thebank(Thebankhascollateralof
Rs.100backingtheloanof Rs.60).

2. Procedure for leveraged speculative short position: X sellsthrougha broker B; he pays40%
of the sell positionto the broker (i.e. 2.5x leverage);B borravs sharedrom a stocklenderB
delivers sharednto the clearingcorporation(which seesa 100%delivery market); B obtains
fundsfrom theclearingcorporation8 handsover Rs.140to thestocklendefwho hascollateral
of Rs.140backingaloanof Rs.1000f shares).

Margin tradingis a highly attractve procedurewhich (a) preseresthe principle of a "no-fails”
market at the level of the clearingcorporation,(b) featureshigh levels of collateral,and (c) offers
modesi(2.5times)leverageto market users.

In orderto make mamgin tradinga succes# India, we needto (a) eliminateor greatlyenlagethe
limits onbankloansagainsisharesscollateral,(b) strengthenhe existing stocklendingnechanisms
(e.g.the ALBM of NSE),and(c) enablethe above institutionalmechanism#nto the functioningof
exchanges.

Institutional infrastructur e;: CNS

Continuoud\et Settlements an elegantprocedurdhatis usedby the National Stock ClearingCor-

poration(Nscc) in the US. Margin tradingimpactson a relationshipbetweerthe customerandthe
broker; in contrastcNs impactson the relationshipbetweerthe broker andthe clearingcorporation.
UndercNs, longsareobligatedto bring in full funds: a singlerupeeof incompletepaymentwould

be consideredhsa default. However, whenshortsfail to bring in delivery of securitiesthe clearing
corporationautomaticallyresortsto a stocklendingacility to obtainshares.This is compatiblewith

theALBM (stock-lendingmechanismvhich runson NSCC(in India). cNs is in sharpcontrastwith

thedraconiarauctioningof shortdeliverieswhichis presentlyusedin India.
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Both cNs and Margin Trading have one commonfeature: all long and shortpositionsthat are
openattheendof thedayturninto delivery onT + 5, possiblywith theassistancef borravedmoney
or sharedy the broker on behalfof the customeror borroved shareson behalfof the broker by the
clearingcorporation.The nettingbetweerlongsandshorts,which is the essenc®f badla,is absent
with boththese.

Credibility of reforms, Network extemalities

Rolling settlemeninvolves a paradigmshift in how financialintermediariesiew the marlet. It in-
volves major changesn salesstratgy, risk managementyackoffice proceduresetc. The process
which seBI hasadoptedor a migrationto rolling settlementso far — announcinga setof tenminor
stockswhererolling settlements mandatorywithout have eithermamgin tradingor cNs in place—is
designedo ensurghatthesestockswill suffer a serioudossof liquidity.

Thenetwork externalitiesof liquidity play amajorrolein this understandingThetenstockscho-
sensofar, which accountfor belav 0.1%of thetradingvolumein the country areinsignificantfrom
the perspectie of market intermediaries.Hence,market intermediariesacea choicebetween (a)
cessatiorof tradingin theseten stocks,versus(b) revampingtheir salesstratgies,risk management,
backoffice procedure®tc.,in theinterestof exploiting rolling settlementor theseten stocks. It is
rationalfor mary intermediarieso preferalternatve #a. If evenafew intermediarieshoseto dothis,
it hasa larger effect throughthe network externalitiesof orderflow. Hence,it is not surprisingthat
thesetenstockshave seerreducediquidity underrolling settlement.

To overcomethe network externality problem,agentsshouldbe given a cleartimetablefor the
conversionof major stocksinto rolling settlement.Thetarget shouldbe the 104 major stockswhich
arealreadyin “mandatorydematsettlement? It is not hardto visualiseall thesel04 stocksbeingin
purelyrolling settlemenby late 2000sincethesearethe mostimportantmajor stocksin India, andit
is very hardto dorolling settlementvith physicalsharecertificates.

2 Obtaining a liquid bond market

The creationof a liquid bondmarket is widely viewed asan importantgoal for the purpose®f im-
proving the conductof monetarypolicy, andfinancingleveragedprojectssuchasthosein the areaof
infrastructure.Yet, we have a striking contrastoetweerthe equity market andthe debtmarketin that
attheendof the 1990s we have strongmarletinfrastructuren theareaof theequitymarketwhereas
it is asyetlackingin the debtmarket.

In theearly1990s threemajorreformstook placein thegovernmendebtmarlet, in theaftermath
of thescam:

Impr ovementsto settlement The RBI moved to computeriseéhe SGL andimplementa form of a
‘delivery versuspayment’system.ln 1999,the computemetworking betweerRBI's SGL and
NSDL hasfalleninto place,thusenablingelectronicsettiementfor the 2.1 million individuals
who hold depositoryaccountavith NSDL.

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

10On 28 January2000, therewere reportsthat SEBI may add 100 stocksinto the list of stocksfor mandatoryrolling
settlementHowever, all thesel00 stocksarechoserto be minor stocks.



Table 2 Elementf market designon India’s governmenidebtmarket: 1994and1999

Eightelementof market design

Feature 1994 1999
1. Productstandardisation Adequatestandardisation Unchanged
2. Aggregationandrevelationof or- Fragmentedmarket through ge- Unchanged
derflow ographical distance and through
phonemarket. Orderflow unob-
sened.
3. Intermediaries Broker / dealers, fraught with Unchanged
ageng problems. Oligopolistic
pricing.
4. Anonymity Absent Unchanged
5. Counterpartyisk Present Unchanged
6. Settlement Purelypaper Purelythroughdepository
7. Enforcement prosecution Poor Improved
8. Futuredrading Absent Unchanged

Trade reporting at NSE A limited degreeof transparenccameaboutthroughthe WholesaleDebt
Market (WDM) at NSE, whereroughly half the trading volume of India’s governmentdebt
marketis reported WDM is nota ‘liquid market’ wheretradescanbeexecuted.Yet,it marksa
stepforwardinsofar asit producesevealsusefuldataaboutpricesandtradedquantitiesintra—
day

Thesereformshave senedto closethe windows throughwhich the penasive failuresof clearing
and settlementon the bond market generatedhe Scamof 1992. Today SGL works much more
effectively ascomparedwith 1992. I0Us anduncontrolledieverageare completelyabsent.In this
sensetheobjectve of preventingtherecurrencef the Scamof 1992hasclearlybeenmet. But these
reformshave donelittle to obtainaliquid bondmarket.

2.1 Impact of reforms of 1990s

We can summarisehe changeswhich took placein two ways. The first consistsof askinghow
elementof market designhave changedThisis shavn in Table2. Improvedideasin market design
shouldgeneratdower transactiongosts.This is shavn qualitatvely in Table3.

As a consequencef the reforms, India’s governmentdebt market is much lessvulnerableto
systemiccrises. However, the reformshave failedto obtaina liquid, efficient bondmarket. We can
readily contrastthe modestchangeseenin Table2 againstthe major changeswvhich took placeon
the equity marlket. Similarly, the dramaticreductionsn transactiongostsseenon the equity market
arein sharpcontrastwith themodestchangeseenin Table3.

Today the centralquestionfacedin policy formulationconnectedvith the bondmarletis about
how the market designcanbe alteredso asto obtainan efficient bond market. The reformsof the
1990sdid not addresshe coreproblemof therelianceof the governmentdebtmarket on distributed
dealerdnteractingby telephonén Bombay This, combinedwith the“tradefor trade”regime,which
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Table 3 Qualitative view of liquidity onIndia’s governmentdebtmarket: 1994and1999

An approximateadepictionof India’s debtmarketin termsof twelve componentsThe termsusedin this tableareapprox-
imate. They reflectboth a comparisorbetweenthe transactiongostsseenon thesemarlets, and a comparisorof how
differentthesetransactiongostsareascomparedo whatthey couldbe givenimproved market mechanisms.

Component 1994 1999
Trading

Denialof Access High High
Market Down-time Low Low
Feeso Intermediaries High High
Unreliableorderprocessing Moderate Low
Market Inefficiencies High High
Market ImpactCost High High
Clearing

CounterpartyRisk High  Reduced
Initial Margin 0 0
Settlement

Backoffice costs High High
Badcertificates High 0
Delaysin payment High Low
Transactiormaxes Moderate Moderate

forbidsall formsof netting,is amajorhindranceo obtainingmarket liquidity. In addition,thelack of
electronicsettlemenatthe depositoryhasbeena crippling constrainion the corporatebondmarlet.

Settlementprocedures

Today RBI requireshatevery tradeon the governmentdebtmarket shouldsettle andthis settlement
takesbetweeroneto five days. Existing procedure$or moving fundsandsecuritiesarehighly cum-
bersome.The backoffice of the largestbankis unableto processnorethana hundrediradesa day,
in sharpcontrastwith the equity market wherethe smallestof NSE brokers processn excessof a
thousandradesaday Theessentialeaturewhich generatethis differencen transactionsostss the
useof nettingatthe clearingcorporationon the equity marlket, asa way to dramaticallysimplify set-
tlement.In comparisonthetradefor traderegimewhichforbidsnetting,yieldsenhancedransactions
costs.

In thecontext of theequitymarket, thediscussiorabove focusedon themigrationto aspotmarket
basednT + 5 rolling settlementwith depositorysettlementasa short—rurobjectie for reformson
the equity market. In debtmarletsinternationally this processhasgoneinto its logical destination
in the form of “real-timegrosssettlement’(RTGS) systems.RTGS is the ideal form of a spotmar
ket, wherecompletesettlemenis attempteda few secondsafter the tradeis struck. RTGS requires
infrastructurefor real-timemovementof fundsandsecurities.

In recentyears RBI hasbegunwork towardsanRTGS systemandthisis widely viewedasbeinga
critical componenof theproblemof obtainingliquidity onthegovernmenbondmarket. While RTGS

21t is interestingto obsere thatrolling settlemeninvolvesintra—daynettingwhile RTGS involves no netting. In this
senseRTGS canbeviewedasanimplementatiorof RBI's existing trade—fortraderegimewherethetime elapsedetween
tradeandsettlements shrunkto afew seconds.



is entirely desirable and shouldideally be extendedto asmary securitiesas possible,it is neither
necessaryor sufiicient in obtaininga liquid bond market, becausehe basicproblemof the bond
marletis the structureof trading.

Tradingon thedebtmarket involvesa dozendealersn southBombaywho interactover thetele-
phone. A migrationto RTGS would not necessarilynvolve replacingthis tradingmechanism Con-
versely we may point out numerousountriesin which broad-basethondmarketswerequite liquid
beforeadvancesn technologymadeRTGs possible.

It maybe usefulto notethatthetransformatiorof liquidity onthe equitymarkettook placeunder
hostileconditionsin termsof settlemeninfrastructurewhensettlementvasbasecdn physicalshares
with nettingover a week. This suggestshatwhile high quality settlemeninfrastructurds valuable,
it is nota preconditiorfor obtainingmarletliquidity.

Trading procedures

The governmentdebtmarket would obtainmajor gainsin liquidity andmarlet efficiengy if four key
principlesgovernedtrading: (a) anorymity, (b) price—timepriority, (c) nation—widemarket, and (d)
freeentryinto intermediation.

Anornymity eliminatespersonalor political influencesupon price formation; it focusesthe in-
formation processingf market participantsupon pricesand quantities. Cartelenforcementvould
becomeessentiallyimpossibleunderanorymity. Anonymity in tradingis a highly desirablefeature
sinceit helpspreventsmary corruptpracticesgiventheweakpost—hoenforcemenin thecontext of
financialfraudin India.

Price—timepriority consistsof establishingnarket infrastructurewhich ensureghat every order
in the countryis assuredhe bestprice. Whenan economicagentapproachesn intermediaryin
orderto executea trade,the executionprice would be the sameregardlesof which intermediaryis
chosenThemarket would posses$quidity, andtheintermediarywould merelybeaway of obtaining
accesdo thisliquidity. Intermediariesvould unkundletheirintermediatiorchages,andcompetitve
pressuresvould startoperatinguponthesechages.

A singlenation—widemarket — asopposedo a club market operatingby telephondn Bombay—
would harnes®rdersfrom all overthecountry Thepoolingof theseorderswould generateenhanced
liquidity. Corversely a nation—widemarket would carry the benefitsof a liquid governmentdebt
market to locationsall over the country The experienceof the NSE hasshavn thatIndia’s financial
sectoris not locatedin Bombay— prior to NSE, 85% of equity tradingtook placein Bombay but
todayonly 35%of NSE’stradingvolumeoriginatesrom Bombay?

Finally, freeentryinto intermediatiorwould shrinkintermediatiorcosts.Freeentryinto interme-
diationblendsvery well with a marketthatworkswith anorymity andprice—timepriority; incumbent
intermediariesieednot know or accepta new intermediaryinto their club in orderto tradeagainst
him on an anorymoustrading screen.However, free entry into intermediationdoesraiseconcerns
aboutcreditrisk, which canbe addressedising novation at the clearingcorporation. Similarly, an
RTGS systemcouldimplicitly throw up entry barriersinto intermediationf the RBI limits accesgo
theRTGS systent:

3Eversincetheearlle?OsretaiI investorshave ownedshare$ut notgovernmensecuritiesandSGL doesnotinterface
with retail investors. However, now that SGL is linked to NSDL, the sameproceduresand distribution channelsused
nationwideby NSDL to accounftfor half the settlementvolumeon the (highly retail) equitymarket have becomeaccessible
to thegovernmenidebtmarlet.

4NSDL is an interestingrole model wherethe depository the core settlemeninfrastructureof the equity marlet, is
accessibléo essentiallyavery financialintermediaryin India; therehasbeenno attemptatthrowving up entrybarrierswhich
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Reshapinghe governmentdebt market aroundthesefour principleswould imply institutional
changawhichwould be comparablavith the experienceof the equitymarket from 1994to 1996.

2.2 Summary

In summarythe stratgy which would yield a liquid bondmarketis primarily basecon threecompo-
nents:

1. Corporatdbondsandgovernmentondsshouldbevisible in thedepositoryaccountof individ-
uals,usingproceduresinddistribution mechanismsvhich areidenticalto thoseusedoy NSDL
today

2. Bondtradingshouldtake placeunderconditionsof anorymouselectronictrading,with nation-
wide accesswith novation at the clearingcorporation. The bond market shoulduserolling
settlementpossiblywith a shortersettlementycle thanthe T + 5 thatis presentlyervisioned
with equities.Intra—daynetting,whichis innatein rolling settlementis bothdesirablen terms
of obtainingliquidity andsafelyimplementableysingnovationatthe clearingcorporation.

3. The entry barriersinto bond market intermediation and the unequaltreatmentof alternatve
bondmarlet intermediariesshouldcease .From a market designperspectie, thereshouldbe
no differencebetweerbanks primarydealersprokers,mutualfunds,financialinstitutions,etc.

3 Law and taxation

Giventhe immediatecontet of the upcomingbudgetof February2000,we needto think aboutthe
entire questionof the taxation of capital, with a particularaccenton the preferentialtax treatment
of certainmutual funds (Section3.1). Finally, the mostimportanthurdlein termsof institutional
infrastructurdor thefinancialsectoris the challenge of legal reforms (Section3.2).

3.1 Taxation of capital

Overtheyearswe have evolved a comple systemof taxationof returnson capital. Interestincome,
dividendincome capitalgainsby localsversugoreignersreturnsobtainedoy mutualfunds,etc. have
all beenthe subjectof detailedtax regulations.

Fromaneconomigerspectie, thereis oneclearprinciple: two differentportfoliosin thecountry
whichholdidenticalrisk andreturncharacteristicshouldnotbetaxedin aninconsistentvay. If there
aretwo productsA and B with identicalrisk/returncharacteristicbut B hasa higherpost-taxreturn,
theneconomicagentswill sell A andbuy B, thusdistortingthe pricesof both.

The recentinitiative aimedat giving mutualfunds a preferentialstatusis an extremecaseof a
violation of suchprinciples. Thereis no economicrationalefor penalisingindividualswho manage
theirown portfoliosin favour of individualswho chooséo hire amutualfund managerThisinterven-
tion, which wasoriginally intendedasa disguisedsubsidyfor UTI's US-64product,wasbroadened
to includea muchlarger rangeof mutualfund products.With the stockmarket returnsof thelastone
year theshort-termexigeng of helpingUS-64is now absentandthis biasagainsindividualsshould
beimmediatelywithdrawvn.

preventintermediarie$rom hookingupto NSDL.
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Looking forward, thereis a hostof transactionghat are comingaboutthroughthe growing so-
phisticationof financialmarketsthat presenta hostof complex issues- theserangeover derivatives,
securitisationcross—bordetransactionsetc. In eachof theseareasthereis a needfor clarification
andsimplificationof tax codes.

More generally thereis animportantneedto take stockof the whole rangeof tax codeswhich
governtaxationof returnson capital. At repeatedccasionsn recentdecadestherehave beeninitia-
tivesin theform of specialisedax policiesdesignedo solve specificproblemsithe accumulatiorof
thesegivesus significantdistortions. Thereis a strongneedfor a focusedeffort todayto bring about
greatercoherencamongstll aspect®f thetaxationof capitalin Indiatoday

3.2 Legalreforms
Themajorlaws which governthefinancialsectorare:

SEBIAct 1992

SCRA1956andtherules/rgulations

FERA1973

DepositoriesAct

DebtRecorery Act (BankandFinanciallnstitutionsRecorery of DuesAct 1993)
BenamiProhibitionAct

Arbitration andConciliationAct 1996

IndianPenalCode

© © N o g M w DN P-

BankingRegulationAct
. IndianEvidenceAct, 1872
11. IndianTelegraphAct, 1885

(=Y
o

Many of theseactsandtheassociatedules,regulationsandguidelinessuffer frominconsistencies
with respecto eachother They are often out of touchwith contemporarynstitutions,technology
andthemodernapproactiowardseconomigolicy. Glaringexamplesof this arethe EvidenceAct of
1872andtheIndian TelegraphAct of 1885.

The presentegal structurehampersanddistortsthe developmentof the capitalmarketsin a per
vasive manner Someexamplesof thesedistortionsmaybecitedhere:

e Theonsetof cash—settlederivativesrequiredanamendmento the SC(R)A.

¢ In asituationwhereeconomigolicy reformswork towardsobtainingmarketswith reduced transactions
costs,stampduty laws are directly distortionarysincethey work towardsraising transactionosts.
Stampduty laws alsoinhibit assesecuritisation.

e Electronicfundstransferandinternetcommerceequirechangeso the Indian EvidenceAct.

¢ Thetakeover market is an importantcheckupon poor managementand a vital part of obtainingan
efficientresourcallocationin the country Many provisionsof the IncomeTax Act, IndustrialDisputes
Act, andStampLaws impedesmoothtakeovers.
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Someeffortsinto overhaulingcomparn law andincometax law have begun. Sofar, theapproach
taken hasgenerallybeenoneof modifying laws to enablespecificreforms;for example,cash—settled
dervativeswereenabledvhile leaving the mainbody of laws concerningvageringintact. Similarly,
the depositorylegislationwas put through,after mary yearsof delays,yet electronicsettlemenfor
bondsis still infeasiblein India. Eachstepin thereformsprocessashadto be precededy legal ef-
forts,whichareextremelytime—consumingT hefinancialcommunityis constantlyinventingcomple
legal contractgo enableefficient contractdn alegally bindingfashion.Thesedelayshave workedto
slow down progressn the financialsectoy andthe legal engineeringhatis mademandatoryby the
existing legal structuress awasteof humaneffort andingenuitywhich could be betterdeplg/edinto
moreproductve uses.

As with theproblemsof taxation,it is importantto comprehensely take stockof thelegal frame-
work governingthefinancialsectoy andspecifyanaltogethemnew blueprintfor how this shouldbe.

4 Political economyof financial sectorreforms

Thereis a sharpdistinction betweenfinancial marlet intermediariesand the remainingeconomic
agentsof the economy(firms and households)in understandinghe political economyof financial
sectomreforms.

Whenfinancialmarketsbecomemoreefficientin two sensesreductionof transactiongostsand
in improvementsn theinformationalefficiengy of prices,thedistributedmassof economicagentsn
the economyare gainers.Householdsbtainhigherreturnson their portfolios (after accountingfor
intermediatiorcostsand sub—optimatrisk/returntradeofs thatarefoundin inefficient markets),and
firms obtaincapitalat lower prices. Economicgrowth is enhanceaincean efficient market directs
resourcednto moreproductve avenueghananinefficient marlket.

4.1 Incentivesfor political action

However, thesechangesare generallyinimical to the interestsof financial market intermediaries
A large fraction of the transactionsosts that are suffered by the usersof markets are revenues for
intermediareslt is hencenot surprisingto seethatthe succes®f reformsin the equity marlket led
to a halving of the price of a BSE membership Buyersof a BSE cardin 1994 have experiencedan
averagerealrateof returnof -15% perannumin thefollowing years.

As is commonin mary aspectsof the political economyof public policy, a small numberof
intermediaries- roughly 100 banks,1000 brokeragefirms and 50 mutualfunds— hasa strongand
focusedinterestin questionsof public policy andin influencingpolicy choices. The large massof
the usersof markets(i.e. the restof the economy)lack incentvesto engagen political actionsto
influencepolicy. Hence,intermediariesnvestresourcesnto political actionswhile the usersin the
economydo not.

In addition, market intermediarieshave a hearcompletemonopolyon the knowledge andthe
specialisegargon aboutthefinancialsector Thereis atiny sprinklingof bureaucrat&andeconomists
who areableto comprehengholicy debatesandunderstanadtommitteereports(andtheir subliminal
content)at SEBI and RBI. For the rest, the dialogueon policy questionds exclusively conducted
betweergovernmentandfinancialmarlket intermediariesMarket intermediariedave theincentives
tovisit SEBI, RBI andthefinanceministry andpressfor their pointsof view; theusersof theeconomy
donot.

At RBI, thereis along tradition of emplo/eeswho have moved betweerpublic—sectobanksand
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the RBI on deputation An individual who hasworked at a bankfor mary yearsis likely to sharethe
goalsandthe world view of a bank. This practiceis clearly inappropriateand shouldcease.More
generallythereis asignificantneedfor RBI to shift focusfrom “the bankingsystemasanend”to “the
bankingsystemasa meansfor achieving goalsof monetarypolicy andefficient financialmarlets”.
Thiswould be shifting from theintermediaryperspectie to the userperspectie.

In the polar case whenintermediariesucceedn ensuringthat the regulatorsharegheir world
view andworksfor theinterestf intermediariegandnot of theeconomy)we have a situationwith
“regulatorycapture”.

Thissituationis notunlike otherareaf publicpolicy; incumbentmanufcturersarnprofitsfrom
inefficiencies,andhave incentivesto visit governmentfficesregularly, work towardsentry barriers,
seekto blockforeignimports,andtry to block FDI. Thefertiliserindustryis bestequippedn termsof
jargon, institutionalknowledgeandtechnicalknovledgeto engagen discussiongboutthe fertiliser
sector Oncewe think of financial market intermediariesas “producers”of financial servicesthe
analogywith thetraditionalunderstandingf rent—seekindpehaiour is simpleanddirect.

4.2 Mark et design,market inefficiencies,trading profits

However, thereis oneadditionaldimensionwherethe financial sectorhasuniquely penerseincen-
tives:thisis thelink betweermarletinefficienciesandtradingprofits.

Market intermediariegreclosesto marlkets,areableto respondastesto marlet inefficiencies,
andhencearebestableto obtaintrading profits from inefficiencies. As JohnPhelan(who wasthen
the headof the New York StockExchangeputit: “The efficient marlket is a nice thing. But money
is madein aninefficient market”. Traditionalmarketshave beendesignedy market intermediaries,
andarerepletewith asymmetriesn informationrevelationandmarket accesssothatintermediaries
effectively have a exclusive franchiseon profiting from marletinefficiencies.

The rentsthat flow from faulty market structuresgive intermediarieghe sharpesincentivesto
engagen political actionswhich increasetransactiongosts,block reformsto market institutions,
andmaximisemarlket inefficiencies.An inefficient Indiancementindustrydoesnot directly generate
trading profits on financialmarkets. In contrast,BSE brokers earnedenormoudrading profits asa
directconsequencef theinefficienciesof the BSEfloor.

A handfulof Indianandforeignbanksare continuallyearninglarge tradingprofits off the ineffi-
cienciesof thecurreng andfixedincomemarkets;they have uniqueincentivesto block institutional
changewhich eliminatestheir specialstatusandendsthesetrading profits. Policy analysisat RBI in
the areaof market designshouldbe highly consciousof the extent to which efficient currengy and
debtmarletswill yield reducedorofit ratesfor existingintermediaries.

4.3 SEBI: A casestudy in political economy

In its earlyyears SEBlwasremarkablydistantfrom stockbrokersandformulatedpoliciesbasednan
independentision aboutwherelndia’s capitalmarketsshouldbe headed A reformsprogramwhich
focuseson marketsandnotintermediariess inevitably unkindto intermediariesThe earlysuccessf
reformsin the stockmarket led to a halving of the price of aBSE card,a Rs.2crorereductionof the
networth of eachBSE broker.

From a political economyperspectie, theseearly yearsof SEBI werenot an equilibrium, since
thereformprogramwasunderattackirom a constitueng (marketintermediariesjhathadclearself-
interestto engagein political actions. In this case,we can accuratelycomputethe impactof the
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reforms:adropin the BSE cardprice of Rs.2crore,multiplied over 600 membersis alossof wealth
of Rs.120Ccrore. Thisis asharpincentive for intermediarieso mobilisepolitically.

Thereformsprogramdid notderive acounterbalancingolitical supportfrom theconstitueng for
marlet reforms:the diffusedmassof market usersin Indiawho obtaineda crediblestockmarlket for
thefirst time in India’s history Policy malkersin the financeministry, who might have beena voice
which supportedhe goalsof the economyasopposedo the goalsof intermediariesdid not clearly
supportthereformsprogram.

Hence,from this political economyperspectie, it is not surprisingto seethatin recentyears,
SEBI hasbeensubstantiallyco-optednto the interestsof the brokeragecommunity SEBI’s policies
on prudentialregulation,badla, rolling settlementderiatives,etc. have reflectedhe goalsof special
interestgroups. Reformsin the equity market arewidely extolled asan outstandingachiezementof
radicalreforms. However, it is usefulto notethatafterthe component®f the radicalreformswere
in place(electronictradingin 1994, clearingcorporationin late 1995, depositoryin 1996), SEBI’s
policieshave beenlargely conserative.

A simplelitmus testthatis very revealingis the fraction of membersof SEBI committeesvho
aremarket intermediariesn general,or stockbrokersin particular A committeethatis dominated
by stockbrokersis likely to work in theinterestsof stockbrokers,andnot the economy Most SEBI
committeeshave over 75%of themembersvho aremarketintermediaries.

4.4 Agendafor the future

Policy analysisin the financialsectorshouldbe donein full cognisancef theinnatedisequilibrium
betweenthe political actionsof market intermediariesywho favour faulty market design,andthe ab-
senceof political actionsfrom thedistributedmassof gainersin thecountry

Looking forward, the majorfocusof institutionaldesign,andthefuture of SEBlandRBI, should
beto curbthe extentto which financialmarlket intermediarieplay arole in shapingpublic policy. In
addition,greaterefforts shouldbe madein communicatinghe benefitsof reformsto the distributed
massof gainers,andbringing the voicesof actorsotherthan market intermediariesnto the policy
formulationprocess.

5 Conclusion

In conclusionwe may summarisehe threeimportantareaswherepolicy initiatives are now called
for in the capitalmarlets: (a) to cornvert equity market into genuineT’ + 5 rolling settlement(b)
to build a liquid debtmarket by emulatingthe market institutionsof the equity market, and (c) to
comprehensely addressheinconsistencieanddistortionsthattax andlaw arenow imposingonthe
financialsector

In theseissues,aswith all policy debatesn the financial sector it is usefulto have insights
into the political economyof policy formulation, which reveals rent—seekingactiities by market
intermediariesindtherisksof regulatorycapture.In orderto obtainsoundgovernancendinstitutions
for regulationandpolicy, we needto evolve “rules of the game”whereSEBI andRBI work towards
thegoalsof theeconomyandnotthoseof marlketintermediaries.
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