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buying from one leg and selling to the other, thus insulating each
leg from a default on the other. The clearing corporation makes safe
trading possible between strangers. Its credit enhancement services
ensure that traders on the market focus on liquidity and prices with-
out fear of default. The creation of the National Securities Clearing
Corporation (NSCC) is a major milestone in the institutional devel-
opment of India’s securities industry.

Counterparty risk is also present in any institutional mechanism .
which gives traders access to borrowed funds and securities, which
are (in turn) essential for enabling speculative long or short positions.
This counterparty risk is best addressed by interposing the clearing
corporation into every lending transaction; the clearing corporation
would borrow the securities from the lender and lend them to the
borrower, thus shielding both legs from the risk of default of the
other. The clearing corporation would be well equipped to know the
full risk exposure of the member of an exchange, including any bor-
rowing/lending activities, and can calculate margins appropriately.

Settlement

Trading culminates in the exchange of funds for securities. This
is a step which is fraught with dangers. The scam of 1991 centred
around settlement procedures in India’s fixed income market. India’s
equity market has been plagued by counterfeit and stolen certificates.
Book entry procedures for settlement can dramatically reduce trans-
action costs. The two depositories in India, RBI's SGL and NSDL,
are clearly sources of major gains in transactions costs and reduced
complexities of supervision.

Enforcement and Prosecution

The ideal market would leave few opportunities for malpractice. If
trading is anonymous with strict price-time priority, if users can en-
sure that brokers deliver the correct trade to them, and if clearing
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and settlement work flawlessly, then users face few risks from mal-
practice.

However, when anonymity is lacking, when market mechanisms
lack strict price-time priority, when counterparty risk exists and set-
tlement is vulnerable, when agency conflicts generate malpractices
on the part of employees of finance companies, there is a vital role
for the threat of punishment in reducing the incidence of malpractice,
and thus reducing transaction costs on markets. Our experience in
India of white collar malpractice reliably leading to swift imposition
of punishment is (as yet) unsatisfactory.

It is remarkable to observe that effective enforcement and prose-
cution can enable traditional market mechanisms to work well even if
intrinsic qualities like anonymity and price-time priority are lacking.
The tradeoffs in reforms hence concern the relative ease of evolving
market mechanisms or evolving strong enforcement and prosecution.
If implementing enforcement and prosecution is easy, then traditional
market mechanisms like the BSE floor or the distributed dealer mar-
ket can be considered acceptable. If the human ingredients that go
into enforcement and prosecution prove to be hard to create, then
new market mechanisms are the easiest path for market reforms.
The electronic limit order book and the electronic call auction are
uniquely attractive from this perspective.

Futures Trading

Futures trading supplements the spot market by increasing the in-
centives for economic agents to invest in research and information
gathering about the future. The onset of futures trading is also of-
ten correlated with improved liquidity on the spot market.

Futures trading thus improves price discovery and market effi-
ciency. The development of futures markets is hence a tool for im-
proving market quality on the spot market.

In many cases, if a spot market is functioning poorly but reforms
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of market mechanisms on the spot market are hard to implement, a
strong futures market can prove to be the focus for price discovery.
This is particularly relevant when facing distributed dealer markets
on the spot market where reforms of market mechanisms prove to be
politically infeasible. Since futures markets mostly do not exist, the
opposition of existing market participants would not be encountered
in the creation of healthy market mechanisms on the futures market.
In this sense, if the spot market is considered to be beyond reform,
the development of liquidity and price discovery centred around the
futures market is a second opportunity for improved market quality.

CASE STUDIES
The Real Estate Market

Real estate is an area where a liquid and efficient market is intrinsi-
cally difficult to obtain. Each unit of real estate is different, hence
liquidity is fragmented. The distributed nature of the market re-
sults in an absence of data about transactions, so that participants
are not able to infer values from recent transaction prices. In an
environment where unaccounted money is used for a large fraction
of the true transaction value, market participants are unwilling to
even disclose true transaction prices. Of course, even when recent
transaction prices are known, their usefulness is limited owing to the
heterogeneity of traded objects.

In addition to these difficulties, transactions costs on the real
estate market are driven to extremely high levels, owing to the 10%
stamp duty (which one leg of the transaction faces). This can be
interpreted as a one-way transactions cost of 5%. Even if all other
aspects of the real estate market were functioning well, this addition
of a transaction tax of 5% would suffice to make it a highly illiquid
market.

We can obtain an intuition into the 5% transaction tax by visual-
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6.

The creation of National Securities Depository Ltd. (NSDL) would
vield massive reductions in post-trade transactions costs on the eq-
uity market.

The equity market is now the best developed financial market in
India, and features superior institutional arrangements as compared
with the equity markets of many OECD countries. For the further
institutional development of the equity market, the agenda now is:

Complete adoption of the depository.

Integration between the “upstairs” market for negotiated trades and
the main limit order book, thus pooling the liquidity and price dis-
covery of both markets.

The introduction of equity derivatives.

Transition out of the weekly futures market into a true T+5 spot
market.

The introduction of ‘margin trading’ facilities for borrowed funds and
shares.

The use of market mechanisms other than the open electronic limit
order book in order to produce better liquidity for small and medium
capitalisation stocks.
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