Liquidity in Sovereign Bond Market – An Analysis

Indian market for gilt securities has, for the past few decades, predominantly been a market dominated by the banks and institutions. Investments were being done primarily with the objective of holding till maturity. As a result, activity in the secondary market used to be very subdued and consequently, volumes very low. Existence of high coupon rates usually assured adequate returns on investments even without any churning of portfolio. Appetite for trading was almost non-existent. Moreover, lack of depth and non availability of timely and reliable market information worked as a barrier against the development of this market.

However, with the liberalization taking hold on the Indian financial market during the past decade, complexion of the market started changing rapidly. While interest rates continued to be more or less regulated for the larger part of the decade, Forex market started getting driven more and more by demand and supply. Rupee/Dollar swap market started having significant impact on the short term Rupee rates so much so that a large segment of the market started considering Swap rate driven term money rates as reference rates. Equity market also saw major move towards transparent pricing, leading to the development of a trading culture in the market. Market for gilt securities also did not remain isolated from this development.

Reserve Bank of India, as a regulator, took many steps for market development (e.g. bringing about strict Capital Adequacy norms, enforcing Asset Liability Management requirements for banks, allowing simple Rupee Derivatives like Interest Rate Swaps, slow but steady deregulation of Rupee interest rates) which resulted in a significant shift in the nature of the market. Many of these changes forced financial service providers to access gilt market for reasons like reducing mismatches in their books. This provided others with trading opportunities. Regulatory changes on the modes of holding investments (e.g. categorisation of investments into Trading, AFS and HTM) and its valuation methodologies added further impetus to churn securities in the portfolio for the purpose of realignment. Moreover, allowing Foreign Institutional Investors to invest in G-sec market and  allowing them to hedge their forex risk by way of taking forward covers brought in another important group of players with appetite for trading in the market. Increased availability of reliable market information, large scale computerization, availability of efficient analytical tools and trained manpower contributed positively to the development process. Trading volumes, as a result showed sharp increase - SGL volumes (Central Government securities & T-Bills) increased by about 145% and   198% in 2001-02 and 2002-03 respectively as compared to the volumes in 2000-01.

However, increase in volume did not result in any significant improvement of market liquidity in the real sense. Indian market is still characterized by lack of depth & shallow liquidity except for about 8-10 securities at a time (with average daily trading of about Rs. 100 crore) for which two way quotes are available in the market. Activity is concentrated in these securities due to the market confidence & ability to liquidate positions quickly at a fair value. Absence of market making activity in other securities (almost non-availability of any reasonable quote) discourages trading in such securities. Perceived inability to off-load holdings at around the stop loss levels, if required, works as an effective deterrent. This trade dynamics appear to work against expansion of the market in terms of number of securities traded. Moreover, in a bullish phase, the market volume shows a tendency to increase rapidly and traders are less hesitant take positions even in relatively illiquid securities. In a  bearish market, traders however avoid taking positions in such securities. 

Moreover, there are cases of quick shifts of market preference making certain securities illiquid in a short span of time (e.g. 7.95% GS 2032 were liquid up to January ’03 but are now traded thinly). This phenomena is also a constant source of worry for the traders and acts as a restraint from being a contrarian.Dominance of a few traders over the market, as it exists today, again ensures that other players also trade in the securities preferred by these traders.
A quick analysis of market data for the quarter ending Dec ’02 (Refer Table B for details) reveals the following:

1) Out of about 135 Central Govt. Securities outstanding during the period Oct ’02 to Dec ’02, only 77 securities were traded [i.e. 58 securities or about 42% of the Central Govt. securities were not even traded once during a three month period].
2) The average per day volume in terms of face value was around Rs 6500 Crore with an average of almost 1000 trades per day.
3) 15 securities (concentrated in the maturity range of 7-20 years) accounted for almost 80% of the volume.
4) Up to the maturity range of 1 year, the volume was concentrated in T-Bills (out of total 57 securities traded, 53 were T-Bills).  A close look at the trading pattern in respect of the T-Bills shows that market shows preference in trading latest issues of T-bills.
5) Securities having coupons close to current market yield appear to be in demand and thus traded at a premium e.g. 7.49% GS 2017, 7.27% GS 2013 were priced at a premium of around Re.1/- over theoretical prices

6) Despite having almost similar maturity and risk profile some securities were priced differently e.g. 11.43% GS 2015 Vs. 9.85% GS 2015, the former priced at discount to theoretical price while the later priced at a premium.  Similarly, between 9.81% GS 2013 and. 9% GS 2013, the former was priced at a premium to theoretical price while the later was priced at a discount.

Market participants also cite some more reasons for the inadequate liquidity in the Indian Gilt market: 
a) Lack of reference yields come in the way of estimating fair price of a security -
i. In the shorter end, 4 to 5 T-bills are traded per day on an average and money market is concentrated mostly in overnight trade. 
ii. In the medium to long term,  securities are not available for all maturities (e.g. there are no outstanding securities in the maturity range of 24 years to 29 years  i.e. after 10.18% GS 2026 next maturity is for 7.95% GS 2032) and absence of long term zero coupon instrument/STRIPS makes estimating zero rates less reliable.
b) Non availability of proper hedging instruments like rupee derivatives (e.g. interest rate swaps, futures and options) restricts the possibility of hedging positions in the derivatives market

c) Concentration of securities amongst few players and lack of reliable market information related to floating stock leads to difficulty in pricing illiquidity

d) Absence of speculators at retail level deprives the market of the cushioning effect in cases of movements without adequate change in fundamentals

The shallow volumes are however not expected to continue for long. Initiatives taken by the regulator specially in regard to strengthening Rupee Derivatives market should take the activities in this market also to a much higher level (as hedge for the Rupee derivatives are expected to come from this market and positions in this market would be hedged in the Derivatives market). Compulsory demat, extension of screen based trading system through RBI’s Negotiated Dealing System (NDS), setting up of Clearing Corporation of India Ltd. (CCIL) as a centralised clearing house to take over counter party default risk, introduction of CBLO to provide short term lending & borrowing avenues are some steps in this direction. Proposed measures like settlement on DVP III basis (netted settlement for both funds & securities), roll-over of REPO trades, introduction of STRIPS etc. should also give considerable impetus to the market.  Greatest help however is expected to come from the NDS turning into a real trading platform in near future when buying/selling interest of any member in any security would be available to the whole market leading to increased trade in the relatively illiquid securities. Trading through NDS would also help members to avoid brokerage otherwise paid to the brokers for trading in illiquid securities thus bringing down the overall cost in dealing with such securities and may lead to increased trading interest  in these securities.
TABLE “A” – TOP 10 Securities (Quarter ending Dec’02)

	ISIN
	Description
	Coupon
	Maturity
	Avg. Qty traded (crs)
	Avg No. of  trades 
	% Market share

	IN0020010057
	9.39% G. S. 2011 
	9.39
	2-Jul-11
	395.91
	66.25
	6.45

	IN0020000116
	11.50% G. S. 2011 
	11.50
	24-Nov-11
	366.71
	57.04
	5.98

	IN0020020056
	7.40% G.S. 2012 
	7.40
	3-May-12
	577.50
	104.11
	9.41

	IN0020000066
	11.03% G. S. 2012 
	11.03
	18-Jul-12
	354.85
	62.12
	5.78

	IN0020010032
	9.81% G. S. 2013 
	9.81
	30-May-13
	382.19
	63.93
	6.23

	IN0020010099
	9.85% G. S. 2015 
	9.85
	16-Oct-15
	351.92
	62.21
	5.74

	IN0020010107
	8.07% GS 2017 
	8.07
	15-Jan-17
	717.44
	130.14
	11.69

	IN0020020098
	7.46% G.S 2017 
	7.46
	28-Aug-17
	493.83
	106.48
	8.05

	IN0020020072
	8.35%  G.S. 2022 
	8.35
	14-May-22
	195.01
	32.33
	3.18

	IN0020010081
	10.18% GS 2026 
	10.18
	11-Sep-26
	201.92
	32.26
	3.29


* only outright deals of face value of Rs. 5 Crore or above considered
TABLE B is in a separate document

