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GloballEmpiricaltEindings

Sipsthavenesativeeiifectsion pricediscoyeryand marketliguidity,
SilplstadverselyiafifectV OICANHISINNY A of trading Volumes: contra=-effect
SipIsidonoetjustithrow sand in thewheelsior finance(astiintended?)
ithey seizeup theidealingienginethat drivestfinancial markets

Silplsireducemarket efficiency/and exacenbateiasset pricevolatility

Miarketsineed broker-dealers for pricediscoyeny; liguidity; stability;

Siilisiadverselyiaffect dealer ability to transform effective demand for
securitiesintorealised transactions by impeding inter-dealer trading that is'so
essential for ‘inventory risk-management
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GlobalEmpirical’Eindings’ contd)

Siphsidonotreducevolatility/catsed by noise o speculativedaytradingiasis
sUppoesedorintended

itheyadd tevelatility by introducing Unnecessany firiCtionsiin priceidiscoveny
and impedinginter-dealer’ trading marketsiandivolumes

Sl firiction on oneiasset classiintroduces distortionsinpricing and price
discoyeny of that'andiother assets(incliding defvatives)

lirading volumemigratesitoother markets/assetstnot stubjectito)SHi

Difficult (impossible?)to design non-discriminatory Siil affecting asset
portfoliesiequally; thusiavoeiding SHFlF driven portfolio choices

Sl intreduction iniany’ country hasialwayshad a'price-depressing impactiat
thetimeofiintroduction and/serial distortion effects arter.
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TThe Swedish Experience 1983-1991

SiplPintreducedint 983, deubledin™ 9865 abolishedint 1994
Revenueimpactiwasiminimaltiiradingimigrkateditoltondon
Eoreghinyvestorsiavoeided SipiFbyplacing orderstinitondon
Diomesticinvestors used ofifshoreaccounts andiforeigh brokers

Birroadening S|l toicover bonds resultediinisharp dropsiiniSwedishigoyvernment bills
and bondstandiinirelatediderivative contracts

Thistundermined BankiofiSwedenrsiability to)conduct monetary policy
Bonditrading fell'so dramatically/that pepular support for Sipls vanished
Sl s on'fixediincome wereabolished 1nr1990; and all'SHRlsint1994.
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ihelssueeinhraainsVoeltmess ()

diradingivelimeisinot simply/anioutcomeofithetrading process; norisspectiative
dayitradingiasirampantasisuspectedinibyoosting Vel Umes

Violume hasintansicvalueinitransmitting key marketinformation
dirading volume isiboosted bylinter-dealertradingwhichistiindispensable

Diealers provideliguidity; assumerisks. Asimarket=makers; they haveito proyide
capital terassurebid-askioniwhich they seekiameasonablereturn

Bidraskiquoetesicannot be'made/willthaveno validity unless dealerss canitransact
reasonablequantities at'quoeted prices: Ithey must haveinventony

Withoutinventony they cannot offer pricestability’nor price/discovery.
Eiquidity, PriceDiscoyenry, PriceStability requireinventory management

I nventory management drives dealer trading volumes toimaintain sutficient market
competition and efficiency. Butitinvelves risks

Inter-dealer trading is fuUndamentalifor managing inventory. risk
SilFl s complicateinterdealer trading; add toinventery management risk
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Siplisicalisevolumesitoimigrate; diminishinginformation efficiEncy,
Silplsieaditovolumereduction/iragmentation
Riesults Miarket'Segmentationiandinefficient PriceDiscoveny.

Several empirical studiesiacross amnumber of countriesishow no)positiveimpact of
Silplis onireducing stupposed|y adestabilising ‘trading volatility:

> Somestudiesiindicatean oyerallinegativeimpact on' manket efficiency
> Silpl’sicause tax=driven portrolioshiftsiiniasset choices; making other assetsinot

V VV V V V

affected by the ST more price/volumevolatile;

Silflisido not stcceedlinimoderating tradingivoelumes torefiect; ‘reality
Itheyshifit trading tojether markets| (i Swedenini1986) and assets
Ifhat resultsiin' permanent volumeilosses to marketsiwith STl s,
Sweden lost volume share to/l- ondon even atter: Sl was remoyed
Japanilost volumeito'SNIG" and US  markets'when SHilis'werein force
Blut didinet recoyver it.completely:whenithe SIFly was remoyed.
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Understanding “Noise Effectstintlirading V.olumes

Demandforanassetichangesiwhenian Siplisintrodiced onithatiasset:
Demandforr /O andiotherrdenyvativesion that assetiises
Butidemandforrtheunderlying spotisecurty (shareorbond)falls
@hangesiin demand arerefiected inichangesintrading volumes

Dioes that matter?

lirading ordersthavebothr useftlisighal and “neise’ components
Without “noeisesthereisinoaggregate supply uncertainty/about theasset
Prices ofitheiasset adjustimmediately to fullinfermation valtes:

When thegenuinesighal® component isiaggregated With “hoise? theinformation
content of the *price;signal” emitted/is compromised.

Violume then becomes a simpleioutcome of the trading process:
|t does'not emit usefitiisignhalsiabout underlying asset values.

I that case, migration of Volume tojother assets; instruments; markets should not
matter; it just signals a relocation|of supply uncertainty.
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Understanding “Noise Effectstintlirading V.olumes

Contrary teltheSREMIEwW,

IThesource o noise is notsimply uncertainty aboutiasset stupply.
|'ticoncerns precision of privateinformationiabeutitheigentiner signalt
Pricesineflect anjaggregateaverage of thevaltueofiprivateinformation
Violumes convey information aboeutithe precisionofiprivatessighals
Violumes thus'play‘avaluable;non-trivial infermational rele

IThat resultsiin'combined price-volumesighalsibeing moreinformativeandivaluable
than pricesignalsialone; particularly forrless traded, lessiliguidistocksinot subject to
sighificantianalyst coyerage

Violumeidataoniderivatives can convey even more valuableinformation onifuture
SECUrities prices
VOLLUMES MATIEREIThey are direct determinantsiofimarket efficiency,

Sowhen Siilis atfect trading velumes; they lower information  efficiency ofimarkets,
thus preventing moreefficientiresourceialiocation.
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IihelssueofiV.olatility

2 Arrvalieffcontintiousistream of publichinformationfin trading hours

Informediinvestorsitransiating privateinformation inte)asset prices

Pricemoyements during tradingidueitos demand=supplyvVariables, market firictions;
brokerinventony-rskimanagement, and thansactions Gosts

liradingProecess accountsifor 127 of daily retturn variance(DRV)at imost

OVerr 907 of varance (DRVI)is attributabletoinormal marketinteraction ofipublic=
privateinformation|exercised during trading hours

Geteris paribus: higher transaction costsiincrease pricevolatility
SilFlisican therrefore have. an|effect oppositeto thatintended:

@Oxford International 9



Understanding Price Formation

Ideallyzassetipricesishouldrefiectalliinforrmationiavailableatartime
Asthewintormation arfVves; investorsredalancelassetportiolios
Iiradingiisialcontinuous process ofinewinformation Updating assetprices

WAthino transactions) costs, rebalancingis idoneautomatically/andicontinuousiy. Price
discrepanciesiare eliminated instantly:

Even smalliliransactionsiliaxes/Costsiintroducelargefirictional costs
(¢ascadeeffectsimake continuous portiolioebalancing far moreicostly.
ithat preventsivaluableinfermation firom being reflectediniprices
Prices then doinot reflectfiulliintormation valtesiand emit poeor signals

IThat intreduces trading/pricing distortions attempting to capturebetter’ pricesighals
to enablebetter dealer inventory riskimanagement

Blut instead oficorrecting distortions such compensatory trading often resultsiin
amplifying pricedistortions instead
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TheMythefiSilplr Coyeraseit Neutrality

Almostimpossibletoidesigniainen=discraminator/2SinlF thatidoesthotinfluenceasset
portioliochoicesinunintended ways.

AvuniformismallSHistINIONT 2 across asset portiolios

Eor Sl tobe y the STl ratemust besuchithatarchangein thevalue

ofi a replicatingiportiolioisiexactly/equalitola changeinithepriceofithe tnderlying
asset towhich Siplisiapplied.

1.es theSiilF ratemust dependion therdelta” ofithereplicating portfolio
BUL; inipractice; the ‘delta’ changes as moreinformationisrevealed.

50, a ‘pay-ofif: neutral*STHFwould have tobevenyifrequently adjusted inreal timeito
equalise the pay-ofi of replicating portfolios:

I therreal world thatimakesiit impossibletonmplement an SHEI thatistactually
‘pay-offineutral” and non-discriminatory across asset,classes.
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STTs around theWorld

Table 1: Transacthomn Iaxes aronnd the WViionld

ChamEges simce 199l
Additdons]l scamap t=ot remnnosed i 1990

Felay b= auvoided by mmadines off eccchan s
Felay b= auvoided by mmadines off eccchan s

o rEcr ect ooty D mmaArcdreaays oedf 0 D=
Belmb=a: francs=s

o tEco et Counmyiy Ty mnardrnaye of 2S00
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Tax or mrades sreater thham 1 emillbdion Sraasc s
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ELlLimmirsared &

Py b= auvoided by mmadins off eccchesanes
aliminated in 1OODE

o_1=4a Plmss b= auoided by mmadines off eccchanss
I Pelmsriyeanaeyn F 1O e bee arovoddad by
ﬁaﬂ.lngu—ﬂ'e’::r_h:nage

O_Z=a FPurchase only: elimymsared on 15853

o_S=a Felay e msuvoided by mradine ess oty
aliminated in 1291

O e 5= Exchamze Belay b= svolidaed by mmadines es coanmrry
O DL%a Boelay ba svoided by mmagadines esc coammers
O T S5ea E Py e msuvoided by mmadins e CoameraT
Wmited Stabes O 3=
mited FRngdor | T pouvonds O trades ower 5000 poands
o_S=a O parchases omi

Sounoes Compdiesdd ooy swrheor oo vErToes sonrces inclhdinge Fefifires Framkel, “FHowe WThell Do Forsizm Exchames
Felarketrs Work: i - Granberz (eds.b, Trss
Fobire Toawxw s CogparmE wiards Fomarecsad Fodaosifine T - - 199S; amd Flarl
Halbermyeier amd Ardred FEOorilemko, “Secuortes Tramssciioan L axss amd Fosancisl Bdaakets 7 IAGESE TP oeiEsm s Poaear
TRPEOOLCSE . IRTE, Deiasy 2000
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Table 1: Transaction Taxes around the World

Country Tas Size Description Changes since 1991
Anstralia 0.3% Transaciion fax Addrtional stamip tax ramoved In 1991
Anstria 0.15% Transfer tax Wav be avoided by wading off exchange
0.06% Arrangemens fee Mav be avorded by wading off exchange
0.04%-0.00% | Courtags fee
Belzimm 0.17% Stamip tax on Mo tax ex covmtry: maximuan of 10,000
purchases and sales Belzian francs
0.025% Stock market fes Mo tax ex covmtry; maxinnan of 2,500
Belzian francs
Finland 0.5%% Transacnon fee Walved if parties forelzn; elinupated m 1992
France 0.15% Trading tax Tax on wades greatar than [ nullion francs:
rate is donbled on smaller ransactons;
may be avoldad by tading ex country
Cermany 0.125% Boersennmsatzstaner Pesidents only
0.06% Courtage tax Wav be avoidad by wading ex conaTy
(officizl bordar fee)
Hong Kong 0.25% Stamip duty
0.0 %o Special levy Wav be avorded by trading off markes
0.05% Exchange levy Wiav be avoided by trading off marke:
Italy 0.05% Stamip duty tax Wiav be avoidad by wading ex connTy
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Table 1: Transaction Taxes around the World

Japan 0_30% Sales mx hayv be avoided by mading ex country;
aliminated in 1900
Alalaysia 0.05%4 Cleammg fee MMamnyam $100; may by aveided by
mwading off exchange
0_3%3 Transfer stamp duty Elimipared mm 19432
on purchases and sales
New Zealand 000574 phos | Transacon levy Lizv be avoided by wading off exchanza;
per mwade fes aliminated in 1982
Singapore 0_1%3 Conmact stamp dwiy Lizv be avolded by wading off exchangs
0.05% Cleanng fee Maxinvany F100; may be avoided by
wading off exchonaze
035 Transfer stamp duty Purchase only; elinunpated m 1592
Sweden 0_5%3 Tumover fax kv be avoided by mading ex country;
eliminated in 1981
Switzerland 0. De005%4 Exchangze fee Wiav be avoided by mading ex conmmy
0.01%5 Siate fax Liay be avoided by wading ex conmity
0.OT5% Sramp tax Lizyv be avoided by wading ex conmmy
Tnited States 0.0 34%% SEC fae
rmited EKingdom | I povmds Lawy O wades over 5 000 pounds
0_5%% Stamp duty tax O purchases only

Source: Compiled by suthoer Som vartous sources including Jeffrey Frankel, “How Well Do Foreign Exchangs
Wlarkets Work: Might a Tobin Tax Help?.” m Wabbub nl Hag, Inge Faul and Isabells Groberzg (2ds.), IThe
Tobin Iax: Copimg with Fimancial Folaili), Owford Undversity Press, Mew York, p. 70, 1998, and Foarl
Habermeier and Andrei Firilemko, “Secuotdes Transaction Taxes and Fnancial RMarkers ™ IWF Tarking Paoer,
WEOLEL, INF, Bday Z001.
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|ssues to Consider in the Indian Context:

itheworldhasichanged
liradingiinindiayistnelongertheonly/gameintoywn
Mianyuncertaintiesiconcerning tradinginindiaremainunresoived
Policy/obduracy oniepennessihasistrensgthened not diminished
Consequentiy/activity’outside theicountryhasiblossomed:
- INRENDEN(roughlyhalfithe onshoreforward turnoyer)
= Nifity fiutures @ SGEXN(roughly halfitheonshoreopentinterest)
= CDS (1007 market'share oyerseas)
=TADR'S/ G DRS|(bigger thanitheionshore marketin afew cases!)
= O C equity denivativesimarket(1007 market shareoyerseas)
- nterestirate/derivativesi(nobody knows how muchisiwhere)

But | ndianipolicymakersiremainistuckiinicommand-control imode
ITheystillflivein aniimaginary world where capital controlstwork:
But the privateisector isiobliged torecognize reality,

IThecost ofi “splendidisolation™ fantasy. for theireal'worldiis too high
S0; a growing chunk ofithebusiness s going offshore.
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An Example-lndex:Eutures - NSE vs. CME

NSE charges: 0.2 bp NSE fee + 0.01bp for IPF + 0.2 bp Stamp Duty + 12.24%
service tax on brokerage fee + STT=1.7 bp on sales. Total comes to 2.2bp (of
which NSE feeis one-eleventh; rest is government tax on transactions of one
sort or another)

CME charges: $0.35 per contract with caps on any single firm’s proprietary
transactions of $250 per day for Futures + Options

Adjusting notional contract values for comparability across NSE and CM E for
the same volume of trading we see that the round-trip charges in INR
equivalents come out to:

NSE CME
R etail Customers: 3,344 374
High Volume Firm Traders 1,235 [0
Proprietary Trading 789 31
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An Example- Commodities - India vs. Others

Reportin EPAPRIS2Z1E52008

womoenthsiaftesintrodiction o GilplFthereis discerniblemoeyement of tradesito
chieaperexchangesioyerseasiand torofifemanket deals

liransactionsibengisettied outsideiexchangesiatiexchangeprices butwithout:
margins of taxes

Averageturnoyer oficommodity/exchiangesihas dropped by 257
Diabba tradingthasirevivedibig-timeinimenthaleil and gujjar seed

The27) servicetaxiand ClpFof R'sH 17 perR's) 100,000increases total transaction
costs dramatically:

Country/Riegion liransaction'Cost per | NR lakh
USHCME/CBOI) INRS0.71t0)2.00
EUNCME/LCTEEE) INR0:05/10)1.12
China INR5.00t0 7250
Mialaysia INR 70,0/

Japan INR" 2.00t0/4.00
India INRS19.25 (atter SH/CTT)
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Transactions Taxes Damage Sophisticated M arkets M ost

Anlefficient derivativesimarket requikesivibrantianbitrage
[Ser spot-ruturesianbitrage) dynamichedsing With eptions) etc:
diheincidencelof Siplfallsidisproporntionatelyon thisimaket.
ljealaymanithedamageisn t 6byious

thedamageisiin thelackiefitunity between'marketsifor spot; fltures; options,
elc:

NICs makeithemarketessiappealing for thebuyerandiwriter
Iihey'damageithe entireitrading manrket acroess thelboard:
Butiderivatives stffer disproportionate.damagewithiSinlr
Yeet thisiis precisely themarket crtical'to)price discovery.

What weiarenow:witnessingiis theloss ofia number of key derivativeicontracts
to offshore;markets

Tha:: trend will'accelerateifiwe keepithepresent transaction|cost (11 C) structure
in place
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