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Re: Review of the Establishment of DerIvatives Exchange In IndIa

As per the request ofNSE and SEBI and as a part of the contract WIth US AID, m October
1996, Mr Paul Litteau, consultant to Pnce Waterhouse CapItal Markets provIded aSSIstance
to SEBI m derIVatIves tradmg trammg for the members of the "Co-ordmatmg Cell on.
DerIvatives Tradmg" and aSSIstance to the NSE With regard to desIgmng advanced trammg of
Identified members

Durmg January 1997, Mr Litteau made a second tnp to India for the purpose of revIewmg
the recommendatIOns m thIS report and a second report IS bemg Issued WhICh details the
accomplIshments to date and the tasks to be completed

Purpose of the Activity
The semmars were conducted to mform SEBI and the potential market partICIpants of the

1

characterIstIcs and potential uses of futures contracts, vanous nsks assOCIated With It and nsk
management, mvestor protectIOn and market regulatIOns reqmred for denvatives market

In thIS trIP, Mr Litteau also met WIth vanous market partICIpants, NSE and SEBI executIves
The purpose of the actIVIty was to aSSIst SEBI m makmg an mformed deCISIOn on the
progress of the IndIan Fmancial Commumty towards mtroductIOn ofexchange traded
derIVatIves

Based on the mformatIOn that was gathered dunng thIS tnp, Mr Paul Litteau has commented
on the recommendatIOns m Barclay'S report WIth respect to the progress of the}ru.:han
marketplace towards mtroductIOn of DenvatIves Exchange In addItIOn to these steps, Mr
Litteau has addressed certam finanCIal responsIbIlIty and customer protectIOn rules and



procedures that should be place pnor to launch ofdenvatIves tradmg In thIS report, he has
also addressed the Issues and concerns raIsed by SEBI dunng hIS tnp

Activities Undertaken

1 AssIstance to_ the NSE WIth Regard to DesIgnmg an Advanced Trammg Program for
Identified Members

To accomplIsh thIS purpose, two "End User" workshops were conducted InvItatIOns
were extended to mstitutIOnal mvestors who were potentIal users of futures contracts and
other denvatIves, mtermediarIeS (partIcularly exchange member brokers), academIcs and
staff members of exchanges, chartered accountmg firms and SEBI Dates ofthese
traInIng seSSIOns, conducted at the TaJ Hotel m Bombay, were September 25-26, and
September 27-28, 1996

Concepts of futures tradmg were mtroduced usmg vIdeo tape presentatIOns developed by
the ChIcago Board ofTrade and ChIcago MercantIle Exchange Usmg these presentatIOns
as a startmg pomt, the concepts of the use of futures contracts for hedgmg and
speculatIOn, theoretIcal pncmg models, arbItrage and other strategIes were developed
Cash settlement, margm and other operatIOnal matters were revIewed WIth aSSIstance of
the NSE m presentmg the details of the proposed NSE-50 Futures Contract, applIcatIOns
of the fundamentals of futures tradmg to mdex futures were dIscussed

Special emphasIs was gIven to IdentIficatIOn of and management of nsks mherent m
tradIng denvatives for eIther hedgIng or speculatIve purposes Momka Jasham, a PW
Consultant WIth expenence and educatIOn m the US denvatives market made
presentatIOns on uses of Index Futures for Fund Management (complemented by a VIdeo
tape developed by the ChIcago MercantIle Exchange on InstitutIOnal StrategIes usmg the
Standard & Poors 500 Index Futures Contract), and End-User RIsk Management,
IncludIng steps reqmred to IdentIfy and manage credIt, operatIOnal/technologIcal, legal
and market nsks by mstItutIOns UtIllStng denvatIv~s

Particular focus was gIven to customer and marketplace protection The presentatIOn on
these matters Illustrated expenences of both developed as well as emergmg markets m
mtroductIOn of denvatives tradmg, and the regulatory and other mfrastructure developed
m these markets to address such concerns

A bnef mtroductIOn was gIven to OptIOns as another form of denvatIve Fmally, the
partIcIpants were provIded WIth reference matenals for theIr contmued study, and were
encouraged to raise questIOns and concerns, whIch dIscussIOn provIded sIgn~<;ant

mformatIOn and mSIghts



•2 Assistance to SEBI m DenvatiVes Tradmg for Members of the "Co-ordmatiOn Cell on
Denvatives Tradmg"

A dInner meetmg was conducted on September 30, 1996, and a workshop held on
October 1, 1996 at the OberOi Hotel m Bombay Durmg these seSSiOns the observatiOns
and other information gathered durmg the pnor two "End User" workshops were shared
with the members of the SEBI Co-ordmatIon Cell Notable among these concerns was the
questiOn of whether the market was ready for introduction of futures, whether adequate
preparatiOn had been made m development of the cash market, and whether the regulators
and other concerned parties were prepared to properly oversee tradmg m such Instruments
at thIS time

ThIS workshop reviewed the matenal WhICh had been presented to the two pnor "End
User" workshops, and addItional emphasis was gIven to the customer/marketplace
protectIOn matters Substantial discussIOn was conducted and examples proVIded on
broker-customer duties, mcludmg "know your customer", risk disclosure, faIr advertIsmg
and other promotIOnal materIals, and related tOPICS SupervIsory and oversIght
responSIbIlitIes, regulatory reVIew, dispute resolutiOn, momtormg of markets, and the
roles of the Chartered Accountants In the overall scheme of customer/marketplace
protectIOn were revIewed The partIcIpants of thiS group were encouraged to raise thelf
questiOns and concerns, several of WhICh were addressed dunng the workshop, others of
whIch WIll be followed up upon

Next Steps

Mr Paul Litteau WIll contmue to work WIth the PW FIRE staff He Will reVIew the results of
hIS tnp WIth Dr Barclay m Chicago, and WIll work In assIstmg development of needed
trainIng, educatiOnal and qualificatiOn maten:l1 In hIs subsequent triP dunng January 1997,
he laid emphaSiS on regulatory aspects of denvatives tradmg to ensure financial Integnty of
the marketplace

Please find enclosed the details of hiS OCtober trIp findings and recommendatiOns

Please get In touch WIth us at FIRE project for any clarificatiOns or further mformatiOn you
may reqUIre

Thankmg You,

sv:r.~~ 1vtt
W.Dennis Grubb
Principal Consultant
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Review ofthe Establtshment ofDerlvatlves Exchange In India
Contract #386-053/-C-OO-5010-00

I EXECUTIVE SUMMARY

March /4, /997

ThIS report assesses the present market preparedness for mtroductIOn of denvatives exchange
in relatIOn to the recomendatIOn of Dr Barclays In addItIOn It addresses some addItIOnal
steps reqUIred to ensure market financial mtegnty m denvatives tradmg The report also
addresses the Issues and concerns of SEBI staff in terms of the readmess of the Indian
Fmancial Markets for the mtroductIOn of exchange traded denvatlves

In March, 1996 Dr Barclay of the ChIcago Board OptIOns Exchange provIded an excellent
summary of the steps needed to be taken, and the probable time needed to ensure adequate
preparatlon had been made for mtroductIOn ofFutures and/or OptIOns tradmg m India At
that tlme Dr Barclay suggested a penod of 18 months as the mmimum needed to complete
thIS preparation (assummg no delays at eIther the regulatory or legIslatIve level) WhIle many
of the steps recommended by Dr Barclay have been begun If not completed, much work stIll
remams to be done m thIS regard

Many of the potentIal partICIpants, notably the NSE, are qUIte anxIOUS to mtroduce Index
Futures tradmg at the earlIest possIble date (as early as December, 1996) WhIle theIr desIre
to stimulate market mterest as well as to provIde the abIlIty for partICIpants to hedge nsk IS
understandable, substantlal numbers of other potentlal partICIpants are concerned such an
early date would be premature, and that the market would not be properly prepared or ready
PnceWater House FIRE Project share these concerns It IS certamly pOSSIble to Wait too long
to mtroduce futures (or optIOns) tradmg However, mtroductIOn of such Instruments before
full preparatIOn could well result m sIgmficant problems m the market

SEBI should ensure that each broker organIzation proposmg to trade m Futures for
themselves or for clIents has adequate expertIse, systems and procedures for such actlvities
All such systems and procedures should be documented and revIewed for adequacy pnor to
Imttatlon of such actlvities

In thIS regard SEBI should reqUIre that a tIme line be establIshed, IdentIfymg the required
steps to be taken, estabhshmg who IS responsIble for completIOn, and specIfymg the tlme
scheduled for each step along the way In thIS way progress can be best momtored and
control maImtamed ThIs "cntlcal pathi' tlme hne CQuid be established by SEBI, by the
"Coordinatmg Cell" or by the NSE, but SEBI should ensure that It IS estabhshed and
monitored

The steps recommended m the Barclay report should be completed pnor to ImtiatIOn of
denvatIves tradmg PartIcular attentIOn should be gIven to the recommendatIOn to regIster
and qualIfy brokers (mdicatmg the need for a lIcensmg/qualIficatIOn exammatIOn) for such
actIVIties

Tradmg m futures and other denvatIves WIll result m potential finanCial exposure)o
customers, brokers and to the system (exchange, clearmghouse and market as (whole) It IS
VItal to ensure that nsk management and finanCial safeguards are m place whIch are deSIgned

Prlce Waterhow.e LLP Page /



ReView afthe Establrshment o/DerrvatIVes Exchange In /ndw
Contract #386-053/-C-OO-50 / 0-00 March 14, 1997

to prevent the accumulatIOn of losses, ensure that sufficIent resources are aVailable to cover
future oblIgatIOns, promptly detect financial and operatIOnal weaknesses, allow rapId and
appropnate actIOn correctIve actIOn to be taken regardmg any financial or operatIOnal
problem

PrImary among such rIsk control safeguards are margm rules, segregatIOn reqUIrements for
customer funds, net capItal rules, and books and records standards

DenvatIves be:mg leveraged mstruments exposes the mvestors to new types and levels of
rIsks whIch mayor maynot be SUItable to dIfferent clIents To protect the mvestor, other
market partcIpants and mterrnedIarIes, "Know Your Customer" practIce, dIsclosure of rIsk to
customer and momtormg broker sales practIces become crItICal to success of denvatIves
tradmg

As part of the presentatIon to the SEBI "CoordmatIOn Cell on DenvatIves Tradmg tl steps
were outlmed WhICh had been taken by the US SecuntIes and Exchange CommIssIOn to
ensure that adequate preparatIon had been made for the mtroductIOn of tradmg of
StandardIzed OptIOns on the ChIcago Board 9ptlOns Exchange m 1973, and agam durmg the
Moratonum and SpecIal Study of the OptIons Market m the late 1970's The FIRE project
would urge SEBI to undertake sImIlar such steps pnor to mtroductIon of Futures and/or
OptIOns Tradmg m IndIa These steps are detaIled m AppendIx A

/"
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Review ofthe Establishment ofDenvatlves Exchange In India
Contract #386-053/-C-OO-5010-00

II CRITICAL PATH TO DERIVATIVES EXCHANGE

Comments on RecommendatiOns ill Barclay Report

March /4, /997

In hIS FeasIblhty Study of a Denvatlves Exchange ill India dated March 18, 1996, Dr Barclay
of the ChIcago Board OptiOns Exchange made 15 separate recommendatiOns as to steps
WhICh should be taken as "the most Important capabIlItIes and enhancements that should be
completed pnor to eqUIty denvatlve launch" ill India Dr Barclay further stated "The
estImated time-for completIOn of the followmg IS approXImately 18 months, assummg no
unexpected delays at eIther the legIslative or regulatory level However, this latter
assumptIOn has not proved realIstIC m the expenence WIth other denvatives markets where
there has mvanably been one or more delay"

Although a very detailed reVIew of the status of completIOn of each ofDr Barclay's
recommendatIOns was beyond the scope ofMr Lltteau's tnp ill September/October 1996,
based on hIS observatIOns and on dISCUSSIOns WIth market partICIpants, SEBI and NSE
managers, and FIRE project personnel, he finds no reason to disagree With any of the
recommendatIons or WIth the antiCIpated tIm} reqUIred to complete them

ObservatIOns and comments on Dr Barclay's recommendatIOns

1. "The NSE should review the actual level of stock market
turnover/capitalization after removing the large nnmber of companies
that appear to be listed foc purposes other than seeking an active trading
and investing base. This IS important in assessing the salience of risk
among equity investors which, as measured by existing turnover levels in
the Indian market, is relatively low compared with other successful equity
derivatives markets."

PresentatIOns were made at the "end user" workshops on the studies commISSIOned by the
NSE to determme the adequacy oftradmg volume and more sIgmficantly ofhqUIdity of the
Issues compnsmg theIr NSE 50 mdex A cntIque of the methodology or of the baSIS for theIr
conclUSIOns was beyond the scope of thJs project In thIS regard the SEBI Coordmatmg Cell
on DenvatIves should satISfy themselves that such studIes support the NSE's conclUSIOns as
to liqUIdIty

2. "A separate clearing house should be established for derivative products
with the capabIlity to undertake portfolio risk analysis, when the
components of a portfolio contain both derIvatIve and cash positions.
This wIll require acqUIsition of portfolio rIsk assessment software such as
those currently applied in existing derivative markets."

/"
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NSE personnel have revIewed varIOUS clearIng systems and rIsk control software currently In
use (such as the system offered by the ChIcago MercantIle Exchange) Our understandIng IS
that NSE mtends to develop Its own system and software In thIS regard

From a rIsk control perspectIve, thIS IS one of the most Important Issues to be addressed
before denvatIve tradIng IS Introduced In India The SEBI CoordInatIng Cell should ensure
that the cleanng system and rIsk control software are In place and thoroughly tested well pnor
to launch

3. "A deposItory for immobilization of shares (at least those subject to
derivatives trading either as components of an index product or as the
underlying stock for individual stock options) should be in place prior tQ
launch of derivatives trading. The current paper based system for stock
clearance will not support derivatives transactions, from either an
operational or pricing efficiency standpoint."

PreparatiOn for launch of the depOSitory was ~ell underway dunng Mr Litleau's VISit, and we
understand that the deposItory was to become operatiOnal for the first several Issues m early
November Work should, ofcourse, contmue m thiS regard to ensure that the deposItory IS m
place for all issues compnsmg the mdex underlymg the proposed future contract pnor to
launch

4. "The NSE must acquire or budd a trading system capable of handling the
more complex products and trades that characterize derivatives markets
in comparIson to stocks. This system must maintain the level of
transparency already established by the NSE in the Indian stock market."

Although a bnef mtroductIOn to the NSE tradIng system was gIven, an m depth reVIew of the
adequacy of thIS system was outsIde the scope of thIS VISIt The SEBI CoordInatmg Cell
should determme that such system is m place, and is adequate for such tradmg

5. "An independent market oversight function with adequate, trained staff
needs to be established at the NSE (and other IndIan exchanges trading
the same stocks). Market regulatory staff at the varIOUS Indian stock
exchanges need authOrIty to open investigations and share sensitive
mformation without prIor authorization from senior non-regulatory staff
of the exchange."

It was noted that NSE has clearly taken steps to tram a small number of staff members who
are dIrectly Involved WIth theIr futures project proposal A reView of the NSE)'r1iarket

Price Waterhouse LLP Page 4
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oversIght actiVItIes was outsIde the scope of this proJecr The SEBI Coordmatmg Cell should
ensure that thIS functIOn IS m place

6. "SEBI must create a staff dedicated to the regulation and development of
derIvative markets. ThIS should occur prior to exchange submission of a
proposal for such markets and, in fact, SEBI staff should work closely
with exchange staff develop1Og any proposal(s) for establishing a
.derivatives trad10g capabilIty."

The SEBI Coordmatmg Cell on DenvatIves appears to be the appropnate actIOn taken to form
the group to address thIS tOpIC To achIeve theIr obJectives, the SEBI Coordmatmg Cell
should ensure that a "cntical path" approach IS used IdentIfymg the whIch steps are reqUIred
to be taken III preparatIOn for launch ofdenvatIves tradmg, the sequence m wmch such steps
should be taken, and who IS responsIble for such functIOn Procedures should be establIshed
for regular status reports and reVIew of progress m achIevement

7.
r

"SEBI must establish itself as a credible regulator for Indian equity and
equity derivative markets. To accomplish this requires both conSiderable
strengthening of SEBI's enforcement and market oversight section and,
most importantly, successfully prosecuting of one or more of the cases
involving insider trading and related violations currently under
investigation at the agency. ThIS is particularly important to insure that
both domestic and international investors develop the confidence
necessary to participate 10 the new Indian equity derivatives market."

A critique of SEBI and ItS regulatory effectIveness was beyond the scope oftms VISIt
CertaInly SEBI must be perceIved to be a credIble regulator In thIS regard, SEBI may wish
to request an audIt of theIr actIVItIes and functIOns by an mdependent agency or competent
organIzatIOn

8. tIA document disclosing the risks of 10vestment in derivative products
should be developed that would be provided to all accounts seeking to
trade derIvatives. This document is primarily targeted towards
individual investors but should be provided to institutional investors as
well. "

At the time ofMr Litteau's VISIt It dId not appear that such a document had yet been created
CopIes of such nsk dIsclosure documents as developed by the NatIOnal Futures ASSOCIatIOn
(NFA) as well as by brokerage firms m the Umted States were prOVIded as IllustratIve
examples III thIS regard

/"
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The SEBI Coordmatmg Cell should deternune that such document(s) have been developed
and are adequate, and that procedures are m place to ensure that such disclosures are provIded
to mvestors pnor to theIr first trade m denvatIves

9. "A Sh0l1 sale and stock borrow/lend capability needs to be established.
This is essential for fair pricing of equity derivatives. The legal
authorization for short selling has often taken a considerable period of
time, despite apparent recogmtion of the necessity of such strategy, e.g.
more than two years in the case of Hong Kong."

Stock mdex futures contracts, to be viable, must typically trade withm a narrow band over
and above the 'theoretical fair market value" of the mdex Itself ThIS IS accomplIshed by
"index arbItrage When the futures contract IS sellmg at a substantIal premIUm over the
theoretIcal fmr market value of the mdex, arbitaguers sell the future and buy a market basket
of stocks comparable to the mdex When the future trades at a substantial dISCOunt to the
mdex arbItrage reqUires the abIlIty to buy the future and short sell the stock Any impedIment
to the abIlity to affect such short sales Will mhibit the arbItrage function, and wIll make It,
more lIkely that the future Will become "uncoupled" from the cash market

The SEBI Coordmatmg Cell should ensure that capabIlItIes for short sales and stock
loan/borrow are m place and that the market IS famIliar WIth them well before launch of
denvatives

10. "There should be an overall review of the legal and regulatory provisions
currently in place, and that may need to be required for the
establishment, operations, and access to derivative trading in India. This
review should include access issues such as usage by domestic institutional
mvestors (FIs), implications of current tax law for treatment of
derivatives gams or losses, restrictions on foreign institutional investors
(FIls) in terms of the limits on foreign ownership of an issuer, etc. This
process should begm immediately."

,
A reVIew of thIS matter was outsIde the scope ofMr Litteau's VISIt The SEBI Coordmatmg
Cell should ensure that thIs has been accomplIshed

11. "An educatIOnal effort regardmg the uses and functions of derivatives
should be undertaken, probably by the NSE (and other interested
exchanges) m conjunction with SEBI. The orientation and purposes of
such effort are not prImarily exploratIon of particular strategIes but of
the role and function of derivative products in a modern capital market."

/"
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Several workshops and semmars have been conducted over the past several months m thIs
regard These actIVItIes should contmued A workbook could be developed to prOVIde
practIcal examples as part ofeducatIOnal presentatIOns to potential end users

12. "Brokers should be licensed and registered, both for the right to offer
their services in the underlying cash equity market and also, With
additIOnal qualifications, for those seeking to offer access to derivatives
trading to their clientele. This licensure process wIll allow Indian
regulatory agencies to track the performance record (customer complains
and their resolution) of brokers over time and take appropriate action
against "rogue" brokers."

A consultative paper on broker regIstratIOn and qualIficatIOn has been submitted to SEBI
ThIs proposal, developed by Thomas Keyes, would cover "general secuntIes" broker
qualIfications and regIstratIOn We concur WIth Dr Barclay's suggestIOn and further
recommend that a qualIficatIOn and regIstratIOn procedure for denvatives brokers be

.r
estabhshed

Smce no brokers are currently lIcensed to trade denvatIves, there should be no need to
conSIder "grandfathenng" prOVISIOns (WaIvmg exammatIOn reqUIrements for persons
currently actmg m a partIcular capaCIty) The procedure for testmg, qualIfymg and
registenng brokers for denvatives could then be the way m whIch such regulatory actIVIties
are mitIated m India, and could over time b~ expanded to mclude the general secuntIes"
actIVIties

In thIS regard, FIRE has proVIded SEBI personnel WIth copIes of the NatIOnal Futures
ASSOCiatIOn (NFA) syllabus used to prepare for the Senes 3 (Future~ Broker) and Senes 30
(Futures Sales Manager) exammatIOns Senes 3 Study Text and practice exammatIons as
pubhshed by Dearborn FmancIaI ServIces are aVailable at FIRE office Work should
commence, usmg thIS mformatIOn as a model, on a qualIficatIOn exammatIOn and regIstratIOn
procedures for denvatlves actiVItIes by brokers m India

,
It should also be noted that the questIOn of "sub broker" status IS at least as Important m
denvatlves as It IS m eqUIties and other secunties One of the pnncipal reasons why the NFA
was estabhshed m the USA was to bnng under the umbrella of regulatIOn "non guaranteed"
mtroducmg brokers who were not bemg supervIsed by the exchange member firm servlcmg
them These non guaranteed mtroducmg brokers were, m many ways, Similar to the sub
brokers ill India Copies ofNFA gUIdelmes and procedures have been prOVided to SEBI
personnel for their reference m thIS regard

13. " A program wIth appropriate incentives for market makin~Jfouldbe
developed to msure liquidity and immediacy for investors seekmg to

Price Waterhouse LLP Page 7
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transact in derivatives products, particularly options. This program
would include creation of regulatIOns governing collateral treatment of
such market professionals, probably issued by the Reserve Bank of
India."

At present, NSE IndIcates theIr belIef that adequate lIqUIdIty would eXIst m an Index future
even wIthout establIshment of a market maker functIOn We agree WIth Dr Barclay that thIS
would be even more Important for optIons, but also belIeve that recogmtion of a market
maker role (WIth regulatory overSIght) would be benefiCial In futures.

The need for market makers m futures could be held for later consIderatIOn, to be revIsIted
after launch (partIcularly If It appears that lIqrudity is a problem).

14. "In additIOn to the general educational capability listed above, there
needs to be targeted work with domestic financialmstltutions (FIs), at
both the portfolio manager and, especially, the senior management level,
regardmg the strategic applications of derivatives products. This could

,r

include knowledgeable individuals working with various FI portfolios to
demonstrate the utility of various derivative strategies. In addition, such
programs should also emphasIZe the importance of management controls
above the level of the portfolio trader"

The observatIOns wIth respect to thIS pomt are sImIlar to those mdicated m 11 above
EducatIOnal actIVItIes should contmue, an<Lshould become more formalIzed AgaIn,
preparatIOn of a workbook IS recommended to asSISt In such actIVItIes

15. "An index development committee should be established consisting of
both NSE staff and market participants. This committee will provide
valuable guidance in the development of an index product, serve as an
initial marketing group for a new index, and may also provide advice to
SEBI m the review of such product."

i

No reVIew of the above was done durmg the VISIt

The composItIon of the mdex IS a very Important actIVIty, and prOVIdes at least a pOSSIble area
of potentIal conflIct of Interest (Expenence shows that when a stock IS added to an mdex
such as the S&P 500 It expenences an mcremental mcrease III pnce and volume The
converse IS also true for a stock whIch IS deleted from such mdex) The SEBI Coordmatmg
Cell should ensure that such declSlons are made m a manner to aVOId such real or perceIved
conflIcts

Price Waterhouse LLP Page 8
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OTHER RECOMMENDATIONS

March /4, 1997

Although not addressed In Dr Barclay's report, certain financIal responsibIlIty and customer
protectIOn rules and procedures should also be In place pnor to the launch of denvatIves
Most partIcularly there should be

1. Net Capital Requirements,

2. Books and·Records Standards, and

3. Margin Rules.

These tOpICS are further expanded In sectIOn III of thIS report

/"
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Tradmg m futures and other denvatIves wIll result In potentIal finanCIal exposure to
customers, brokers and to the system (exchange, cleannghouse and market as a whole) It IS
VItal to ensure that rIsk management and finanCIal safeguards are In place WhICh are deSIgned
to

~ prevent the accumulatIOn of losses

~ ensure that suffiCIent resources are aVaIlable to cover future obhgatIOns

~ promptly detect finanCIal and operatIOnal weaknesses

~ allow rapId and appropnate actIOn correctIve actIOn to be taken regardmg any
finanCIal or operatIOnal problem

Pnmary among such rIsk control safeguards are margm rules, segregatIon reqUIrements for
customer funds, net capItal rules, and books apd records standards

A. Margm Rules

DISCUSSIOns WIth NSE staff and potentIal mtermediaries mdicate that rules and procedures are
bemg formulated to ensure that performance bonds (margm) are depOSIted WIth the
cleannghouse for all transactIOns, and that open pOSItIOns are bemg marked to market daIly,
WIth profits and losses bemg posted to the members' account(s), WIth addItIonal depOSIts to be
made as needed to mamtam adequate margm With the cleannghouse

Rules and procedures regardmg customer mitIal and mamtenance margm WIth the broker for
tradmg m futures and other denvatIves had not yet been developed Here It IS noteworthy
that in capItal markets (eqUItIes) accounts, NSE rules and IndIan mdustry customs appear to
allow the broker some latItude In short, for at least some accounts the margm rules are seen
as optional Whatever ratIOnale there may be for such latitude m non-denvative accounts
(which Itself could be the subject of a separate study), at least the millimum customer margm
standards should be conSIstently and unlformly enforced for accounts trading denvatIVes

The levels of margm for both broker and customer should be set, based on histoncal pnce,
volatilIty and antICIpated market condItIOns at a level suffiCIent to gIVe a very hIgh level of
confidence that It wIll cover adverse market movements dunng the tIme needed for an
account to meet addItional margm calls or for close out actIOn to be taken before the account
lIqUIdates to a loss ThIS may requlfe one or several days of antICIpated mmnmum market
movement, dependmg on the state of commUllicatIOns and bankmg facIlIties These margm
levels should be revIewed once tradmg commences to ensure theIr contmumg adequacy

/"

Prrce Waterhouse LLP Page 10



ReVIew a/the E3tabbshment a/DeriVatIves Exchange In India
Contract #386-0531-C-OO-5010-00

B. Segregation of Customer Funds

March 14, 1997

Based on dIscussIOns wIth NSE personnel, financial activItIes WIth customers are currently
reqUIred to be effected through a customer account whIch IS separate from the firm account
This would be a step toward achIevmg the protectIOn of customer funds needed to protect
customers m the event of the msolvency or financIal mstabilIty of the broker A reVIew
should be made to ensure that each broker expectmg to trade m futures or other denvatIVes
has adequate systems, procedures and recordkeepmg m place to achIeve segregation of
customer funds, and to ensure that there IS lIabIlIty or potentIal lIabIlIty to any customer's
funds resulting from actIvIties of the broker or any other customers

C. Net Capital Requirements

A pnnclpal safeguard ofcustomer assets m most, If not all secuntIes markets IS a "net capItal
rule", requmng the broker to mamtam lIqUId assets well m excess of Its oblIgatIOns, and
(among other restnctIOns), lImltmg the broker's SIze of busmess to some multiple of ItS net
capItaL

.r
SEBI rules provIde some net capItal reqUIrements for brokers Here It would be appropnate
to reVIew thIS rule to ensure that It IS adequate for the anticIpated denvatIves market
QuestIOns whIch should be answered mclude

a) IS the level ofmmlmum net capItal reqUIred adequate for brokers tradmg denvatIves?

b) are appropnate charges to capItal bl1mg taken for broker's IllIqUId assets? (These
would mclude such Items as unsecured customer debIts resultmg from accounts
lIqUIdated at a loss)

c) are charges to capItal bemg taken for undermargmed accounts and accounts where
calls have not been timely met?

In addItion to requmng a mmlmum level of net capItal, It would be appropnate to consIder an
addItIOnal capItal reqUIrement based on a percentage of margm for all pOSItions held by a
firm. As an example, the ChICago Boar;d of Trade and Board ofTrade Cleanng CorporatIOn
reqUire a cleanng member to mamtam Adjusted Net CapItal (ANC, as defined m theIr rules)
of 7% of customers segregated and secured funds, plus 7% of mmimum margm reqUIrements
for all non-customer accounts

Once net capItal rules are m place, a surveIllance system IS needed to ensure contmuous
complIance ThIS type of surveIllance IS usually best accomplIshed by the exchange (m this
case, NSE), WIth the overSIght of the government regulator (m thIS case, SEBI)

Price Waterhouse LLP Page II



ReVlew ofthe Establishment ofDertVatlves EXGhange m fndta
Contract #386-053/-C-OO-50 f 0-00

D. Books and Records Standards

March 14, 1997

Futures and other denvative tradmg wIll result m activItIes (mark to market, margm calls,
segregatlOn reqUIrements, determmatIOn of aVailable eqUIty, etc) whIch wlll reqUIre the
broker to mamtam appropnate books and records Reports to customers m the form of
confirmatlOns and statements WIll also be reqUIred to adequately mform the customer as to
the detaIls oftransactlOns and the status of hIS account

SEBI rules contam a lIst of reqUIred records to be mamtamed, but WIthout specIfics as to
content or form.

Pnor to mtroductlOn of denvatives tradmg, a determmatlOn should be made as to any needed
expanSlOn and/or modificatlOn of recordkeepmg rules or practIces A reVIew should be
performed ofpotenttal Illtermedmnes (brokers) III the denvatives market to ensure that theu:
recordkeepmg and reportmg procedures are m place and are adequate for the needs of tills
market In thIS regard, pnonty consideratlOn should be gIven to assunng that customer
account statements are bemg prepared and proVIded whIch reflect all actIvItIes and balances
III money and securItIes by customer

/"
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IV SALES PRACTICES AND FAIR DEALING WITH CUSTOMERS

A. "Know Your Customer"

DISCUSSIOns WIth brokers mdlcates that m the current eqUIties market the broker IS typically
an "order taker", and that the clIent often neither seeks nor expects any gUIdance from the
broker m determmmg what mvestments/trades to make Although the mvestor/trader may be
personally known or personally mtroduced to the broker, httle mformatIOn seems to be
gathered m order to assess the clIent's obJectives, nsk onentatIOn or nsk bearmg ablhty

Denvatives tradmg wIll expose mvestors/traders as well as the brokerage firm, exchange,
clearmghouse and system to new types and levels of nsk Such activity may be SUItable for
some chents Without hmltatIOn (other than exchange Imposed margm and posItion lImits and
SimIlar consideratIOns) For other clIents, only very lImited uses of these mstruments may be
consistent With their profile For some clIents denvatives tradmg m any quantIty for any
purpose may be mappropnate Procedures should be m place for the broker and manager to
help clIents determme proper uses and levels of tradmg, If any, for then accounts This wIll
allow the management of potential exposure and nsk to the clIent's account as well as to the

,r

firm and other market partiCIpants and mtermedIanes ThIS mdlcates the need for account
approval and "Know Your Customer" practices whereby the broker would gather the essential
mformatIOn about each chent regardmg obJectives, expenence, finanCIal resources and related
Items For some types of accounts, such as bona fide and sophisticated finanCial mstltutIOns,
extenSIve mqmry m these matters may not be reqUIred For most retaIl accounts, a more
detailed "due dilIgence" review of the chent's nsk onentatIOn and nsk beanng abIlIty Will be
m order Based on such mformatIOn the br9ker's manager can approve or disapprove the
account for denvatIves tradmg, momtor subsequent activity m lIght of such approval, and
review the appropriateness of recommendations (If any) made by the broker

Some clients may be reluctant to proVide such informatIOn A record of the fact that the
mqmry was made, and that the clIent declIned to respond should be made TIns typically
mdICates that the account should not be approved for tradmg such mstruments, or at least that
only hmlted uses and levels of exposure should be permitted

B. Disclosure of Risk to Customers,

ClIents often see the potentIal rewards ofmvestmg/tradmg Without proper recogmtIOn of the
rIsks EspeCIally m lIght of the new and mcreased rIsks m denvatives, disclosure Will be of
vital Importance Appropnate nsk disclosure documents should be prepared, presentmg m
layman's language explanatIons, examples and illustratIOns of such nsk In thiS regard the
pamphlet "Understandmg Opportumties and Risk m Futures Tradmg" prepared by the
NatIOnal Futures ASSOCiatIOn may serve as an example

AddItIonally, a document should be prepared for chent SIgnature pnor to tradmg many
denvatlve, whereby the chent acknowledges that the nsk disclosure documentjle~cnbed
above has been received, read and understood, and that the clIent IS wIllmg and able to bear
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such nsks An example of thIS agreement m the form of a "RIsk DIsclosure Statement for
Futures and OptIOns" was proVIded to semmar partICIpants, and IS mcluded m the appendIX of
thIS report ThIs can proVIde an IllustratIOn, but such agreement should be customIzed to the
types of mstruments to be traded and to the needs of thIS market at thIS tIme

c. Momtoring Broker Sales Practices

EstablIshment of procedures for account approval and "Know Your Customer", as well as
risk dIsclosure are Important at the front end when an account IS bemg opened. Ongomg
reVIew of accounts WIll then be reqUired to ensure that the contmue to trade in a manner
consistent WIth such approval (and/or to determme If any modIficatIOn of such approval IS m
order) PartIcular attentIOn should be gIven to trades m WhICh the broker has prOVIded a
recommendatIOn as to pOSItIOn and/or strategy ThIS mdicates managenal review of actIVIty
on a daily as well as overview of account actIVIty on a penOdIC baSIS.

Review of the daily transactIOn blotter and clIent account ledgers, supplemented by exceptIOn
reports are frequently used techruques m establIshed markets m thIS regard

,
Rules and procedures for such managenal reVIew and approval should be m place pnor to
commencmg tradmg m denvatives

/"
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V BROKER/SUB-BROKER REGISTRATION & EXAMINATION

EarlIer m 1996 two reports were prepared for the FIRE Project by Thomas Keyes dealIng
wIth the subject of IIcensmg, certIficatIon and teatIme for capItal market mtermediaries
(February 15, 1996 and May 16, 1996) As these reports mdicate, currently there are no
standards of qualIficatIOns for employment m the secunties mdustry m IndIa Wlule many
brokers and other profeSSIOnals have credentIals as MBA's, Chartered Accountants or othet
desIgnatIOns, knowledge of the secuntIes mdustry IS generally learned on the Job Presently
there IS no formal educatIOn or trammg on capItal markets, especially m terms of operations,
except some short term courses and semmars conducted by some mstItutions As stated m
Mr Keyes' May 16, 1996 report "Therefore, the mdustry needs to have a system of
certIficatIOn that would establIsh mmimum standards for mdustry partICIpatIOn and enhance
profeSSIonalIsm m the capItal market" ThIS conclusIOn would be all the more true WIth
regard to futures, optIons and other denvatIves

A program should be developed to ensure that all persons actmg as mtermediaries m
denvatIves are properly tramed and qualIfied ThIS would mdicate trammg, testmg and
IIcensmg reqUIrements for those conductmg such actiVItIes,

As noted m Mr Keyes' earlIer reports, It may be necessary to phase m such reqUIrements for
those conductmg busmess m credIt secunties and/or eqUIty (scnp) tradmg It would be
Impractical to stop a market that IS currently tradmg m order to Implement these standards m
a single sweep, so a tIme lIne for workmg toward thIS goal has been suggested The Keyes
report does recommend that "After the date on whIch thIS test becomes mandatory, no person
shall be taken mto employment by an mterrp.ediary unless he/she holds the certIficate"

There should be no need for a "phase-m" of qualIficatIOn, testmg and lIcensmg for those
participatmg m the denvatIves market Such standards can and should be developed at the
same time that preparatIon IS bemg made for tradmg, clearance and settlement, back office
accountmg and other systems ThIS IS conSIstent With the recommendatIOn made m the
Barclay report "12 Brokers should be lIcensed and regIstered, both for the nght to offer
theIr serVIces m the underlymg cash eqUIty market and also, With addItIOnal qualIficatIons, for
those seekmg to offer denvatives tradmg to theIr clIentele Tills lIcensure process WIll allow
IndIan regulatory agenCIes to track the ]1erformance record (customer complamts and theIr
resolutIOn) of brokers over tIme and take appropnate actIOn agamst "rogue" brokers"

While all brokers should be expected to know the baSICS of those denvatIves tradmg m the
local market, It IS hkely that only a percentage of brokers will choose to offer denvatives
tradmg for theIr clIents AddItIOn of derIVatIVes at an overvIew level would be approprIate
for the general broker syllabus and exammatIOn A more detmled syllabus and exammatIOn
should be developed and used for those brokers who wIll be actIve m these products

WIth respect to qualIficatIOn, testmg and hcensmg partIcular attentIOn should be dIrected
toward those actmg as "sub brokers" ThIS group appears to have much, IfnotjD6st, of the
mterface With the actual customers m India As noted m the May 16, 1996 Keyes report
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"Presently, there are no reqUIrements for a person proposmg to enter the mdustry other than
the recently prescnbed qualIficatIOns for new membershIp on exchanges For example a
pel son mtendmg to become a sub broker sImply declares hImself as a sub broker and
commences busmess" Deslgnmg procedures to ensure that the broker IS properly quahfied
and lIcensed, whIle very important, WIll achIeve only very lImited results as long as there IS
another level of mtermediatIon between the broker and customer whIch IS not subject to these
same standards It IS most Important that these reqUIrements be m place at the level where the
market mterfaces WIth the customer To the extent that sub brokers are actmg m thIS
capaCIty, theIr quahficatIOns should be as thoroughly establIshed as those of the broker, and
there should be a registratIOn/hcensmg procedure for these partICIpants
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VI. DISCUSSION OF ISSUES AND CONCERNS RAISED BY SEBI STAFF

l. Does the trading of derIvatIves introduce speculation into a market?

To the extent that the rIsk of ownershIp of a cash asset (such as eqUItIes) eXIsts mdependent
of the denvatIve, and to the extent that market partIcIpants are already speculatmg m a cash
market, It can be argued that denvatIves do not, m and of themselves, mtroduce speculatIOn
mto a market .

Most derivatIves (such as stock mdex futures) are hIghly leveraged. A speculator can
typIcally take a posItIOn With a much greater notIOnal value m the denvatives market m
contrast to the cash market As such, denvatives can sIgmficantly magmfy certam nsks m a
speculatIve pOSItIOn

It IS generally agreed that a well functIOnmg derIvatives market eXIsts to provIde a hedgmg
(nsk transfer) purpose Speculators are needed to provIde the hqUIdity and pnce dIscovery
functIOns needed to serve the hedgers, but a denvatives tradmg WIthout a legItimate hedgmg

r

functIon would not be enhancmg the cash market

Before mtroductIOn oftradmg m stock mdex optIOns and futures It should be estabhshed that
there Will be bona fide hedgers on both SIdes of the market, estabhshmg pOSItIOns WIth both
purchases and sales of the denvative Once the legItimacy of the hedgmg purpose has been
estabhshed, excess speculatIOn can be controlled by mtroductIOn and enforcement of controls
such as margm and pOSItIOn hmits These s.ubJects are dIscussed m greater depth later m thIS
report

2. Why are derivatives considered by some to be a "regulatory nightmare"?

POSItIOns In denvatIves are normally estabhshed WIth only a small "good faIth depOSIt"
(margm) ThIS affords hIgh leverage, and allows the trader to seek much hIgher reward (With
proportionally hIgher nsk) through use of the denvative m contrast WIth the cash market As
a result, traders may overextend and m the event of adverse prIce movement may face losses
far more qUickly and In greater amounts than any whIch they may have faced m the cash,
market

Such rIsks mdicate the need for adequate systems and controls Many of the problems WhICh
have been expenenced In denvatives tradmg can be traced to madequacies m these areas
Among the most Important controls would be

=> RecordkeepIng at the exchange, broker and chent (partIcularly mstltutIOnal chent) levels

=> MargIn rules and procedures, provIdmg for mitIal margm adequate to cover reasonably
antICIpated adverse pnce movement as well as to control excess speculatIO~~s well as
mamtenance margIn
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=> FmancIaI responsIbIlIty rules (such as Net CapItal Rules and Customer Asset ProtectIOn
Rules) to prevent mIsuse of clIent assets by brokers, as well as to protect clIents from
losses due to the finanCIal faIlure of theIr broker Comphance wIth such rules by the
brokers would reqUIre momtonng of capItal pOSItIon and allocatIOn

FaIlure to establIsh such systems and controls, and/or faIlure to momtor and enforce
complIance has resulted m many of the "regulatory mghtmares" suggested by the questIOn.

In order for these systems and procedures to be properly establIshed It IS Important that
regulators, exchanges, brokers and clIents (as well as theIr support orgamzations, such as
chartered accountants) understand the mstruments and the market Although many
denvatIves (such as Stock Index Futures) are qUIte SImple m concept, they may be used m
more complex strategIes ThIS, coupled WIth the speCIalIzed termmology typIcal of most
denvatIves markets has allowed some traders to operate outSIde the scope of ordmary
surveIllance and controls (under the argument that theIr actIVItIes are "too complex" for
mternal or outSIde audItors, officers or dIrectors, or even regulators to understand) FaIlure to
properly account for, and report SIze and Impact of pOSItIons in such htghly leveraged,
instruments can well lead to major problems

Fmally, denvatIves are subject to every mIsuse and abuse as would be the underlymg cash
market mstrument Agam, the leverage can magmfy the adverse Impact of such mIsuse
Among the more common problems encountered

=> Pre-arranged tradmg, front runnmg (holpmg back a large clIent in order to place another
order ahead, so as to enJoy the antICIpated pnce impact of the large order)

=> Large losses expenenced by clIents who dId not understand the nsks and who dId not
have the nsk tolerance or nsk beanng abIlIty m order to properly partICIpate m the
market The leverage as well as the rapId pnce movement m these markets can be
seductIve Unscrupulous brokers can prey on non-sophtsticated clIents Even well
mtentIOned brokers who do not themselves understand the nsks mvolved may cause theIr
clIents to take mappropnate pOSItIons

i

Such problems can, m large part be addressed by establIshmg and momtonng for complIance
WIth

=> "Know your customer" rules

=> RIsk disclosure and fair advertIsmg rules

=> Margm rules

=> Trammg and accredItatIOn standards for profeSSIOnals (such as brokers ancYthtlr
supervIsors) who will be partlcIpatmg m these markets
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3. Does the introduction of stock mdex derivatives shift liqUIdity away from
equities?

ThIS IS an Important questIOn, whIch does not lend Itself to a sImple answer

Assummg that pnor to the mtroductIOn of a stock mdex future and/or optIOn there was a deep
and liqUId cash market, there IS no mdicatIOn that the denvatIve drams liqUidIty away from
the stocks whIch compnse the mdex (or generally m stocks of sImIlar charactenstIcs)
Although It is ImpossIble to Isolate and quantify the effect of the mtroduction of such
mstruments, It IS reasonable to mfer from expenence that there IS at least an mcremental
enhancement m volume and lIqUidIty m such stocks Stock mdex optIOns and futures enable
portfolio managers to take larger long or short pOSItIOns WIth the cash market and to hedge
the nsk of such pOSItIOns by use of the denvative Further, smce market partIcIpants can
typically calculate a "theoretical faIr market value" for a futures contract, "mdex arbItrage"
actiVIty IS expected to take place whenever the futures contract trades at a premIUm or
dISCOunt to the theoretIcal fair market value ThIS mdex arbItrage IS accomplIshed by buymg
the undervalued future or selling the overvalued future, and takmg the opposite actIOn m the

r
cash market m a market basket of stocks makmg up the mdex As an example, mdex
arbItrage actiVIty accounts for volume on the order of 10% on the New York Stock Exchange

Any pOSSIble salutary effect of mtroductIOn ofa large capItalIzatIOn stock mdex denvatIve on
volume and liqUidIty m small or mId capItahzatIOn eqUitIes IS far less clear Although
volume m such Issues was subject to many other negatIve mfluences, actIVIty m many small
capItalIzatIOn markets declIned when eqUItx optIOns were mtroduced m the Umted States
SImIlarly, when large capItalIzatIOn mdex optIOns were mtroduced volume m eqUity optIOns
declined Agam It IS ImpOSSIble to Isolate and quantify the causal relatIOnshIp m thIS regard,
but the inference IS clear, Ie that the denvatIve market may dram some tradmg actiVIty away
from smaller scnps

Fmally, we are unaware of any eVIdence to show that mtroductIOn of stock mdex optIOns
and/or futures makes an otherwIse IlhqUId market mto a lIqUid market

4. Why do some markets have both equity and financial derivatives regulated by
1

the same government agt;ncy, and other markets have separate agencies to oversee these
activities?

Futures contracts were ImtIally used for agncultural products and other commodIties m the
Umted States and some other mature markets ApplicatIOn of the concepts of standardIzed
contract terms to finanCial mstruments, and development of cash settlement allowed the
established futures exchanges to begm tradmg such Instruments on bonds and stock Indexes
as well as other finanCIal Instruments The markets In whIch these new Instruments were
Introduced were already under the regulatory overSIght of the federal commodItles regulatory
agency m the Umted States Hence they assumed such responsIbIlIty for gove9fil1ental
regulatIOn of tradmg III finanCIal futures

t
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OptIons, m contrast, were considered to have been a security (rather than a futures contract)
even before the concept of standardized optiOns contracts was suggested by members of the
Chicago Board of Trade (a futures exchange) As a result, the Chicago Board OptiOns
Exchange was developed as an entity separate from its "parent" the Chicago Board of Trade,
and optiOns on eqUitIes and mdexes are considered secuntIes subject to regulatiOn by the
federal secuntIes regulator the SecuritIes and Exchange CommisSiOn

In short, in the Umted States there are two different governmental regulators because of the
histoncal development of the contracts A study performed by former US Secretary of the
Treasury Nicholas Brady after the 1987 market crash concluded that m spite of the two
governmental regulators (and the VarIOUS marketplaces) there was m fact a smgle market for
financial mstruments The Brady report acknowledged that it would be impractIcal to merge
the secuntIes and commodities regulators, but recommended mstead that the Federal Reserve
Board assume the function of overseemg and coordmatmg the actiVities of these two
government agencies Although cooperatiOn between the Umted States SecuntIes and
Exchange CommiSSiOn has and Commodities Futures Tradmg Commission has improved m
recent years, the recommendatiOn from the Brady report has not been acted upon There
appears to be no immediate prospect for either mergmg these two agencies or bnngmg them
under the formal control of another body (such as the Federal Reserve Board)

In markets in which financial denvatives have been recently mtroduced, the preference has
been for a smgle government agency for both the cash and denvatives markets ThiS seems
logical, and we are aware of no compellmg reason to develop, de novo, two different agencies
to regulate such mstruments and markets .
5. Why do a majority of developed markets have separate exchanges for equities
and stock index derivatives?

The answer here is Similar to that given to questiOn 4, above Often the development of the
contract and settlement procedures were accomplished by other than the established eqUities
exchanges In the Umted States all mdex futures actiVity takes place on one of the futures
exchanges rather than on a stock exchange A substantial portiOn ofoptiOns tradmg takes
place on the Chicago Board OptiOns Exchange (which trades optiOns exclUSively), although
sigmficant optiOns actiVity does take pl~ce on the Amencan and certam regiOnal exchanges
It is notable that although the New York Stock Exchange did mtroduce tradmg m
standardized optiOns several years ago, they never developed order flow m these mstruments
Currently diSCUSSiOns are under way regardmg the pOSSible sale of the NYSE optiOn busmess
to the CBOE.

One pOSSible advantage ofhavmg separate exchanges for eqUities and stock mdex denvatIves
IS the removal of a potentIal conflIct If a smgle exchange determmes the makeup of a stock
mdex, and proVIdes the faCilities for tradmg both the denvative and the stocks composmg the
mdex there could be the potentIal for abuse Expenence suggest, for example,)hffi: the
addItion of a stock to the Standard & Poors 500 mdex results m a pnce mcrease (on average
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on the order of 2%) whIle deletIOn of a stock from such mdex results m a pnce decrease (of
sImIlar order) LIkeWIse, due to arbItrage actIvIty and avaIlabIlIty ofhedgmg technIques
mclusIOn of a stock m the S&P 500 mdex typIcally enhances tradmg volume Smce the
composItIOn of thIS mdex IS determmed by the Standard & Poors CorporatIOn (WhICh IS
mdependent of any exchange), thIS potentIal conflIct has been addressed m the US

The Impetus for development of a denvatives market m IndIa IS commg from eXlstmg
exchanges, who are provIdmg the resources and absorbmg the costs m antICIpatIOn of the
potential rewards Development of a separate denvatIves exchange would, ofnecessIty,
duplIcate many of the resources of the eXIstmg exchanges In lIght of scarce resources and
lImIted volume and actIVIty m the eXIstmg markets, It would not seem practIcal to buIld a
whole new mdependent denvatives exchange at thIS tIme (ConSIderatIOn could be gIven to
"spmnmg off' such actlvltles mto an mdependent exchange at a later time If volume and
market mterest so warrant) Rather It would seem appropnate to allow the exchanges who
have begun to develop such markets to contmue to do so, but to ensure adequate oversIght by
SEBI Particular attentIOn should be gIven to SEBI oversIght ofchanges m the makeup of
any stock mdex underlymg a futures or optIOn contract

"6. Why is the"open outcry" system rather than a screen based trading system used
in the US?

The eaSIest answer here IS, tradItIon Tradmg In futures began long before computers and
screen based tradmg technIques were aVailable The open outcry system has ItS roots m
tradItIOn, and technologIcal developments m the US have generally been m support of, rather
than III replacement of, the outcry system (It should be noted though that optIOns exchanges
m the US do prOVIde for automatic executIOn through computer entry of ordmary retail SIze
orders)

Most observers belIeve that If the futures or markets were bemg developed anew m the US,
order executIOn would be more technology-mtenslve

7. Are there changes in the law necessary to allow for introduction of trading in
derIvatives in IndIa? Specifically, must the Contract Act and/or the Securities Act be
amended in this regard?

ThIS bemg a legal questIOn, IS beyond the scope ofMr Lltteau's current actlvltles However,
FIRE office WIll be able to forward you a few names m the London Exchange who may be
able to gUIde you m thIS regard

It would also seem that these questIons would be best addressed by the General Counsel (or
eqUIvalent) office of SEBI, and that they could reVIew such WIth theIr counterparts m London
or other Commonwealth countnes m WhICh denvatives have been mtroduced

8. Is it safe to mtroduce derIvatives in the current scenarIo? / .,
Is India ready for derIvatives, or isn't there enough work to be done in the cash market?
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As dIscussed m 1 above, whIle denvatIves should not Introduce speculatIOn mto a market the
fact that they are hIghly leveraged could magmfy nsks whIch already are present To the
extent that the cash market IS deep and lIqUId, and to the extent that adequate systems and
controls (mcludmg regulatIOn and regulatory oversIght, accountIng and audItmg standards,
and educatIOn) are m place It should be possIble to Introduce stock mdex futures (or other
sImIlar denvatIves) To the extent that any of thIS foundatIOn IS mcomplete or madequate for
the cash market, denvatives would lIkely compound negatIve consequence

In addItIOn to those necessary for a cash market, IntroductIOn of denvatIves mdicates speCIfic
and umque controls and systems, as well as an educatIOnal effort to assIst all market
partICIpants to understand the nsks as well as the opportumties mvolved In thIS regard a
study was performed by Dr Barclay of the Chicago Board OptIOns Exchange m March of
1996 In thIS report Dr Barclay lIsts 15 steps necessary to be taken m preparatIOn for
mtroductIOn of denvatIves tradmg He suggests an estImated tIme for completIon of such
preparatIOn as approXImately 18 months "assummg no unexpected delays at eIther the
legIslatIve or regulatory level" He goes on to say that the latter assumptIOn has not proved
realIstIc m the experIence wIth other derIVatIves markets where there has mvanably been one,
or more such delay Based on our observatIOns and dIscuSSIOns, seven months after Dr
Barclay's study we concur wIth hIS recommendatIOns and find no reason to modIfy hIS
estImates of tIme reqUIred A pomt by pomt reVIew of Dr Barclay's recommendatIOns and
my observatIOn as to current status IS proVIded earlIer In thIS report

Much concern has been expressed by some of the exchanges (partIcularly the NSE) about the
need for early mtroductIOn of such mstruml1I1ts, and the expected salutary effect on the
market As dIscussed above, we belIeve that derIVatIves may enhance eXIstmg lIqUIdIty but
WIll not cause an otherwIse IllIqUId market to become lIqUId To the extent that there IS a
problem WIth lIqUIdIty m other than the top tIer scnps, the causes for such problems should be
IdentIfied and SolutIons sought separate from the mtroductIOn of derIvatIves

SImIlar concern has been expressed by some of the exchanges (agam, partIcularly the NSE)
about bemg too slow m mtroducmg an mdex futures contract m India, and thus allowmg
another market to develop the contract and get the order flow and benefits As a case m pomt
the expenence of Japan IS frequently dI~cussed When Japanese exchanges found It dIfficult
to mtroduce an mdex contract due to legal/regulatory constramts, a contract on a Japanese
mdex was mtroduced m Smgapore, and later In ChIcago Although subsequently some of the
restramts were reduced and Japanese exchanges found It pOSSIble to allow tradmg of such
contracts, years later the maJonty of the order flow IS stIll away from Japan

WIth respect to thIS latter concern, subsequent dISCUSSIOn WIth Product Development
personnel at the ChIcago MercantIle Exchange mdicated that an IndIan stock mdex contract IS
mdeed on a long lIst of potentIal contracts for development, but that no developmental work
has been undertaken or IS even currently contemplated Several finanCial contracts are bemg
gIVen hIgher pnonty for such development /"
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Further, the CME personnel advIsed that the Japanese expenence IS somewhat umque Even
though restramts have been relaxed, there are stIll ImpedIments, such as a sIgmficantly hIgher
cost structure, to order In flow In the~e Instruments to Japanese exchanges In most other
markets where an mdex on the country's stocks was mtroduced outSIde the country, after
trading began In country the maJonty of order flow came theIr way

WhIle we concur that there are legItImate purposes for denvatives (such as stock mdex
futures), and that It IS pOSSIble to unnecessarIly delay IntroductIOn of such mstruments, we
would also agree WIth Dr Barclay's observatIOn that "Launch delay(s)to Insure such measures
are III place are well worth an extra three to SIX months' The alternatIve may be a premature
launch WIth the pOSSIble result of a major scandal that undermmes both confidence m and
acceptance of eqUIty denvatIves as well as the reputatIOn of the entItles mvolved m
developmg the tradmg capaCIty ThIS would be a much more regrettable outcome than a
launch m 24 rather than 18 months "
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VII THE NEXT STEPS

The lIst of recommended next steps are

March 14, 1997

:::> EstablIshment ofa timeime and cntIcal path management by the SEBI Coordmatmg Cell
on DenvatIves Tradmg to ensure that each of Barclays recommendatIOns (as well as
subsequent recommendatIOns) are bemg followed

:::> Development and/or necessary enhancement of systems and controls for customer
protectIOn and mamtamance of financial mtegnty of the marketplace as a whole These
would mclude recordkeepmg, accountmg and reportmg rules along With net capItal,
margm rules and customer asset protectIOn rules EmphasIs also needs to placed on
customer protectIOn m terms of momtormg broker sales practIce, disclosure of nsk to
customer, and "Know Your Customer" rules

:::> RegistratIOn and quahficatIon reqUIrements for partICIpants m derIvatIves markets TIns
would mclude bnngmg "sub-brokers" under regulatory oversIght, and establIshmg a
qualIficatIOns exammation and contmumj} educatIOn standards for brokers and managers
of brokerage firms
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Sec Activities In The Special Study Of The Options Market

LIsted optIons on eqUity SeCUrItIes began to trade m the US III 1973 ImtIally only call
optIOns on a few heavIly traded large capItalisatIOn common stock Issues were regIstered
After the first few years of experIence, the mdustry began to prepare for mtroductIon ofput
optIOns, and to sIgmficantly expand the number (and types) ofunderlmgs on whICh options
would be traded

The SecuntIes and Exchange CommISSIOn had reservatIOns about thIS proposed expanSIOn of
the listed optIOns market A large number of customer complamts had mdIcated problems m
the areas ofnsk dIsclosure, SUitabIlIty, exceSSIve actIVIty, supervIsIOn, and related matters
Follow up mvestIgatIOns of these complamts revealed brokers who dId not understand the
products and markets themselves, and who were mtentIOnally or madvertently mIsgUiding
theIr customers Regulatory exammatIOns had also shown that several firms dId not have
adequately tramed or experIenced staffs, and m some cases lacked appropnate systems, m
order to deal WIth the speCIalIsed finanCIal and operatIOnal reqUirements for optIOns tradmg
Frequently semor management dId not understand or appreciate the rIsks eIther to then firm
or to theIr clIents m the options market, and so dId not properly exerCIse theIr managerIal
control /'

In the late 1970's the SEC called a "moratOrIum" on the lIsted optIOns market Tradmg was
allowed to contmue and new expIratIOn months could be opened m those classes of optIOns
whIch were already m eXIstence (1 e call optIOns on a lImIted number of eqUity secuntIes),
but mtroductIOn of put optIOns and expanSIOn of the base for underlmgs was prolubIted by the
SEC pendmg completIOn of a "SpeCial Stud)' of the OptIOns Market"

For the next several months, the SEC gathered data and mformatIOn Among these activitIes
were

=> a review of the oversIght/surveIllance actIvItIes of each of the "self regulatory
organIsatIOns", mcludmg adequacy of the frequency and content ofm-house mspectIOns,
handlmg of customer complamts, reVIew of financial and operatIOnal condItIOns of
member firms, sales practIce rules, educatIOnal actIvItIes, lIcensmg and testmg of
partICIpants, and supervIsIOn

=> a SImIlar reVIew of many brokerage firms, large and small, engaged m optIons actIVIties,
WIth particular attentIOn gIven to account opemng and approval (WIth attendant "know
your customer" reqUirements), fIsk dIsclosure, sales practIces (mcludmg SUitabIlIty of
recommendatIOns and advertIsmg), finanCIal and operatIOnal competence and capacIty,
and supervISIOn

=> a questIOnnaire dIrected to several hundred retaIl customers who had been IdentIfied
through other phases of thIS study as bemg engaged m the optIOns market Through thIS
mqmry the SEC attempted to learn how well the customer understood the J10duct and the
market, and how the broker was servIcmg the customers' mterests



At the conclusIOn of thIS study, the SEC dIrected several actIOns to be taken pnor to hftIng
theIr moratonum and allowmg the deSIred expansIOn of the optIOns market Among these
reqUirements were

=> an Improved fIsk dIsclosure document, presentmg m non-legal language clear mformatIOn
In thIS regard

=> enhanced account opemng and approval procedures to ensure that adequate nsk dIsclosure
had been made, and that adequate "know your customer" mfonnatIOn had been gathered
to support any recommendatIOns made by the broker, and to allow proper sales
supervIsIOn by the manager

=> deSIgnatIOn wlthm each brokerage finn engaged m optIOns actiVIties of a "Semor
RegIstered OptIOns PrmcIpal" and a "ComplIance RegIstered OptIOns Prmclpal" With
speCIfic regulatory responsIbIlIty m these areas

=> expanded coverage of optIOns m the broker qualIficatIOn and regIstratIOn exammatIOn
.r

Many brokerage firms m the US were (and are) members of multiple "self regulatory
organIsatIOns" ("SRO's" - the exchanges and the NASD) The SEC dIrected that each firm
have one SRO WIth pnmary responslblhty for Its optIOns actIVIties That SRO was reqUired
to reVIew theIr members' current options actiVIties as well as theIr preparatIOn for
partICIpatiOn m an expanded optIOns enviropment Such reVIew mcluded the firm's
supervISory procedures, sales practices, back office accountmg and reportIng systems The
SRO was dIrected to detennme that both front office (sales and tradmg) and back office
operatIOnal and accountIng systems were In place and were documented, that competent
staffing was III place, and that adequate supervISOry procedures had been created and
documented WIth regard to the above ThIS resulted m a reVIew of each such firm's Internal
controls and procedures With respect to both front and back office actiVItIes In the event that
sIgmficant defiCIencIes were noted In any finn's systems or procedures, corrective actIOn was
reqUired to be taken pnor to theIr partICIpatIOn m the expanded actIVItIes

,
Further, the SEC dIrected that the SRO's conduct a SImIlar reVIew for any potential new
member WhICh proposed to engage In optIOns actIVIties WIth or for customers pnor to
approval of theIr membershIp

The overall deSIred result of the "moratonum" and the "Special Study of the OptIons Market"
was to ShIft the focus from reactIOn to problems to antlcipatlon and preparatIOn to aVOId or
mimmise problems
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Interviews Conducted

IntervIews conducted pnor to workshops

AshIshkumar Chauhan, AssIstant VIce PreSIdent
NatIOnal Stock Exchange of Indm

AmI Narang, ExecutIve DIrector
Morgan Stanley IndIa

to gam addItIonal mformatIOn on the progress made to date as well as the current and
contmumg needs of the mstItutIOns and other partIcIpants m the development of these
mstruments and markets

Dunng the End User workshops Mr Lltteau met With most of the many partIcIpants to
dISCUSS theIr partIcular questIOns and concerns These seSSIOns also afforded an OPPOrtunIty
to meet wIth'

Dr AJay Shah, AssIstant Professor
.r

IndIra GandhI InstItute of Development Research

who had conducted pnor educatIOnal programs m futures on behalfof the NSE

Further, pnor to the SEBI "CoordmatIOn Cell on DenvatIVes Tradmg Mr. Lltteau met wIth

M D Patel, ExecutIve Due<;tor
o P Gahrotra, Semor ExecutIve DIrector
L K SmghvI, Semor ExecutIve DIrector

of the SecuntIes and Exchange Board ofIndm

and R C Mathur, ExecutIve DIrector
Bombay Stock Exchange

to reVIew observatIOns made as a result of the pnor "End User" workshops regardmg levels of
understandmg as well as expreSSIOns of,concem made by the partICIpants
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