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Dear Dr. Gupta:

Subject: LC Gupta Committee Report on Derivatives (Parts 1 and 2)

Reference: Review by Ms. Kate Hathaway

Dear Dr. Gupta:

Ms. Kate Hathaway, a Price Waterhouse LLP (PW) consultant and former Chief of Staff with
the Commodities Future Trading Commission (CFTC), has reviewed the Gupta Derivative
Committee report, Parts 1 and 2, in detail and her specific observations and recommendations
are enclosed. This work was carried out under the USAID sponsored Financial Institutions
Reform and Expansion (FIRE) project

Though Ms. Hathaway reviewed Parts 1 and 2 of the report released in September and
October respectively, all the points covered in Ms. Hathaway's report are directly relevant to
the latest draft distributed November 20, 1997.

Ms. Hathaway's main recommendations regarding the final version of the report to be issued
by the Committee are:

• The report should avoid swings from "micro-management" goals (i.e., "the per haifhour
capacity of the computers and the network should be double the peak load seen in any
half hour of the preceding six months") to broad policy pronouncements (i.e., "the
derivatives clearing house should be independent").

Instead, the report should focus on developing a regulatory framework that creates and
maintains a market environment that will inspire investor confidence and promote market
growth while helping regulators, both oversight and self-regulators, and market
participants, organise and understand the information they need to appraise the risks
potentially associated with derivatives trading and to manage those risks. To fulfil this
purpose, the final report requires reorganisation, clarification of goals and objectives, and
detailed descriptions of provisions that provide a means of reaching the goals.
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• If the Committee does not believe the report should suggest or recommend the regulatory

provisions then it should instruct SEBI to provide detailed guidelines for the exchange
and clearing house to follow when writing and implementing rules.

• In successful developed and emerging derivative markets, related regulatory structures
were developed to layout the rules of the game and the provisions that ensure fair
implementation and enforcement. That is the kind of regulatory framework that is
required now for the first derivatives market in India.

• The report should recommend SEBI should adopt international practices such as:

=> Conducting periodic reviews to examine how exchanges enforce their own rules for
audit trails, trade practices, market surveillance, and member disciplinary programs;

=> Reviewing new exchange rules by examining them (prior to their implementation or
during a predetermined set period after immediately after their implementation to
determine whether they comply with the law);

=> Taking enforcement action against exchange members, nonmembers, and on occasion,
exchanges;

=> Having the authority to conduct oversight and enforcement activities;

=> Overseeing exchange sales practice audits by conducting regular reviews of the
exchanges programs to determine whether they meet SEBI standards and ensuring the
adequacy and proper coordination of exchange efforts;

=> Developing a strong enforcement capability at SEBI which:

o can conduct investigations of current or potential violations of the Act and
regulations and prosecute these offenses,

o has the authority to subpoena documents and witness testimony, and

o requires that all enforcement cases must be approved by the chairman or full
regulatory board or commission before they can be brought;

=> Compelling each exchange to maintain a market surveillance program; and

=> Requiring SEBI's staff to assess the adequacy of exchange market surveillance
programs as part of its rule enforcement review program with the SEBI also having
the parallel ability to conduct its own surveillance of market activities.
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Price Waterhouse would like to bring to the committee's attention that it has been providing
assistance to SEBI and NSE in the area of derivatives under the FIRE project since January
1996. This support has included over 400 person days of direct technical assistance by
international derivatives specialists with experience in the US and other markets working
directly with SEBI and NSE in India. These specialists include:

1. Mr. William Barclay, Vice President of Strategic Planning for the Chicago Board
Options Exchange (CBOE);

2. Ms. Kate Hathaway, formerly Chief of Staff of the Commodities Futures Trading
Commission (CFTC);

3. Mr. Michael Gorham, formerly Vice President ofInternational Market Development
at the Chicago Mercantile Exchange (CME);

4. Mr. Paul Litteau, formerly an Examiner Supervisor with the National Securities
Dealers Association (NASD) and a registered Series 4 Options Principal; and

5. Ms. Rosemary McFadden, formerly the President and Chief Operating Officer of the
New York Mercantile Exchange.

Based on the cumulative experience these experts, with well over 75 years of direct
involvement in the derivatives industry between them, and other PW/FIRE specialists who
have worked with SEBI and NSE, PWIFIRE is in a unique position to provide an unbiased
review of the Derivative's Committee report. Based on this, PW presents the enclosed
balanced view and recommendations which we hope the SEBI Derivative Committee
members will take into account in finalizing the Derivatives Committee report.

If you or any of the Committee members have any questions about the contents of the
enclosed recommendations, please do not hesitate to contact me at the PW/FlRE office in
Worli, Mumbai at telephone (022) 496-3599, 497-3216/88 or fax (022) 496-3555. Thank
you.

Sincerely,

W. Dennis Grubb
Principal Consultant - Capital Markets



TABLE OF CONTENTS

I. EXEClTTIVE SUMMARY ~ 1

A. PART ON'E 1
B. PART Two : 1
C. CONCLUSIONS 3

II. BACKGROUND 5

III. COMMENTS ON PART ONE 6

A. PRESENTING THE BIG PiCTURE · 6
B. CLARIFYING FACTS 6
C. CONCLUSION 7

IV. COMMENTS ON PART TWO 8

A. THE GUPTA REPORT'S REGULATORY OBJECTIVES 8
1. Organizing and defining regulatory goals 8

B. SHOULD DERIVATVES TRADING BE CONDUCTED ON A SEPARATE EXCHANGE? 10
1. Committee Recommendations 11
2. Independence and Coordination 11

C. SELF REGULATION VERSUS DIRECT REGULATION 12
1. Effective Self-Regulation 12
2. Oversight Regulation ; 13
3. To Write New Rules or Not To Write New Rules 14
4. Specific Recommendations Regarding New Rules 16

D. THE CLEARING CORPORATION 17
1. One National Clearing Corporation. 17
2. lvJargin Collection Rules 17
3. Electronic Funds (EFT) Transfer facilities 17
4. Exposure Limits : " 17
5. Cross lvlargining 17
6. Value-at-Risk (VAR) Risk Management Models 18

E. BROKER-CLIENT RELATIONSHIPS AND DERIVATIVES SALES PRACTICES 19
1. Testing and Registration 19
2. Capital Adequacy. 20
3. Know Your Customer Rules 21
4. Segregation ofCustomer Funds 21

V. CONCLUSIONS 22

A. TRADE PRACTICE SURVEILLANCE 1
1. Mtthods of ongoing oversight of all exchanges: I
2. SEBI sho.uld have the authority, under the law. to take enforcement action against
exchange members. nonmembers. and on occasion. exchanges 1
3. Under the law. SEBI should have the authority to conduct oversight and enforcement
activities: I

B. SALES PRACTICE SURVEILLANCE : 2



-
C. ENFORCEMENT 2

1. The enforcement unit conducts investigations of current or potential violations of the
Act and regulations and prosecutes these offenses : 2
2. Enforcemp-nt has the authority to subpoena documents and witness testimony 2
3. All enforcement cases must be approved by the chairman or full regulatory board or
commissi,on before they can be brought. 2

D. MARKET SURVEILLANCE 2
1. Each exchange must maintain a market surveillance program 2
2. Regulator's staff assesses the adequacy of exchange market surveillance programs as
part of its rule enforcement review program. It focuses ~n surveillance of: 2
3. The regulator also can conduct its own surveillance of market activities 3

APPENDIX A:

APPENDIX B:

APPENDIX C:

EXAMPLES OF SOME MAJOR DERIVATIVES MARKET
REGULATORY PROGRAMS IN OTHER JURISDICTIONS WHICH
SEBI SHOULD CONSIDER ADOPTING

DERIVATIVES COMMITTEE REPORT - PART I

DERIVATIVES COMMITTEE REPORT - PART II



A REVIEW OF THE SEBI DERIVATI1'ES eOMAIITTEE REPORT: A REGULATORY

FRAMEWORK FOR DERII'ATIVES TRADING 26h November 1997

I. EXECUTIVE SUMMARY

A. PART ONE

The draft Gupta report. presented in two parts. captured the recommendations of the
Securities Exchange Board ofIndia (SEBI) Committee on Derivatives. Mr. DR Mehta.
Chairman of SEBI. instructed the committee to include draft derivatives regulations in the
draft report. Mr. Mehta also instructed SEBI to prepare guidelines to review exchange bye
laws. rules and regulations.

Part One. dated September 1997. takes a broad brush approach in its discussion of
derivatives markets. which is the stated objective of the report. to" create a wider
understanding about how and what economic purpose derivatives can serve.- ... " The report
effectively takes the technical subject and presents it in an understandable. direct style. It
also makes the following prudent policy recommendations:

• Phase in futures trading,

without these financial infrastructure-corrections a derivatives market will not be completely
successful in India.

• Establish a market co-ordination mechanism between the Reserve Bank of
India (RBI) and SEB!. and

• Correct certain financial infrastructure problems. including areas that require
further reform in the cash equities market.

1
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Most of the objectives mentioned in the report can be 'subsumed' within the broad
international regulatory goals: financial safety, fairness. market efficiency and integrity_
Financial safety was omitted from the list of regulatory goals presented in the report. The
lack of focus specifically on financial safety issues caused the related issue of systemic risk
and all the regulatory provisions that address it to go unmentioned. This major omission
should be addressed in the tinal report.

Most of the international regulatory objectives are conceptually in the report. However. a
framework that qm be implemented requires more than citing objectives and goals. The
methods of reaching those goals. supporting programs and provisions that facilitate reaching
those objectives. also must be provided. The purpose of a regulatory framework is to meet the
desired regulatory goals with provisions that also create and maintain a market environment
that inspires investor confidence and promotes market growth. Furthermore. the regulator

B. PART Two

Part Two of the L.c. Gupta Committee Report. dated September 1997. touches on most of
the relevant issues relating to the regulation of derivatives markets and products. Part Two
sets the context for the report when it states the Committee has "kept in view the objectives
which the regulatory system for financial markets should clearly subserve, " and has used
these objectives as a guide in designing a regulatory framework.
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must ensure the provisions used to protect the marketplace and participants will produce no
unexpected and deleterious side effects.

The goals and objectives stated in the report do not meet that standard. Objectives need to be
clarified and the provisions that will accomplish the goals defined. The Gupta Report makes
a number of recommendations about specific issues:

• It supports a separate exchange and implies market co-ordination should be
sought. But, it makes no reference to regulatory provisions that would support
and facilitate market co-ordination; and there is no reference to market
disruption and surveillance related issues.

• It supports an independent clearing corporation; however, more information
about the criteria a clearing house must meet to be designated or approved by
SEBI, as well as information about the provisions governing the clearing
house operations and organisation is necessary to develop a workable
framework.

Not only does the Committee advocate a legally and functionally independent clearing
corporation, it supports the concept of a single natiq,nal clearing corporation. In this context
the report addresses: (a) margin collection rules, (b) Electronic Funds Transfer (EFT)
facilities, (c) exposure limits, (d) cross margining, and (e) Value-at-Risk (VAR) risk
management models for risk assessment at the clearing corporation.

It does not address many other financial integrity issues, including provisions regarding:

Unfortunately. the report does not tell SEBI what steps it should take to accomplish these
oversight tasks, Nor does the report :

• Provide guidelines SEBI should use in reviewing exchange rules, regulations,
bye-laws, etc.:

The L.c. Gupta Report adopts the approach of self-regulation coupled with regulatory
oversight. The Committee's strong directive emphasising the need for an effective self
regulator also clarifies SEBI's role as an active oversight regulator providing over-all
supervision and guidance to the exchange and clearing house.

• The adequacy of the clearing and payment facilities,
• Margins, types and amounts, calculation and haircuts,
• Acceptable forms of collateral as margin, percentage of each type acceptable;
• Letters of credit (LaC);
• Criteria for banks issuing LaCs;
• Timing for pays and collects;
• Compliance with financial reporting, and
• Customer protection in situations of default.

Page 2Price Waterhuuse LLP
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• Instruct SEBI to develop guidelines or standard;against which exchange rules.
regulations. etc. will be approved; or

• Explain what is meant by providing appropriate guidance and overall
supervision of the process.

The report expresses two Committee positions regarding rules and regulations for
derivatives markets that are not in complete harmony.

This report begins by focusing on (a) the unique economic purpose of derivatives markets.
and (b) their highly leveraged nature. In this section of the report. it directs the exchange. as
a self-regulator. to design new. stricter regulations that address these characteristics of
derivatives markets.

Meanwhile. the oversight regulator is instructed to disregard the (a) unique economic
purpose of derivatives markets and (b) their highly leveraged nature, and (c) the forthcoming
new exchange regulations. The reports instructs SEBI to review existing cash market
regulations, and with minor revisions, apply them equally to both cash and derivatives
markets.

First, trying to adapt current cash equities market regulations, at the exchange or at SEBL to a
new derivatives market will produce its own unexpected problems which will most likely be
costly and perhaps irreversible.

C. CONCLUSIONS

Under broker-client relationships, the report raises several sales practices provisions:

It fails to mention one other important customer protection area: order execution and the uses
of an audit trail to ensur~ brokers do not disadvantage their customers in the trading process.

• Testing and registration;
• Capital adequacy;
• Know-Your-Customer rules; and
• Segregation of customer funds.

Puge 3Price lVuterhlJlIse LLP

The underlying reason for a regulatory framework is to create and maintain a market
environment thafwill inspire investor confidence and promote market gro\\-1:h. Investors.
whether they are hedgers or speculators. go to markets where there is financial safety. where
they know market participants are treated equitably and fairly, and where the market
functions efficiently.

Second. the oversight regulator and the self-regulator are participants in a joint effort. The
roles are linked and both must operate from rules and regulations designed to address the
special nature and high risk of derivatives markets. While self-regulation emphasises reliance
on industry knowledge and expertise in devising solutions to regulatory problems, the
oversight regulator must provide overall supervision and define the scope of regulation and
the minimum standards that must be met.I
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A framework should help regulators, both oversight and self-regulators, and market
participants. to organise and understand the information they ,need to appraise the risks
potentially associated with derivatives trading and to managd those risks. Therefore. the
supporting regulatory programs and provisions that provide the means of reaching the goals
also must be presented and the provisions used to achieve regulatory goals have to be
analysed to ensure they produce no unexpected market side effects. For the Committee's
reference. Appendix A presents a list of major regulatory programs used in some jurisdictions
to oversee derivative markets self-regulators.

Based on this standard the framework outlined in the draft report requires reorganisation,
clarification of goals and objectives, more detailed description of provisions that provide a
means of reaching the goals.

If the Committee does not believe this report should suggest or recommend the regulatory
provisions that should be used to reach certain goals then it should instruct SEBI to provide
detailed guidelines for the exchange and clearing house selfregulatory organisations (SROs)
to follow when writing and implementing rules.

Looking at other emerging markets over the past 15.years, it is clear certain conditions permit
markets to develop and flourish. Primary among them is the market's own realisation that to
prosper it must provide fundamental assurances that the rules of the game are fair and will be
equitably applied and that obligations undertaken or fiduciary responsibilities assumed will
be enforced.

In these successful markets, related regulatory structures, either governmental or proprietary,
were developed to layout the rules of the game and the provisions that ensure fair
implementation and enforcement. That is the kind of regulatory framework that is required
now for the first derivatives market in India.
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II. BACKGROUND

26h November 1997

The L.c. Gupta Committee Report is virtually complete. The draft Gupta report. presented in
two parts. captured the recommendations of the Securities Exchange Board ofIndia (SEBI)
Committee on'Derivatives. Mr. DR Mehta. Chairman ofSEBI. instructed the committee to
include draft derivatives regulations in the draft report. Mr. Mehta also instructed SEBI to
prepare guidelines to review exchange bye-laws. rules and regulations.

Part One. dated September 1997. takes a broad hrush approach in its discussion of
derivatives markets. which is the stated objective of the report, to" create a wider
understanding ahout how and what economic purpose derivatives can serve. ..." Part One of
the report is presented in Appendix B. .

Part One effectively takes the technical subject and presents it in an understandable. direct
style. It also makes the following prudent policy recommendations:

Part Two of the L.c. Gupta Committee Report touches on most of the relevant issues relating
to the regulation of derivatives markets and products. As one would expect in a draft
Committee report. there are several areas not addressed and points that need clarification.
This review focuses in more detail on various aspects of issues the Committee addressed. Part
Two of the report is presented in Appendix C.

Pric:e Waterhouse LLf' Page 5
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III. COMMENTS ON PART ONE

26h November /997

A. PRESENTlt/G THE BIG PICTURE

Equally important as creating a wider understanding about the economic purpose of
derivatives, Part One of the report :

• Recognises the importance of the economic purpose of derivatives;

• Underscores the importance of the price discoyery and risk shifting functions
of derivatives to the growth and development of emerging market economies;

• Recommends futures trading be appropriately phased in; thereby allowing an
appropriate regulatory framework to develop hand-in-hand with the market;

• Recognises the importance of establishing a co-ordination mechanism between
financial regulators the Securities and Exchange Board of India (SEBI) and
the Reserve Bank of India (RBI) at the outset; and

• Recognises financial infrastructure problems that exist, including areas that
require further reform in the cash equities market.

B. CLARIFYING FACTS

Part One of the draft report also had some omissions and areas that require clarification.
Many of these points were brought out and discussed at the Committee meeting held to
discuss the report draft. For instance the report did not:

• Characterise clearly how the cash market relates to and interacts with the
derivatives market [e.g., para 3.3 (7) and para 3.7 (1) and (para 3.9)];

• Make clear that volatility ,occurs in both underlying and derivatives markets
and margin, in tum, is determined based on the volatility in the respective
market;

• Present correct information about the concept of mutualized risk and the
function of an adequately capitalised, effectively managed and regulated
clearing house that clears derivatives transactions;

• Mention the highly leveraged nature of d.erivatives markets nor the magnitude
of risk that can be involved, i.e.. one can lose more than one originally invests;
and

• Make clear that futures trading is a zero sum game, i.e., for every profit there
is a corresponding loss.

Price Wuterho/lse LLP Page 6
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C. CONCLUSION

To summarise. Part One adds information, and hopefully, increases the general understanding
of the economic purpose of derivatives. It also makes some prudent policy recommendations:
(a) phase in futures trading, (b) establish a co-ordination mechanism between financial
regulators. as well as markets; and (c) correct certain financial infrastructure problems.
including areas that require further reform in the cash equities market. Without these
necessary reforms. a derivatives market will not succeed and flourish in India.

I

I

I

I

I
I
I
I
I
I
I
I

Price Waterhouse LLP Page 7



A REI'IEW OF THE SEE! DERII'ATIVES COMMITTEE REPORT: A REGULATORY
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IV. COMMENTS ON PART Two

26h November /997

Part Two of the L.c. Gupta Report is entitled a Regulatory Frameworkfor Derivatives
Trading. At the outset the report'makes two essential points:

• Derivatives markets serve an economic purpose I -- they assist business growth
by enabling businesses and individuals to protect themselves from possible
adverse market movements. manage or offset exposures, by purchasing
certainty about future prices for the business ~ommunity.

• Derivatives products are highly leveraged and require strong regulation. in
addition to cash market regulation.

Part Two sets the context for the report when it states the Committee has "kept in view the
objectives which the regulatory system for financial markets should clearly subserve, " and
has used them as a guide in designing a regulatory framework. Focusing on the objectives or
purpose of regulations should produce a comprehensive, rational framework for regulating a
market. Experience shows, in developed and emerging derivatives markets alike, that
regulations frequently have unexpected and unwants:d side effects that can sometimes have
deleterious effects.

A. THE GUPTA REPORT'S REGULATORyOBJECTlVES

The report lists six "guiding objectives:" fairness, market integrity, safeguard for clients'
moneys. competent and honest service, quality of markets, and innqvation. Most of these
objectives can be 'subsumed' within the broad regulatory goals recognised by international
derivatives regulators:2financial safety, fairness, market efficiency and integrity, Other
objectives cited in the report are probably based, as they are in all jurisdictions. on national
experience: an existing, national legal system that generally recognises financial services
transactions and national experience in regulating other financial services transactions.

1. Organizing and defining regulatory goals

The Gupta report organises and defines some regulatory goals and provisions differently than
the international regulatory community does. However. the grouping or organisation of
regulatory goals is not necessarily important, since regulations or guidelines can serve more
than one objective.

a) Provisions that address specific goals

Under/clirness. the Gupta Report calls for:

I The second widely recognized economic purpose of derivatives markets, not mentioned in the Gupta
report Part Two. is the public dissemination of price information, By providing effective price signals
concerning exchange rates. indices. etc, , derivatives thereby facilitate transactions in the cash market and
render both markets more efficient.

2 The IOSCO Technical Committee agreed in 1990 that these regulatory objectives could be achieved
in various jurisdictions by different means and that regulation need not be identical to adequately address these
common regulatory goals.

Price WUlerhollse LLP Page 8
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• Trading mles that ensure trading is conducted in a fair and transparent manner;

• Specific regulations for sales practices of "dealers" of derivatives;

• .Stronger internal control systems at the user-firm. especially controls that limit
exposure of speculative accounts:1 and

• Broker/dealer disclosure of risks to clients.

The first regulatory objective addresses three distinct areas:

• Trading rules are trade practice rules that deal with the regula.tion of the
marketplace -- not the market participants as seems to be implied here;

• Sales practices rules and risk disclosure rules apply to broker client
relationships - usually involving retail customers and not end-users which are
usually commercial firms; and

• Internal control systems or risk management systems at the user- or end-user
firm.

Two of these areas (trade practice and sales practice -- including risk disclosure) certainly
pertain to fairness as a regulatory goal in some respects; internal risk control management,
however. is not.a provision used to address fairness.

These distinctions are important because regulations must be designed to address specific
concerns or potential problems. Using the wrong regulatory provision or tool to deal with a
specific concern can create problems for the market and/or market participants rather than
resolving or preventing difficulties.

a) Defining regulatory goals

Under the term market integrity the report lists provisions that minimise financial default.
The International Organisation of Securities Commissions (IOSCOs) identifies these
provisions as methods used to achieve jinancial safety. The Gupta report's term market
qualit}' translates as laSCO's common regulatory goal of market integrity.

There is no problem with changing terminology of regulatory goals or unbundling broader
goals into more specific ones as the Gupta report does: e.g.. competent and honest service is
cited as a individual goal rather than part of the ~roader goal of jc.lirness which generally
includes customer protections in many jurisdictions.

A problem does arise. however. when financial safety. including financial integrity of the
clearing house a~d market participants. is not cited as a specific regulatory objective. Most

1 The statement that most mishaps in the derivatives markets have occurred because of inadequate
controls at the user-firm is not correct. While some defaults and other mishaps can be attributed to inadequate
internal risk management that does not necessarily translate to inadequate control of overall exposure. and
furthermore. there are many other situations in which the lIser- tirm or end-user was not at fault. e.g .. Proctor
and Gamble Ys. Bankers Trust.

Price Waterhouse LLP Page 9
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likely one consequence of this omission is the exclusion of the related issue of systemic risk
and the regulatory provisions to address it. Other issues and provisions that should be
addressed include:

• The adequacy of the clearing and payment faciHties;
• .Margins. types and amounts. calculation and haircuts:
• Acceptable forms of collateral as margin. percentage of each type acceptable:
• Letters of credit (LOCs);
• Criteria for banks issuing LOCs;
• Timing for pays and collects;
• Compliance of market intermediaries;
• Customer funds protection in situations of default; and
• Financial reporting and record keeping by financial intermediaries.

a) Criteria for an effective regulatory framework

Since the basis for choosing regulatory objectives can vary widely, what is the benchmark
against which a regulatory framework should be measured? What are the criteria it must
meet to be effective?

The underlying reason for a regulatory framework is to create and maintain a market
environment that will inspire investor confidence and promote market growth. Investors,
whether they are hedgers or speculators, go to markets where there is financial safety, where
they know market participants are treated equitably and fairly, and where the market
functions efficiently.

rf the Committee does not believe this report should suggest or recommend the regulatory
provisions that should be used to reach certain goals then it should instruct SEBr to provide
guidelines for the SROs to follow when writing and implementing rules.

Based on this standard the framework outlined in the draft rep0l1 requires reorganisation.
clarification of goals and objectives, detailed descriptions of provisions that provide a means
of reaching the goal.

B. SHOULD DERIVATVES TRADING BE CONDUCTED ONA SEPARATE EXCHANGE?

The sepumlenes.\> of the derivatives exchange has long been an important issue before the
Committee. The Gupta Report summarises the arguments on each side of the question.

A framework should help oversight and self-regulators and market participants to organise
and understand the information they need to appraise and manage the risks potentially
associated with derivatives trading. Therefore. the supporting regulatory programs and
provisions that provide the means of reaching the goals also must be presented and the
provisions used to achieve regulatory goals have to be analysed to ensure they produce no
unexpected market side effects.

\~
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1. Committee Recommendations

2617 Novemher /997

The central recommendation of the Gupta report concerning a new derivatives exchange is
presented. without conviction. in the negative. "a separate exchange for futures trading need
not he insisted, upon." The rationale given to support the recommendation is that the cost of
setting-up a separate exchange will involve high costs and more time because of the expense
of information tedmology net\vorks and the expertise required to run an exchange
The report also calls for:

• Trading through online screen-based trading systems.

• A independent clearing corporation.

• Online surveillance capabilities.

• Price and position limits. and

• Real time dissemination of market information via at least two "vending
networks.. ,

The recommendations in this section of the report blend broad policy pronouncements with
micro-management decisions which could be potentially misleading or even possibly
damaging when made out of context with the relevant technical issue as they are here. For
instance. stipulating computer and network capacity puts the Committee in a very vulnerable
position should the statement in the report they have approved regarding required capacity at
some future point be judged wrong. In contrast, the recommendation that the clearing
corporation be independent provides broad policy guidance. .

The exchange should ensure members have the technical capability and knowledge necessary
to trade index tlltures rather than "the capability to do program trading" as recommended in
the draft report. '

2. Independence and Coordination

The functional. financial and legal independence [not geographical separateness] of the
derivatives exchange from the existing cash market exchange are the issues that have
regulatory signiticance. The exchange facility can be located within the same building as the
current stock market. In fact. the New York Stock Exchange offered a index futures contract
for trading under the auspices of the New York Futures Exchange ~ in 1986.

The functional. tinancial and legal independence of a derivative exchange are important for
the reasons cited in the Gupta report: .

• Potential for contlicts of interest;
• Increased possibilities for trade practice abuses and manipulation~ and
• Oiher kgal and tinancial concerns,

I Thl.: N~\\ York Stock Exchang~ created a separate legal ~ntity. the N~w York Futures Exchange.

which began trading the NYSE CM Stock Index and the Commodity Research Bur~au Ind~x in \986 on the
tloor of th~ New York Stock Exchang~,

J

J

I
Price Waterho/lse LLP Page II



A RDH;W OF Till:' S£81 DERII·..tTWfS Cml.\//TTfE REPORT: A REGULATORY

FR.t.lfU~·ORK FOR D/:"RIJ'./ TWfS TR.WIV; 26/1 Novemher 1997

The draft report also refers to "the importance of co-ordinated supervision" during the
October 1987 stock market crash citing exchange level supervision of cash and futures
markets. The reports states co-ordination is facilitate by cash and futures trading occurring on
the same exchange. The importance of cash and futures market co-ordination' is mandatory
if price convergence between markets is to occur. Without price convergence. futures
transactions will not efficiently serve as a hedging instruments for cash market activities.

To further ensure that futures and cash market practices are co-ordinated the report should
recommend Indian market regulators address:

• Short selling;
• Stock lending and borrowing;
• The depository mode of stocks in the stock index; and
• Convergence of different settlement cycles.

After the crash of 1987 in the US. the of co-ordination of market trading floor activities
(opening, closings and trading halts) and communication between cash and futures market
trading floors, and between exchanges and government regulators via dedicated telephone
lines (using the "hoot 'n' holler" systems) during pe..riods of extreme volatility or market
disruptions became part of the reforms implemented. Communication among US market
regulators equivalent to the RBI. the Ministry of Finance, and SEBI in India was also
emphasised after the 1986 market crash through the creation of the President's Financial
Markets Task Force which continues to meet today.

As a regulatory framework, the report should also recommend provisions that facilitate
market co-ordination including inter-market (between exchanges) surveillance activities, such
as information sharing.

C SELF REGULATION VERSUS DIRECT REGULATION

Most jurisdictions rely upon varying degrees of self-regulation coupled with regulatory
oversight as the primary means of ensuring regulation over secondary markets. The report
adopts this approach and recommends SEBI function as an oversight regulator with the
exchange acting as the self-regulator.

The emphasis is on market linkages and on the terms and conditions of futures contracts paralleling

those of the underlying cash market.

1. Effective Self-Regulation

Self-regulation emphasises reliance on industry knowledge and expertise in devising
solutions to regulatory problems. Further, regulatory costs can thereby be assessed directly
on the industry. However, the criteria to quality' as an SRO, and subsequently. the minimum
performance st;:mdards of an SRO must be ddined by the regulator. In addition. the SRO
must have the authority it requires to effectively regulate its members.

I
I
J

l
I
I
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The report calls for formulation of detailed exchange-level rules and regulations including
creation of effective monitoring and enforcement mechanisms covering many aspects of the
exchange's operations:

• Entry requirements for members:
• .Rules governing contract design:
• Sales practice procedures covering broker-client relationships:
• Risk disclosure to clients or customers:
• Trade practice rules:
• Reporting requirements:
• Inspection capabilities: and
• Dispute resolution mechanisms for customers.

The report should also make recommendations regarding the exchange's:

• Trading systems operational capabilities, including:

o Providing necessary transaction services (making and filing of records
with respect to all aspects of the transaction); and

o Prohibiting dissemination of false or misleading information which
may tend to affect the price of a product or instrument.

• Ability to carry out self-regulatory programs, including:

o Risk management controls;

o Market surveillance:

o Compliance programs;

O. Disciplinary programs;

The policy decision to adopt a self-regulatory approach is a key factor shaping perhaps all
other regulatory decisions. The report's strong directive emphasising the need for an effective
self-regulator also clarities SEBI's role as an active oversight regulator providing overall
supervision and guidance to the exchange and clearing house.

The report recommends that SEBl:

r

I
I
I
I
I
I
I

o
o
o
o

2.

Price F/aterhouse LLP

Arbitration procedures:

Code of conduct for members;

Dispute resolution programs for members; and

Compliance with all the regulatory requirements of the oversight
regulator.

Oversight Regulation
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• Promulgate rules about exchange governance -- specifically the composition
of the governing board of the derivatives exchange:

• Vet the derivatives exchange rules. regulations. bye-laws. and the propo~ed

derivatives contracts:

• Review and approve any changes in exchange rules. regulations and bye-laws
before they can become effective:

• Act as the regulator of last resort: and

• Ensure the successful launch of futures trading in India by providing
appropriate guidance and overall supervision of the process.

Unfortunately. the report does not tell us what steps SEBI should take to accomplish these
tasks. Nor does the report :

• Specify the powers of the governing board or how those should be determined;

• Provide guidelines SEBI should usei.n reviewing exchange rules. regulations,
bye-laws. etc.;

• Instruct SEBI to develop guidelines or standards against which exchange rules,
regulations. etc. will be approved;

• Explain what is meant by providing appropriate guidance and overall
supervision of the process;

• Provide criteria which an exchange must meet to qualify as a market to trade
derivatives;

• Provide criteria an exchange or other organisation must meet to qualify as an
SRO: or

• Call upon SEBI to establish minimum performance standards exchange self
regulatory programs must meet.

3. To Write New Rules or Not To Write New Rules

. The report expresses two positions regarding rules and regulations for derivatives markets.

a) To SEBf:

Regarding SEBI. the report says.

since the ... rules and regulations regarding stock
exchanges c.nd broker/dealers are of general and over-riding

I
I
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nature. they could be reviewed and designed to be applicable
equally to derivatives exchanges also.

h) To the exchanRes:

The report directs the exchanges:

all the regulations have to be much stricter for derivatives
trading than the existing regulations for cash trading. As
such the regulations will have to be newly de~igned rather
than copied from the existing stock exchange rules and
regulations.

These two general statements provide conflicting directions.

26h Novemher f 91)7

This report begins by focusing on (a) the unique economic purpose of derivatives markets.
and (b) their highly leveraged nature. This section of the report directs the exchange. as a
self-regulator. to design new. stricter regulations that address these characteristics of
derivatives markets.

Meanwhile. the oversight regulator is instructed to disregard the (a) unique economic purpose
of derivatives markets and (b) their highly leveraged nature, and (c) the forthcoming new
exchange regulations. The reports instructs SEBI to review existing cash market regulations.
and with minor revisions. apply them equally to both cash and derivatives markets.

First. trying to adapt current cash equities market regulations, at the exchange or at SEBL to a
new derivatives market may produce unexpected problems and side effects which will most
likely be costly and perhaps irreversible.6

Second. the oversight regulator and the self-regulator are participants in a joint effort. The
roles are linked and both must operate from rules and regulations designed to address the
special nature and high risk of derivatives markets. While self-regulation emphasises reliance
on industry knowledge and expertise in devising solutions to regulatory problems. the
oversight regulator must provide overall supervision and define the scope of regulation and
the minimum standards that must be met.

The Committee must provide both the exchange and the oversight regulator the discretion to
assess existing rules and regulations and determine when they are appropriate, need revision.
or when new rules are needed.

h Fllr t'lirthcr discussion s<:<: IllIerllatiollal,·lpproac!I<.'.I' Til f)eril'ativ<.'.I' ,\lark<.'t N<.'gulatilills: ('O!1l1ll011 (j{oha{

N<.'glllu!IIIT ()h!t'C!II'c'S, Financial Institutions Rdllrm and E"pansion (I'I RE) I'roj<:<:t and [ 'S :\g<:ncy tllr Int<:rnational
1)<:\ <:!o(1nh:nt (['S..\ID:lndial. 23 Octob<:r 1997,
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4. Specific Recommendations Regarding New Rules
i

The Gupta Committee report did make brief recommendations concerning a number of items
related to regulatory goals. including:

• In relation to market integrity/quulit},:
o Exchange audits of its member/brokers and their frequency: and
o Inspection capabilities of the exchange self-regulatory staff.

• In relation to fairness:
o Mechanisms to address customer grievances.

• In relation to market integrity andfairness:

o The non-transferability of equity exchange membership to derivatives
membership, that is equity exchange membership does not automatically
translate into derivatives membership.

• In relation to oversight regulation:-
o New derivatives related resources for SEBI:

* A Derivatives Advisory Council at SEBI to tap outside expertise;
* A derivative cell at SEBI; and
* An economic research wing at SEBI.

Again a good deal more information and detail are necessary to create a regulatory
framework. In relation to exchange audits of its member/brokers and the exchange's
inspection capabilities the report should outline:

• Sales practice requirements for brokers;

• Scope of sales practice audits as well as their frequency; and

• Record keeping requirements for brokers. including:

o Audit trails including customer order entry and exit times:

o Monthly records of transactions (affecting asset. liability, income.
expense) capital accounts. net capital an minimum financial
requirements;

o Investment of customer funds:

o All transaction generated papers and documents. including records of
customers' orders:

o Transaction activity associated with each customer account: and

Prtce Walerhllll.l't! LLP Page 16
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o Accessibility of books and records -- the period of retention and
location at which records must be accessible.

Another important regulator program that addresses market integrity but not mentioned in
the report is market surveillance.

D. THE CLEARING CORPORATION

I. One National Clearing Corporation

Not only does the report advocate a legally and functionally independent clearing corporation.
it supports the concept of a single national clearing corporation.

2. Margin Collection Rules

The report called all market participants to pay margin. including institutions: and it called for
mark-to-market margin to be collected before the open on a next day basis. Absent such
arrangements the report stated net worth and initiallUargin requirements should be higher.
Because of their concern about the collection of margin, the report suggested margin
collection from clients not be left to broker/dealers. The report called upon SEBI to require
derivatives exchanges "to ensure, through systems Of inspection. reporting, etc. that margins
are collected from all clients without exception."

The report does not specify the scope of the inspections or reporting suggested nor does it
speak to SEBI's enforcement of these requirements if SEBI does not have its own
inspection/reporting requirement for the SRO regarding the SRO responsibility to ensure
margin is collected from all clients.

3. .. Electronic Funds (EFT) Transfer facilities

The Gupta repor:t emphasised establishing Electronic Funds Transfer (EFT) facilities for the
quick transfer of margin payments. This facility requires the central bank's co-operation and
cannot be accomplished by the exchanges or SEBI alone or together.

4. Exposure Limits

The repoli advocated exposure limits for each broker/member be linked to initial margin and
computed on a gross basis. In conjunction with the exposure limits. according to the report.
traders should be asked to declare proprietary and customer trades.

The report neglects to' indicate how the SRO or SEBr will ascertain trader compliance with a
rule requiring trade declaration and how such a rule can be enforced. Furthermore. there is no
recognition that the SRO will have to have direct access to information about a broker's
clients and access to the records of each trade for that customer.

5. Cross il1argining

Cross-margining was not supported in the Committee repOli. at least not at this early stage in
the life of India's derivatives market. Since the systems required to consolidate positions
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across all exchanges are not available. it would not now be possible to proceed with cross
margining in an equitable manner.

6. Value-at-Risk (VAR) Risk Management Models

Finally. the report advocates the use of value-at-risk (VAR) models to assess each member's
exposure to the clearing house throughout the day, The goal being that "at no point should a
members VAR exceed a 99 percent" confidence level. that is 99 percent of the time the 'good
funds' available at the clearing corporation would be sufficient to cover a member's exposure
for one day,

The choict: of VAR as the methodology to ensure adequate margins is a curious one.
The exchange should have a risk-based margining system to ensure sufficient margin without
burdening the system with over margining. There are several well know internationally
recognised standards in the industry for cost effective risk management. Two of the these
systems are the Standard Portfolio Analysis of Risk system (SPAN) and the Theoretical
Intermarket Margin System (TIMMS). Both calculate margin using a portfolio evaluation
model. Both system employ stress testing for extreme volatility and both allow the
integration of cash and derivatives market positions and access risk accordingly.

a) The Origins ofVAR

Value at risk (VAR) models were developed at Chase Manhattan Bank to analyse. control and
report trading risk in a consistent and reliable manner. VAR is a statistically based model
which estimates with a specified degree of certainty (you can pick the degree you want) the
maximum loss a firm or bank could suffer in the face of specified adverse (not extreme)
market moves.

.The Basle Committee on Banking Supervision (Basle Committee) of the Bank for
International Se~t1ements proposed the use of VAR models for the purposes of calculating
one uniform level of capit<::.l adequacy for market risk across all member banks. One
significant motivating factor for the Basle Committee in considering VAR was that most of
its member banks also had to comply with the European Union's Capital Adequacy Directive
(CAD) which recognised VAR as a method of calculating market risk.

h) Consequences olVARfor Regulators

VAR models pose many problems for regulators:

• VAR and stress testing measure different types of risk. VAR calculates risk
hased on the assumption that future events will mirror past events: whereas.
stressing tests when used to determine market risk assess the potential loss a
tirm may face in certain extreme circumstances (not just under day-to-day
circumstances ):

• The regulator must playa more active and involved role when VAR models
are used. Regulators must determine or specify certain parameters for the
models that will be used to calculate regulatory capital. If the corporation that
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is using the model is permitted to determine its own parameters there then is
no uniformity across firms or corporations.

• One concern of the Basle Committee was that banks would seek parameters
that·would produce the desired result not the most prudential level of capital

.adequacy:

• Regulators have to determine how large a 'cushion of capital' must be held by
the bank or firm over and above that implied by the model to cover the risk of
extreme adverse market moves since these ar~ not captured in the model: and

• VAR models tend to produce results that favour larger portfolios. i.e., they
indicate lower levels of risk.

In terms of financial integrity. provisions regarding the qualifying criteria for a clearing
house, standards of adequacy for the clearing and payment facilities, credit and margins,
compliance with financial reporting, and customer protection in situations of default need to
be addressed since they have not been in this report. Other financial safety issues that need to
be addressed include:

.
• The adequacy of the clearing and payment facilities,

• 'Margins, types and amounts, calculation and haircuts,

• Acceptable forms of collateral as margin, percentage of each type acceptable;

• Letters of credit (LOC);

• Criteria for banks issuing LOCs;

• Timing for pays and collects:

• Compliance with financial reporting;

• Customer protection in situations of default; and

• Financial reporting requirements which each SRO must adopt and submit for
approval:

o Audit/inspection procedures.

o Brokerage tirm (or broker) responsibilities independent of SRO.

E. BROKER-CLIENT RELATIONSHIPS AND DERIVA TlVES SALES PRACTICES

J. Testing and Registration

The Gupta Report puts itself on the record for mandatory broker qualification and
registration. This requirement is only at the broker/dealers level. Testing and registration
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also must extend to the sub-broker level where individuals are compensated for generating
order now.

i
Again the report does not ~peak to qualification requirements. testing or registration
procedures. This is an area where fairness is an issue" the SRO must address.

2. Capital Adequacy

The Gupta Report supports the current Indian practice of not relying on net worth to
determine capital adequacy. Since balance sheet figures supplied to satisfy questions
concerning net worth are not reliable. "principal reliance has to be placed on the capital and
margins actually deposited by the broker/dealers with the exchange." Capital adequacy
requirements must be satisfied independently in each market and at each exchange.

Mirroring the Singapore International Monetary Exchange Authority, the Committee
recommends a two-level membership and a two-tiered margining system. Clearing members
with higher capital requirements and non-clearing members with lower requirements. One of
the benefits of a two-tier membership/margining system, according to the report is additional
traders will enter the derivatives market.

The report sets the minimum "net worth" requirement at Rs 300 lakh with an initial deposit of
liquid assets worth Rs. 50 lakh. These numbers are cited based on one implied rationale:

the minimum capital adequacy requirement involves balancing the need for
ensuring market integrity against the need for having sufficient participation
of broker/dealers and sufficient competition. Too high a requirement may
keep Indian firms out the of market.

The report provides no information or incite into the decision-making process used to arrive
at the Rs. 300 lakh and Rs. 50 lakh thresholds.

One regulatory factor that relates to fairness in the marketplace and also has a lot to do with
confidence and growth in the market is regulatory transparency -- or knowing the rules of the
game. Not just regulatory transparency in relation to government regulation. but also and
maybe more importantly. transparency of exchange rules and regulations. The reasons.
scientific. common sense or otherwise. behind this important policy decision are important to
potential members. members of other exchanges and many others for prudential reasons.

This approach to capital adequacy (and net worth) is unique. While the approach of
relying principally on the capital and margins actually deposited by the
broker/deakrs with the exchange theoretically should offer some level of financial
protection to the exchange/clearing house. it breaks down at the customer level. if
tirms (brokers) are not required to comply with standards for minimum
capitalisation and significant questions arise about customer funds protections
during firm insolvency.

Despite current difficulties with the reliability of net worth statements. using net
\vorth as the basis for determining capital adequacy coupled with requirements for
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continuous compliance with a net capital rule should be the regulatory goal SEBI
should pursue.

3. Know Your Customer Rules

Tough know-y"our-customer rules are proposed in the report especially in relation to options.
along \vith risk disclosure statements for each customer opening a derivatives account. and a
detailed customer or client registration form and procedure.

4. Segregation of Customer Funds

The rep0l1 supports segregation of customer funds. but does not address:

• Creation of special bank account;

• An account for customer use only. there is no right of offset or other claim by
the bank despite any market situation;

• Records of transactions conducted through the special account

Another customer protection area not mentioned is order execution and the uses of an audit
trail to ensure brokers do not disadvantage their customers in the trading process. Customer
orders should be time-stamped and regulations prohibiting front running should be strictly
enforced.
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Part Two of the Gupta Report mentions most of the major objectives and issues facing self-
and oversight regulators in a new derivatives market. "

However. the report is loosely structured. It swings from specific 'micro-management' goals
or recommendations. e.g., software at the clearing corporation that should assess the Value at
Risk (VAR) of one member's exposure to the clearinghouse; to broader policy
pronouncements or recommendations, e.g., the derivatives clearing house should be
independent. The current approach makes it difficult to determine the report's priorities -- or
how the pieces of information presented fit together. It is similar to having pieces of a jig
saw puzzle. but no picture of what the finished picture is supposed to look like.

The under!ying reason for a regulatory framework is to create and maintain a market
environment that will inspire investor confidence and promote market growth. Investors.
whether they are hedgers or speculators, go to markets whe"re there is financial safety, where
they know market participants are treated equitably and fairly, and where the market
functions efficiently.

A framework also should help regulators, both oversight and self-regulators, and market
participants, to organise and understand the information they need to appraise the risks
potentially associated with derivatives trading and to manage those risks. Therefore, the
supporting regulatory programs and provisions that provide the means of reaching the goals
also must be presented and the provisions used to achieve regulatory goals have to be
analysed to ensure they produce no unexpected market side effects

Based on this standard the framework outlined in the draft report requires reorganisation.
clarification of goals and objectives. detailed descriptions of provisions that provide a means
of reaching the goals.

If the Committee does not believe the report should suggest or recommend the regulatory
provisions then it should instruct SEBI to provide detailed guidelines for the SROs to follow
when writing and implementing rules.

Looking at other emerging markets over the past 15 years. it is clear certain conditions permit
markets to develop and flourish. Primary among them is the market's own realisation that to
prosper it must provide fundamental assurances that the rules of the game are fair and will be
equitably applied and that obligations undertaken or tiduciary responsibilities assumed will
be enforced.

[n these successful markets. related regulatory structures. either governmental or proprietary.
were developed to layout the rules of the game and the provisions that ensure fair
implementation and enforcement. That is the kind of regulatory framework that is required
now for the tirst derivatives market in India.
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EXAMPLES OF SOME MAJOR DERIVATIVES MARKET
REGULATORY PROGRAMS IN OTHER JURISDICTIONS

WHICH SEBI SHOULD CONSIDER ADOPTING

A. TRADE PRACTICE SURVEILLANCE

1. Methods of ongoing oversight of all exchanges:

a. Through periodic reviews which examine how exchanges
enforce their own rules for: audit trails. trade.practices. market
surveillance, and member disciplinary programs. These
reviews can focus on how exchanges:

(I) monitor and follow-up abuse of rules that govern
trading practices. (A regulator can accomplish this by
reviewing the exchange's computerised records of
exchange trading); and

(2) use an audit trail or trade tracking programs, to
determine when a when customer's orders are filled (as
compared to broker's orders), for example;

(3) investigate broker/customer complaints.

(4) investigate other violations,

(5) enforce member disciplinary program.

b. Through reviews of new exchange rules by examining them (prior
to their implementation or during a predetermined set period after
immediately after their implementation to determine whether they
comply with the law):

SEBr should have the authority. under the law, to take enforcement
action against exchange members. nonmembers. and on occasion.
exchanges.

3. Under the law. SEBI should have the authority to conduct oversight
and enforcement activities:

Price Wafer170llse LLP

a. Each exchange must. as part of its application for
designation as an exchange. provide for compliance with all
of the requirements applicable to exchanges according to
SEBr
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( I) The exchange should be designated to trade as a
derivatives exchange by SEBr before the exchange may
apply for designation of futures cymtracts to be traded
on the exchange.

b. On SEBI request, an exchange is required to establish
continued compliance with the requirements of exchange
designation.

c. Each exchange must enforce its own bylaws. rules. regulations.
and resolutions.

d. The SEBr may investigate the operations of exchanges as it
deems necessary.

e. Each exchange must use due diligence to maintain a continuing
compliance program.

B. SALES PRACTICE SURVElLLANCE

The regulator oversees SRO sales practice audits by conducting regular
reviews of the SROs' programs to determine whether they meet Commission
standards and to ensure the adequacy and proper co-ordination of SRO efforts.

C. ENFORCEMENT

1. The enforcement unit conducts investigations of current or potential
violations of the Act and regulations and prosecutes these offenses.

Enforcement has the authority to subpoena documents and witness
testimony.

All enforcement cases must be approved by the chairman or full
regulatory board or commission before they can be brought.

D. MARKET SURVEILLANCE

1.

Price ?1iaterhollse LLP

Each exchange must maintain a market surveillance program.

Regulator's statf assesses the adequacy of exchange market
surveillance programs as part of its rule enforcement review program.
It focuses on surveillance of:
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a. price movements.
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b. changes in price relationships (among futures. between
markets. futures v. cash).

c, open interest and changes in open interest.

d. concentrations of positions among clearing members.

e. volume of trading and changes'therein.

f. trading liquidity and the magnitude of successive price changes.

g. deliverable supplies,

h. deliveries (concentrations in the making or taking of
deliveries), and

1. market news and gossip.

3. The regulator also can conduct its own surveillance of market
activities.
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Please find enclosed the draft Derivatives Commit.tee Report - Part I, forwarded by Dr. L.c.
Gupta. You are requested to send your views/suggestions if any, within a period of two weeks.
The next meeting of the Committee is scheduled to be held at 11 :00 a.m. on October 03, 1997, to
finalise the report. You are requested to make it convenient t~tend the meeting.
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N$E. Nov.94-Jul.97

I
~ fPE N.:D/x -:l ((Clv..n"'uvd ')

Percent Returns

ACC Maximum % Return (NSE)

YEAR 1d Lag 2d Lag 3d Lag 4d Lag

1994 1.83 2.20 373 :; 09

1995 6.25 7.63 10 13 1354
1996 7.00 11.07 1493 1564
1997 11.77 15.54 1767 23.01

Minimum (I/o Return
1994 -4.28 -5.07 '-635 -655
1995 -5.43 -7.76 -10.16 -13.78
1996 -9.49 -13.51 -14.86 -18.04
1997 -10.00 -16.50 -17.24 -18.27

ITC Maximum % Return (NSE)
YEAR 1d Lag 2d Lag 3d Lag 4d Lag
1994 4.00 4.00 5.87 5.33
1995 9.15 10.64 11 45 1 12.78
1996 11.46 18.40 . 2445 I 23.27
1997 9.67 14.02 1849 25.46

Minimum % Retum
1994 -5.'54 -5.06 -530 -6.25
1995 -6.41 -8.27 -889 . -9.66
1996 -7.00 -12.11 -14.94 -17.39
1997 -10.00 -12.11 -1494 I -17.39

-
TiSeO Maximum % Return (NSE)

Yepr 1d Lag 2d Lag 3d Lag 4d Lag I

1~q4 3.16 5.69 674 484
1995 8.57 8.72 11 12 I 14.34,
1996 14.53 2121 2598 I 1889
1997 8.52 11 29 12 19 I 14 73I !-

Minimum % Return i
1994 -9.82 -12.31 -14 78 -1: 14
1995 -9.28 -12.82 -15971-1474
1996 -11.~3 -1579 -16 38 i -18 19
1997 -988 -11 68 I .-12 55 ! -15 04 ~
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DERIVATIVES IN INDIA' A FRAMEWORK
OF ECONOMIC PURPOSE

I. Introduction

Appointment of th. Committ••

1.1 The Committee was appolnted by the Secur i.tles and Exchange

Board of India (SEBr) by a Board resolution dat9d November

18. in order" to deve 1op . appropr tate regu 1 a tor"y

framework for derivatl.ves trading in India". While the

Committee's focus is on it has

I
I

1.2 Before prescribing a regulatory framework for derlvatives,

the Commlttee feels that it.l.s necessary to examine how

the derivative fit tnto the framework of economic purpose.

Clarity in thl.s regard will go a long way in

I more intelligent regulatory frame. Since there exists

decidec' to explore and explain their economic purposes

the inteillgentsla. the Committee
I
I

widespread

derivatives

mlsgivings

even among

borderlong on antlpathy about

in

some det~il in this report. Derivatives will not command

I
I

respectability i. ~ublic ~isund~rs~~nding continues.

is why the Committee attaches considerable importance

the creation of wider understanding about how and

That

to

what

economl.C purposes can derivatives serve and w~at types of

T'll?

fo,.-

arE'

r .., '-ILJ I a t i on sabout

the

proposals

[J':lr-t of

bF the most u~etul.• Ct

tIl S

detenled

der" 1 va t 1. VIlPS

C ove .... ed 1n

CQmml.ttee s

I
I
I

"

I
I
I
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derivatives will be 'resented separately. There l' 1iome

advantage, by way of greater clarity, 1f the n1tty-grltty

of regulations is kept separate from the explanation at

their fur1l1amental underlY1ng purpose.

1 .:5 SEB I . s statutory responslbllity covers both development

and regulation of the capital market. As the Indian

capital m.rket cannot yet be called' a developed one, much

work in the developmental area, as from

regulatory area, will be needed. The developmwntal task

involves visualising how the market's trading architecture

or arrangement can be improved with a view to enhancing

the economy's growth and efficiency. In a market economy,

economic growth and welfare a~e greatly influenced by how

markets work. If the market mechanism allOCAtes resourc~s

inefficiently, the entire economy suffers, even though a

few people may make huge gains out of market

inefficiencies and may, therefore. not mind them pr may

even resist change. Market regulation, as diatihguisheq

from ,market development, is focused on ensuring the

market's integrity, fairness in dealings and protection of

investors (consumers). Concentrating entire attention on

market regulation only may fail to bring about desJ.,r-ecj

1 .4

deve I opmen t.

Derivatives: important step
towards market development

Tne Comm~ttee envlsages derlvatives to be a

slgni~icant developmental step wlth regard to the Indlan
..,

capital markp.t and would like that the structuring of the

.,
....
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d.rivAtives syst.m should bR guided -bY objective 0+

accelerating the market s d~v~looment and efflClenCy. In

fact, the introductlon 0+ even nne type of flnancial

futures WOULd constltute a landmarv in India 5 over-all

finaricial development as it would create incentives for

further development in this direction. How future. tr.ding

will impact the market may not be clear to many p.ople.

For the above reason, the Commlttee has thought it

necessary to c 1ar i fy this aspec t be fore tak'inC,;l up the

framing of regul~tions.

Committe.'s mAin conclusions

1.5 The main conclusions, to which the Committee has Arrived

after full examination may be stated in a nutshell.t the

outset. The Committee, is strongly of the Vl@W that there

is urgent need for introducing equity derivatives in India

from the viewpoint of narket development because the

Indian market lacks hedging facility against market risk

to which equityholders are ~xposed. The hedging facility

has become necessary for institutional equityholders, such

as mutual funds and other investmentnstitutlons, which
.-

have been acrumulating equity portfolIoS. Futures trading

through derivatives may be approprlately phased, starting

WIth stock index fut~res. Apart from pro~ecting finahcial

instItutions, the Introduction of stock index futures will

ennance the effICIenCy and llquldl of cash market in

€'qultl@S through arbItrage tran"actlon~. It WIll also

create ~ressures for reformlnq the r.ash market. While thp

Committee clearly recognises the need also for currency

3



and intarest rate derivatives. decisions in this reg_rd

l1e with the RBI.

1 .6 The Commlttee feels that the cash market svstem in Indlan

eQultles would have to be purged Of certaln 'cruclal

weaknesses if lt is to serve as a solid base for index

futures. Some of these weaknesses have remained untouched

so far. A full explanation 101111 be glven ln later pages.

the nature and uses of the

has been conside~able

derivatives,

aspects

including

products, market

dflrivative

derlv..t1ves,

potential

varlOUs

eQuity

of

controversy surrounding

closely examined all

of

has

opinions

intrcduc til.,n

Committee

the

the

the

and

of

tMereAs1 .7

Committee's opinion, both the cash and the futures markets

debacles lnvolvlng der;vatives trading 1n other

(including hedgers and speculators). In

The

the

mind

wldely

stricter

blic

countries

4

recognises

dlsastrpus

considerable

to

starts.

.,'

weI I.-publ icised

apprehenslon ...

clearlv

few

subjected

trading

der' 1 va t. i yes

India.

to

future:>

that

in

have

the

economic llterature

noted

term

of the lack of discipline can be

once

In the Committee's OP1111011. suet-.

undOubtedly

of advanL

Committee

bodV

becaus~ derivatives lnvolve high leverage.

had created widespread apprehens~ons in

due to .ignorance and not at all warranted. A

Oeriv.tiv•• misunderstood

ml.sunderstood

participants

would

also.

The

discipline

consequences

1 .8

I
I
I
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the efficiency-enhancinQ effect of deriv.ativ.. all

economy in general and the finanCial in

particular. ~evertheless. the Committee feels that,

is need for educating the publ1c opinioll. This has been

kept 1n view even while draftlng the present report.

1 .9 A derivativt!' product, or simply "derivative", is to be

sharply distin9u~shed from the underlying cash" asset, i.e.

the asset bought/sold in the cash marke~ on normal

delivery terms. The word "derivative" indicates that it

has no lr.dE::-pendent value. i.e. lts value is entirely

I

"derived" from the value of thJ? cash asset.

1.10 The main point is that derLvatives are forward or futures

~acilitate hedging of price risk of the cash asset. In the

1.e. contracts for delivery and payment onI
I

contracts,

specified future date. They are meant essentially

a

tc.

'n.... rd/-'lJtures contracts as hedging" ,.
techniquesI

market's

usage of

idiom. they are ~risk management tpols". Such

transactions 'emerged only about 25 years ago.

I
I

1S

and

a well-established practice since long in

industrial operations. The~r application to

commercial

financial

I 1 • 1 1 r he f 0 wJ.ng ~ample Illustrates the hedgIng technIque In

.
Important source of rIsk for a manufacturer.I
gener-al The market prIce of raw mat.er1dl

processor or

1S often an

I
I
I

For lnstance, a maker of gold Jewellery may have accepted

5



a.n export order to be delivered over the next three

months. If. 1n the meanwhile, the prlce 61 Qold (the raw

materlal for Jewellery) 1n the cash market r1ses. the

Jewe malo:er s profit from h1S manufacturlng and

exportlng activlty can be wiped out. Such prlce rlsk can

make jewellery mak ... ng and el<porting uneconomic. The

avallability of gold futures allevlates the manu+acturer-

exporter's problem. He can buy gold futures. Any loss

caused by rise 1n price of gold to be purch~sed for the

export ord~r wl_l then be offset by profit on the futures

contract. Any extra profit due to fall in gold price

also be offset by loss on the futures can tract.

will

Thus,

""lS~ ~rom mar~et orice varlation. A world without

hedging 1S the equivalent of insurance fac il i ty against

hedging

facility is like a world without insurance with respect to

the particular kind of risk.

1 • 12 The manufacturer-exporter in the example given above

interest, lnsurance and storage costs. Thus, the

II. Financial Derivatives

Types

0+ futures tradlng offers a cost-efficient and

way for hedglng against prlc~ r1sK.

for

heavy

f ac 11 i. tv

need

convenlent

Pqul.ty-based

raw matEH" ia Ithe

wlth

all

concerned

bought

that would have entailed

has tr~ed to examine

have

malnly

lt

lS

but

i.n advance but

course,

Commlttee

derlvat~ves

The

could, of

requirement

2.

I
I
I
I
I
I
I
I
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positions are exposed to three kl.nds of price risk, V1Z:

derivAtives in. broad perspective for creating a better

understanding ant showing inter-relationships. Broadly

a

up) ,

market

export&,

involves

fixed-income

asset-liability

of

position

and

ln the case of imports.

(where thv

transactl.ons

risk

risk (as in the cas.

like treasury bond holdings whose

financ.Lal

currency. as

could fall heavily if interest rates shot

forelgn loans and investments).

securities.

IPxchenQIP

for£'lgn

price

and

~c~ .quiti.lts "mArket risk". also called "systematic risk",

( t:l )

( a)

s,peak ing ,

I
I
r
I
I
I
I

<which

market

time) •

cannot be diversified away because

as a whole may go up or down from

the stocl<'

ti"'IP to

The above classific:at.lon of prlce risks explain& the

emergence of (a) currency futures, ( b ) interest rate

futures. and ( c· equity futures respectively. Equity

futures have been the las.t to emerge.

Futures '15. Forward contract5

2.2 The Committee favours the introduction of "futures"

wherever possible. As both 'forward contracts and futures

contracts can be used for hedg1ng, it is important to

unde.>..-stand the t. ion De t ~"een the two dnd thel"-

relative merits. Forward contracts are private bilateral

contrac,.ts. They are exposed to default rlsk by a

counterparty. Each forward contract is unique ln terms of

7



price is not transparent it is not

publicly disclosed. Since the forward contract is not

typica 11 y
{

tradable, it ~as to be ~ettled by delivery of

the assC't on the e><pirat.l.on date.

2.3 In contrast, futures contracts are tradable.

contracts. They are standardlsed terms of size,

expiration date and all other features. They a~e tr.ded on

specially designed e><changes. Hence, they are liQuid and

transparen t. Their mark~t prices and trad1ng volumes are

regularly reported. The futures trading ~ystem has

effectlve safeguards aqalnst defaults in the form of

Clearing House guarantees for trades and the daily cash

adjustment (mark-to-market) to the accounts of trading

members based on daily price change. 1utures are far more

cost-efficient than forward contracts for hedging.

Moves towards futures in India

2.4 Forward contracts are presently being used in India to

provide forward cover against exchange rate risk. There

recommendations, if accepted, will resultCommittee'sI
are nO "financial futures" in India at presen t. The

in

the establishment of

I Indla. Currency and

the first financ.l.al futures market in

lnterest rate futures, which the RBI

I 1S conslder_ng, may also ar.l.se alongslde.

I 2.5 The f!,?asib.l.l.l.ty Of an effective futures market in any

I
I
I

asset depends un '-ertaln pre-conditions, particularly the

8



e'<lstl?nCl? If a well-developed and active cash market.

t u tures mark e t ex l' ." forward can tr-ac ts ar"e

Even

not

r ,j I eo out and can continue to be used' for sma 11

!
I
I
I
I
I
I
I

f", .~lsactlons or- wher-e a tailor-ed contract is desired.

2.6 An lnter-esting thing is that the dealer-s providing for-war-d

r-isk cover will need the futur-es mar-ket for hedging tMe

r-lsk WhlCh they have accepted.

Currltncy .nd il1terltsl r.te derivAtive.

2.7 Since matters of foreign exchange and interest rates lie

in the RBI's sphere, the decisions about introducing and

regulating futures trading in currency and interest rates

will have to be taken by the RBI r-ather- than by SEBI.

2.8 Ther-e has been s'ome debate as t(J wheth~r our debt market

is sufficiently developed for a successful launch of

interest rate futures. The emerging view seems to be that,

with de-regulation of interest rates, th. debt market has

started growing fast and that this Qrowth will be .ss~sted

further by the introduction of debt futures ... a rwswlt of

ar-bltraQe transactions between the futures and the CAsh

markets. The RBI has already t.ken sever.l step. during

the last few ye~rs in order to activate the debt market.

2.9 Th~ r-~cent report of the RBI-appointed Committee on

Capital Account Convertibility <Tarapore Committe.) has

expressed the view that ".time i .. r-ipe for introduction of

future. in currencies and int.r-Itst rat.. to facilitate

9
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various users to have access to ~ wIde spectrum . If cost

vofoficient h.dg9 mechAnhim" (p.124). In thE!' s,;ame cont.)Ct,

t hp Taraporeo Comml t tee has a 1so co Ined tha t •a _y ... t.m of

trad ing ll" tu tUrE~S is more t,.. 'sparen t and cost

effIcient than the existlng system (of forward

contracts)".

2.10 Ever. after a policy decision h.s been taken, thll? .ctual

establishment of futures e~chahges for any of the

~in_ncial derlv.tlves would reqUIre much detailed pl.nning

and effort.

2.11 The CommIttee recognises that the basic principles

underlying the organisation and regulation of markets in

all kinds of financial futures are the same and that the

trading infrastructure may be common or s~parate,

partIally or wholly. Once learning has been acquired from

the actu.l conduct of one kind of fin.ncial futures

market, other kinds of finarcia1 futures ~r. likely to

follow' soon.

SEBI-RBI coordin.tion mechanism

2.12 The Committee feels that it would· be desirable to

establ1sh a formal mechanism for coordination between SEBI

and RBI 1n respect of financ1al derivatives markets

becaL.v al .inall~lal markets are Lnter-related anO some

overlapping of JurIsdictions can occur, for example, in

respect of trading arrangement for bond futu~es.

llll
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Doth stock derIvatIves "ind Irll,~dual st.ocks

(jer-Ivatlves. InternatIonal E'xperll'rlce shows the forme,..- to

be far mo,..-e popular than the latter ThIS appears to be

potentIally the casE' 1n Indla tau.

I
I

3.2 Through a questlonnalre-based

users of flnanClal derivatives

st! .... vey.

1n india. SUCh

poten~.l.a~

as mutual

e x p loredthe l ike 1·/ ..., a t u reo f pot en t 1 a Ideman d tor

Investment Committee

finanCIal tnstltutH:lnS. banks.

eoulty

the

COIn" • r' C 1 a I

sJoc k br-ok ere; •andbanl-:ers.

otherfunds.I
I

fIndlngs claced lndex futures .much nigher than 1ndlVlduaiI
derlvdtlves of each 1-. lnd. IntE:!reo:.tlnqly, the survey

in terms of both pri0rlty dnd

I
.:.,toc:k

(see

futur-es

Appendix 1), The order of over-all

deS1rab1.1Ity

I Ir,' ~a. accordlng to the Committec..> s survey. 1S as fol lows:

I. Stock Index FuturesI
I I I I IndlVldual stock optIons. and

I
I

Thp

IV. IndIvIdual stocl< futures.

',dE'

futures

I
t. ,,: 1 riC :. Appendl>' 1 ,_

1-
I

11

I



Stock Ind.~ Futur.sl most
pr.~.rr.d d.r1vat1v.

I
I 3.3 There ",,,,n,, 'eason"- for stl'"onq prE'terPflCt:: tor

I
I

ThlS lS b~cause Of the advantaqes lIsted bel~w

( 1 1 Instltut10ndl l..n

I terms of pOl'"tfOI10 hedglng maJnlv.

through indivldual stock futuresI
I

( 2 1 Inde><

devlce.

costlier.

Hedglng

arE" the most cost-e.,flC1ent hedglng

is

indivldual stoc~ prlce is manipulat~d eaSIly, more so

India. ThlS lS partly because an lndlvldual

I
I

(3) Stock

in

inde>- cannot be easily whereas

stock

has a IlmltEd ~upply which can be corn~red. Even large

I companlE'S lr> If"\d~a. like Rell.ance Industrl.EfS Limlted

interest.edI sha I ;:'

~tate Ban~ of India. havp complainvd abou·

prices belng manlpulated by cert.ain

thei r-

urilimited ani rules out any possibility of

course. manlPulation

cornering.

be

is

can

contracts

index

lnde><

stockof

stbc.1<ofsupplyThepartlE'S.

OfI
I

possibIlityI
attempted

component

by int.uencing

secuI'"1ties but

the

t.he

cash prices of

of

its

such

t ",an1pulatlon 1S not hIgh and 1S minImIsed by deslqning

thp lnde" carefully_

• r e L • , r i? m 0 r~· l 1 q ~ L 1 dan d '" 0 r· €o' popu 1 a"

to the.'

1 :?



index, being'-, averaga. 1.5 much IV!l1a

1.mplles

stock price (see AppendlK

vClla.tilw

Thi5

l11arqln

2>

adequdl. "ca01tajlowermucl""l

indlVldualthan

(5) Stock

I
I

requlrements 1" the case at Index future. than 1.1' the

I case 0+ 1.ndlVldua_ stock futures. Slnce there has to

I
I

be clearlng house quarantee, the risl< ,d

house

lndex futures tradlng.

the

1.n

clearlnq

case of

I (6) Futures on 1nd1vldual stocks can b~ u~ed ~. a vehicle

I (7) In the case of indlvidual stocks, the pos~t1ons which

outstandlng on the expII'atiofl elate \"line toI
I

r-emaln

settled

orinclple

by physlcal deliveryo Th1S

e ..... erywhere.

1S an

for

be

accepted

enswr-lnq

that futur'es and the cash mar-k U' t or Ie E!"" Y-E"lldln firmly

tled to each othe r. 1 n the ::.3!»e -fLltures,

physical dellvery is impract~cal. Inde~ fut.ur-es

cash settled allover the world on the premise that

the index value is der-ived independently fr-om the cash

market and can be safely acc~pted as the settlement

price.

18' Requlator-y complex1ty is llkely to be less 1n the case

equity

,je r 1 vat 1 \iPS.

3.4 Whlle recognlslng the great merlt 0+ stoel-< l'lr1 ex i-utures.

the Commlttee 15 of Lne view that SInce the Incl.lar> casr,

1 r, eqU1t1es 15 not a purely del iver-y--based cash

13



m.. rket but t. r it d 1 rt q , this

a': f\i1C ts the vcill.Jlty of the Cdsll Ir"lrktit .:is •• r.ltJI~.l~ to,.-

futures market and may t.'l~ e l< J. S t 1 ng

problems unless tt1e cash market 1', ,'pl(H flH,?'-. ~'6 !?xpLalned

late .... thlS report. Thl:::' m<irl·pl n I- tf.'" behaves

erratlcally for the above reason. [n C1P'/I? 1open markets,

much attempt has been made to Elnh':;l/n:G' t hI'" Of

':undamental factors by providln.,; .::If firconoml.C

lnformation on demand, supply, etc., to the

particular commodity or asset.

3.5 The l.mportant quustion is how to ~nsure fundamental

factors adequately enter into the prlce diScovery process

the cash market and, futLlres market.

I
in

The stock pr i.ce lndex

through it,

alone WI] 1

in

not

the

be to tell

whether the stocl< market·s OVf"" -a 1 1 level is

,.-elatlnq stock prices to ear'-,ings (i .e. by prlce-ear-nlnqsI
unreasonably hlgh 0"- low. 'his can l.::nown only by

PIE ratioI
ratlO) •

average

For this reason. the C~mmittee

0+ the compani~s comprlsl n g

that the

the stock

I lnde~ can provlde a useful l.ndicatlon.

I 3.6 The the stock

requirement that ave,.-age PIE ,..atto of thp lndp" <;;tloulc1I
l.nde" used for- futures trading, a

be

Informatton.I
I
I
I
I

made available' CJn d ail '1 bas) <:: as

14



Str&t_Qic us.s of ind.~· futur.5
by institutions

3.7 I t was reore,.e,,~p.rI tc the Comml t teE" hv .... '\J~' 1 :, . l'Ift .'d

theIr Investment strategy becaus~ of th~ I I c·, .-1'" el 1 I a b iii t y

0+ portfolio hedging fac I 11 t Y I nd 1 e" They need

der1vatlves not for generatIng speculat1\e proflt~ but for

strategic purpos~s of controlling ri~~ res t,...,..LC tur ing

portfolios. Given beltw are some pr~ctJril ~xa~nL•• from

a presentation made before thtt Commlttae , hy some

Institutional representatives:

( i) Reduc inQ the aqui ty Ilxposura i 11 • mutuAl 4und sch.mllf.

Suppose that the UTI deCIdes to reducEo!' Its equity

exposure in the US-64 Schem~ from, say, 40% to 30% of

the corpus. Presently, this can be ach1~ved only by

actual selling of equityholdln~s. Such sQlling entails

three problems: ~lrst, it is lIkely to depress equIty

prJ.ces t.::: the disadvantaQe of the UTI anrl the whole

market; s"cond. It cannot be achleved speedily and may

I take, some months, and thJ.rd, it 1S a co~tly pro~edure

I
because of brokerage, etc. The same objectIve can be

:1C h ievee, thr':"l'.Jgh index fu tures a tone e. a t much less

I cost and without dIsturbing the caSh mar~et. The UTI

lmmedia.tely sell index futur-es, thus le.:t'/lrU}

I
may

cash ma.rket undisturbed. Thr~ o'iC t 1.1 3 '

the

of

'"dr-het conditlons r~a l 1 ': ~

on

best

('epentl 1 ng

I:U

gradue11 1 \0be donemaytyholdingseo

I
pus S I J I e p r I'.• e s. A~ un loa d 1 n g c. f h a I cl 1 I IIJ ':'I

I
tile index fu tures transac t Ion may tJe IJnw(J.lncl by an

I
15
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tJosit"t: transaction to the samE' pxten l .-

l 1 new

,... .... asonable pr-lces may not tJe Unm~(.llately :l',dllable 1.n

sutflclerlt qua.ntlty. Rushlno to lnvest t11':- wt,ole money

Ie:; llKelv to Or-Ive 'Jp pr-lces tu tt1e d ;. s ;i U ,/ a. n t, a q e of

the srheme. T1mlng 15 1moo,...tdnt 1n the ,-ase of li!'qUl t.Y

Lt the scheme 15 launched to ta~~ advantage

ut :ow 'OJltv pr-lces, such advantage may be lost due

':0 delay 1n acqu1rlng sU1tabl~ securlties the

market situatlon may change. The avallablllty of stock

1ndeM futures :~" take car-e.of thlS entlr-e problem.

(llt) Partial liquidation of portfolio in case 01 Q~en-~nded

fundI In the case of an open-en1e~ scheme, ~epJr-cnases

ma", sometlmes necessltate 1. qU.uJat.lon o'f oil ,Jar'! Ot t-.e

portfol :LO but ~he,.. <? are pr"ob 1!Oms in eX~cdtl()Y suer>

1 l q U 1. c:1 a t l on. Se IIi n g eac h ho I d J 11 g l n P r ,'" ''''.J''- t .1 on to 1 t s

welght In the portfollO 15 often lmpractlcable. Some>

of the holdings may be relatlvely llllquld. Rush1ng to

(J'

the

If-

Th'"

of

til

r E'p~lr t t"!c)'-,e.

thE

for

r .uti J .' !:' S ,_ C' '

t t

Stock ]f,de

1n NAV computatIon

llqu1datton rna', flat

thE'5P

at

depreSSlon.

used

BEST AVAILABLE COpy.

i...' ... 2'- ,- omE'

~ r, 1 t ;~(J Ide r S .

tlmlng

The p;- lee act u all y ,... e a lise d m a '. r'J P d I f ·F e ,- P r) t. l r C' fTI

the cas h mar k e t to 1 1. qui d atE? wo U I d d r' 1 ve d [J "'41 I

I
I
I
I
I
I
I



ttW postii bit i ty
!i,..

part-folio mAY ~.all !5UbstAnt~&' 1'· 1;, s.-y, .. x..

occurs. Sal~ 04 Stock Ind~x Futur~s can be us~d to

i~sure against the rlsk. Such insuranc@ is spRc1al1y

important the accounts closing dat. is nearby

because the yearly results will get a-ffected if the

risk materialises. Stock index futures can neutralise

such risk.

(v) tntRrn~tionAl The buying and selling

op~ra~ions o~ FIls presen~ly cause disproportionate

price-effect on the Indian equities market because all

transactions are through the cash market only: This is

an important factor making the Indian equities market

highly volatile from day to day. T:'e FI Is'

buying/selling is aimed at either increasing or

reducing their exposure to the Indian equities market.

In other ..words. what the FI Is buy/sell is a "piece" of
<

the whole Indian equities market. If stock index

futures are avail ;ble, this can be carried out with
r ~

greater speed and less cost and without adding to

market volatility. The FII flows show sudden changes

from time to time. ~hile trying to maxi~ise the net

inflow of FII portfolio investment, its disturbing

ef.fects on the ash n".rket for Indian equities will be

minimised by ma~ing available stoc~ ind~x futures. The

availability of such a hedging device is likely to

increase the Lnternational investors' appetite for

17



IndiAn equities.

3.8 Mutual funds
.

in Indi. ar.. pre5vntly~'r.str~inlPd by the

regulations f ·om using dlPrivativtil's [RYen for hedging

purposes. The regulations nel!d;;' to changed
~....

appropriately. While prohibition on the use of deriv.tives

by mutual funds should be withdrawn,:~h~ Committee feels

that it is necessary to ensure that derivatives are not

used by mutual funds purely for speculation. The Trustees

of each mutual fund should be required to lay down a

formal policy and detailed rules about what, how .nd

within what limits. derivative products may be used for

purposes of any scheme and the authorisation procedure. In

the case of mutual funds. the use of derivatives should be

for risk reduction or for st.ratagic portfolio

restructuring. Of course. there have to be disclosure

requirements

co.lcerned.

in the offer document. of the scheme

aeneficial effect. of futur••
on ca.h market

3.9 The Committee is also of the view that arbitrage

transactions between the index futures market and the cash

market for equities is likely to have .. beneficial ef fec t

on the functioning of the c.sh.mark@t. The futures market

is supposed to lead, the way for prieR discovery (real

va lue) . for the cash market. This pr__~upposes that the

futures market and the cash market ar. separate from each



other And have a predictAble price rela:ionship which is

-bASRd on fundamental factors.

3.1121 The Committee bel ieves that ii'Quity derlvdtives to be

introduced in India should be left to the market forces

under over-all general super~ision of SEBI. It is likely

to be an evolutionary proc~ss. as has been the cas~

other countries. The Committee would like to suggest that

stock index futures would be the best starting pOlnt for

derivatives in India. Since there is so little

understanding in India about derivatives. it is, important

to proceed in a phased manner with caution. That is why

the Committee has done considerable exploratlon,in~o many

related issues concerning derivatives morket so as to

able to provide helpful guidance both to market players

and to the policymaking and regulatory authorities.

3.11 CIs 10Lal players aCQuirp familiarity wlth the system of

del ivatives and as th~y develop sufficient capabilities

,
and ex~erience to participate effectively in _ the

.
darivatives market. more kinds of derivatiVE ~roducts may

be introduced. This ~ill take care of the fear. e,<pressed

by some members during dlSCUSSlons. that the Ind.an

der i '.ta t i ves market may OPcomE' rjominated bv forelg n

players. <t as

derivatives marl<ets grew, the deslgn and varlatlons

derivati'veo products became pvE'r mar"" compleo'<. In any case,

It has to btL"

"

jradualproci?5s. tal..lnq lnto, ... ccc ... nt



3.12 Hedging 1S
..

th~ key aspRct of ::tw,-iv~tives. The U.S.

Commodit~ Futures Trading Commission (CFTC). the futures

regul.tory authority, while considw,-inQ propcsals for

approval of e new dvriv~tive product, partiel,.; I ar 1','

examines the ability of the product to provide h~dging.

While the Committee has also emphasized the h~dging .spect

of derivatlves, it fully recognises that th~ d~rivatives

market's capacity to absorb buying/.wIling by hedgers is

directly deoendent on the availability of speculators to

act as counter-parties to hedgers. Hedging will r,ot be

possible if there are no speculators.

3.13 Hence, for the above reason, decisions about many aspects

needs of the commercial hedgers and the need to attract ~n

of derivatives tr~ding, e.g., contract size.I
I

duration, should attempt to strike ~ balance

design

between

and

the

ad~Quat~ number of well-capitalised speculators who are

I prep'ared to take upor. themselves the price
,
risk which

particlPatlon and Several research

should have hedglng

futuresa

both

that

spe~ulative apPRal.

giv~ up. The truth is

effective,to be

want r ~ ahedgers

market.

I
I

studies 0+

I
I

hedging

:J f the

futures markets in the U.~. ~ave shown

~C~ .ity -ouC]hly accounts for about ~0-60 per

~Gt.al volume.

t.t"1at

CE:'nt

I
I
I

.~.

~-:,

~
:~'.
~....~-
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IV. Ca~h H6rk.t Str.nQth.ninOI
- CruciAl Prw-r.quisite

4.1 The Committee agrees with th~ universal proposition tnat a

pre-requisite of an effective
i

futures market is the

existence of a stro~g cash ~arket. A~ter all, d~r1vatives,

whether related to commodities or f1nancial dssets, derive

their value. from the cash aS5et. Introduction of fu tur~s

trading should be preceded by a review of the cash

market's working to determine any particular weaknesses

which may affect the effectiveness of the futures market.

4.2 In order that fundamental factors are able to exert their

full influence on price formation, the cash market should

be a true cash market, i.e. delivery-based. A cash market

without deliveries is not a true cash market.

f~tures market thrdugh arb~trage can be expected toI
4.3 The constant feed-back between the cash market and the

keep

the two in alignment with each other and to EnSUre

fundamental factors_

I
I

prices in both ,narkets remai.n ,tie>d to

that

underlying

I

p.Qu1ties market in order to prov1de a solid foundat1on fo-

The Committee would like to draw attention to the the need

(l) iradltlonall.,.. fhE' Indlan E"QUltlE'S mar .-t has be£?"'-

Ind:l.an.theweaknesses off0110w1ngtheremovingfer

(a) MixinQ of ca5h and forward.
trans~ction5 .

4.4I
I
I
I
I ..., ,-.

I



a queer mixture of cash and futures marl--et. in

which cash transactions InvolvIng del 1 v e r ., ( a 1 !

instItutlonal transactions ar~ of this kInd) and

futures transactlons with no IntentIon of

dellver-y, are conduc ted Slmultaneouslv wIthout

beir,y distingui5hed. In ~ac t. the dOMln~nt

transactions are the non-delIvery transactions

transactions) .

equivalent futures/for-war-d

I

(whic h are the

In the

of

most ac ti ve scrips,

volume; in many other-so ar-ound 2~-3~
r

deliveries

tr-ading

are just around 5 per cent of the

per

per cent. The market community in IndIa IS used to

unable to r-ecognise Its illogIC and adverse effectI
this tr-aditional sv~tem for so long that it is

I
o

on the market"s economiC efficiency.

very

cash-cum-car-ry forward system is

I
(i i) A mixed

basis for creating a futures

not a

market

I because (a) the carr-y forward system has no

transpar-ency. fundamental

I factors

( b)

is greatly wea~ened

Of

due to dominance of

term speculatlo~ and (cj creatIng a futur-es

I
short

markp.t on such a basis may have thE> e f f E>C ': of

I compounding the, ex:stil")g weaknesses. In f ac t •

I
studies have sho .....n I r.d 1 an equ 1 t·, .Tla",ket 5

I
I
I
I



cash and futures m~rket~•. instead of mixing them.

This has led to the adoption of

Separation

efficiency.

promotes the market's economic

the

rolling settlement system because such d system

ensures th~t cash markets hill function as genuine

cash markets. The system, of coursv, permits

borrowing and lending of securities, but ~o carry

forward. Not vven futures markets permit carry

forward from one settlement to another in the way

practised in India.

(iv) The traditional Indian trading system in stock

exchanges was originally patterned on th@ lines of

the U.K. system. The U.K. has shifted to rolling

settlement recently. However. even earlier, its

fortnightly settlement system always emphasized

settlement by delivery, unlike in India. It is

true ~hat the London Stock Exchange (LSE) had

contangos (equivalent to carry forward trbdes) but

according to inforr.lation provided by LSE

authorities. contanQos were negligible. Also,

according to the same source. the "squaring up'· or

"closing" businvss (i.e. off~ett1ng of buying and

sell ing transactions withln the same sett~ement)

In London accounted +o~ only abOut 51. 0+ custo.ne ....



(b) D.fferenc•• in trad1n; cycl••
Amon; .tock .xchAn;••

<i) If all stock e~changes were on rolling settlement

system, it would not have been a problem. IndIan

stock e~changes now mostly hav~ a weekly trading

cycle but the cvcles are not unIform. For example,

the weekly i:!"'ading cycle on the NSE IS from

WednesddY to Tuesday and on ·the BSE from Monday to

Friday. Because of the difference in trading

cycles, brokers having membership of both the

exchanges can go on circulating their trades

continuously from one exchange to the other

without havin; to dlii'liv.r. Speculating

client's can do likewise by engaging one brol<er

from NSE and another from BSE. SUCh C.lrcular

trading is a complete travesty of the cash market

and an abuse of the market system, made pOSSIble

simply by deliberately keeping the trading cycles

different. It has b~en encouraged by low brokerage

(as low dS (0.02-0.05 per c~nt)] ~n such non-'

delivery trades.

<ii> It appears that stock e~change members havlii'

acquired a vested interest in keeping trading

cycles different in order to delIberately gene~ate

arbitragE:' oppo,...tun:..ty. e",plratlon

dOly

dates

..... .
e-changes.

e ... c~Olnges t li!"n C ."Jt '-. _ c....... -

'- ",n t • The pr 1 • ::::. f f~ .. @'<"'c f':;O,-.. t -EO Ii"':: ~ - cO" ~ :;o-
J



of trading cycl@s is larger than on other d~y~

The Committee feels that keeplng trading cycles

different among stock e~changes 1S serving only

the interests of speculators and not that of

genulne investors nor of marvet development. As

eXDla~ned above, the differences in tradlng cycles

spoils the chara=ter of the ca~h market.

(iii) Stocks included in the well-known stdck lndices

are traded on both NSE and SSE. If prlces on these

two exchanges are not the same, it cr~ates a

tricky situation as the value of the same index,

if computed separately from NSE and 8SE prices,

may not be the same. T~p. question is: which value

should the fut~res market track?

<'i") The Committee suggests tha': serious consideration

should be given to implement a uniform trading

cycle among all exchar.ges tili suet, time as the
,

rolling osettlement can bp- c?dopted in Indla. This

~.

--.i11 be an im~ortant step towards achieving a

coordinated but pro-competitive nationwide market.

enhance market liquidity. It would also eliminateI
It, wo~ d grea~ly benefit genuine investo .... s and

I
I
I
I
I
I

circula .... trading which has become a .... amoant eVll.

This reform is being .... ecummended so that the cash



(c) W.r~n.ss of stock .xchAn;.
Administrativ./monitorin9 mAchin.ry

The Committee member~ are 'emphatic that derlvatlves

trading would requir~ much more stringent mon1.to r l n g

and much higher standard of discipline than what the

tradition has been in Indian stoc~ e~changes. Much has

been done by SEBI to improve matters in this r"espect.

Much more still-remains to be done. specially in the

direction of ensuring that the enforcement machiner"Y

within stock e~change is independent from control of

trading members. The position of the Executive

Directors of stock exchange vis-a-vis the elected

members of the Board of Directors of stock e<changes

I
also needs to be further ~trengthened.

Cd) Depository system inad@quAcy

Committee has considered
I
I

The

securities composing

whether

a stock index, used

all the

index

futures, should necessarily be in depository mode. It

I is recognised that while index-based der-ivat ,·,,'es

tr-ading does not itself involve deliveries, it gives

der"ivatives and the cash market.I
rise to arbitrage

market

transactions between the

Se'ttlement

I
pr"oblems , of the cash

WeakE'nlng

market

thp

have the

.pr"ocess

of

by

.... _.... ~-----a. __ .. c:I~1="

ma~~~; it ~lS~y and costly. ~I
I
I
I :'0

I



not b@ ins1st.d upon as a prior condition in order to

avoid delay in the introductlOf'\ of derivatives

trad ing.· What needed is acce 1erat l(~n of the

progress of the depo,itory system which has already

been put into place. Of course. tradlng futures and

options on individuAl scrips s~~~ld be allowed only if

the scrips in Question ar~ in the depository mode.

5.1 The Committee has no doubt that the introduction of

financial derivatives in the form of traded futures,

including equity futures, currency futures and lnterest

rate futures, would be a giant steo tOwards the further

development of the Indian financlal mar~ets by providing

~isk-hedging facil~tles not

I
c05t-efficient

p"-esent. The Committee has recommended

available at

above that

I immediate steps be taken In this reqarn.

I 5.2 On the basis of its survey, the Committee is convinced

types of derivatives. the ma~lmum lnterest being

stock inde~ futures.

(both hedgers and speculators> 1n all
•

players

in

three

local

the

amC'~ :;;inte' . .:;tconsiderablee>liststhere

mall'"

that

I
I
I

from

'. a 1 n,

c a~· h - a r ~ e t •

lnde><

the eQultlE'Sln

Whlle

weaknesses

5.3

I

7.7

I
I

reol ied

I



upon to provide a sound foundation for future~ trading. If

the weakn~sses are not r~moved, the d.nger is that they

may get compounded as a result of th~ futur~s trading. If

the weavnesses are removed, the arbitrage operations

between

enhance

the cash ann the futures market will

the efficiency of both by keepi~g

help

them

to

tied

together and also to the ~undamentals.

5.4 It is not being sug~ested that the introduction of futures

should necessarily wait till all the weaknesses are

completely removed. This would be unrealistic because

perfection may really never be attained. A more practical

approach is to draw up a pI""ogramme of improvements whi.e:!

can go on simultaneously with phased introduction of

futures. A reasonable time can be allowed for the removal

of th~ weaknesses but ignoring them would be dangerous

over the long term.

5.5 In ,this part of the report, the ~ommittee has presented

its over-all vi~w of economic role of derivatives in

institutional equityholde~s. The s~cond part of ~he report

present the Committees recommendatlons wlth

28

rega~d

regard

further

benefit of

cost-efficient.

the

ofthe provision

. '3 Dec 1 all y for

through

facility,

and equity derivatives in particular with

to ~he rcg~lat6ry fram~wor~ for derivatlves.

hedging

to their potential contrlbution to the market's

development

I
I
I
I
I
I
I
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BE.I CR'tITTU tJN
REBULATION OF OERIVATIY£8

.'~"~-- -

TOTAL QUESTIONNAIRES 112

lfor que;tions ..he~ tbt respondent lell alWrdcular alternative blank is considc~ as a negative
respon.~)

29

Q. No. I Question No. of people People in
,

'~ho agreement outI

i
~pondcd out or totalI

I
I of total questionnairesI
! Questionnaires
,

Number %,

Ia. I Which risks an: of most concern in your
! operations? c

II I Systematic risk 96 96 85.71
ii) I Interest rale ri~K 36 35 32.25
iii) I Exchange rail; risk 29 27 24.11

""'"'-

iv) I Default risk . 71 71 63.39

IV) i Asset-liabilitv miSr.13lCh 24 23 20.54
vi) I Any other 12 II 9.82

I
.

Ie. IA.re you handicapped because index based futures 100 85 75.89

I
I and options an: not available in India?

i
/' 2a. I Is there a need for haying

s'J I Stock Index Futures ·105 98 87.5
ii! ! Stock Index O:tions 102 92 82.14
i! i) ! Futures on Individual Stocks 96 71 63.39
i... ) ! Options on Individual Stocks 103 90 80.36
V) I Interest rate furores 88 68 60.71
vi) I Currency futures 86 67 59.82

I
L-c

.., I Whi,-h of the above do you favour most?
I l i Stock Index Futures 74 73 65.18

ii) I Stock Index Options 45 45 40.18
iii) I Futures on Individual Stocks 24 22 19.64
i... ) I Options on Individual Stocks 33 32 28.57
V) I Interest rate futures 21 21 18.75
"i) I Currency futures 14 14 12.5

I :

3a. In which of the following would you like to
; participate?

II i Slock Index Futures 94 92 82.14
11) I Stock Index Options 86 82 73.21
iii) i Futures on Individual Stocks 67 61 54.46
iv) ! Options on Individual Stocks 82 78 69.64
V) 1 [merest rate futures 52 43 38.39
VI) I Currency futures 46 37 33.04

v

I

I
I
I
l
I'
I
I
I
I
I



t

I
I
I
l
I
I

t/

Q. No. Question No. of people Peuple !n
who &Jreement out

. responded out of total
of total question nai res
questionnair·cs

I
:'\umber 'XI

I
3b. Which of the derivative produl:ls mentioned ab,o"'e

should be introduced first?
i) Stock Index Futures 73 73 65.18

ii) Stock Index Options 44 44 39.29

iii) Futures on Individual Stocks I~ l-l 12.5

iv) Options on Individual Stocks 15 15 1339

v) Interest rate futures 13 13 11.61

vi) Currency futures 7 7 6.25

I
4a. In the case of the first four products. menliOl1t:d in .

the previous Question will you iike to participate as:
i) hedger 80 78 69.64

ii) dealers/speculator 49 44 3929

iii) broker 75 T2. 6429
iv) option writer 45 40 ?-5.71

v) any other (please specify) 8 6 5.36

I
4c. Which derivative product is likely to be most

Ipopular ir. India?
.\ I Stock Index Futures 63 163 5625I}

ii) Stock Index Optir:ns 40 40 35.71

iii) Futures on Individual Stocks 23 23 20.54
iv) Options on Individual Stocks 38 38 33.93
v) Interest rate futures 8 8 7.14

vi) Currency futures 7 7 6.25

Sa. Which derivative product are needed in India for
improving stock market efficiency?

i) Stock Index Futures 66 66 58.93

~-i Stock Index Options 47 47 41-%

iii) Futures on individual Stocks 35 35 31.25
iv) Options on Individuai Stach 36 36 3:U4
v) Interest rate futures 6 6 5.36

--
vi) Currency futures 2 2 1.79

.
6a. Do you expect that the trading in Stock Index

Futu.es and Options in India will:
i) Grow very fast 37 37 33.03
j i) Grow moderatelY 46 46 41.07
:ii) Grow Slowly 18 18 16.07
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I
I
I
I
I
I

Q. No. Question No. of people People in
who agreement out
responded Qut oftQW
of total questionnair'C.."\
questionnaires

Number %

iv) Not ~ow much 2 2 1.79
v) Can't say anything 2 2 1.79

II. What contract maturity periods would interest you
for trading in:

i) Stock Index Futures and Options
3mmh5 94 93 83.04
6 mnths 71 70 62.5
9 mnths 38 37 33.04
12 mnths 36 35 31.25

ii) Futures and Options on individual stocks
3 mnths .

89 88 178.57
6 mnths 61 ,60 53.57
9 mnths 28 27 24.11
12 mnths 32 31 27.68

12. In cao;e of Options do you favour:
i) American 80 79 70.54
ii) European 36 30 26.79
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NIFTY Maximum % Return (N5E)

YEAR 1d Lag 2d Lag 3d Lag 4d Lag

1994 1.98 3.20 3.63 3.26

1995 4.16 . 7.68 6.93 8.29

1996 5.61 10.84 11.59 11.40

1997 6.12 11.10 13.84 14.33
Minimum % Return ,.-

1994 -2.41 -3.85 -4.26 -5.52
1995 . -3.91 -5.92 ~7.21 -7.48
1996 -3.40 -5.51 -6.65 -7.41
1997 -8.46 -8.58 -8.51 -8.77

581 (New) Maximum % Return (N5E)
YEAR 1d Lag 2dLag 3d Lag 4dLag
1994 5.58 8.53 ,. 12.45 15.60
1995 7.60 10.50 12.67 17.17 I,
1996 7.07 13.64 19.28 20.30 i

1997 16.01 13.79 . 17.10 20.39 \-
MinimuM % Return J

1994 -3.20 -5.48 -5.59 -6.76 I
1995 -8.25 -14.30 -14.83 -14.48 \
1996 -5.~6 -9.58 -12.83 -15.31 l

-'
1997 -9.97 -15.47 -15.60 -17.36

RELIANCE Maximum % Return (NSE) i
YEAR 1d Lag 2d Lag 3d Lag 4d Lag I
1994 3.68 7.27 7.19 4.63 t

1995 10.74 ~·~.65 15.70 16.97 i
1996 20.77 27·48 29.75 36.01 I
1997 13.85 12.67 16.47 19.49 !

Minimum % Return ,

1994 -4.41 -8.33 -7.83 -9.15 I
1995 -10.97 -1435 -15.40 -14.60 i

1996 -9.74 -13.80 -13.76 -13.38 I
1997 -1097 -1435 -15.40. -1460 :,

I NSE. Nov.94-JuI.97

I
I
I
I
I
r
I
I
I
I
i
I
I.
i
I

I

Percent Returns

\



APPENDIXC:

DERIVATIVES COMMITTEE REPORT - PART II



!I\~rJ)~

~lRAKH.

October 17, 1997.

Inwa:d Mail

Date;- If) / /~ l'1tY1.Jl£h
Name;- (/). (J; -,' -- -

<Jn~JJ4~

J*RtRJ14 m-
Securities and Exchange
Board ofIndia

DIVISION CHIEF
SECONDARY MARKET DEPARTMENT

Shri. W. Dennis GrUbb~
Price Waterhouse LLP.
128, T.V. Industrial Estate,
Worli, Bombay 400 025.

fDearShri. Gruhb,

1
1./ This is in conti~uatton of our previous letter NO.,: S.MDIPOLICYIDT/436?/97 dated October 08,
f 1997. Please fmd enclosed the Draft of the Dr. L.C. Gupta Comnuttee Report ,- Part IT

!
(Regulatory Framework). You may like to forward your written comments for circulation .in the

I next meeting of the Committee which is scheduled to be held at 10:00 a.m. on Friday, October,
i 24, 1997, at SEBI, Mittal Court, Nariman Point, Mumbai. ......-=:-

II~ ( W~&/~I#-'iICro~H-A-M.!~61. 4 ~£J.
Yours sincerely,

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



Draft only

SEBI COMMITTEE ON
DERIVATIVES

Draft Report - Part II
(Regulatory Framework)

September 1997



I
I
I
I
I
I

REGULATORY FRAMEWORK FOR

DERIVATIVES TRADING

CON TEN T S

I. Guiding Objectives

Regulatory objectives specified

Major issues concerning ~egulatory

framework

II. Should Derivatives Trading be
Conducted in a Separate Exchange?

Argumen~s for allowing existing stock
exchanges tc start futures trading

Argumen:s for setting-up separate
futures exchange

. Cornrr.it~ee's recommendation on
derivatives exchange set-up

III. Division of Regulatory Responsibility

Two levels of regulation

Exchange-level regulation

SEBI's responsibility

SEBI Derivative Cell, Advisory Council
and Eco~omic Research Wing

Advantages of the proposed
-division of responsibility

Page

2

2

4

6

6

7

8

9

9

9

11

13

14



rv. Clearing Corporation

Maximum Exposu~e Limit

Mark-to-market margins

Cross-margining

Margin Collection from cl~ents

V. Broker-Client Relationship
and Derivati,es Sales Practices

Special regulatory focus ~eded

Complexity of opticns

VI. Other Guidelines

Selection of Index for
Stock Index Futures/Optio~s

Use of derivatives by corpora~e

clients and Mutual Funds

VII. Summing up

Page

15

16

17

17

18

20

22

23

26

26

27

29

Annexure 1

Annexure 2

Risk Disclosure Document

Format of Client registration Fo~

11



REGULATORY FRAMEWORK FOR DERIVATIVES TRADING

I. Guiding Objectives

1.1 ?art I of this report brought out that derivatives ha'le a wide array of

uses i~ comme~cial, industrial and financial businesses for the purpose

of hedging against unwanted price risk. As such, they serve an impo~tant

economic p~~~se. It was shown that the~e is, in fact, a clearly felt

~eed fc~ such hedging instruments.

1.2 At the same time, the Committee has noted that there are dangers to be

guarded against, specially because derivatives inherently involve high

leverage. Fo~ this reason, there is need for creating a strong

~egulatory framework, ~n addition to the cash market regulation.

1.3 "tlhile designi:lg the regulatory framework for derivatives trading, the

20mmittee has kept in view the objectives which the regulatory system

:or fi:'~ancial markets should clearly subsE:rve. Tl:e obj ectives provide

'.lseful guidance for designing the reg'.llat'.Jry fr3Inework.

Regulatory objectives specified

The Committee considers the followi~g regula:=o:::y objectives as

partic~larly important

(a)/ Fairness: The trading rules should ensure that trading is

conducted in a fair and transparent manner. In this context,
-------------------sales practicesr~doPte~by dealers for derivatives wculd require

speci=ic regulation. Most of the widely reported mishaps in the

derivatives market have taken place because of inadequate

inte~al control system at the user-firm itself. The overa.ll

expos~re has not been controlled and the use of derivatives has

2



bee~ ~~~e :o~ speculation than for risk hedging. In some cases,

deri"la:::.·..es brokers/dealers also failed tu dis::~ose potential

risk ~~ :~e clients.

(b)/ Market integrity: The trading syste~ should e:-.sure that the

market's :'~tegrity is safeguarded by minimising :~e possibility

cf de:au::s. This requires framing appropria:e rules about

capita: adequacy, margins, clearing corporation, etc.

(c( Safeguard for clients' moneys: Moneys ~nd secu=~:ies depOSited~'

by clie~:s ·~.'i th the trading members should be !:ept _, in se~arate'l

client's a::counc. P~l..·L'::'/( [~/G/rj ~-tt-l ~ .,tYI{~~'1 ,;-
(d( Compete~t and honest service: The

trading' ::-.e..-nbers shQuld be designed

elemen:s so that investors/clients

eligibilit~. criteria f~~

to k~eptc incompetent

can be s -. dwell. Th's

makes ::ecessary to prescribe qualification derivatives

brokers/dealers or the bJerson appointed by the.-=. in terms uf a

(el Quality of markets: The concept of "Quality c: Markets" goes

well neyo:-.d market integrity and aims at enha::.cing important

market ~~a~ities, such as cost-efficiency, li~~~~ty and price-

discove::-.f .

integr~::y.

This is a much broader objecti~e than market

(f) Innovation: hThile curbing any undesirable :endencies, the

regula:o~~ framework should not stifle innovatic=s which further

econor.~:: ~rogress.

3



1.5 The Committee :"as set out the objectives in order to provide a clear

direction' ·for :ormulati:lg' re~ti(ms. The meaning and purpose of each

~. regulatory prc7ision can be understood better in the light of the

Is...- f<;1, objectives whic:" can be regarded also as the touchstone for testing the

adequacy/inade~~acyof the regulatory framework.

1.6' In the Committee's view, as elaborated later in this report, the sharing

of regulatory responsibility between the exchange conducting derivatives

trading on the one hand and SEBI on the other, has to be designed

specially to maximise regulatory effectiveness

regulatory costs.

and to mini:::nise

Major issues concerning ~egulatory framework

1.7 The Committee's attention had been drawn to several important issues in

connection witr. derivatives tradi~g. The Committee has considered such

issues, some of which have a direct bearing on the design of the

regulatory fraITework. They are listed below :

(a).-- Should a derivatives exchange be organised as independent and

separate from an existing stock exchange?

(b} What exactly should be the division of regulatory

responsibility, i.ncluding both framing and enforcing the

I
I
I
I
I

regulations, between SEBI and the derivatives exchange?

(el How should we ensure that the derivatives exchange will

effectively fulfill its regulatory responsibility.

(dT What criteria should SEBI adopt for granting permission for

derivatives trading to an exchange?

4



(e)"- vlhat cor.=.itions should the clearing r::echanis= for derivatives

trading satisfy ir. view of high leverage invo17ed?

(ff vlhat ne·... regulations or rhanges in existing regulations will

have to ce introduced by SEBI for derivatives ~rading?

5



:I. Should Derivatives Trading be
Conducted in a Separate Exchange?

2.1 A major issue raised befo=e the Committee for its decision was whether

regulations s~ould mandate the creation of a separa':e exchange for

derivatives trading, or allow an existing stock exchange to conduct such

trading. The Committee has examined various aspects of the problem. It

has also reviewed the position prevailing in other couD,:ries. Exchange

traded financial derivatives originated in USA and we=e subsequently

introduced ~n many other countries. Organisational and regulatory

arrangements are not the same in all countries. I~':erestingly, in

U.S A., for reasons of history and regulatory structu=e, futures trading

in financial instruments, including currency, bonds ~::. equities, was

started in early 1970s, under the auspices of commcdity futurE3 markets

rather th3.Il under securi ties exchanges where the unde=::'ying bonds and

equities were being traded. This may have happened partly because

currency futures, which had nothing to do wi~h securities markets, were

the first to emerge among financial derivatives in U.S.A. and partly

because derivatives were not "securities" under U.S. la~s. Cash trading

in securities ",as under the Securities and Exchange C::nnmission (SEC)

while derivatives or futures trading was under the Com=Qdities Futures

Trading Corr.mission (CFTC). In other countries, the a==angements have

varied.

Arguments for allowing existing stock exchanges to start futures

trading:

The Committee has examined the relative merits of allo.~ng derivatives

trading to be conducted by an existing stock exch.a.r:.ge vis-a-vis a

separate exchange for derivatives.

sumrearised below.

The arguments for each are

6



(a) The most weighty argument in this regard is the advantage of

synergies arising from the pooling of costs of expensive

information techr.clogy networks and the sharir..g of expertise

requi:::ed for :running a modern exchange. Setting-up a separate

derivatives exchaI'.ge ·.-Jill involve hi~h costs a..'"ld require more

time.

(b) The recent trend ~n other countries seems to be towards bringing

futures and cash trading under coordinated superJision. The lack

of coordination was recognised as an important problem in U.S.A.

in the aftermath of the October 1987 market crash. Exchange

lev 21 supe~isory coordination between futures a..'1.d cash markets

is greatly facilitated if both~re parts of the same exchange

Arguments for setting-up separate futures exchange:

(a) The trading rules and entry requirements for futures trading

would have to be different from those for cash trading, which

may lead to conflict of interest.

(b) The . possibility of collusion among traders

manipulation is greater if cash and futures

conducted in the same exchange.

for market

trading are

(c) A separate exchange will start with a clean slate and would not

have to restrict' ~he entry to the existing members only but the

entry will be thrown open to all potential eligible players.

7



Recommendation of the Committee :

2.5 Taking in~Q ~ccount all aspects, the Committee recommends as follo~s

Considering the constra:":1.ts in infrastructure facilities, a separ:ate
~

exchange for futures trading need not be insiste The balance of

a vantage in the present Indian situation lies in favour of allowing one

or. more existing stock exchanges to start futures trading provided they

fulfill the following co~ditions

recovery s~te. The per-half-hour capacity of the

computers and the network should be atleast double of----------
the peak load seen in any half-hour of the preceding

six months.

2.The cleari:1.g of the derivatives market should be done

by an in~pendent clearing corporation, which satisfies

the conditions listed ahead.

3.The exchange must have a online surveillance capability

which moni tors pos i tions, prices and volumes in

realtime so as to decer market manipulation. Price and

position J.i.mits should be used for improving market

1.The trading should take place through an o~line screen------based trading system, which. also has a disaster-s===

quality.

4. Information about trades,-
be dissemi:1.ated by the

atleast two information

quantities, and quotes should

exc~nge in realtime over

vending networks which are

accessible to investors in the country.

5. Prior to t!:"ading index deri uS! t;i HAS the exchange should

ensure that trading. members have the capability to do

program trading.



III. Division of Regulatory Responsibility

Two levels of regulation

3.? /The task ent::::-usted to the commi~tee is;J..; framework for derivatives trading') Such

\ comprises two distinct levels, 'l)'Iz. (1) a

to :levelop (e "regulatory

regt.:.latory ~ework really

de::::-ivatives' exchange's oW!:

operational rules and regulations and (2) SEEI rules and regulations

with which the exchange and its members must cocply. The Committee feels

that since SEBI rules and regulations regarding stock exchanges and

brokers/dealers aE,e of general and over-riding nature, the~could J::e

reviewed and designed to be anplicable equally to derivatives exchanges

also.

the der; !!t4..vesIn the Committee's opinion,self-::::-egulator on its own.

Exchange-level regulation.

3.2 A crucial pre-condition for the success of derivatives t1ading is that

the derivatives exchange should be capable of acting as an effective

~~~pge, being in day to day touch with the market, will be in a ~uch

better position than SEBI to spot a problem and take prompt corrective

action, whereas SEBI will first have to enqu~re, collect all the facts-
and go through a certain statutory prociedure before

consideration has led the Committee to emphasize that

e~chnpqe should be designed, right fram the start, as a

acting. This /

a derivat~s
competent and

-
G~eIr.ing 30ard of a Derivatives Exchange (or Derivatives Division of an

exchange) .~ §euezal, t:he Committe: iJI of t"he view that -th-e trad:i.~g
l'-(~ '.
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Exc1l.&'uj'e er efte f)e:fivat1ves D1Vis10h ot an Exch"P9.' ~

the Dezi"ae!y~8

3.3 Most of the new regulations required for derivatives trading are

exchange-level regulations. Such regulations have necessarily to be very

detailed and highly technical. It will require the for.=~lation of

\,-/~les, regulations and bye-la'i'1s and the creation :f a really

effective monitorir.g and enforcement mechanism, covering all aspects of

the excha..."'1.ge' s operation. The e~c;:_h!'Ulga-Ievel regu-lationsi:c_lude entry

requi=-emE::;'t.s for deriv:~!:.-:i,.'y~s tradersc/members, design of derivatives
---------

contracts, broker-client relationship including sales procedures and

~~su:e to clients, trading and reporting procedures, margining,

::l~a:r±ng-,-s-ettTemen--:::-arfda~spuce reso~ution. In tbe Committee' ~ opinion,

'-'- derivatives excha."'1.g.:: must necessarily be co.~sciously desig:J.ed to play

the role of effecti,e self-regulator. This is so L~ortant teat if there
-=

is any doubt in the exchange'S ability in this regard, it is better not

to allow it to conduct derivatives trading. The role of SEBr will be to

provide over-all supervision and guidance to the exchange and to act as

the regulator of last resort.

3.4 The Co~t.tee ~s 0: tne view that all the above regulations have to be

much stricter

cash trading.

rather than

",

for derivatives trading than the existing regulations for

As suc~ the regulations will have to be newly designed"; v"

copied .~ the existing stock exchange rules and

:egula~~s. Anothe=- demanding requirement is tha~ derivatives trading,

clearin;f. settlement, margining, reporting and monitoring, all involve

the application of most ffiodern on-line screen-based systems ~nich should

be desigr.ed to be both fool-pIoof and fail-proof.

3.5 The Committee also feels that ,every derivative trader/member (not just

/1.0 per cent;. of them) sho~u~l~d~~be~:........:i~n~.s~p~e~c:.:t=:ed~:.-by~_~t~h~e~~d~e=.:r!:..::!::ic.!v~a~t:.:J.",,-·v=e,--~e""x""c....b"",,,...n_g_e

7"'.. '\'\J'vv\.
~~ \
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ofstageinitialtheat:

the initial year. and to checkin

\

~~l~y, both to provide (guidance

compliance. This is particularly irrportan~

J der~vatives trading. The derivative exchange should be required to have

a strong inspection depart::nent. It.s staff sho'.lld be given specialised
•

training for the purpose. As regards the division of regulatory

responsibility, the Committee recommends that the following conditions

should be satisfied

representatioD

investorand

CO=dl~::::,:= ~..,.~ ):no1"",,~ ..". 6 b ~ -01 ~
2. The excha.lge s:--_ould have arbitrat.ion

1. The derivatives market should be controlled by a governing

of

grievances red:cessa] mechanism operative from atleast the

four major metros.

exchange should have an adequate inspection capability.

If derivatives trading is to take place at an existing cash

market, it should be done in a distinct segment with a

distinct membership; i.e., all members of the existing cash

market would not automatically become members of the

derivatives market.

3.6 SEBI's Regulatory Responsibility

3.6.1 SEBI should vet the derivatives exchange's rules, regulations,

bye-laws, and of the proposed derivative contracts before allowing

derivatives trading to start. Any change in the rules, regulations,

bye-laws of the Derivative Exchange would need prior approval of

SEBI.

11



7::e Committee feels that SEBI need not be involved. in framing

exchange~level rules but it should certainly have the competence to

be able to evaluate them, identify deficiencies and suggest

{ i'iIiprovements . Its regulatory staff s1-_:lUld have a thorough

und.:rstanding of the theory and practice 9£ financial de=ivatives so

that it can provide guidance and can e-;aluate vario~s kinds of

de=ivative products. SEBI's overseeing func~ion cannot be delegated.

SE3I will have to acquire the necessary expertise by tra~~ing its own

people and recruiting some specialised personnel. SEBI ~~ll function

as an overseeing authority. It would have ~o be closely involved in

glllding this rlew and complex de"eloprnent al:mg right li::es. It would

have to ensure a .successful launch of fut'.lres trading in India by

providing appropriate guidance and ov~r-all supervision of the

process. Such success will be beneficial :or the coun~=y's E'conomy

and will bring credit to SEBI. SEBI's obligation to oversee the

functioning of derivatives exchange is bound to be a demanding task

in terms of new knowledge and understanding required by its staff.

3.6.2 Derivative Contract review process: The Cormnittee s'.:.ggests that

before starting trading in a new derivatives product, t~e derivatives

exchange 'should submit the proposal for SE3I' s approval, giving (a)

full details of the proposed derivatives contract to be traded (b)

the economic purposes it is intended to serve (c) its likely

contribution to the market's development and (d) t~~ safeguards

incorporated to ensure protection of investors/clien~s and fair

trading, SEBI officers should be in a position to provide effective

supervision and constructive guidance in this regard, .?ccording to

the information provided to the Committee by courtesy of Price
;.:::..~~;,;;;,;.:;~~~~~~~~~~~=:::::~~===

Wat:erhouse T:,l..P under TJSAID's FIP.E Project, more tha.... 90 per ceu!- of

__---(j'urisdictions with established derivatives markets use a contract

- Feview proced'...lre as a threshold test to perI!"it a ne...· deriyRJiives

contract to trade on an authorised derivative exch~ge. Various
k

12



jurisdi.ctions t:.5-:: dif:e::-ent phrases to describe

I
I
i

t::e OutCOffi2 of a

positi\te re·.rie..... ; e.g., t::e contract is :::ecogn~zed, .aesignated 0:::

authorized, et::. , to trade on a certain exc:i:ange. In many

jurisdictions t:-.:'s ca::-e:ul selection of phrasing reflects a legal

concern about :t:::-ovidi::g any trading instrurnent wi t:J. a government

imprimatur or gt:~rantee and the concomitant liability.

SEBI Derivative Cell, Advisory Council
and Economic Resaarch Wing

3.7 In v~ew of what .:".as been said above, the Committee recommends the

following steps t.) be ta::en by SEBI

a) SEBI should irm::ediately create a special Derivatives Cell because
<:

derivathres c<:ma.."'1.d special knowledge. It should encc·.lrage its staff

members to undergo training in derivatives and also recruit some

specialised per30r~~el.

b) A Derivatives Advisory council may also be created to tap the outside
....

expertise for i~dependent advice on m~lY problems w~:'=h are bound to

arise from time to time in regard to derivatives.

c) From the policy and regulatory angles, the econc::uc aspects of
'\

derivatives trading is very important. SEBI should u=gently consider

the creation of an EcollOlllic Research Wing which wi:l be useful to

SEBI in many v..-ays. Economic questions arise even '",ith regard to

capital market systems and development. SEBI, as the country's

capital market at.:..thority, should be regularly bringi:lg out relevar..t

data. The Resear~h Wing could also undertake specific studies,

Conclusion

13



i
The division of regulatory respo:asibility at two levels as suggested

above by the Committee, is aimed at securing the triple advantages of

(a) pe:rra.itting desirable flexibility, (b) maximising regulatory

effectiveness and (c) minimising regulatory cost.

L

-t
;T
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IV. Clearing Corporation

I 4.: In the ~ommittee's view, the ciear~ng ~ec~an~sm should be organised as aI __I.}/ I __separate and independent entity, preferably - in the form of a Slearing

I ~ ~corporati~n. The clearing mechanis~ is the centre-piece of a derivatives

! f market, both for implementing the margi~ system and for-providing trade

guarantee. Clearing Corporation becomes the legal co~~terparty to each

trade executed on a derivatives exchange. Her-ce, if one party to a trade

defaults, then the other party is not adversely affected. The Clearing

Corp':)ration needs to absorb any loss 3.rising on account of default by

one party. This would protect the reputatior. of the exchange and would

minimise the default risk of the trading member as the risk 0=
insolvency of an individual ;>arty will be replaced by the risk of

insolvency of the Clearing Corporation. The credibility of the Clearing

Corporation therefore will have to be assurec.

4.2 The Clearing Corporation will collect initial (Le. upfront) margin

linked with the exposure limits of the broker/dealer. The Clearing

Corporation will enforce the 'mark-to-market margin' system. In case of

failure of a clearing / ~rading member, the Clearing Corporation should

have recourse to unable the Clearing / tracing member to stop further

increase in his exposure.

4.3 The upfront margin should be set taking into account the volatility of-
the underlying market. For fixing capital acequacy requirement! account

should be taken of stock price volatility in India in the w<?J;§t

scenario. The Committee had before it data on volatility, both in terms

of standard deviation of =eturns over I-day, 2-day, 3-day and 4-day

holding periods and also in terms of larggst i-day, 2-day, 3~day and 4

day fluctuation in the case of stock index as also for five leading

15
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i
scr:";Js :or recer.: years. :~e CO==.~t:ee noted :~at stock index

direction.

4.4

4.5

vo:'a:ili:y i~ :~dia i~ several times ~i~~er tr.~~ t~at i~ the developed

markets. It a:'so noted that volatility of prices of several leading

individual scrips was 2-3 times higher :ha~ that 0: stock index,

implying that capital adequacy requir~~an:s for individual stock futures

and options would have to be substantially higr.er than that for index

futures and options under abnormal market ffiovements. The Committee feels

that the Clearing Corporation should continuously analyse the value at

risk and may modify the margin requirements to safeguard the market. The

dual objective has to be to guaranteeing its o~~ solvency and avoiding

ur~ecessary tying up of members' capital should be the basis of quantum

of the margin to be collected.

The Committee recommends that the Clea~ing Corporation will be totally- .
independent from the control of tracing in~erests. Its Governing Board v

should be i:rnn:une to any interference or direct/indirect pressure by

trading interests, preferably by not giving any representation to such

interests in the governance of the Clearing Corporation.

The Committee feels that ideally a single National Clearing Corporation
..~

for all the stock exchanges would be the most eff~c~ent arrangement.

This may be diff~cult to achieve immediately but should remain ~rle
ultimate goal to be achieved. Efforts should continue to be made in this /

,,,>'Y- .
V

Maximum exposure limit:

4.0 Apart from the mimimum networth requirement, there should be a maximum

exposure limit computed on g.880 bas is fo! @ach broker} d@alez. Such

exposure limit should be linked to the amo~~t of upfront margin kept by

a broker/dealer as deposit with the exchange / Clearing Corporation in

the prescribed liquid ass~t:s. It '",as _,strongly represented to the
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Co~.~ttee that, in Indian context, t~e rnini=~~ networt~ ~equirement has

not proved adequate

Mark-to-market margins.

4.7 The Committee feels that even the system of mark-to-market margins on

daily basis will not be adequate for safeguarding the market's integrity

unless the margins are actually collected before the start of the next

day's trading. Even a day's delay in actual collection of mar-to-market

margin can pose a serious threat to the market's integrity. The

Committee noted that electronic funds tr~nsfer (EFT) was not yet

pervasive in India. If the mark-to-market margins cannot be collected

before the start of next day's trad':'ng, the networth requirement and

initial deposit with the ex~hange wou~d have to be higher. The Committee

recommends that the aim should be to collect mark-to-market margil!s

before the next day's trading starts. For this purpose all derivatives

dealers/brokers should be required to be connected to Electronic Funds

Transfer Facility. The c~pital adequacy requirement f0r derivatives

trading should be finally decided after taking into account both the

extent of volatility and the time taken for funds transfer from

dealers/members to the exch~~ge.

Cross-margining

4.8 At the initial stage of derivatives market in India, the Committee does

not favour cross-rrarqining ~hich takes into account a dealer's co~iEed

position in the cash and der' ents and across al stock

exchanges. The Committee recognises that cross-margining is logical and-would economise the use of a trading member's capital, but a

conservative approach would be more advisable until t~e relia~ility of

systems has be~n fully established. The systems capability has to emerge

before adopting sophisticated systems.

17
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Margin Collection from clients

, a.... - c~::ec:~~~ of init~al ~~d mark-to-rnarket

margins by brokers fro::-, the~=- clie::::s should be insisted upon in the

case 0: derivatives t=ading. In ot::er words, margin collection from

clients should not be left to the ciiscretion of brokers/dealers. SEBI

should require derivatives exchanges to ensure, through systems of

inspection, reporting, etc., that margins are actually collected from

all clients without exception. including financial inst{tJltions. This is

necessary because of the high leverage and conseq1lently higher risk

involved in derivatives trading. Two indirect methods of ensuring this

should also be adopted. viz (1) exposure limits for dealers/traders in

relation to L,O)front :nargin depcsitec with the exchange should be fixed

on gross basis G~d not on n~t basis,. and (2) brokers/dealers should be

required to disclose to the exchange the trading done on their own

behalf sepa:::ately from trading on clients' behalf. ':'he trading volume

should also be divided into sales and purchases.

As regard eligibility of the Clearing Corporation, Committee would make

following recommendations :

1. The clearing corporation nmst perform full n07ation, i.e. the

clearing corporation should interpose itself between both legs

of every trade, becoming the legal counterparty to both.

2. The clearing corporation sh01l1d have the capacity to monitor

the overall position of nerrbers across both cash and

derivatives markets for those members who are participating in

both.

3. Software at the clearing corporation should assess the "Value
-

a~sk" that the position of the member imposes upon the-clearing corporation. At no time, intra-day, should tha value

at risk at a 99% level of the position exceed the good funds

with "the clearing corporation. Good funds here is defined as

18



~~e ~er.bersr.ip depcsit, ~~~~ial ~ar~~~ ~~d =ark-to-market

~ar;:~ collected by the cle~r:~g corp~r~~~on.

4. In ~~e event of unusual nember positions, ~he clearing

corpcration should charge special margin over a.."1d above the

:lorrr.al IT'.argins.

5. The clearing corporation :nust establish facilities for

electronic funds transfer (E=T) for swift mOVeI:".e:lt of margin

payments. In situations where EFT is unavailable', the clearing

corporation should collect correspondingly larger initial

marg::l to cover the potential for losses over tte time elapsed

in collection of mark to rrarket margin.

6. Initial mcrgin and the daily mark to rr.arket marg-in should be

cplculated on the position of each customer separately.

Positions taken by the me~er on own account would be treated

like one more c~stomer.

19



v. Broker-Client Relationship and
Derivatives Sales Practices

Entry requi~ements for brokers/
dealers in derivatives

5.1 The Committee is st~ongly of the opinion that the rules for admission of

brokers/dealers for futures trading have to be far more st~ingent than

for cash trading.

5.2 Knowledge requirement: ~he derivatives brokers/dealers~__~s~h=o=u~l~d~_~ be

manda~orily required to qualify for certification by l1?dergoipg a
l~ ~ ·

~1J'. /frescr~becr course of instruction and a qualifying examination before

~~lVvbeing allowed into such trading.

for

be

the

to

by

adequacy

has

Hence,

deposited

capital

reliance

regards

principal

actually

As

margins

adequacy,

exchange.

and

the

capital

c:ipital

wi::h

the

ensuri::::.;r

on

effectively

brokers/dealers

placed

not available to meet the claims payable to the exchange.

5~~quacy: 7~e experience of Indian exchanges has. been that the

~ credibility of the =alance sheet figures of networth is questionable and

that, i~ any case, a broker's or dealer's stated networth is very often

requirement, the Co~ittee agreed on the following aspects :

(a) The absolute amolli~t of minimum capital adequacy req~irement for

derivative ~rokers/dealers has to be much higher than for cash

market. Fur~her, if a broker/dealer is involved both in cash and

futures se~ents, or in several exchanges, the capi::al adeq~acy

requirement should be satisfied for each ex~~~nge/segment

separately. A dec~sion on minimum capital adequacy requirement

involves balancing the need for ensuring ~rket's integrity

against ~~e need for having sufficient participation of
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:::equirement: may ke-:=p

market.

:::-.e derivatives

:::::-:Ii<ers/dealers ar.d st.::::'cie~:

- .,
mos~ 1.ncl.a.~

co::;:et.:.tlO:l ..

fi:::=-.s out of

Too high a

(b) Capital Adequacy Norms In orde::- to s0~e~hat ease the

constraint on participation in the derivatives :narket due to

chigh capital adequacy requirements, ::he Comrnettee recommends

that consideration may be given to a two-:evel system of

members, viz., Clearing Members and ~ron-Clear:':lg MeIl'bers, as

found in several countries, an ex~le bein= the Singapore

International Monetary Exchange. Under such a system, networth

requirement for the Clearing Members is higher t~~ for the Non

Clearing members. The Non-Clearing members have ':0 depend or ~he

Clearing Members for settlement of the trades. The Clearing

Member has to take responsibil.ty for ':he non-clearing member's

position so far as the Clearir..g Corpe,:::-=.tion is cc~cerned. The

Clearing Member thus becomes the guarantor for ::ne Non-Clearing

mewbers. In a sense, a 'Clearing Member has a nurb€:::- of satellite

traders for whom he takes financial responsibi:ity towards the

Clearing Corporation. The advantage of the two-level system is

that it can help to bring in more ::raders :':lto derivatJ.ves

trading, thus enhancing the market's liquidity.

1. Whe:l an exchange has an existing cash rr.a=ket, members

of the cash market will not automat:'cally become

members of the derivatives rna=ket. Me=hers of the

derivatives market will have to satisfy the eligibility

conditions of the derivatives market which are defined

here.

2.Traders who work at the broker~ge firm must has passed

a certifiaation program which is considered adequate by

SEEI.
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~.~e=bers sho~ld have a ------_ ...._.- ::-e:. of Rs.300 lac

a::d ·....ill r..ake a dep:::s:':: cf ::':':;..:.:.d :::.:.:e:.s ·....c.r::h Rs. 50

lakh. The clearing cnrporatic~ c~~ als: permit clearing

members to clear the ::rades of o::~er ::r:::ding rn~~rs.

Special regulatory focus needed

5.4 ~he Committee has identified broker-client rela:.:'onship and sales-P1-ac=.::.ces tor derivatives for special re~latcry f:~us. The potential

~risk involved in speculating (as opposed to hedging) Nith derivatives is

not ~~derstocd widely. The risk and complexity var:'es among derivative

prod~cts. ~mile some derivatives are relat:'vely si~::'e, many others are

highly complex and require additional safeguards from investors'

view-point. In the case of pricing of co:::plex der:'vatives contracts,

there is a real danger of unethical sales practices. Clients may be

fooled or induced to buy unsuitable derivatives contracts at unfair

prices and without properly understanding t~e risks involved. Many

widel:: reported legal disputes between broker-dealer and the -:::lient

have arisen in U.S.A. on some s~ch ground. Tha:. is ~~y it has become a

star".dard practice in other cOlliJ.tries to recr..:.ire a "risk disclosure

document" to be provided by broker/dealer to every c::'ient in respect of

the pa~ticular type of derivatives contracts be:'ng sc::'d.

5.5 Also, derivatives brokers/dealers are expec:.ed ':0 kno~ their clients and

to exercise care to ensure that the derivative product being sold by

them to a particular client is suitable to his understanding and

fin~'1.cial capabilities. Derivatives may tempt many people because of

high leverage, which is a double-edged ins:.rument, ~ving, at the same

time, the potential of high profitability on the ma=gin money invested

and high risk. The concept of 'know-your-client' needs to be implemented

22



::=-ade:=- s:::;·..::'d. obtai!"'..a clie::.: ide:::::y :onr. as pe:=-

Complexity of options

5.6 The Committee e::qui:=-ed into sales practice regulatior.s relating to

derivatives in U. S. in order to learn from t::e exper:.ences of U. S.

regulatDry autho:=-ities. The ~.S. authorities have re=ognised that

derivatives, based on options trading strategies, co~ld be highly

complex. Hence, t~ere is a special regulatory regime fo:=- options. This

is instructive fo:=- Indian autho:=-ities., In order too give a concrete idea

about ~;hat the regulation oE sales practices, particula:=-:y for complex

type of derivatives, may invo17e, some special features found in thE:

U.S. are enumerated below

(a) The opticns trading r.Iles of a derivative exchange require

heightened suitability standards. Such =-ules pro~bit brokers

dealers f:=-om recommendi~g to any client any optio~ transactipn

unless they have reaso~able grounds to believe t=at the entire

recommenc.ed transactior.. is not unsuital:le for t2:.e customer on

the bas:'s of informat:'on furrlished after reasonable inquiry

concerni::~ the custome:=-'s investment objectives.

(b) In add:':ion, the ~les prohibit brokers-dealers from

recommenc.:'~g opening cptions transaction unless they have a

reasonab~e basis for believing that :he custcmer has such

knowledge and financial experience that he 0= she can be

expected to be capable of evaluating I and financially able to

bear, the risks of the ~ransaction.

(c) The broker-dealer ~s~ seek to obtai~ and verify specific

categories o~ information about its options custc~ers including,

but not limited to, their net worth, annual income and

inve,:stment experience and knowledge. A separace a.pproval also

may be required for trading in particular types of options
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(d) In addition, the approval of accoun~ cpe~ing must be in writing

und can be made only by a senior ~ptions supervisor who must

ensure that investors are offered ~~ ~xplanation of the special

characteristics and risks applicable to the trading of options.

(e) The derivatives exchange also requires that all the supervisory

and sales personnel pass a general securities examination that

includes options materials. People selling or supervising the

sale of options on debt securities or forei~ currency also must

pass a separate interest rate options or foreign currency

examination.

(f) The exchange also requires th~ bFokers-dealers to keep a current

customer complaint log for all opti~ns-related complaints which

i~clude: (a) the name of the complainant; (2) the date when the

complaint was receiveq; (3) the sales person servicing the

. account; (4) a description of the cCffi?laint; and (5) a record of

t~e action taken.

(g) In addition, the broker-dealer fir::t is required to submit all

sales literature and. educational material to the exchange for

pre-us~ approval.

(h) The disclosure document about optior..s should contain information

describing the mechanics and ris:.csof options trading I

transaction costs, margin requirements and tax consequences of

margin trading. The broker-dealer ::lust provide a copy of this

documer..t at or prior to the time such customer I s account is

approved for standardized options trading.

(i) There are also special trading rules applicable to the options

markets. These rules include separate sur.J'eillance procedures I

front-running prohibitions and positisn limits.
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The Committee feels that there luis to be clear realisation about the

imperativeness of sales practices regulation for derivatives. It should

be the responsibility of the Derivatives Exchange, as a self-regulatory

organisation, to enforce this under the general oversight of SEBI:. A

sample of Risk Disclosure Document is enclosed at Annexure II.

Conclusion

1. The "know your customer' !?rinciple should be rigidly adhered

to. The client should be registered. Custcmers should read a

risk disclosure document prior to registraticn.

2. Margins must be paid by customers to broker3.

3. Broker / dealer will keep separate account for the money for

securiities belonging to the clie~t.
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VI. Other Guidelines

6.1 While the Committee would not like to go into mi-::ro-management of

derivative exchanges, it is important to point out main issues involved

in exchange-leve~ regulations for derivatives trading 'and how these have

to be different from cash trading regulations. since this has

/1 ,/ It" implications for SEBI' s overseeing role, the Committee has tried to

~{jI u~ derive some general guidelines relating to important aspects of

~) exchange-level regulations, such as entry ~equirements for derivatives

brokers/dealers, account opening and sales pract:ices for derivatives

trading, ,margining system, suitability of i::dex used for index futures,

etc. The significant points are summarised below.

Selection of Index for
Stock Index Futures/Options

6.2 There are seve~al issues relating to the choice of index for stock index

derivatives. The Committee went into the criteria for selection of index

for Index Futures and Options with0ut the ~::tention of p~escribing any

particular Index. It is of the view that the most ~~po~tant criterion ~s

that the inde:;., chosen sho-.lld be difficult to manipulate. This could be

ensur",d by including only t:lose securities which qualify in terms of

minimum .. impact cost",.

6.3 At the same time, the Committee recognise~ that any i~dex selected for

derivatives trading should be popular ar~ easily ~derstandable by

investo=s. There will be room for more th~~ one index fut~res as and

when market grows. It would be best to leave the choice 0: index to the

market, specially t~e users of derivatives. :~ due cou=se, the emergence

of cOrr'.pet:itio:1 i:1 cierivatives trading wo~l:i provide a w:"der c:"oice vf



indices to the users so that they could ~tch their portfolios as best

as possible.

6.4 The index used for derivatives would ha"....€ to be periodically revised.

su~h revision should be done in a transparent manner. Deletion or

inclusion of a scrip in the Index could lead-to-potential abuse as it is

a price-sensitive information. The Committee was told that the

international practice was to give an advance notice of 5 weeks to

market participants to adjust their pos:'tions before implementing the

revised index. The exact contract design will have to be determined by

the ~xchange -taking into account the needs ~~d chances of success of the

particular contract.

1. The contract which is proposed for trading snould be submitted

to SEBI for approval giving (a) f-:.:ll details of the contract,

(b) the economic purpose that the contract will serve.

2. Index futures shoul(l. precede index options in terms of the

sequFncing . Index options could be launched when trading i:l

index futures has stabilised.

3 . Delivery of shares upon option exercise should only be done
..

using dematerialised shares. SEBr ·N:':"l only allow options on

individ11al securities after being amply convinced that the

underlying Cash market for these se~urities is highly liquid.

Use of derivatives by corporate
clients and mutual funds

SEBI Mutual Fund Regulations

6.5 The SEBr (Mutual Fund) Regulations presently prohibit the use of

der~"atives cy mutual funds. Part 1 of t~e Committee's Report has sho~m

that ffi"Jtual ftL."1.ds ·",ill be among the mest importa."1.t b€nefi-:::iaries of

hedging facility through stock index der:'-:a':i"Jes. Hence. the regulatory
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prohibition ma~tioned above should be withd=awn. Irls~ead, the Board of

Trustees 0= ::".u-:.ual funds should be required to lay jinl.,.., a fOIJ;lal policy

and detailed rJles ~~~t what derivatives are allowed to be used, within

what-limits a=Ld for what purposes, for which schemes, and also the

authorisation procedure.

6.6 Since derivatives trading is a new area in India and would have to

evolve and de-.relop gradually over time, tr..e Committee. feels that too

" "much rigidity should be avoided. There should be room for flexibility
- '--- ~-_ .. _- -_._-
and dialo~~e in orde~ to facilitate timely c~anges as and when necessary

on the basis of the experience gained.

6.7 The Commit~ee recommends that in the case of corporate clients, banks,...
financial institutions and mutual funds, they should be allowed to trace

derivatives cnly if and to the extent au::horised b:t their Board of

Directors/Truscees. Such authorisation should also specify the purposes

for which derivatives trading may be underta<en, the authcrity level for

giving approval in ~his regard and the type of derivatives contracts

permissible. Derivative broker/dealer may execute orders for such

clients only if accorr?anied by the necessarJ autr..orisation of the

client's B~ard of Di~ectors/Trustees.

2S



VII. SUmming up

derivatives trading regulation should be exchar~ge-level regulation,
•

7.1 Summing up the Committee's recommendations on regulatory framework for

derivatives trading, the Committee would like that the focus area of

Le .

rules, regulations and bye-laws 0= the derivatives exchange.

special Der1vatives Cell and also a Derivatives Advisory Committee.

7.2 SEBI, as the overseeing authority, will have to review and approve them

and specially keep an eye on ensuring fair deal to clients. SEBI :hould

develop the competence required among its personnel. It should create a
........ =

-
7.3 Many of the SEBI's imporcant regulations relating to exchanges, brokers

dealers, prevention of fraud, investor protection, etc., are of general

and over-riding nature and hence, these regulations would also be

applicable to derivatives exchanges a..'1.d their members. However, these

Regulations nead to be reviewed a..'1.d suitably strengthened ....

7.4 For ensuring the success of derivatives trading, the Committee has

placed considerable emphasis on the self-regulatory competence of-
derivatives exchanges under the over-all supervision and guidance of

SEBI. Derivatives trading could be more problematic than cash trading if

such self-regulatory competence lS absent or inadequate at the exchange

level.
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TELEPHONE NUMBER: (OFFICE) (RES) _
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EMPLOYER'S 1'"A1\1E :

DESIGNATION:

WORKING \VITH THE PRESENT EMPLOYER SINCE: __YRS

MTHS---

FOR INDIVIDUAL (IF SELF EMPLOYED) :

ESTABLISHMENT NAME:

DESIGNATION:

ESTABLISHED SINCE: YRS MTHS

FOR HUF :

EMPLOYER'S NAME:

DESIGNATION:
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I

I
I
I

WHETHER KARTA / FA~lILY !\IEl\IBER :

FOR PARThERSHIP FlR'1 / CORPORATES / BANKS / FOREIGN

I~STITUTIO:"AL I~\'ESTOR / FINANCIAL INSTITUTIO~ / MUTeAL
o

FUNDS / ~BFCS :

~A~IE: _

SEBI REGISTR\.TION ~O IlFAPPLICABLEl: -----

~O OF DIRECTORS OF THE ENTITY: _

~AMES A~D ADDRESSES OF THE DIRECTORS OF THE COMPANY:

IBANK REFERJ::''!CES I

BANK NA.''dE : ()lLLTI BA.'""KS THE:-;.GIYE DETAILS)

B~,,"CH :

ACCOUNT NO :

ACCOUNT TYPE: SAVI~'GS / CURRENT INRI

TELEPHO~E ~lJMBER(S) : _

F.-\X ~O / TELEX NO: _

INVESTMENT AVENUES

DO YOU WANT TO TRADE ON ANY SPECIFIC STOCK EXCHANGE

FOR:

<rt.EASI. TICK~ THE RELIVA.";T 110=)

1. WHOLESALE DEBT )l-\RKET 0
2. CAPITAL l\l-\RKET 0
3. FCTURES & OPTIO~S )fARKET SEG)[ENT 0
4. A1\I' ornER SEG1\IE~T(PLEASE SPECIFY) 0

COLL\TERAL'S SUBMITIED WITH THE BROKERAGE FIRM
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I

I
I
I
I
I

THE DETAILS FURNISHED BY ME I (NAME OF THE ENTIn) ARE

TRUE TO THE BEST OF MY I (NAME OF THE ENTITY) KNOWLEDGE

A~D BELIEF. IN CASE IF ANY OF THE ABOVE INFO~L\TION IS

FOU~D TO BE FALSE OR UNTRUE THEN I A~I I (NAME OF THE

E~TnY)TO BE HELD LIABLE FOR IT.

(SIG:"An-RE OF THE I:"Dl\lDt.:AL CLIE~l)

~ CASE OF HUFTHEN

- (SIG:"An-RI: Q.F THE. KARTA)

I~CASE OF PARTNERSHIP FIRM I FOREIGN INSTITUTIONAL

I~VESTOR I FINANCIAL INSTITUTION THEN
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PLEASE .-\-:lACH .-\ COpy OF THE FOLLOWI:"G (O'I.Y RF.I.FT.\'T):

i
1. COPY OF THE BALANCE SHEET FOR THE LAST 2 F1~A:'iCIAL

YEARS

2. COpy OF THE PART~ERSHIPDEED l!'i CASE OF A PARTNERSHIP

FJR.'VI

3. COpy OF THE BOARD OF DIRECTORS' APPROVAL FOR

PARTICIPATION IN DERIYATIVES TR-\DING.

4. L'l CASE OF AN I~DlVIDUAL THE!'i KTh"DLY SUBMITA COpy OF

- PASSPORT

- RATION CARD

NO OF PHOTOGRAPHS (AS PER REQnRPofE'iTS or THE BROKERJ
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A~NEXURE-n

RISK DISCLOSURE DOCUMENT
ali'S lXXT\IW SHO'_1.::J BE READ BY EACH ~-;D E',-=RY PRDS!'ECID'E CI.!Em PErDRE ~nRlliG lNTD DERIVATIVES IMDfSG

This brief statement does not disclose all of the risks and other significant aspects of
derivatLves trading. In light of the risks, you should undertake such transactions only if you
understand the nature of the contracts (and contractual relationships) into which you are
entering and the extent of your exposure to risk. Risk of loss in trading in derivatives can
be substantial. You should carefully consider whether trading is appropriate for you in
light of your experience, objectives, financial resources and other relevant circumstances,

RISKS INVOLYED IN TRADl.NG IN ]; UTURES CONTRACTS

Effect of "Leverage" or "Gearing"

The amount of initial margin is small relative to the value and the time to expiry of the

futures contract, so the transactions are 'leveraged' or 'geared'. The Index futures

contracts available for trading are 3 month futures contract i.e. a near month expiration

contract, a 2 month expiration contract and a 3 month expiration contract. Thus at any

point of time there exists 3 contracts available for trading.

Stock index' futures trading, which is conducted with a relatively small amount of margin,

provides the possibility of great profit or loss in comparison with the principal investment

amount. But transactions in futures carry a high degree of risk.

An investor should therefore completely understand the following statements before

actually trading in stock index futures and also trade with caution while taking into

account one's circumstances, financial resources, etc.

A If the futures price moves against an investor, the investor may lose a part of or whole

margin equivalent to the principal investment amount in a relatively short period of

time. Morever, the loss may exceed the original margin amount.

B. If the amount of valuation loss resulting from a change in the futures price or the

substitute securities value exceeds a certain predetermined amount, the investor is

required to deposit additional margin by a given deadline, generally on a daily basis.

, .



l
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

C. If an investor fails to deposit the additional margin by the deadline or if an outstanding

debt ·occurs in the investor'So account, the trading member may liquidate a part of or

the wllole outstanding position. In this case, the investor is liable for the loss.

D. Under certain market conditions, an investor may find it difficult or impossible to

execute transactions. For example, this situation can occur when the price of a futures

contract reaches a price limit or when there are insufficient bids or offers.

E. In order to maintain market stability, the follO\\;ng steps may be adopted : changes in

the margin rate, increases in the cash margin rate or others. These new measures may

be applied to the existing open interests. In addition, if the margin falls below the

required level due to the measures implemented, the shortfall must be met promptly

within a given time.

Investors must keep in mind that the aforementioned statements' cannot disclose all the

risks and the characteristics of futures trading. Therefore, investors contemplating trading

in the futures market should do so after understanding the mechanisms and the relevant

pWI,;sions of such trading.

Risk-reducing orders or strategies

The placing of certain orders (e.g., -stop-loss" orders, or "stop-limit" orders) which are

intended to limit losses to certain amounts may not be effective because market conditions

may make it impossible to execute such orders. Strategies using combinations of

positions, such as "spread" positions., may be as risky as taking simple "long" or "short"

positions.

Suspension or restriction of trading and pricing relationships

Market conditions(e.g., illiquidity) and/or the operation of the rules of certain markets

(e.g., the suspension uf trading in any contract or contract month because of price limits

or "circuit breakers") may increase the risk ofloss liquidate/offset positions.
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Deposited cash and proper1)"

You should familiarise yourself with the protections accorded to the money or other
c

property you deposit particularly in the event of a firm insolvency or bankruptcy. The

extent to which you may recover your money or property may be governed by specific

legislation or local rules. In some jurisdictions, property which has been specifically

identifiable as your own

wiIi be pro-rated in the same maImer as cash for purposes of distribution in the event of a

shortfall.

Commission and other ch:uges

Before you begin to trade, you should obtain a.de~.r explam..:ion of all comr.lission, fees

and other charges for which you will be liable. ~hese charges will affect your net profit

(if any) or increase your loss.

Trading facilities

The Exchange offers electronic trading facilities which are computer-based systems for

order-routing, executioIJ., matching, registration or clearing of trades. As with all facilities

and systems; they are vulnerable to temporary disruption or failure. Your ability to

recover certain losses may be subject to limits on liability imposed by the system provider,

the market, the clearing house and/or member fi.ni1s. Such limits may vary; you should ask

the firm \\-ith which you deal for details in this respect.

Off-exchange transactions

In some jurisdictions, and only then in restricted circumstances, firms are permitted to

effect off-exchange transactions. The firm with which you deal may be acting as your

counterparty to the transaction. It may be difficult or impossible to liquidate an existing

position, to assess the value, to determine a fair price or to assess the exposure to risk.

For these reasons, these transaction may involve increased risks. Off-exchange

. transactions may be less regulated or subject to a separate regulatory regime. Before you



undertake such transat.1ions, you· should familiarize yourself with applicable rules and

attendant risks.

I hereby acknowledge that I have received and understood this risk disclosure statement.

Customer Signature (If Partner, Corporate, or other Signatory, then attest with company
seal.)
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