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Equity market:
Speed versus quality

Reducing transaction time beyond a certain threshold may not
enhance equity market quality. On the contrary, it could reduce
participation and diversity and harm the markets

(Sebi) is contemplating dramatic reductions

in equity market séttlement time. Is a reduc-
tion in transaction sertlement thime, like this one,
always a good thing?

In the early 1990s, there was a fartnightly settle-
mentsystem at the Bombay Stock Exchange (BSE).
In addition, the BSE worked in an unreliable fashion,
When vou sold shares, there were
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delays of a fortnight or more, This x

made shares illiguid. If you needed
meney, you could not quickly sell
shares and get k. Shares were not as
bad as real estate, but selling shares
was -a fime consuming and unreli-
able process.

After the establishment of a statu-
tory Sebi in 1992 and with the cre-
ation of other new institutions like
the National Stock Exchange (MSE),
settlement became aweekly process.
Importantly, it became more pre-
dictable. There was a dual benefit: A
gain in settlernent time going down
from a fortnight 1o aweek, and the
gain in predictability, because the NSE system
worked fike clockwork. When shares were sold, the
mioney reliably came in within a week. The great
changes in 2000 intreduced “rolling settlement”,
where settlement happened on T+5 (shares sold on
Monday vielded money next Momday) and then T+3
{shares sold on Monday vielded money on Thursday),

Thanks to these measures initiated about two
decades ago, shares were (and are) a highly lquid
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asset. You could hold vour money inshares, and in
case of a sudden need for money, you could sell
shares ona Monday and gel your money with 100
per cent reliability on Thursday: The equity market
reforms had done a great job in removing uncer-
tainty (the seitlement process worked like clack-
work) by bringing the time down to three days.
Dees this mean funther reducing the settlement
time o two days or one day i nec-
essarily better? Or should ene con-
sider a system where there is no
delay at all? For example, can we
have asystem where shares are seld
at 2:00 pm and the money is
oltained by 200 pm? After all, we
are in digival nirvana and with com-
puters, anything is possible!
Perhaps, not so fast
Let us think more about the
entirg transaction process, A person
has shares in her hand and places
an order with the broker to sell the
shares, The transaction takes place
immediately. Now further steps
have totake place, that is, of gerting
the shares from the investor to the broker and then
to the clearing house. Yes, these are digital records,
but it takes time and effort to-do this processing.
Conversely, a person places an arder to buy shares,
The transaction takes place immediately. Bur subse-
quent steps are required, such as the Investor giving
money tothe broker and then the broker giving meney
tothe clearing house. Yes, money is just birs and bytes,
but it gakes time and effort o do this processing.

There are some people in India who are fully in
the digital nirvana state. They use UPL and bank
applications on their mobile phones. They use
some electronic/digital broker app on their mobile
phones. They areconnected totheir maobile phones
at all times. They are confident and comfortable
doing large financial transactions using their
mobile phones, We see that for such people, it is
indegd feasible to place a buy order, which gets
execubed within seconds, after which they tap into
their phone and pay ap the money.

The problem lies in the fact that most people
in India, or 2t least a large number, are not (vet)
“digital natives”. As a wise former minister of the
Government of India once said, "India lives in
many centuries at once”, Perhaps 5 per-cent of
Irrdiais this “digital native”, bug 95 per cent is nok.
We may quibble on the exact percentages, but a
large encugh India is not yet there,

A let of people in India are more comfortable
living in a world where a phone call is made tothe
family broker: and an order is placed. Then a phone
call comes back to say the order is executed, and
an email comes in with the amount of money that
has to be paid, They prefer to write a cheque for
the required amount and send it to the broker's
office. It takes some time for the money to move
tothe broker's account. Today's digital natives may
decry the delays of this world, but much of India
is inthis mental frame. There are people who might
use LUPT to pay fora chai but would not use UPI
when moving large sums of money,

And, of course, there is the problemy of foreign
investars, who operate in a different time 2one, who
face frictions and defays In converting foreign
exchange into Indian rupees and vice versa, For them,
o0, TROTE Linme 15 recuired o process the transaction.

What happens when the settlernent delay s tight-
ened through regulatory fiat? On paper, it may look
like the Indian equity market is remarkable by world
standards, doing rapid settlement. Burmany analog
natives may quietly retreat from the market. They
may not say anything, they may not appear in a
merche, but they will conclude thar this market is
not for me. A great deal of India sultenly hangs on
toreal estate and zold in their portfolios,

There should be more to the restaurant induestry
than Swiggy and Zomato, It is good for India if the
widest range of people can directly participate in
the equity market. It is good for the equity market
when many diverse views are brought into the mar-
ket: This increases the range of information and
forecasts that feed into the price. Broadening the
participation will help address the long decline in
equity miarket Hquidity over the last 15 years and
improve market efficiency. The purpose of policy
thinking in financial markets should be on market
quality rather than shiny technical features.
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