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ABSTRACT

The importance of capital markets for emerging economies lies not only in channelling scarce capital for necessary economic growth and development but also as an effective conduit for implementing monetary and debt management policies of the government. The existence of a well functioning clearing and settlement mechanism is an unavoidable necessity for the smooth functioning of any segment of the financial market. Its importance lies not only in reducing inherent risks of underlying market transactions but also the costs arising out of inefficiencies associated with the transfer and settlement processes persisting in its absence. Though India over time has made laudable progress in addressing this issue for trades in equities, forex and government securities, there is a conspicuous absence of any institutional mechanism for clearance and settlement of trades in the corporate bond market. In perspective of the growing importance of corporate bond as an alternative source of resource mobilisation in India, this paper discusses a road map for establishing an institutional mechanism for clearing and settlement of transactions in the Indian corporate bond market. 
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1. Introduction

The role of capital markets in channeling scarce capital for necessary economic development is well known. In addition to acting as an interface for channeling funds from savers to investors, they also provide the necessary link for implementing monetary and debt management policies of the government. Finance dimension of economic development has often been treated as an afterthought as it was considered to be too sophisticated "to matter for simple" economies. In addition, policy and research primarily focused on improving the “real" side of the economy while neglecting the institutional aspects of economic development. Recent research, however, has shown that institutional arrangements, such as legal, financial and economic rules underpinning exchange mechanism have very real consequences for emerging economies (Barro (1997)). In this perspective as a part of their overall agenda for economic development, continuous efforts are being undertaken by emerging economies to develop and strengthen the institutional mechanism underlying their financial markets and India is no exception. The need for nurturing and developing necessary infrastructure for Indian Corporate Bond Market needs to be appreciated against this perspective. In this paper we use, the term “corporate debt” and “Corporate bond” interchangeably, encompassing debt instruments/bonds issued by banks, financial institutions, public sector undertakings and private corporates. 

There has been studies examining several aspects of Indian corporate bond market such as, depth and composition, relationship between YTM and volatility of returns, nature of spreads between YTM of different categories of bonds, market pricing of risk, etc (Bose & Condoo 2003). However, the need for a proper clearing and settlement mechanism in Indian corporate bond market trades has not received adequate attention. In this study, we highlight the role of an institutional mechanism for clearing and settlement of trades in Indian Corporate bond market along with a possible road map for establishing the same. 

The presence of a well functioning clearing and settlement process is one of the essential ingredients of any developed capital market. Such a mechanism addresses the risks involved in the transfer of ownership of securities to the buyer and the transfer of funds to the seller. 

In India a well functioning institutional mechanism for clearing and settlement is already in place to support the equity, gilt and forex markets. BOI Shareholding Ltd. (BOISL) and The National Securities Clearing Corporation Ltd. (NSCCL), act as clearing houses for trades conducted in the Equities and Derivatives segments of Bombay Stock Exchange (BSE) and National Stock Exchange (NSE) respectively. The Clearing Corporation of India (CCIL) provides the institutional structure and mechanism for clearing and settlement of trades in Government Securities and Forex (FX). 

However, there exists a conspicuous absence of any institutional mechanism for clearing and settlement of transactions in the Indian Corporate Bond Market. An efficient clearance and settlement mechanism would allow market participants to determine accurately their payment and securities delivery obligations and to discharge such obligations in a predictable and safe manner at a low cost. Confidence in the mechanisms for clearing settling and holding securities therefore is essential for any well functioning market. The importance of the establishment of an institutional mechanism for clearing and settling trades in the corporate bond segment has been approached against this background.

As a starting point, we discuss the importance of a healthy corporate debt market in Section 2. This is followed by a description of the state of Indian debt market in Section 3. In the next section (Section 4), we discuss about the need for an effective clearing and settlement body for furthering the development of Indian Corporate debt market. Section 5 discusses a road map for the institutional mechanism of clearing and settlement of trade transactions in corporate bond market and section 6 concludes the study. 

2. Importance of Corporate Debt Market 
A mature corporate bond market is an important element of capital market structure for any economy. It helps in enhancing risk pooling and risk sharing opportunities for investors and borrowers. Beyond diffusing stresses on the banking sector by diversifying credit risk across economy it is an important source of low cost long-term funds compared to traditional banking loans. The relationship between bank loan and corporate bond market has been observed to be inverted in developed countries, while it remains direct in developing nations. This is suggestive of the corporate bond’s potential to substitute bank loans on the longer end of the yield curve as an economy traverses along the path of development (Endo, 2000). Corporate bond market also provides the flexibility to tailor risk reward profile specific to investors’ and borrowers’ preferences. 

Hakansson (1999) has examined the principal differences between an economy with a well-developed corporate bond market and an economy in which bank financing plays a central role. He concludes that the existence of a corporate bond market “is associated with greater accounting transparency, a large community of financial analysts, respected rating agencies, a wide range of corporate debt securities and derivatives demanding sophisticated credit analysis, and efficient procedures for corporate reorganization and liquidation”. According to Herring and Chatusripitak (2000), the absence of a bond market may render an economy less efficient and significantly more vulnerable to financial crisis
. 

Traditionally in India, the private corporate sector’s debt requirements were met largely by Banks and Development Financial Institutions (DFIs). With the onset of economic reforms and the gradual withdrawal of budgetary support, DFIs, Public Sector Undertakings (PSUs) and Public Sector Banks have increasingly tapped the corporate bond market to borrow at market related rates. The growth in the size of the leading Indian corporates has also increased the importance of bond market for raising resources at cost effective rates.

3 Indian Debt Market

Indian debt market can be segregated into two main segments – the government securities market and the corporate debt market. The government securities market consists of instruments (dated securities, treasury bills and bonds) issued by central/ state governments. The corporate bond segment includes commercial papers, certificates of deposit, corporate bonds/debentures and institutional bonds issued by banks, financial institutions, public sector undertakings and private corporates. This apart, there are also emerging markets for securitisation and interest rate derivatives
. 

The debt markets are pre-dominantly wholesale markets with institutional investors being major participants. Banks, financial institutions, insurance companies, Primary Dealers (PDs), mutual funds, provident funds and corporates are the major players in these markets. Many of these participants are also issuers of debt instruments as well. Debt issues are mostly privately placed or auctioned to the participants and secondary market dealings are mostly done on telephone. Predominance of institutional players has resulted in the debt markets being fairly concentrated in the form of a wholesale market. Debt funds of the mutual funds industry, comprising of liquid funds, bond funds and gilt funds, provide an indirect mode for retail participation in these markets.

a. Dominant Role of Government Securities Market with well developed 

infrastructure 

The large scale borrowing programmes of the government has provided the primary impetus to the bond market development in India. Reserve Bank of India (RBI) as a debt manager to the government has also been consciously focusing on the development of government securities market to facilitate better price discovery and reduce the cost of government debt. Since the 1990’s, there has been carefully and cautiously sequenced measures within a clear-cut agenda for primary and secondary market design, development of institutions, enlargement of participants and products, sound trading and settlement practices, dissemination of market information, prudential guidelines on valuation, accounting and disclosure.

The dominance of government securities in Indian debt market gets reflected both in terms of outstanding stock as well as trading volumes. Total outstanding debt formed around 37% of Indian GDP in 2002. Central government dated securities formed around 23% of GDP whereas the share of State Government was 4.5% of GDP. PSU Bonds/Private Corporate bonds amounted to around 9% of GDP. In the secondary market transactions, Government securities account for more than 90% of the trades. Outstanding Government of India securities as on March 31, 2003 stood at a voluminous Rs. 6,73,689.30 crore. The maturity period goes up to 29 years with a weighted
 average residual maturity of 13.75 years.
Indian government securities market is fairly developed in terms of market infrastructure and instruments. There exist auction system (uniform price and multiple price method) for primary issuances, successful community of PDs acting as underwriters and market makers, securities across maturities (T-bills for maturities upto 1 year and bonds for maturity beyond 1 year), a yield curve from the short to long end providing benchmarks for rest of the debt market, innovative instruments like zero coupon bonds (ZCB), floating rate bonds (FRB) and bonds with embedded options. 

RBI maintains the funds and securities accounts of the market participants. The Public Debt Office (PDO) and Public Accounts Department (PAD) provide for the holding of government securities and T-bills respectively in scripless form. The funds (current) accounts are maintained by the Deposit Accounts Department (DAD). This facilitated the DvP system for settling secondary market transactions in government securities by RBI. However, with effect from April 10, 2002, Clearing Corporation of India Limited (CCIL) has taken over the responsibility of settling transactions in government securities on DvP basis acting as a central counterparty and guaranteeing transactions done on Negotiated Dealing System (NDS). This has been possible with CCIL getting the mandate to operate both funds and securities account of the market participants maintained by RBI. The NDS provides for screen based negotiated dealing for secondary market transactions in government securities and money market 
instruments along with the online reporting of transactions and dissemination of trade information to the market. There also exists a skilled dealer community that has grown over time to support transactions in this market. 

b. Indian Corporate Bond Market – Structure, size, etc. 
The emergence of debt securities in India as a major source of finance for trade and industry has been witnessed since the onset of reforms in 1990s. Recent data on corporate funding shows an increasing importance of debt in total resource mobilisation (TRM). The share of debt has consistently exceeded 95% of the TRM in the past couple of years.

Pattern of Corporate Funding in India
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Equity
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	(%) of Pvt. Placement
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	Public

Rs. crore
	Pvt.
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Rs. crore

(3+4)
	
	Total Debt

(4/5)*100
	TRM

(4/6)*100
	

	1
	2
	3
	4
	5
	6
	7
	8
	9

	1995-96
	8882
	2940
	10035
	12975
	21857
	77.34
	45.91
	59.36

	1996-97
	4571
	6977
	18391
	25368
	30039
	72.5
	61.22
	84.45

	1997-98
	1132
	1929
	30983
	32912
	34045
	94.14
	91.01
	96.67

	1998-99
	504
	7407
	38748
	46155
	46658
	83.95
	83.04
	98.92

	1999-00
	2975
	4698
	54701
	59399
	62374
	92.09
	87.7
	95.23

	2000-01
	2479
	4139
	52434
	56573
	59052
	92.68
	88.79
	95.8

	2001-02
	1082
	5341
	46220
	51561
	52643
	89.64
	87.8
	97.94


*Data from 2000-01 onwards include only issues with a tenor and put/call option of 1 year or more while data for earlier years include all privately placed debt issues irrespective of tenor.

Source: Prime Database

All India financial institutions, public sector banks, PSUs and state level undertakings/financial institutions account for a major chunk of the resources raised from the debt market
. With efforts of fiscal consolidation and decline in budgetary support, there has been an increased need for the PSUs and financial institutions to opt for market borrowing. Banks in both public and private sector have also started tapping this market to raise tier II capital to fulfil their capital adequacy requirements. 

Data available on bond issues by PSUs shows an annual compounded growth rate of 48.32% over 1997-98 to 2001-02. 

	Bonds Issued By Public Sector Undertakings (PSUs)

(both taxable & tax-free)

Rs. (Crore)

	1997-98
	2982.5

	1998-99
	4362.9

	1999-'00
	8696.8

	2000-01
	16631.6

	2001-02
	14434.3

	Source: Handbook of statistics on Indian Economy, RBI 2002-03 



Provisional estimates of the resources raised by select all India Financial Institutions alone for 2002-03 stands at Rs. 14,249 crore (Rs.10,349 crore in the year before) and the total borrowing outstanding as on March 2003 exceeded Rs. 90,000 crore. 

	 Resources Raised by way of Bonds/Debentures*

 by Select all-India Financial Institutions (Provisional)

	(Amount in Rupees crore)

	
	Resources Raised
	Total Borrowings
	

	
	during
	Outstanding at end
	

	
	2002-03
	2001-02
	March 2003
	March 2002
	

	1
	2
	3
	4
	5
	

	IDBI
	5,009
	4,213
	45,280
	45,464
	

	IFCI
	267
	651
	20,046
	19,789
	

	IIBI
	150
	551
	1,468
	1,807
	

	Exim Bank
	2,505
	625
	5,424
	3,067
	

	NABARD
	2,988
	2,549
	8,703
	6,078
	

	NHB
	1,876
	238
	4,675
	3,003
	

	SIDBI
	961
	1,224
	2,498
	3,020
	

	TFCI
	93
	48
	632
	689
	

	IDFC
	400
	250
	1,400
	1,000
	

	Total
	14,249
	10,349
	90,126
	83,917
	

	* Includes only rupee resources and does not include foreign currency borrowings.

	Source : RBI Annual Report 2003-03



Indian corporates both in the private and public sectors are increasingly expanding their operations beyond domestic frontiers and envisaging global scale operations. Besides, we are also witnessing mergers and acquisition arising out of the consolidation in the Indian industry. The debt market is being increasingly accessed to meet the resource requirement arising out of the above activities. Two other important developments having a positive bearing on the Indian debt market are securitisation and the possible entries of supranationals (Asian Development Bank - ADB and World Bank). Mortgage Backed Securities (MBS) and Asset Backed Securities (ABS) as a new instrument through the process of securitisation have entered the Indian debt market and are gaining rapid grounds. They help banks and financial institutions to unlock capital, manage exposure limits and facilitate balance sheet management. The potential volume for securitisation in banks alone is estimated at a massive Rs 600 billion
 as on March 31, 2002.

Within the corporate debt market there has been an observed dominance of privately placed debt compared to public issues. On an average, it has maintained a share of over 85% from 1995-96 to 2001-2002. This dominance is perhaps on account inherent advantages in terms of savings in time and cost, convenience of structuring issues to match the needs of issuers with that of investors and less stringent compliance for private placement compared to public issue. However, there has been some recent endeavors by the regulator Securities and Exchange Board of India (SEBI)
 to enhance the nature and quality of disclosures for private placement of debt as well. It is envisaged that, private placement is a cost-effective means of raising resources of small amounts (say upto Rs. 50 crore) and public issues would be resorted to for raising resources of higher amounts. Be it private or public issues, what is more relevant for our study is the share of debt in total resource mobilisation that has averaged over 95% for the past five years. 

Against this background, the Indian corporate bond market can be viewed to have come of age and has a significant role to play in the years to come.

4 Requisites for the development of an efficient corporate bond 

     market 

Some of the factors identified by literature as essential prerequisites for the development of an efficient corporate bond market are presented below. An examination of the state of affairs shows the presence of most of them in the Indian context. 

(a) Macroeconomic environment

(b) Supportive legal environment, securities laws, committed regulators, etc  

(c) Developed Government securities market providing a benchmark

(d) Developed equity market culture

(e) Market participants

(f) Clearing and settlement system 

a.
Macroeconomic environment 

Planned economic growth has been an important aspect of the Indian economy. The Tenth Five Year Plans have put forward an ambitious objective of 8% average GDP growth for the period 2002-07. GDP growth in the post-reforms period has improved from an average of about 5.7% in 1980’s to an average of around 6.1% in the Eight and Ninth Plan periods making India one of the ten fastest growing countries in the world. The Tenth Five-Year Plan is however, the first phase of a 10 year road map to be followed by the Eleventh Five Year Plan targeting a growth rate of 9.3%. Since there are significant lags in the process of creation of capacities and their being brought into production, the Tenth Plan will have to consciously take into account the pipeline investments that would be necessary to accelerate the growth during the Eleventh Plan period. This increases the degree of urgency in necessary investment requirements where the bond market can play a part to mobilise the already high financial savings in the Indian Economy.

Indian gross domestic savings (GDS) rate has been increasing in recent years mainly contributed by the rise in both physical and financial savings of the household sector on account of the steady improvement in personal disposable income. The improvement in financial saving of the household sector has been mainly in the form of contractual instruments (life insurance, provident and pension funds) and shares and debentures. The savings in the form of contractual instruments provide a steady pool of funds to be invested in debt instruments apart from the direct investments in debentures. The nurturing and development of the debt market for channelling savings gains importance in the scenario of falling interest rates on government guaranteed small savings. 

b.
Supportive regulatory environment, committed regulators 

India already has in place a supportive legal environment with appropriate securities laws and regulators. The Public Debt Act, 1944 provides for issuance, servicing and repayment of government securities and is managed by the Reserve Bank of India. As the central monetary authority, the RBI also regulates the Indian money markets. The country has in place a suitable legislation in the form of Securities Contracts (Regulation) Act, 1956 to regulate the business of dealing in securities and addressing matters connected therewith. In terms of the provisions of the SEBI Act 1992, Securities and Exchange Board of India (SEBI) has been constituted as a regulator adequately empowered with the responsibility of protecting investors’ interests in securities and promote the development of securities market. SEBI has framed rules and regulations for debenture trustees, underwriters, portfolio managers, stockbrokers, merchant bankers, custodians, depositories, mutual funds and credit rating agencies as well. 

The systemic and structural issues of the securities market like longer settlement periods, delay in transfer of securities, excessive load on paper work etc., has been addressed by providing for dematerialisation of securities. With this end in view, the Depositories Act, 1996 has been enacted providing for establishment and regulation of depositories in securities. Two depositories, namely National Securities Depository Limited (NSDL) and Central Depository Services Limited (CDSL) have been established to facilitate electronic maintenance and transfer of ownership of securities in demat form. 

Under IRDA Act, 1999, the Insurance Regulatory and Development Authority (IRDA) was constituted by the parliament, to protect the interests of the policyholders, to regulate, promote and ensure orderly growth of the insurance industry, which has been a major player in the government securities market. 

A number of established institutions in the arena of custodians, merchant bankers, mutual funds and debenture trustees are already operating in the Indian financial market. India also enjoys the benefit of well developed Credit Rating Agencies (CRAs) that have emerged over time. Even as early as 1988, the Credit Rating and Information Services of India Ltd. (CRISIL) began rating corporate bonds, making it a pioneer among developing countries (Glen & Pinto, 1994). At present, there are four credit rating agencies (CRAs) operating in India.

c.
Developed government securities market 

India has made rapid progress in developing the government securities market especially in the post reforms era. Debt management in India has clearly come a long way from a passive system to a market driven exercise with developed institutions, instruments and markets. In terms of international benchmarks, India ranks on par with some of the developed countries in areas like institutional framework, risk management set-up, market development, clearing and settling procedures and transparency in debt management operations. The biggest contribution of Indian government securities market has been the development of a risk-free yield curve across fairly long maturity that acts as a benchmark for pricing of corporate debt instruments across tenors. It also provides the necessary market infrastructure and a skilled dealer community that has evolved with it over time.

d.
Developed equity market culture 

A developed equity market culture inculcates a better understanding and orientation on the working of capital market. A well developed equity market also brings with it, market practices and essential infrastructure that may find use either in its direct or indirect form in the bond market as well. A well developed equity market along with a developed bond market also help investors in rebalancing their portfolios according to their risk return profile.

The history of Indian equity market dates back to 1875, with the establishment of “The Native Share and Stock Brokers Association" which is now known as the Bombay Stock Exchange (BSE). It is the oldest one in Asia, even older than the Tokyo Stock Exchange, which was established in 1878. In terms of the number of transactions per year, two of India’s leading stock exchanges namely National Stock Exchange (NSE) and BSE ranked third and seventh
 
respectively in 2002, amongst the largest exchanges in the world. As of end of March 2002, there were 9644 companies available for trading on stock exchanges and the market capitalisation has been estimated at Rs. 7,49,248 crore. The equity derivative market in India commenced in June 2000 and is believed to be the second largest market in the world for stock futures
.

There exist an well established settlement and risk management framework encompassing capital adequacy of members, adequate margin requirements, limits on exposure and turnover, indemnity insurance, on line position monitoring and automatic disablement, etc. Efficient market surveillance systems are also in place to curb excessive volatility, detect and prevent price manipulations. Exchanges have also set up clearing houses and trade/settlement guarantee funds for meeting shortages arising out of non-fulfillment/partial fulfillment of funds obligations by the members in a settlement.

e.
Market participants 

The debt market in India is a pre-dominantly wholesale market with institutional investors being major participants. Banks, financial institutions, insurance companies, primary dealers (PDs), mutual funds, provident funds and corporates are the major players in this market. Many of these participants have dual participation in the market as issuers and investors. 
Public sector undertakings are large issuers of debt securities to meet their long term and working capital needs. All India Financial Institutions regularly issue bonds for funding their financing requirements and working capital needs. They themselves are also major investors and traders in the bonds and securities issued by other corporates/institutions. Big corporates also issue short and long term papers to meet their financial requirements. Banks being the largest investors in debt instruments are the biggest players in the corporate debt market. Banks also raise tier II capital from the bond market to meet their capital adequacy requirements. After government securities, tier II bonds of banks are expected to be the biggest component of the debt market. 

Pursuant to the statutory investment norms, the insurance companies in India are major investors in the debt market. With expected growth in insurance business due to the opening up of the sector, they are likely to emerge as major players in the bond market. Prudential regulations also make the provident and pension funds to be large investors in gilts and PSU bonds. Tax breaks, fiscal incentives and statutory guidelines have made investment in debt instruments of all India Financial Institutions and PSUs a relatively attractive option for individuals, charitable institutions, trusts and societies. Mutual funds’ share in debt market investment has also increased owing to the growing number of debt funds that have mobilised significant resources over time. 

f.
Clearing and settlement system  

The presence of a well functioning clearance and settlement process is one of the essential ingredients of any developed bond market. It provides for a riskless mechanism of transfer of securities and funds between a seller and a buyer, which is an important pre-requisite for the development of any segment of the financial market. Clearing and settlement operations in India have been institutionalised in the equity, gilt and forex segment.

Despite the existing structure and processes for clearing and settlement of trades in equity and gilt segment, there is a conspicuous absence of such an institutional mechanism for corporate bond market. Currently, the settlements are done on the basis of trusts amongst market participants. The buyer of the security delivers the purchase consideration to the seller and the seller issues instructions to his DP (Depository Participants) to transfer the security to the buyers account. In the absence of a DvP mechanism, there is no simultaneous transfer of funds and securities. The sequence of funds and securities transfer depends upon the relative strength and standing of the market participants. This results in both the funds and securities being in the hands of one party at a certain point of time, which exposes the other party to associated risks.

There are mainly two types of risk associated with the lack of a proper clearing and settlement system in the Indian corporate bond market trade. They are credit or principal risk and the market risk. Credit/default risk is the risk that a counterparty will not meet an obligation for full value, either when due or at any time thereafter. Market risk is risk of loss of unrealised gains on unsettled contracts with the defaulting counterparties. 

There could be concerns of liquidity risk as well i.e., the risk that a counterparty will not settle an obligation for full value when due but at some unspecified time thereafter. This can affect adversely the expected liquidity position of the payee. 

Absence of an institutional mechanism for clearing and settlement of trade in this segment of the market also exposes it to systemic risks that may arise out of the domino effect of successive failure of participants to discharge their market obligations. As many of the participants are banks and financial institutions, the issue is of direct importance to the central monetary authority.

Setting up of an institutional mechanism addressing above issues in clearing and settlement of trades in the Indian corporate bond market needs necessary attention. Moreover this can also provide for an authentic source for capturing and dissemination of trade information which is essential for the development of any market.

5. Clearing and Settlement Institution for the Indian Corporate Bond 

    Market – A Road Map 

According to Stehm (1996), an efficient functioning of clearing and settlement system allows market participants to determine accurately their payment and security delivery obligations and discharge the same in a predictable, safe and low cost manner. An inefficient and ambiguous clearance and settlement arrangements can mask and concentrate the credit, liquidity and market risks associated with unsettled transactions beyond increasing the cost of processing and settling them. Such risks may have spillover effects to other areas of the economy resulting in systemic problems. Increased costs and risks may also delay or drive away investments from markets with cumbersome or unsafe clearance and settlement infrastructures. 

Recognising the importance, RBI had initially undertaken this responsibility for the gilt and interbank money market and later empowered CCIL to act as the clearing and settlement agency for the gilt and forex market. Similarly the two leading stock exchanges namely BSE and NSE have also put in place clearing and settlement mechanism for clearing and settling trades on the equity and derivative segment of the respective exchanges. In the absence of similar arrangements in the corporate bond market, we put forward the following road map for the establishment of the same. 

a) Introduction of institutional mechanism for clearing and settling

b) Start with DvP settlement

c) Disseminating price data of settled trade 

d) Migrate to Guaranteed Settlement as we gain experience

e) Other prospective avenues of CCH activity
a.
Introduction of institutional mechanism for clearing and settling

The essential pre-requisites for any institution to shoulder the responsibility of clearing and settling transactions is the confidence, trust and support of the market participants. Having regard to the existing Indian securities market scenario, the depositories set up under the Depositories Act, the clearing houses of the two leading stock exchanges of the country and the Clearing Corporation of India Limited (CCIL) have a comparative advantage to undertake this activity. The body that may assume the role of clearing and settlement of corporate bond market transactions is referred hereafter as the Central Clearing House (CCH).

Internationally, there are debates on the desirability of the depositories undertaking the additional responsibility of clearing and settlement of trade transactions. Taking into account the risks involved in guaranteeing settlement, separate companies have been set up in USA to undertake the depository and clearing activity. The issue of depositories in India undertaking the clearing house function for the bond market needs to be examined against this background. 

The two leading stock exchanges of the country (NSE & BSE) have set up separate clearing houses to undertake the clearing and settlement of trades in the equity and derivative segment of the respective entities. Bond market in India being predominantly an OTC market, many of the market participants are not members of the stock exchanges. Hence the feasibility of these clearing houses in assuming the responsibility for clearing and settling trades in Indian corporate bond market which is predominantly OTC in nature needs further examination. 

The Clearing Corporation of India Limited, currently undertakes clearing and settlements in gilts and foreign currency markets. Having regards to the economies of scale and integration across functions/instruments, CCIL could extend this facility of clearing and settlement to corporate bond market as well. 

Economies of scale and scope will provide an edge to the above institutions undertaking the role of CCH. However, as a balancing factor in terms of competition, the cost benefit analysis of establishment of a new institution owned by the market participants to carry out the activities of the CCH may also be considered.

RBI has made it mandatory for the institutional players in the bond market to hold securities in dematerialised forms that are maintained with the central depositories. The central depositories come under the regulatory purview of SEBI. 

All the major players operating in this market maintain their current account with RBI and their operations in the gilts, forex and money market are settled through this account. Considering the benefits of funds management that may arise out of integration across gilts, forex, money and corporate bond market, the same current account should be used for settling funds leg of the corporate bond transaction.

As in the case of gilt and forex settlement, the market participants may mandate the CCH to operate both their Depository Account for securities and Current Account with RBI for funds. Some regulatory overlap between RBI and SEBI may arise, which needs to be addressed in the interest of market development.  

b.
Start with DvP settlement

An area of substantial risk in the settlement of corporate bond transactions occurs when securities are delivered without the simultaneous receipt of value. Simultaneous exchange of value is important to eliminate the risks of price change and failure to perform according to contract. DvP effectively eliminates any exposure due to delivery delay by a counterparty. 

The establishment of the CCH with the mandate to operate both the securities and funds account of transacting parties can accomplish DvP settlement in corporate bond market. As in the case of government securities, all market participants may be required to settle their transactions in corporate bond through CCH by the issue of a regulatory mandate. This would facilitate the regulators’ objectives of reducing systemic risk, bringing in transparency and facilitate price discovery 

The lifecycle of corporate bond transaction envisaged on establishment of the CCH would involve three phases - trade execution, trade clearance and settlement. The CCH will outline uniform market practices involving messaging standards and communication of trade data, settlement cycle, computation basis etc. Fixed Income Money Market and Derivatives Association (FIMMDA), the SRO of bond market participants can play an active role in establishing the standards among market participants as they have already done for the gilt segment. Market participants shall adhere to these trade standards. The two parties to each of the transactions shall bilaterally communicate and confirm the trade details leading to trade execution. Subsequently, trade details of each transaction shall be communicated individually by each of the parties to the CCH for comparison and settlement. Trade data as reported by market participants would be compared at CCH and confirmation thereof should be obtained from the counterparties. Depending upon the volume and economies of scale, suitable mechanisms may be designed and installed by CCH to facilitate these operations. In exercise of the mandate obtained from the counterparties, CCH shall then ensure the DvP settlement of the trade.

c.
Disseminating price data of settled trade
The corporate bond trades currently being OTC in nature, there exist no mandatory requirement of reporting these trades unless it is executed through a broker. When the broker is involved, the trades are reported to respective exchanges where the broker is a member. Since these trades are not settled on the stock exchanges, there exist limitations in drawing further inferences about the market based on these data. Moreover, it is understood that large number of deals taking place in the corporate bond segment are direct deals and are not reported anywhere. Hence price discovery becomes very difficult deterring potential players from transacting in the market. 

The DvP kind of mechanism as mentioned above, will enable the CCH to capture the relevant trade data (including price and volume) which can be disseminated to the market to facilitate better price discovery. This can also attract more players by imparting greater transparency, which can enhance turnover and liquidity in this market. It may be pertinent to mention herein that dissemination of trade data by RBI on the gilt segment is perceived to have contributed to the phenomenal growth in the secondary market turnover in the gilt market in addition to attracting new players into the market. 
d.
Migrate to Guaranteed Settlement in due course
The DvP mechanism discussed above shall protect market participants from counterparty risks. In the event of default by transacting parties, the trade fails and it ensures that the exchange of value does not take place. However, concerns of market and liquidity risk would continue to persist as open issues. This might not act as serious deterrent in the initial years on account of limited volumes. However, with the increased transparency and better price discovery that would arise as a fall out of the DvP mechanism, volumes in the corporate bond market are expected to pick up. With the increase in volumes, the systemic risk, market and liquidity risks will assume significance for the regulators and market participants. These issues would be addressed by a guaranteed settlement ensuring financial settlement of trades on the appointed day and time irrespective of default by members to bring in the required funds and/or securities. The experience gained by CCH in settling trade transactions under DvP mechanism will enable it to undertake guaranteed settlement over a period of time. 

A vibrant secondary market is an essential pre-requisite for guaranteed settlement. The increase in the volumes in the secondary market combined with the dissemination of trade data as mentioned earlier would lead to efficient price discovery. Fair valuation based on efficient price discovery would enable the CCH to value the collateral for better risk management (marked to market margining) and arrive at the compensation for failed trades. With enhanced depth and liquidity in the secondary market, the CCH would be in a position to liquidate collateral securities of defaulting party and/or securities devolved on it on account of failed trades. 

e.
Other prospective avenues of CCH activity

At present we have no institutional mechanism for settlement of OTC debt derivatives like Interest Rate Swaps and Forward Rate Agreements. The CCH can extend its clearing and settlement service to this derivative segment of the debt market. 

Reserve Bank of India has already envisaged the widening of repo market by allowing repo transactions in corporate debt instruments
. A clearing and settlement mechanism would provide the necessary impetus for the development of the repo market in these securities. 

The CCH’s mechanism outlined above provides for clearing and settlement mechanism to the dominant players in the corporate debt market who shall be the members of CCH. As in any other clearing mechanism, non-members like cooperative banks, provident and pension funds, trusts, corporates, high net worth individuals and retail investors can participate in the CCH mechanism through one of the members.

6. Conclusion

With the issues of fiscal consolidation, decline in budgetary support, declining government ownership in many existing public sector organisations and the simultaneous emergence of a strong and vibrant private sector, the corporate bond market in India is likely to play a more proactive role in financing the economy’s future investment needs. Further integration across various segments of Indian financial sector is inevitable with the decline in control and regulations and the move towards capital account convertibility. Risk-return perspective and the institutional infrastructure will be the deciding factor in attracting funds into each segment of the market.
In order to nurture and tap the potential of this sector of the Indian capital market, necessary infrastructure for its smooth functioning should be put in place. An efficient clearing and settling mechanism that has been in operation catering to the needs of the forex, equity and government securities market, needs to be established in the form of CCH for the corporate bond market as well. Its presence will not only help in reducing some of the existing inefficiencies and associated risks of non-transparency of negotiations, illiquidity, lack of information dissemination and efficient price discovery but also strengthen another avenue for channelling funds into productive investments to facilitate further economic growth.
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� Weights are based on the proportion of the notified amount.


� Crisil, Rating Scan, March 2003, Pg. 10.


� In an effort to regulate the growing private placement market for debt securities, the SEBI Secondary Market Advisory  Committee under the Chairmanship of Dr. R.H. Patil has recommended full disclosures to various regulators by listed companies making private placements at the time of issuing such securities. Even unlisted companies making private placement of debt securities and getting them listed on the stock exchanges will have to make disclosures in line with listing agreements and other regulatory requirements. 
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� Mid-term Review ofMonetary and Credit Policy for the year 2002-03
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