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I
ndia’s famed equity market infrastructure has
had a settlement failure. A headline like this
would have created shock waves at first, and
invited a chorus of protests later. Chief
among the protestors would be NSE Clear-

ing Ltd, which happens to be where the failure
has occurred. Certain Nifty options trades that
should have settled in end-June are still in a state
of limbo, because the legal system of the country
is coming to grips with an alleged fraud commit-
ted by one of the counterparties to the trades.

NSE Clearing often waxes eloquent about its
robust risk management framework. One would
have thought troubles at one counterparty
should not affect the settlement of a trade, since,
after all, the clearing corporation becomes the
legal counterparty to each trade through a proc-
ess known as novation. But defendants of India’s
clearing infrastructure will be quick to point out
that the settlement in question has not failed,
but delayed, because NSE’s hands are tied by a
court order.

For background, broking firm Allied Finan-
cial Services allegedly stole its clients’ mutual
fund units to post collateral and create a large
Nifty options position. The said securities are
now frozen by the Economic Offences Wing.
IL&FS Securities, which acted as the clearing
member for Allied, has applied for an annul-
ment of the trades in question, citing that the
collateral it received in good faith has vanished.

A moot question is where Securities and
Exchange Board of India (Sebi) stands on all this.
A number of trading firms have been hung out
to dry, with no sign of the funds they were sup-
posed to receive from the Nifty options trade.
Will Sebi ensure the novated trades get settled
and rise to protect the image of India’s equity
market infrastructure? This should have been a
no-brainer; in fact, many may even wonder why
Sebi wasn’t listed as the likely protestor-in-
chief.

But Sebi, unfortunately, has been found
wanting in this case. It has dithered on ruling on
IL&FS’s application, despite being told off by
Securities Appellate Tribunal to dispose the
case in a time-bound manner. NSE Clearing has
already rejected the application to annul the
trades.

Interestingly, NSE Clearing still has enough
collateral from IL&FS to clear the disputed
trades. This is because Sebi has, since March this
year, mandated collection of collateral in cash in
the case of options that are in the money. This
means IL&FS Securities at some point had to
post cash collateral with NSE Clearing for this
particular trade. As such, the attachment of the
disputed mutual fund units has resulted in a
hole in IL&FS’s books, and not those of the
clearing corporation.

As J.R. Varma, professor of finance, IIM
Ahmedabad, points out in his blog, “This is a
petty dispute that has been holding the Indian
market to ransom.”

“The burden of preventing this tragedy lies
primarily with the regulator who has the
responsibility and mandate to draw the judici-
ary’s attention to the systemic issues and
national interest involved in the smooth func-
tioning of our market infrastructure. A $50 mil-
lion dispute should not be allowed to threaten
the integrity of a $2 trillion stock market,” he
adds. 

As things stand, Sebi is taking the lead in
engaging in confusing legalese, rather than
standing up to its true identity of being the pro-
tector of India’s markets. Sebi should instead

rise to the occasion
and point out to the
courts that NSE
Clearing has the
funds to settle the dis-
puted trade, and that
the dispute between
IL&FS Securities,
Allied and its clients is
a separate matter that

can be dealt with by the courts independently.
As Varma says, the judiciary cannot be

expected to understand the import of the above
dispute. It’s Sebi that has to pitch in with the big
picture view.

As a country, we can fool ourselves that this is
a one-off case and that the image of India’s
equity market infrastructure will not be tar-
nished as a result. But whether you call the fail-
ure to settle trades a delay or a technical default,
the fact remains that a number of firms haven’t
been paid their dues by the country’s largest
clearing corporation. Similarly, the attachment
of collateral raises questions of its own. Who will
want to clear trades if it can disappear into thin
air on an allegation of fraud? Then, there are
questions on how securities can be stolen from
the depository in the first place.

Sebi should stand up and provide clear
answers and direction on each of these matters.
By being reticent, it is undermining confidence
in India’s market infrastructure.
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I
ndian equities were under
severe selling pressure in
July because of worries over

a slew of budget proposals and
a further slowdown in the
economy. The benchmark
index Sensex was down 4.86%
and the Nifty slipped 5.69% in
July, the sharpest monthly
decline since October last year.

This is worst performance of
stock markets in July in 17
years. In July 2002, the Sensex
had fallen 7.92%. 

It was worse for smaller
companies—BSE Midcap and
BSE Smallcap indices were
down 7.87% and 10.87%
respectively in July. 

Analysts are worried about
market weakness because of
tightening credit supply,
weakening business senti-
ments, weaker investment
cycle, and slowing global
growth. 

Foreign institutional inves-
tors rattled by the Union bud-
get proposal to increase the
surcharge on super rich tax
payers were net sellers in July
to the tune of $1,623.13 million.
However, domestic institu-
tional investors, including
mutual funds and insurance
companies, were net buyers of
Indian shares worth ₹17,915.14
crore.

The sharp decline in mar-
kets was despite favourable
factors like the currency and
crude. In July, the rupee was
up 0.34% and crude prices
were down 2.15%.

“There were no big bang
reforms or any major stimulus
in the Union budget. On the
contrary, the increase in sur-
charge and the proposal to
raise public shareholding from
25% to 35% have dampened
investor sentiment and led to a
sharp correction post budget,”
said Rusmik Oza, head of

Sensex, Nifty log worst July in 17 years
amid worries of a further slowdown 

research, Kotak Securities Ltd.
The major concern for the

markets is the serious slow-
down seen in various sectors
that seemed cyclical at the start
but are turning out to be struc-
tural in nature, according to
Oza. Tough economic reforms
are needed to reverse the cur-
rent slowdown, he said.

“Consumption-led growth
and high government spend-
ing could be running out of
steam and we are not seeing
any revival in private invest-
ment. The slowdown in con-
sumption largely reflects mod-
erate growth in
h o u s e h o l d
i n c o m e  a n d
higher taxes on
households,” he
said. 

Elusive corpo-
rate earnings
growth, which
may indicate that
the markets were
running ahead of
fundamentals in May, has
added to the sluggish environ-
ment. Aggregate net profit
growth of 281 BSE-listed com-
panies excluding banks, finan-
cials, oil and gas companies
that have reported June quar-
ter results showed that profit
growth has slowed to 8.49%
from 23.8% a year earlier after

adjusting for one-time gains or
losses, according to a Mint
analysis. Net sales growth
slowed to an at least 13-quarter
low of 5.07% from 20% in the
same period last year and
10.27% in the preceding March
quarter.

Nifty earnings have grown
at a CAGR of 3% in the last five
years. There could be some
meaningful cut in earnings,
going by the June quarter
results reported so far, analysts
said. 

“The narrative of a slowing
economy, poor earnings and a

simmering NBFC
crisis is front and
centre. Yet, we
think the Indian
market is simply
giving up the out-
performance it
earned in May,
upon the publi-
cation of the exit
polls. The Budget
in early July, that

was devoid of any major ‘stim-
ulus’, seems to have catalysed
the reversal . This is largely
over,” said Bank of America
Merrill Lynch.  Analysts feel
the performance of the mar-
kets will depend on a lot of fac-
tors including the US Federal
Reserve’s action and commen-
tary on the global economy,

The BSE Midcap 
and BSE Smallcap 

indices were 
down 7.87% 
and 10.87%, 

respectively,
last month

In July, the benchmark indices have fallen the most in 10 months—the 
Sensex and the Nifty were down 5-6% last month. Monthly outflow of 
FIIs is the highest since November. 
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Investor jitters
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