
Increasing Market Participation, Expanding Issuers, Streamlining Processes and Deepening 

Product Markets Can Treble Size Of Capital Markets: FICCI Report 
 

NEW DELHI, April 17, 2010.  Increasing the market participation, expanding issuers, streamlining processes 

and deepening product markets are the key elements that lead to a three-fold growth in India’s capital 

markets by 2020, says a  FICCI  Report. The study “Capital Markets 2020: Going for 3X”, was conducted by 

McKinsey & Company and will be released at the FICCI Annual Capital Markets Conference, CAPAM 2010 on 

20th April.  

The Indian capital markets have grown manifold in the last 10 years and have helped channel domestic and 

foreign savings towards the capital markets. The growth in the Indian capital markets has been driven by a 

number of regulatory reforms along with financial deepening in India, and has provided a much needed 

impetus to the economy. However, the report notes that though the overall growth in the capital market 

seems healthy, there are still some challenges to growth and deepening of the capital markets which need to 

be removed to achieve the target of growing the Indian Capital Markets to 3 times their current size by 2020.  

The key challenges are:  

Low depth in equity markets: Indian markets have a lower trading velocity  as compared to other markets 

such as China, Japan, the United States, the United Kingdom and Germany. Trading velocity in India has 

reduced over time while it has increased in almost all other markets  

Indian exchanges are also somewhat undiversified: equities and commodities comprise approximately 90 

percent of trading volume. Most of the other markets have a much more diversified mix, with interest rate 

futures, foreign exchange futures and corporate bonds accounting for a sizable share of exchange trading.  

 
Low retail equity ownership: Indian households invest much less in equity markets than do their developed-

market counterparts, particularly in the United States and the United Kingdom. As a result, retail equity 

ownership (non-promoter) amounts to only around 10 percent of total equity ownership, and has come down 

by 3 per cent over the last seven years.  

Dominance of top-4 cities in trading volumes: Only four cities “Mumbai, Delhi, Ahmedabad and Kolkata” 

account for 85 percent of cash trading.  Considering the minuscule contribution of the other top-350 urban 

centres, there is a huge opportunity to deepen the retail investor base in India.  

Limited capital formation: Futures and options (F&O) contribute approximately 75 percent of trading volume 

in India, significantly more than in developed markets. As F&O are cash-settled, they make a minimal 

contribution towards capital formation. Further, within cash trading, 78 percent is intra-day, which does not 

contribute to capital formation.  

Higher costs per trade: Costs per trade (brokerage commission, taxes (exchange and regulatory) and market 

impact on price) are significantly higher in India than in developed markets.  

In order to enable Indian capital markets to triple in size by 2020, reforms are needed to meet three key 

objectives:  

* Making the Indian market globally competitive  

* Expanding the retail customer base  

* Going beyond equities to other instruments and products.  

 

The report lays out some ideas for reforms across four key areas of focus to achieve these objectives.  

 

Increasing market participation:  

Indian primary as well as secondary markets are heavily dependent on inflows from foreign institutional 

investors (FIIs), who contribute more than 50 percent of ECM volumes and around 70 percent of trading 



volumes. This indicates the need to strengthen domestic institutional investors (DII) as well as retail 

participation, as described below.  

Increasing DII participation by allowing higher investments by pension funds in equities: Current regulations 

allow only about 10 percent of the pension fund corpus of Rs. 6.4 trillion to be invested in the equities market 

directly or through mutual funds. In contrast, internationally, up to 50 percent of pension funds is invested in 

equities. Moving the Indian pension fund market closer to international levels could potentially create equity 

inflows of up to Rs 2,500 billion at current levels, giving a much needed boost to domestic institutional investor 

participation.  

Expanding the retail customer base: The current retail equity share, excluding promoters’ holdings, is low in 

India. Also, the share of household savings invested in equities is low as compared to that in developed 

markets. A closer look at retail participation by geography reveals that the top-10 cities (Tier-I) contribute 90 

percent of the total trading volume and 78 percent of mutual fund ownership but account for only 37 percent 

of the total urban income pool. This indicates the immense potential offered by Tier-II and Tier-III cities. 

Although disposable household income in these cities is less than that in Tier-I cities, owing to a lower share of 

high net-worth individuals and the affluent segment, there is a huge opportunity to be tapped. Three areas of 

focus to increase retail participation beyond Tier-I centres are as follows:  

A reduction in the complexity and cost of opening dematerialised accounts to encourage people beyond the 

top-10 centres to invest directly in equities  

Increased investor education and awareness in semi-urban centres, e.g., investor camps in key centres, nation-

wide programmes with a focus on ethical selling practices by financial services companies  

Increased indirect investor participation through mutual funds and long-term retirement products such as the 

New Pension Scheme 2009  

In addition, high net-worth non-resident Indians (NRIs) should be targeted by facilitating account opening and 

introducing reforms to simplify profit repatriation.  NRI investible assets are expected to grow at a healthy rate 

of 14 percent annually between 2010 and 2014. Currently, high net-worth NRIs invest approximately 7 percent 

of their total assets in Indian equities and mutual funds, a low amount considering that resident high net-

worth individuals invest more than 20 percent of their assets in this way.  

Expanding issuers:  

A dedicated SME exchange should be set up to enable Indian SMEs to raise funds at a lower cost. Most 

developed markets have dedicated SME exchanges with relaxed listing norms for SMEs while protecting 

investor interests. This creates a strong ecosystem that brings together SMEs and investors with an appetite 

for SME risk. In the last few years, about 25 Indian SMEs and small corporates have listed abroad (AIM in the 

UK). Creating a domestic SME exchange will allow SMEs in India to raise funds with a low issuance and 

regulatory cost, and create an ecosystem that brings together SMEs and an investor base with an appetite for 

SME risk  

Streamlining processes:  

Simplifying the demat account opening process and reducing charges in doing so would increase retail 

participation. Currently it costs more to open a demat account than to open a bank account. Also, the process 

is perceived to be more complicated.  

 
A detailed assessment of how to simplify account opening is required. This would lower costs for brokerage 

firms and eventually for customers.  

Deepening product markets:  

Reforms are needed to deepen the corporate bond, warrants and interest-rate futures markets in India, and to 

streamline securities lending and borrowing.  



Deepening the corporate bonds market:  With effective reforms, corporate bond market issuance could be 

increased to US$ 75 billion to US$ 125 billion by 2014. A series of reforms on both the supply and demand side 

are needed:  

On the supply-side:  

*Allowing pension funds to invest in investment-grade corporate bonds  

*Allowing insurance companies to invest in all investment-grade corporate bonds  

*Relaxing FII limits for corporate bond participation when needed (current cap is US$ 15 billion)  

*Creating a liquid benchmark index that can be used for pricing  

 

On the demand-side:  

 

*Allowing credit hedging instruments such as Credit Default Swaps  

* Reducing stamp duty (currently around 37.5 bps; though the central government has lowered stamp duty, all 

states have not yet done so)  

   

Deepening the warrants market: India’s warrants market is underdeveloped due to challenges in 

participation, product design and pricing. The following reforms are needed:  

Allowing registered, well-capitalised entities with risk management capabilities to act as third-party issuers for 

warrants Introducing allotment of a percentage of equity to minority shareholders along with preferential 

allotment to promoters (on an optional basis)  

Allowing trading of preferentially allotted warrants in the secondary market  

Introducing multiple warrant products to meet diverse investor needs  

Amending pricing methodology to option pricing with upfront payment treated as premium  

Deepening the interest-rate futures market: Interest-rate derivatives are needed to hedge rate risks, the 

largest macro-economic risk. Globally, interest rate derivatives constitute the largest part of derivatives 

turnover on both exchange-traded as well as OTC products. In India interest-rate derivates account for less 

than 1 percent of turnover. The following reforms would deepen the market:  

 

Make interest rate futures available on a broader range of securities (both long- and short-term)  

Allow greater participation for FIIs (Not just limited by their exposure) as it will help create liquidity  

 

Introduce interest rate options to attract a wider investor base  

Streamlining securities lending and borrowing to increase turnover: Securities lending and borrowing (SLB) 

facilitates short-selling, increasing liquidity, improving pricing and facilitating arbitrage between derivatives 

and cash markets.  

  Due to current regulations in India, SLB turnover remains abysmally low, at less than Rs 1 million in the 

financial year 2009-10 while in markets like HK and Australia the turnover is more than $ 70 bn. Three reforms 

are needed to strengthen the SLB market in India:  

Allow SLB on an OTC basis (introduce financially qualified and well-regulated authorised intermediaries, e.g., 

banks, mutual funds in addition to exchange clearing houses to increase market depth)  

Include securities outside the F&O segment to make it attractive to securities borrowers  

Allow a broader set of possible authorised lenders (e.g., insurance companies to begin with) to increase 

market liquidity  
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