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ffi he importonce of the debt morket in

c tn  emerg ing economy cOnnot  be
overemphqsised. In the presence of uncer-
tointy ond prudentiol norms, bonks often
decline to lend for long term projects, ond
borrowing from overseos morkets moy be
constroined by country risk perceptions ond
restrictions on copitol mobility. At the some
time, businesses in these countries qre of-
ten closely held within fomilies ond com-
munities, ond the feor of loss of power of-
ten keep such componies owoy from the
primory morket for equities. In such coses,
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debt securities moy emerge os the moinstoy
of the credit ond copitol morkets. Even in o
foirly well developed emerging finonciol
morket like thot in India, 63.29 percent,
7O.74 percent ond 87.83 percent of the new
copitol roised during 7999-2000, 2000-01
ond ZOOI-OZ respectively were roised by way
of non-convertible debentures. 1

Besides, the debt morket ollows oppro-
priote evoluotion of non-systemotic risk, ond
disseminotion of the perception of the inves-
tors obout firm specific risk by woy of the
spreads thot the coryorote bonds commond
over the benchmork rotes. Finolly, the debt
morket helps generote the (zero coupon) yield
curve which reflects the expectotions of the
investors about future interest rotes, onC
therebybecomes on involuoble onolyticol tool
for both monetory outhorities ond investors
in instruments like finonciol derivotives.

Recent reseorch on the bond mor-
ket hos focused primorily on the term struc-
fure of interest rote.2 For exomple, ottempts
hove been mode to bridge the gop between
stylized models like those by Cox, Ingersoll
ond Ross, ond Heoth, |orrow ond Morton.
Others hove used non-porometric tech-
niques to estimote the term structures of
specific countries (Jiong, 1998) ond specific
Wpes of securities (Briys ond de Vorenne,
1997; Duffie ond Singleton, 1999). And yet
others hove explored the covorionce be-
tween the prices of futures controcts ond
the cost-of-corry relotionship thot is deter-
mined by the underlying interest rotes (de
Roon, Nijmon ond Veld, 1998).

Howeveq, onolyses of the strucfure of
the debt morket ore few ond for between.3
Indeed, the literoture on the impoct of mor-
ket strucfures on the price discovery mecho-
nism ond morket efficiency hos lorgely been
limited to the equity morket, with speciol
emphosis on the morket for limit orders. But
it is sofe to hypothesize a priori thot morket
strucfures hove o definitive impoct on the price
discovery process in the debt morkets, ond
hence on their efficiency. The endeovor of this
poper would be twofold: it would'troce the
evolution of the Indion bond morket, ond
drow conclusions obout the noture of the
morket itself from the ovoiloble doto. Given
thot the morket for doted government securi-
ties is much deeper ond wider thqn the mor-
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ket for corporote bonds, the empiricol onoly-
sis will be restricted to the doto ovoiloble from
the morket for doted government securities.a
As we sholl see lote4 the doto indicotes thot
while the morket for government bonds in
Indio hos motured signiflcontly during the
1990s, the strucfure of the mqrket still fosters
illiquidity ond, os o consequence, perverse
pricing of govemment securities.

We hove structured this orticle bv
first trocing the evolution of the secondory
morket for government securities in Indio.
Bosed on the microstructure of the morket
described in this previous section, we then
orgue in the second section of this orticle
thot the Indion secondory morket for bonds
is imperfect ond thot this imperfection is
reflected in mispricing of the securities. We
then propose two tests, one direct ond the
other indirect, to test the hypothesis of
mispricing. Using doto provided by the Re-
serve Bonk of Indio (RBI), we test the hy-
pothesis in the third section of the orticle
ond find thot the hypothesis finds fovor with
the doto. In the lost port of the orticle, we
ore oble to drow some conclusions.

,I . THE MARKET FOR GOVERNMENT
SECURITIES

The most pervosive feoture of the Indion
bond morket is thot while o lorge number of
finonciol institutions, bonks ond corporote
entities issue bonds on o regulor bosis, trod-
ing in the secondory morket is overwhelm-
ingly dominoted by government securities.
Indeed, on overog€, T-bills ond doted gov-
ernment securities occount for more thon 85
percent of the trode in the secondory morket
for debt instruments. Hence, we sholl focus
on the structure of the secondory morket for
doted government securities.

Priorto April 1993, the prices/yields
of government securities were not morket
driven. The government fixed the yields
(ond coupons) of low levels in the primory
morket, so crs to reduce its cost of borrow-
ing. As o consequence, bonks hod little in-
centive to purchose government securities,
ond hence the stotutory liquidity rotio
(SLR) wos continuolly roised during the
797Os ond 1980s. Since bonks purchosed
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