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he importance of the debt market in
an emerging economy cannot be
overemphasised. In the presence of uncer-
tainty and prudential norms, banks often
decline to lend for long term projects, and
borrowing from overseas markets may be
constrained by country risk perceptions and
restrictions on capital mobility. At the same
time, businesses in these countries are of-
ten closely held within families and com-
munities, and the fear of loss of power of-
ten keep such companies away from the
primary market for equities. In such cases,
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debt securities may emerge as the mainstay
of the credit and capital markets. Even in a
fairly well developed emerging financial
market like that in India, 63.29 percent,
70.74 percent and 87.83 percent of the new
capital raised during 1999-2000, 2000-01
and 2001-02 respectively were raised by way
of non-convertible debentures.'

Besides, the debt market allows appro-
priate evaluation of non-systematic risk, and
dissemination of the perception of the inves-
tors about firm specific risk by way of the
spreads that the corporate bonds command
over the benchmark rates. Finally, the debt
market helps generate the (zero coupon) yield
curve which reflects the expectations of the
investors about future interest rates, and
thereby becomes an invaluable analytical tool
for both monetary authorities and investors
in instruments like financial derivatives.

Recent research on the bond mar-
ket has focused primarily on the term struc-
ture of interest rate.? For example, attempts
have been made to bridge the gap between
stylized models like those by Cox, Ingersoll
and Ross, and Heath, Jarrow and Morton.
Others have used non-parametric tech-
niques to estimate the term structures of
specific countries (Jiang, 1998) and specific
types of securities (Briys and de Varenne,
1997; Duffie and Singleton, 1999). And yet
others have explored the covariance be-
tween the prices of futures contracts and
the cost-of-carry relationship that is deter-
mined by the underlying interest rates (de
Roon, Nijman and Veld, 1998).

However, analyses of the structure of
the debt market are few and far between.?
Indeed, the literature on the impact of mar-
ket structures on the price discovery mecha-
nism and market efficiency has largely been
limited to the equity market, with special
emphasis on the market for limit orders. But
it is safe to hypothesize a priori that market
structures have a definitive impact on the price
discovery process in the debt markets, and
hence on their efficiency. The endeavor of this
paper would be twofold: it wouldtrace the
evolution of the Indian bond market, and
draw conclusions about the nature of the
market itself from the available data. Given
that the market for dated government securi-
ties is much deeper and wider than the mar-
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ket for corporate bonds, the empirical analy-
sis will be restricted to the data available from
the market for dated government securities.*
As we shall see later, the data indicates that
while the market for government bonds in
India has matured significantly during the
1990s, the structure of the market still fosters
illiquidity and, as a consequence, perverse
pricing of government securities.

We have structured this article by
first tracing the evolution of the secondary
market for government securities in India.
Based on the microstructure of the market
described in this previous section, we then
argue in the second section of this article
that the Indian secondary market for bonds
is imperfect and that this imperfection is
reflected in mispricing of the securities. We
then propose two tests, one direct and the
other indirect, to test the hypothesis of
mispricing. Using data provided by the Re-
serve Bank of India (RBI), we test the hy-
pothesis in the third section of the article
and find that the hypothesis finds favor with
the data. In the last part of the article, we
are able to draw some conclusions.

1. THE MARKET FOR GOVERNMENT
SECURITIES

The most pervasive feature of the Indian
bond market is that while a large number of
financial institutions, banks and corporate
entities issue bonds on a regular basis, trad-
ing in the secondary market is overwhelm-
ingly dominated by government securities.
Indeed, on average, T-bills and dated gov-
ernment securities account for more than 85
percent of the trade in the secondary market
for debt instruments. Hence, we shall focus
on the structure of the secondary market for
dated government securities.

Prior to April 1993, the prices/yields
of government securities were not market
driven. The government fixed the yields
(and coupons) at low levels in the primary
market, so as to reduce its cost of borrow-
ing. As a consequence, banks had little in-
centive to purchase government securities,
and hence the statutory liquidity ratio
(SLR) was continually raised during the
1970s and 1980s. Since banks purchased




