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Re: Review of Regul.ltlons for DerIvatives Exchange III India

As per the request ot ","SE and as part of the contract wIth US AID, In January 1997, Mr
Paul Lmeau, consultdnt to PrIce Waterhouse Capital Markets provIded assIstance to NSE
In revIewmg the prepcuatIOn of the NatIOnal Stock Exchange ofIndia Ltd (NSE) for
IntroductIOn oftradll1g In the NSE 50 Stock Index Futures Contract Special emphasIs
was laId on regulatol) reqUirements for denvatives trading Dunng thIS trIp Mr Litteau
met wIth representatIves ofNSE and SEBI, NSE member organIsatIOns, financial
InstItutIOns, software developers, and the academIC commumty

Purpose of the Actl\ It)

The reVIew was conducted to assIst NSE, SEBI and other concerned partIes make an
mformed deCIsIOns relcitive to the tradmg of exchange traded derIVatIves m IndIa The
focus of the report IS umards regulatory reqUIrements for mtroductIOn ofIndex based
Futures Contracts Tim, report dIscusses the accomplishments of NSE and further
reviews several essentl.ll steps which remam to be completed by NSE and others III

preparatIOn for the I.mnch of such tradmg.



ActivitIes Undertal\.cn

Review ofN5D Preparation for IntroductIOn ofFutures

The NSE has developed drafts of Tradmg RegulatiOns - Futures, Procedures for Cleanng
and Settlement - Futlll es, RIsk DIsclosure Statement and other dlsclosure/marketmg
matenals At the reque~t ofNSE, Mr Lltteau revIewed these drafts As part of thIS
reVIew, NSE provIded presentatiOns, explanatIOns and demonstratIons of vanous facets of
theIr eXIstmg operatIons 111 theIr CapItal Markets (scnp) segment, as well (to the extent
that they have been de\ eloped) m theIr Futures and OptIOns segment

Review ofMlIJ het Structure and Preparation

Mr LItteau also met \\ Ith NSE Member orgamsatIOns and non-member finanCIal
mshtutlOns who would be expected to be partIcIpants 111 the mdex futures market to
dISCUSS theIr expectations and preparatIOn for such actIvItIes

NSE arranged present.ltiOns by software developers and vendors m WhICh they
demonstrated SOphIstlLLlted educatiOnal matenals on the charactenstIcs of certam
denvatIves (optiOns) ,I" well as brokerage account111g and recordkeepmg systems for the
capItal markets (cash "LrIp) markets None of thIS matenal had yet been specIficaly
adopted to the umque needs of the Index Futures market

As the NSE' s mde\. ILltures market WIll also be operat111g under SEBI rules and oversIght,
a meetmg was conduded WIth SEBI representatIves to consIder these matters

Follow up ActIons

Mr Lltteau wIlllemLlll1 avmlable to reVIew reVIsIOns 111 the drafts ofNSE regulatIOns and
other matenals, as well JS to provIde aSSIstance as appropnate m the vanous facets of thIS
project SpecIfic recommendatiOns are detmled 111 the report

Ms McFadden of Pt lu.. \A Llterhouse was pro\ lded a bnefing on Mr Lltleau's mltIal
observatIOns, and she h.l~ commenced a related reVIew of the reqUIrements for
mtroductlOn of tradmg of these mstruments 111 the IndIan market

Mr Melamed of Pnu.' Waterhouse has commenced a reVIew ofthe overall capItal
adequacy and related I ules and procedures of the IndIan market In thIS regard he was
provIded a bnefing on observatlons 111 these areas relevant to the futures market



•The studIes condulted by Ms McFadden and Mr Melamed wIll lIkely provIde addItIOnal
mSIghts mto the mattel s discussed by Mt Lltteau Relevant portIOns of the findmgs of
these three report~ should be consIdered together

Please find enclosed the details ofMr Litteau's January Tnp findmgs and
recommendatIOns

Please get In touch \\Ith us at FIRE project for any clanficatIOns or further mformatIOn
you may reqUIre

Thankmg You

Smcerely,

w. Denms Grubb
Prmclpal Consultant

Iry
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Review ofRegulattons jor Derivatives Exchange In Indra
Contract #386-053/-C-OO-50/0-00

I. EXECUTIVE SUMMARY

April 7, /997

ThIS report IS a reVIew of the preparatIOn for the establishment of the denvatIves exchange m
India wIth specIal emphasIs laid on regulatory reqUIrements for denvatIves This report was
prepared after review of the NSE developed drafts of Tradmg RegulatIOns - Futures,
Procedures for Cleanng and Settlement - Futures, RISk DIsclosure Statement and other
dlsclosure/marketmg matenals As part of this reView, NSE prOVided presentatIOns,
explanatIOns and demonstratIOns of vanous facets of theIr eXlstmg operations m theIr Capital
Markets (scnp) segment, as well (to the extent that they have been developed) m theIr Futures
and OptIOns segment Meetmgs were also conducted with NSE member orgamsatIOns, non
member financIal mstItutIOns and other relevant parties

The NSE should be complImented on theIr efforts and achievements to date in
preparation for launch of tradmg of their mdex future. Although additional work
remains for NSE to prepare themselves for thIS market, they have accomplished much.
The other parts of the market do not appear to be nearly as ready for tradmg in these
instruments as does the NSE itself. Further, several structural problems which had been
IdentIfied by Dr Barclay m hiS March, 1996 report and whIch were further discussed by Mr
LItteau m hiS report of hIS October, 1996 VISit remam present m the Indian market

Below IS a summary of the findmgs of the current reVIew, whIch mcludes dISCUSSIOns on
several key capabIlItIes essentIal to the successful launch of exchange-traded denvatives m
IndIa

A. CrItique of NSE drafts: NSE Trading RegulatIOns - Futures, and Procedures for
Clearing and Settlement - Futures

Set forth m the report are several observatIOns and suggestIOns, several ofwhich relate to the
structural problems and key capabIlIties dIscussed above These Will be mcluded m the
dISCUSSIOn of these key pomts, as well as bemg ItemIsed m the sectIOn detaIlmg the reVIew of
these procedures These would be pnonty conSIderatIOn, which should be addressed pnor to
launch of denvatlves tradmg

Ot~er observatIOns and suggestIons on the procedures are of a detail and/or technIcal nature,
WhICh should be addressed on a second pnonty baSIS

It was noted that m many cases the matenal m the NSE tradmg regulations for the Futures
segment duplIcated the materIal m theIr tradmg regulatIOns manuals for theIr other segments
Rather than estabhshmg separate tradmg regulatIOns manuals for each segment of the market,
we recommend that NSE establIsh one manual for Tradm~ RegulatIOns and one manual for
Clearmg and Settlement Nuances of each segment of the-market could then be covered m
attachments to these manuals

Price Waterhouse LLP Page 1



ReView ofRegulatlOm for Denvatlvel EXGhange In India
Contract #386-053/-( -OO-5D / D-DO

B. Structural Problems and Key CapacitIes EssentIal

Apnl7, 1997

For purposes of protectIng market Integnty and viabIlIty, In addItIon to protection of the
exchange and Its cleannghouse. exposure to constItuents and other credItors must also be
addressed ThIs IS ordInanly accomphshed by estabhshIng a "Net CapItal Rule" provIdmg
standards for mInimUm capitahsatIOn and hqUIdIty, and maxImum leverage Members
must be m contInUOUS complIance wIth such rule, and to document such comphance at
least monthly wIth a tnal balance and computatIOn of net capItal Reports should be made
to the appropnate regulatory agency on a regular basIs (non-audIted reports at the end of
each quarter and an audIted report at the end of the fiscal year) Such reports should be on
timely basIs (wIthIn three weeks of the quarter end. and WIthIn two months of the fiscal
year-end)

NSE and/or SEBI should ensure that, for purpose of determmmg financial adequacy, all of
the brokerage house's accounts and pOSItIOns, regardless of the exchange or market on
WhICh that took place, are aggregated Into one general ledger, and made part of one tnal
balance and one net capItal computatIOn

2 Margm reqUirements for Index futures should be set at suffiCIently hIgh level to cover
several days of "worst case" adverse market movement ReqUirements for Issumg and
collectmg InItial as well as maIntenance margm should be understood by both brokers and
customers Procedures should be In place to ensure that InItial margm has been receIved
from the constItuent pI tOr to estabhshIng any openmg pOSItIon In a stock Index futures
contract It should be clear that the member should be REQUIRED to collect at least the
amount of margIn whIch IS reqUired to be depOSIted on behalf of the chent The member
should have the RIGHT to demand ADDITIONAL margIn above these mmimum levels
as he should so reqUire Also In case where the constItuents fails to tImely meet margm
calls (two days) market orders to close out pOSItIOns should be entered Immediately

3 Proper segregatIOn of customer funds IS reqUired by NSE rules, whIch speCIfy separate
bank accounts for constItuent funds and for the member's own funds In thIS regard we
recommend that the rule further reqUire that the Member have a contract or agreement
WIth the bank. In a form acceptable to the exchange (or SEBI) proVIdIng that the bank has

• been adVIsed by the member that all funds deposIted In the account are bemg held by the
bank for the exclUSIve benefit of customers of the member In accordance WIth thIS rule,
that these funds shall be subject to no nght. charge, secunty mterest, hen or claIm of any
kmd m favour of the bank Such account shall be tItled "SpeCial Account for the
ExclUSIve Benefit of Customers of (Member's Name)" The member shall be reqUlred to
mamtam records documentIng all finanCial transactIOns WIth and for customers,
eVIdencmg that such,.transactIOns ""ere properly conducted through thIS SpeCial Account

'.

Proper conSIderatIOn should be gn en to the definitIOn of the term constituent as would be
relevant to thIS rule and other rules Paragraph 1 3 8 of the Draft "Tradmg RegulatIOns 
Futures" would mdicate that accounts of officers. dIrectors and/or major owners of the
Member. as well as accounts of the Member Itself: would be treated as "constItuents" In
order to ensure that bona-fide "customers" are bemg afforded the protectIOn mtended by

Price Waterhouse LLP Page 2
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these rules, accounts of "mslders" and members should be excluded from_the defimtIon of
"constItuents" or 'customer" for these purposes

4 In addItIOn to the records currently reqUIred to be mamtamed by the member, addItIOnal
records should be reqUIred - customer account record, stock record, margm calls made
and met, mformatlOn regardmg account and loan guarantees, documentatIOn of Letters of
CredIt (LOCs) and sIgned nsk dIsclosure documents In addItIon to provIdmg a lIst of
tItles of books and records that members are reqUIred to make, a gUIde to the content and
form standards of such records are needed Pnor to launch of denvatIves tradmg It IS
essentIal that all Members have m place complete and adequate recordkeepmg systems
These systems should be tested through mock tradmg and evaluated by NSE (under SEBI
oversIght) pnor to approval of such Member for tradmg

5 AudIt traIl mformatlOn for order entry I executIOn and order cancellatIOn I correctIOn I
modIficatIOn (WIth documentatIOn of reason for change and supervIsory approval for any
post-executIOn changes) should be m place pnor to launch

6 The NSE should ensure that the bank Issumg the LOCs or Guarantees has the finanCIal
capacIty to honour such commItment A lIst of banks approved for such purpose should
be establIshed (recogmsmg that thIS would be a very short lIst at present, but thIS would
allow new banks to be added as appropnate) Further, standards should be establIshed as
to the total amounts of such mstruments \\' hlch a smgle bank could Issue or guarantee
(eIther as an absolute value or as a percentage of the bank's capItal)

Standards should be establIshed for thIrd party guarantees proVIded to a Member on
behalf of a constItuent's account These guarantees should be documented m a form
acceptable to SEBI & the guarantor should mamtam an account WIth the Member WIth
adequate eqUIty (marked to market and gIven appropnate haIrcuts) to satISfy the potentIal
exposure from the guarantee

7 NSE member firm should be reqUIred to document theIr supervIsory procedures as well as
theIr operatIOnal procedures RecogmtIOn could well be gIven to the SIze and complexIty
of the firm m determmmg the level of detaIl reqUIred for such documentatIOn NSE

•should determme the adequacy of these procedures To ensure the operatIonal readmess
of the Members mock tradmg exercIses should be used Data from these exerCIses
should be downloaded to the member to test theIr systems, procedures and controls No
Member should be allowed to partICipate In thiS market untIl they have proven that they
are operatIOnally ready

NSE members should be reqUIred to adVIse the Exchange of the name of the officer With
"speCific supervIsory-responsIbIlIty for derIvatIves actIVItIes

8 NSE expects a slgmficant volume of mdex futures tradmg to result from arbitrage
actIVIty ArbItrage tra.des wIll result m long and short pOSItIOns PhySIcal delIvery of such
shares would only mcrease and compound strams on operatIOnal capaCIty Both WIth
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regard to operational efficiency and to market Integnty, Immoblhsatlon of certIfi'3tes of
those Issues comprISing the Index through a depository must be a pnonty goal

9 Earher In 1997 SEBI announced new regulatIOns whIch would recognIse at least some
types of short sales Pnor to launch of trading of stock mdex futures a determmatIOn
should be made as to the adequacy of the short sale functIOn as well as of the avaIlabIhty
of stock for loan purposes to support proper functIOnIng of the mdex arbItrage related
short sales In the cash market

10 Proper evaluatIOn and selectIOn of nsk control software to be used by the Cleanng
CorporatIOn should be completed If one of the eXIstmg programs IS to be chosen (SPAN,
TIMMS or other) It IS necessary for personnel from the NSE and NSE Clearing House as
well as the Members to be trained In the use of such system IfNSE determInes that It
wIll develop ItS own system thIS should be thoroughly documented and tested pnor to
launch Appropnate training would also be reqUIred m use of such NSE developed
software

11 EducatIOnal ActiVItIes should be continued EducatIOn and traIning should be gIven to
NSE members and their personneL both "front office" (sales) and "back office"
(operatIOns) as to theIr roles and responslblhtles In these markets Mock trading,
mcludmg processing of such mock trades should be Included In these activities Trammg
and educatIOn of potential "end users" both In and outside of Mumbal also needs to be
done

12 The Exchange should approve, pnor to use, all nsk dIsclosure and addItIonal dIsclosure
documents prepaI ed by their Members These should be provIded to each constItuent
pnor to the first transactIOn In denvatIves

13 The questIOn of who has the contact WIth the "customer" IS under conSIderatIOn m related
FIRE studIes, and IS relevant to the NSE's proposed futures market as well IndIcatIOns
are strong that In many If not most cases the NSE Members' "customers" are In fact
unregIstered IntermedIanes who In turn have theIr own "customers" (for whom they
mamtaIn an omnIbus account WIth the Member) As such, they are operating as sub-

• brokers, perfonmng the vanous services and functIOns of a broker WIthout regIstratIOn
and regulatIOn by SEBI or NSE To the extent that thIS class of non-regIstered and non
regulated IntermedIanes eXIst, and are the Interface between the market and the actual
"customer", a very large hole eXists In the regulatory schema ThIS should be closed pnor
to mtroductIOn of tradIng In these Instruments

14 Broker qualificatIOn and re~stratIOn should be a pnonty concern, partIcular for those
persons performing roles 111 "the futures market SuperVIsors should also be reqUIred to
demonstrate their techmcal competence With regard to mdustry rules, regulatIOns and
complIance procedures QualIficatIOn eXaminatIOns should be developed for both brokers
and sub-brokers as well as for superVIsors, and successful completIon of such
exammatIOn should be reqUIred In order to act In these capaCItIes

Price Waterhouse LLP Page -I
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15 A "central regIstratIOn depOSItory" captunng all relevant mformatIOn and hIStOry on
regIstrants WIth NSE as well as all other exchanges should be developed as soon as
pOSSIble NSE should work With the other exchanges and SEBI to establIsh thIS data
bank

16 In addItIon to the speCIfic Issues covered above, overarchmg questIons should be
addressed What IS the economIC JustIficatIOn for thIS contract? What IS the expected
Impact on the cash market of the mtroductIOn of tradmg m the mdex future? ProVISIOn
should be made for momtonng any pOSSible Impact of the futures contracts on lIqUIdIty
and pnce dIscovery on the NSE 50 stocks as well as on the lower tier Issues ProVISIon
should be made m order to capture hedge versus speculatIve pOSItIOns m order to
determme when and how thiS type of actiVIty develops CapaCIty for the close reVIew and
momtonng of mltIal mdex futures tradmg actIVIty should be m place to allow
determmatIOn as to antICipated and/or adverse effects ConsideratIOn should be gIven to
remedIes to be avaIlable m the event of negatIve observatIOns m thIS regard

Pnce Wuterhouse LLP Page 5



Review oj RegulatlOnI JUI Der/VatIVe\ Exe-hange In IndIU
Contract #386-0531-C-OO-5010-00

II. NSE PREPARATION

Aprtl 7 1997

Durmg thIS project we were provided a copy of the NSE's draft of theIr "Tradmg RegulatIOns
- Futures" as well as drafts of educatIOnal and fisk dIsclosure statements and documents for
reVIew As part of thIS reVIew, the NSE reVIewed WIth us theIr tradmg, clearance and
settlement, and complIance surveIllance functIOns

At the outset of thIS report the NSE staff should be commended for theIr commItment to
developmg thIS market, and the progress they have achIeved to date They treated thIS reVIew
m a conSIstently profeSSIOnal and courteous manner Although questIOns and concerns
remam, they should be seen m thIS same hght

A. ReVIew of "Trading RegulatIOns - Futures"

The NSE has developed an extenSIve draft of theIr "Tradmg RegulatIOns - Futures" and
"Cleanng and Settlement - Futures" Much of the text has been adopted from the eXIstmg
Tradmg RegulatIOns m the CapItal Market (ordmary share) segment of the NSE To thIS
extent, these regulatIOns have had some "seasomng", and can be conSIdered to have been
tested StilL tradmg m futures WIll result m addItIOnal exposure, and WIll reqUIre further
strengthemng of these draft regulatIOns

To the extent that the NSE tradmg regulatIOns for theIr Futures segment have been adopted
from the CapItal Market tradmg regulatIOns, modIfication of the Futures tradmg regulatIOns
may reqUIre commensurate modIficatIOn of the CapItal Market procedures to aVOId
mconsIstency Although not an ImmedIate prIOrIty, It IS recommended over tIme that those
regulatIOns whIch are common to Futures, Capital Markets and any other segment of the NSE
be Identified and made part of one common regulatIOns manual Each segment then should
have ItS own compamon procedures dealIng WIth any features umque to ItS products and
actIVItIes ThIS would allow modIficatIOns to be made more effiCIently m the common
procedures. and mmlmIse the pOSSibIlIty of mconsIstencIes

Comments WIth respect to speCIfic portIOns of thIS draft are

"Part A - Tradmg RegulatIOns - Futures"

1. Defimtwns

1 3 3 AuthOrIsed Person

ThIS portIOn of the defimtions ...}ould appear to allow, under explanatIOn (1) therem.
for any person "who IS undergomg any kmd of trammg or aSSIgned any project work
m pursuance of the reqUIrements of any umversity or other academIC body" to
functIOn as an "AuthOrIsed Person", able to functIOn on behalf of a Tradmg Member
In pnor reports, the FIRE Project has recommended speCIfic qualIficatIon and
regIstratIOn standards for representatIves of brokerage firms m IndIa These
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recommendatIons would be even more relevant to persons actI!!8 as representatIves In
the denvatlves markets HoldIng an academic degree, much less purSUIng "any kInd
of traInIng or assigned any project work In pursuance" of such degree could not
establIsh such standards of techmcal competence In these fields
ThIS defimtIOn should be revIsed In the Futures RegulatIOns (and as appropnate In the
CapItal Markets and Debt SecuntIes RegulatIons) of the NSE to proVIde that only
those persons who have the appropnate qualIficatIOns would be allowed to functIOn as
an "Authonsed Person"

1 3 6 Branch Office

ThIS draft defimtIOn would appear to allow for some bUSIness actIVItIes of a Member
to be conducted at a locatIOn other than the maIn office, WIthout such locatIOn beIng
reqUIred to be regIstered as a "branch office" as long as that It does not conduct "the
same or substantIally the same actIVIty as that carned on by the head office" ThIS
would appear to allow for a lot of room for creatIve InterpretatIOn Would a locatIOn
at which customer orders are gathered to be forwarded to the mam office for entry be
reqUIred to be conSidered as a "branch office" under the argument that SInce they are
not entenng the order, they are not engaged In "substantIally the same actIVIty as that
carned on by the head office"') Would a locatIOn at which research actIVities are
conducted be conSidered a branch If no research were otherwise bemg conducted at
the maIn office?
A more general defimtlOn of branch office for Futures (as well as for the NSE's other
segments) would Include any locatIOn at which any busmess aCtIVIty of the member IS
bemg conducted The NSE's legal department should conSider the speCIfic language
to be used In thIS regard, they may find the defimtIon of the NatIOnal ASSOCIatIOn of
SecuntIes Dealers to be useful as an example (NASD Manual, Rule 301O(g)(2) In the
current edItIOn, paragraph 2177(g)(2) In older editIOns) ThIS defimtIOn, In relevant
part, reads

"Branch Office" means any locatIOn IdentIfied by any means to the publIc or
customers as a locatIOn at which the member conducts an Investment bankIng or
secuntIes busmess "

1 3 8 ConstItuent

The explanatIOn to thiS defimtIOn states that the term "constituent" (customer)
mcludes a "Participant as defined m the Bylaws of the Exchange unless stated
otherwise" ThiS would mdlcate that accounts of officers, directors and major owners
of Memb...,,"s, as \VeIl dS accounts of Members themselves, would be treated as
customers (ThiS IS consistent With observatIOns made elsewhere dunng thiS project
and discussed elsewhere In thiS report) WhIle thiS may result In treatIng these
accounts more conservatIvely (as, for example, In margIn), It would also gIve them at
least parity protectIOn In segregatIOn and other protectIon systems With accounts of
bona-fide customers RegulatIOns m most futures/optIOns as well as eqUIty securItIes
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markets exclude accounts of members as well as "msIders" of members from the
defimtlOn of "customer" for such purposes

2. Dealmgs on the Exchange

2 3 4 b) Openll1g PerIod

ThIS paragraph states that "all trades pertammg the pre-openll1g perIod shall be
executed at a sll1gle trade pnce whIch IS the prIce of the lllst trade dunng the pre-open
peflod" ThIS appears to contradIct the pnor paragraph, whIch states that durmg the
pre-open penod "no executIOn of the orders can take place" These paragraphs should
be revIewed. clanfied. and made consIstent

234 c) Open Penod

ThIs paragraph provIdes that dUrIng thIS penod "orders would be matched accordll1g
to the pnce/tIme PrIOrity" Two questIOns would be mdIcated here

1 Would the same prIce/time prIonty be afforded to orders receIved m the pre-open
penod') Assummg that the smgle pnce auctiOn contemplated for the openll1g mIght
not fill all orders on both sIdes of the market equal to or better than the openll1g pnce,
It would be Important to kno\\- the pnonty for these orders as well as for those
receIved dunng the open perIod

2 Orders for the Member as well as for persons assocIated wIth the Member would
appear to get panty treatment wIth orders for customers. bemg subject only to prIce
and tIme pnonty consIderation In some markets. orders from bona-fide (non
affilIated) customers are gIven pnorIty to those of the Member. other brokers tradll1g
through the member. or persons affilIated or assocIated WIth such brokers or members
In the lI1terest of promotmg both the realIty as well as the perceptiOn of faIr dealll1g
WIth customers. consIderatIOn of such pnonty for bona-fide customer orders would be
appropnate m the futures and optiOns segment (as well as m the capItal markets and
debt lI1strument segments)

2 6 7 POSItIon/turnover lImIts

ThIS paragraph states that the Exchange "shall lay down turnover and pOSItiOn lImIts
from time to tIme" Such lImIts are currently bemg observed m the capItal markets.
WIth pOSItions bemg held to a maXImum of ten times the cleannghouse depOSIt. and
turnover at 33 times thIS depOSIt The Exchange notIfies It members of such lImIts by
bulletll1 \\-hlch appears to be satIsfactory procedure Such pOSItiOn/turnover hmIts
apply to the totalIty of the member's tradmg
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PartIcular attentIOn should ~e given to posItion lImIts In denvattves PositIOn lImIts as
to number of contacts long or short should be establIshed for other than bona-fide
hedgmg purposes for all accounts actIng alone or In concert Further, these lImIts
should be apphcable not only account by account, but m aggregate for any
person/entIty tradIng with or through any Member dIrectly or IndIrectly, alone or m
concert ThIS would IndIcate the need for the NSE to prOVide a facIlIty for reportmg
and surveIllance of large pOSitIOns from each member so as to momtor Inter as well as
mtra-member pOSItIon lImIts

3. Dealings in Contracts

3 2 1 Records of order InstructIOns

ThiS paragraph provIdes that "relevant records or documents" of order InstructIOns
from constItuents be kept, along WIth records of the completIOn of such orders
ObservatIOn, as well as dIScussIon, suggests that thIS rule IS, at best, beIng honoured In

breach m the capital markets segment Most orders appear to be transmItted by
telephone, and entered Into the system by the Member's authOrIsed person No wntten
record of the receipt of such order IS typIcally made

WhIle order memoranda are an approprIate record to be reqUIred to be made and kept,
any rule m thIS regatd should be practIcal In lIght oftradmg methods and practIces
POSSIble solutIOns WhICh were suggested Included tapmg orders receIved by phone
(WIth applOpnate tIme stamp on the phone message) - whIch would not cover orders
transmItted m person or VIa fax or other method, and mamtamIng a "traffic log" of
messages entered Into the system whIch would mclude tIme of such entry - WhICh
would not cover orders ""hlch ""ere not ImmedIately entered, such as orders In WhICh
the broker was gIven tIme and pnce dIscretIon

ThIS may be an approprIate SItuatIOn In WhIch to seek Member's comment and
aSSIstance m framIng a rule WhICh meets the regulatory reqUIrement and customer
dIsclosure whIle comportIng With the realIty of the market

3 2 2 ConfirmatIOn/ModIficatIOn SlIp

The reqUirement here that the "TradIng Member shall make avaIlable to hIS
constItuent copies of the order/trade confirmatIOn shp/modlficatIOn shp wherever
apphcable" seems to reqUire clanficatIOl1 Must the confirmatIOn slIp be given to all
customers for all trades') The answer should be yes The modIfier "wherever
applIcable" would appear to prOVIde e'(ceptIOns, and allow for self servmg
mterpretatIOn by a Member ThiS regulatIOn should be reVised to reqUire these records
to be prOVided to all customers for all such actIvItIes
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SImIlar to 3 2 I above, thIS rule should be revIewed m lIght of regulatory
reqUIrements, customer dIsclosure needs, and market practIcahty

3 3 5 Matchmg Rules

d) (I ) pnce-tIme pnonty for orders

See dIscussIOn of 2 3 4 c), above we recommend consIderatIOn of gIvmg pnonty to
customer order be gIven pnonty over those of Members and theIr affilIates and
assocIated persons

d) (II ) matchmg best buy and sell pnce

ThIS should be clanfied to mdicate that the best buy order shall match wIth the best
sell order at an equal or lower pnce, and that conversely the best sell order shall match
wIth the best buy order at an equal or hIgher pnce As generally understood, as long
as there IS a spread between the best buy and best sell order, there WIll not be an
executIOn

34 I Contract Note to be Issued

The "Contract Note" appears to be the complete record of the terms on WhICh the
contract was executed, mcludmg gross pnce, commISsIons and charges, and net pnce
ThIs rule proVIdes that thIS record shall be Issued "m such manner and wlthm such
tIme as prescnbed by the exchange" DISCUSSIOn and observatIOn mdICates that the
contract notes are not always bemg promptly Issued, and due to theIr commIsSIon
structure, some Members cannot Issue them untIl It IS known whether the posItIon WIll
be squared off before settlement or not (a lower commISSIOn may be charges on a
"round tnp" baSIS for square otf actIVIty than for trades resultmg m pOSItIons carned
over settlement - whIch are gn en a hIgher commISSIOn on both entry and eXIt) If a
complete confirmatIOn IS proVIded m all cases to all customers wlthm one busmess
day of executIOn, deln ery of the Contract Note wlthm one busmess day of settlement
date mIght be suffiCIent The NSE should reVIew Its own and Its members' procedures
m thIS regard m order to ensure that complete and tImely reportmg IS bemg made to
customers m thIS regard

3 4 2 Contract Note to be SIgned

ThIS prOVIdes that the contract note shall be SIgned by "a Tradmg Member or hIS
AuthOrIsed SIgnatory or constItuted Attorney" The terms "Authonsed SIgnatory" and
"constItuted Attorney" are not defined m these regulatIOns (though they may well be
generally understood m the Indian busmess context, there should be some defimtIOn
or reference m thIS regard)
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Further. unless there IS some legal reqUirement Imposed on the Exchange and ItS
Members that these reports be ~Igned. consIderatIon should be gIven to the need and
purpose bemg served for thIS reqUirement In many other markets, system generated
confirmatIons of contract terms suffice, and elImmatmg the SIgnatory reqmrement
would allow more tImely dissemmatIOn of these reports Some suggestIOn was made
that ill sIgnmg the contract note the Member was makmg a last check for accuracy
The NSE should expect that ItS members have systems and procedures m place to
detect and correct any such maccuracy well before the contract note IS sIgned Local
custom and market expectatIOn may not support ehmmatIOn of thIS reqmrement at thIS
tIme, but such should at least be consIdered

3 7 DeposIt Reqmrements

ThIS appears to be the Exchange's pnonty focus m the CapItal Markets cell, and
would qmte probably be ItS pnonty focus m the Futures/OptIOns segment. WhIle
protectIOn of the Exchange and ItS c1earmghouse IS an appropnate concern, thIS does
not necessarIly accomphsh protectIOn of other market partIcIpants, notably the
customer ThIS concern WIll be dIscussed later m thIS report. m sectIOn III

3 73 Form of deposIt

ThIS paragraph mdlcates that the reqUirements as to amount and form of such deposIt
WIll be establIshed by the "relevant authonty" As thIS term IS not defined m the
regulatIOns. It would be c1earel to specIfy that such reqmrements wIll be establIshed
by the NSE (or by SEBI)

3 8 Margm Reqmrements

It WIll be of utmost Importance that margm reqUirements for mdex futures be set at
hIgh enough level and that procedures for Issmng and collectmg margm be
understood by both brokers and customers, and consIstently enforced by the
Members

It appears that margm rules are not bemg conSIstently enforced for CapItal Markets
(eqUIty) tradmg RatIOnales offered are that It IS ImpractIcal to reqmre margm, smce
other brokers do not do so thIS would place the members who attempt to follow such
standards at a competItive dIsadvantage Further accounts are often assumed to be
earned on behalf of persons or entities who are "well know" and who's
credltworthll1ess IS understood We would suggest that thIS IS madequate control for
general secunties accounts, and ""ould be a woefully madequate approach to apply to
accounts tradll1g mdex futures or other denvatIves

A more complete dISCUSSIOn of concerns 111 thIS regard are prOVIded later m thIS
report. m sectIOn III
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ThIS paragraph provIdes that "The Exchange shall at any tIme exempt any Tradmg
Member/PartiCIpant or category of Tradmg Members/PartICIpants from all or any of
the margm reqUlrements stIpulated or modIfy the specIfic reqUlrements for a Tradmg
Member/ParticIpant" DIscussIOns WIth exchange staff mdicate that the mtent of thIS
paragraph IS to provIde the NSE WIth the abIlIty to exempt Custodial PartICIpants from
margm reqUlrements Assummg for thiS purpose that thIS IS an appropnate exemptIOn
(WhICh the NSE and SEBI should satISfy themselves IS so), the language here IS far
broader The operative WOld "shall" WIthout modIfier would mdlcate a reqUlrement
that the NSE provIde such exemptIOn to "any TradIng Member/PartIcIpant" ThIS IS
not the mtent. and the language should not so mdlcate

3 8 (SiC) Margm from the ConstItuents

ThIS should eIther be numbered 3 8 8, or (preferably) 3 9, reflectmg that It IS a new
tOpIC (WIth the pnor 3 8 bemg labelled Margm DeposIts from the Members)

3 8 a) herem mdlcates that the Member shall "have the nght to demand from ItS
constItuents the Margm DepOSit which the member has to proVIde under these Tradmg
RegulatIOns m respect of the busmess done by the Member for such constItuent
ReqUIrIng margm should be a duty, notJust a rIght, for the member The member
should be REQUIRED to collect at least the amount ofmargm whIch IS reqUIred to be
depOSIted on behalf of the chent The member should have the RIGHT to demand
ADDITIONAL margm above these mimmum levels as he should so reqUIre

ThIS paragraph further 1l1dlcates that "The TradIng Member may not, If so deSIre,
collect such a margm from F1l1ancIallnstItutIons, Mutual tunds, and ForeIgn
InstItutIOnal Investors" (~l() WhIle the syntax may call fm some clanficatIOn, the
more Important concel n IS the premIse Margm reqmrements should be unIformly
enforced for all accounts, partIcularly those deal1l1g m denvatIves ThIS should be
clearly establIshed 111 these regulatIOns, both for retaIl as well as 111stitutIOnal chents,
both on the openmg buy as well as on the opemng sell SIde

3 8 b) Constituent In default

ThIS paragraph prOVIdes that for opemng purchase pOSItions 111 WhIch the constItuent
falls to meet the margm obligatiOns wlth111 two days "for the executIOn of the full
contract wlthm two days of the contract note havmg been delivered" (SiC), the member
"shall be at lIberty to close out the transactIOns by sellmg contracts" ThIS provlSlon IS
madequate m two respects first. by delaY111g delIvery of a contract note, the member
may delay the day on ""hlch close out actIOn IS expected Further, although there may
be some SItuatIons 111 whIch a close out cannot be accomplIshed (market lImIt up or
hmlt do""n), WIthout speCIfic approval for truly exceptIOnal CIrcumstances (whIch
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_ such approval should be documented and maIntaIned as part of the records of the
member), market orders to close out positions for defaultIng purchasers should be
entered promptly (1 e WithIn two busIness days of the trade) ThIs, of course, would
reqUIre that the constItuent be promptly advised of the reql1lred margm before or
promptly after the executIOn of the trade, and that a record that such margm call was
made, and when and how the call was met be made and kept by the member

4. Conduct ofBusmess by Tradmg Members

4 2 SupervISIon

4 2 1 Procedures to be followed

NSE Member firms should be reqUIred to document their supervISOry procedures (as
well as their operational procedures RecogmtIOn of the SIze and compleXIty of the
firm could well be gIven In determInmg the level of detaIlleqUIred for such
documentatIOn Nonetheless, the NSE should determIne that such procedures are
documented, and are adequate for the member's orgamsatlon and busmess

NSE members should be reql1lred to adVise the Exchange of the name of the officer
WIth speCific supervisory responsIbIlIty for futures and other denvatIves actIVItIes

4 2 2 Internal InSpectIOns

The reqUIrement for Internal review of the member's actIvitIes IS pOSItIve There
should be a further reqUIrement that thiS reVIew be documented and appropnate
records mamtamed

In some markets thIS type of reqUIrement has caused controversy as to whether the
records of such mteillal review would be aVailable to the regulators (or are they
ehgIble for "pnvilege") TIllS Issue should be conSIdered and resolved by the NSE's
legal department SEBI and other authontles as appropnate

423 Wntten approval

The reqUirement for supervIsory reVIew and approval of transactIons and
correspondence IS also POSitive As With 4 2 2 above, there should be a further
reqUirement that thiS reVIew and procedure be documented ,.:md appropnate records
mamtamed

4 2 4 QualIficatIOns mvestlgated

The reqUirement that each Member mvestIgate the good character, busmess repute,
qualIficatIOns and expenence of potentIal regIstrants as Users WIth the Exchange IS
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-positive There would, however appear to be lImItatIOns on the effectIveness of such
measures m the current environment Without avmlabilIt) of a "central regIstratIOn
depOSitory" t9 capture and report on each regIstrant's hiStOly an applIcant could
proVide an mcomplete record of pnor employment, convel1lently omIttmg those
employers wIth whom he/she expenenced regulatory or other problems

Development of a "central regIstratIOn depOSitory" captunng all relevant mformatIOn
and history on regIstrants With NSE as well as all other exchanges should begm as
soon as pOSSible NSE should work \\11th the other exchanges and SEBI to estabhsh
this data bank

4 3 RelatIOns wIth ConstItuents

43.1 (RelatIOnship Agreement)

This rule reqUIres an agreement between the Tradmg Member and ItS "constItuent" It
IS then prOVIded that the term "constItuent shall not mclude a PartiCipant" for
purposes of thIS rule The term "constItuent" IS defined 111 SectIOn I 3 of these
RegulatIOns, but the term "Participant" IS not so defined therem

For purposes of thIS rule (as well as for other rules) thiS should be clanfied Does the
term "PartIcIpant" mean only the Tradmg Member? Would It also mclude other
member orgamsatIOns') Would It mclude members of othel exchanges? Persons
associated wIth member orgal1lSatIOns') A defil1ltIOn of the term "Participant" should
be prOVIded m sectIOn I 3 to address these questIOns genelally, and clanficatIOn
proVided as necessary where the term IS used later m the rules

Further, It should be speCIfied that the agreement proVIded 111 Annexure 3 shall be
reqUIred of each constItuent mtendmg to trade denvatlves notwlthstandmg executIOn
of any other agreements between such constituent and the Tradmg Member It should
also be speCified that thiS agreement shall be executed by the constituent and the
Tradmg Member pnor to approval for or mitIatIOn of tradmg m denvatlves by such
constItuent

4 3 2 ("Know YOUI Customer" mve~tlgatIOn)

The reqUIrement that the Tradmg Member make an mqmr) mto the essential facts and
mvestment objectIves of each neV\- chent IS pOSItIve The Iule should reqUIre that a
record be mamtamed of such ll1fOrmatIOn as proVIded by the chent

Further, thIS mqUlry should not be lImIted to "new chents" Such mqUlry should be
made, and records mamtamed of such mformatIOn for all clIents which are approved
to trade denvatives, even If such clIents have a prIor constituent relatIOnship With the
Member
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ThIS rule calls for disclosure of "the precise nature of the Tradmg Member's habilIty
for busmess to be conducted. the nsk associated wIth business m denvatlves tradmg
mcludmg any IImitatlon on that habIlIty and the capacIty In WhIch the Tradmg
Member acts and the constItuent's hablhty thereon"

The objectives of disclosure of risk as well as of the capacity In whIch the Member IS
actmg are appropnate Such infOrmatIOn IS essential, and the rules should reqUIre that
such be provIded to the"constItuent" The text as wrItten seems to focus more on the
"Member's lIabIlIty" and the nsk associated wIth "busmess m denvatlves tradmg"
Short of a textbook on the law, it IS dIfficult to imagme how dIsclosure could be made
of the "precIse nature of the Member's habilIty" Further the constItuent should be
adVIsed of the nsk oftradmg In denvatlves, whether thIS IS as a "busmess" or
otherwIse

We would recommend SImplIfying thIS rule to say

"Each Tradmg Member shall provide to each constItuent, pnor to the approval of such
account to trade denvatlves, a dIsclosure of the nsks of such actlvltles Such
dIsclosure shall be In a form acceptable to the Exchange The Tradmg Member shall
mamtam a record of the date of dehvery of thIS fIsk dIsclosure document to each such
constItuent"

434 (Addltlonal DIsclosures)

ThIS rule reqUIres the Member to proVIde "extracts of relevant provlSlons governmg
the nghts and oblIgatIOns of constltuents as constItuents ot Tradmg
Members. relevant manuals, notIficatIOns, cIrculars any addItIOns (SIC) or
amendments thereto etc of the Exchange, or of any regulatory authonty, to the extent
It governs the relatIOnshIp between Tradmg Members and constItuents, to the
constltuent at no extra cost"

ThIS rule seems cumbersome and ImpreCIse To the extent that It IS determmed that
dIsclosures of such matters are necessary, it IS recommended that the Exchange
reqUIre each Member to develop a dIsclosure form whIch would be subject to
Exchange approvaL and would be reqUired to be proVIded to each such constItuent
pnor to the first transactIOn

An amended form for such disclosure should be reqUired to be developed whenever
mdlcated by adoptIOn or amendment to a rule covenng thIS relatIOnshIp Such
amended diSclosUie form should then be proVIded to all eXistmg chents A record
should be reqUired of the delIvery of each such dIsclosure torm
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The dratt rule further prov!.ges that "The Tradmg Member shall also bnng to the
notIce of hIS constituents. mcludmg PartIcIpants. any mdlctments, penaltIes etc
Imposed on hIm by the Exchange or any other regulatory authonty ThIS should be
clarIfied to proVIde that thIS dIsclosure should be proVIded to each eXlstmg constItuent
In a form acceptable to the exchange m a timely fashIOn (m thIS regard the NSE
should establIsh a time reqUIrement that IS both practIcal and meets the ObjectIve of
tImely dIsclosure to the market)

Fmally. we would recommend that the rule reqUIre a copy of the rules and regulatIOns
of both SEBI and the Exchange be avaIlable to constItuenb at each place at WhICh the
Member conducts busmess

435 RecommendatIOns to the Tradmg Member

Note ThIS should be titled "RecommendatIOns BY the Trading Member

Paragraph I) reqUIres that the Member make dIsclosure of "matenal mformatIOn" In
hIS dealIngs WIth hIS constItuents The context suggests that thIS dIsclosure should be
WIth regmd to recommendatIOns made The ObjectIve of dIsclosure of "matenal
InfOrmatIOn" IS laudable, but the draft rule IS vague and would appear to mVIte
confhctmg mterpretatIOn by both constituent and Member Does the mformatIOn
become "matenal" when It IS used by the Member m makmg the recommendatIOn?
Or would the mformatIOn be "matenal" If the constItuent would have conSIdered It so,
whether or not It was used by the Member? As ml example, the Member may make a
recommendatIOn purely on a techmcal baSIS Could the constItuent say that he was
gIven mcomplete dIsclosure smce all fundamental data was not prOVIded? And who
would define what fundamental data was "materIal" (except m hmdslght?)

In place of the draft of tlus rule. the followmg IS suggested

"In recommendmg to a constItuent the purchase or sale of any derIvatIve, a Member
shall have reasonable grounds for behevmg that the recommendatIOn IS appropnate
for such constItuent upon the baSIS of the facts dIsclosed by such constItuent as to hIS
objectIves. finaI1clal situatIOn and needs"

There should be a flU1her prohIbItIOn m thIS or another section agamst a member or
person assocIated with a member l'10m sharIng m the profits of a customer (other m a
bona fide Jomt account or partnershIp account m whIch such entIty has made a capItal
contnbutIOn to the account, the partiCIpation IS documented. aI1d both profits and
losses are shared m dllect proportIOn to the percentage of capItal contrIbuted)
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442
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ThIS paragraph seems unclear AssumIng that It IS mtended to address those trades
wIth a constItuent In whIch the Member IS Itself the contra party, the focus should be
on enSUrIng that the client receIved the best pnce avaIlable In the market as well as
bemg provIded wIth dIsclosure of market mformatlOn

443 (DIscretIOnary Accounts)

The rule provIdes that "Where the Tradmg Member manages a dIscretIOnary account
for or on behalf of constItuents, he should abIde by the SeCUrItIes and Exchange Board
of IndIa (PortfolIo Managers Rules and RegulatIOns, 1993)" ThIS seems week and
ImpreCIse ("should" would suggest less than an absolute reqUIrement, for example)

Assummg that the Intent IS to ensure complIance WIth such SEBI reqUIrements, we
would suggest consIderatIOn of the follo\Vmg as a redraft of thIS rule

"No Member or person associated WIth a Member shall exerCIse any dIscretIOnary
power m a constItuent's account unless such constItuent has gIven pnor wntten
authOrIsatIOn for such actiVIty, and such actiVIty IS conducted m accordance WIth
Secunties and Exchange Board of IndIa Portfolio Managels Rules and RegulatIons,
1993"

4 4 6 (order placement/modIficatIOn) and 4 4 7 (order cancellatIOn)

These rules reqUIre the Member to obtam order entry, modIficatIon and/or
cancellatIOn mformatlon flom the constItuent In wntIng Based on dISCUSSIOn WIth
market partICIpants as \Veil as observatIOn of Member order desk actIVItIes, thIS
reqUIrement does not appear practIcal InstructIOns from constItuents are routmely
obtamed verbally (over the phone or In person) Rather than establIsh a reqUIrement
that would lIkely be routInely Violated, \Ve would recommend that these rules reqUIre
that the member make a record of order terms, modIficatIOns and cancellatIOns These
records should be reVIewed and approved on a daily baSIS by a semor officer of the
Member, and a record of such reVIew and approval be mamtamed

449 (accumulatIOn/bunchmg of orders)

ThIS draft rulJappear::, self contradIctory In the first sentence It estabhshes that the
Member "shall not accumulate constituent's Older/unexecuted balances speCIfied for
that contract by the Exchange (\/G)" In the second sentence It reqUIres that "The
Tradmg Member shall place forthWIth all the accumulated orders"
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Jf a Member IS prohIbIted from accumulatIng orders. he should not be In a pOSItion to
"place forthWIth all the accumulated orders" The Exchange should determIne the
mtent of thIS rule and adjust the te\.t accordIngly

Further. the last phrase In the first sentence "balances speCIfied for that contract by the
Exchange" It IS unclear what IS meant here or how thIS fits Into the rule ThIS should
be clanfied or deleted

44 10 (order entry/executIon discretIOn)

ThIS rule appears to be Intended to prOVide the Member With the abIlIty to accept
verbal authonty (as opposed to reqUIrIng wntten authonty) for the time at whIch an
order IS to be entered Query as to whether the Intent IS to proVIde for "time and pnce
dIscretIOn" as IS aVailable In many markets

It IS recommended that thiS rule be redrafted to read

"The Tradmg Member shalL to the extent that the Exchange tradmg system can accept
them. promptly enter all constituent's orders In accordance WIth theIr mstructlOns
The Member may, however. accept and act In accordance WIth verbal or wntten
InstructIOns from constituents 'v\ hiCh proVIde the Member WIth dIscretIOn as to the
tIme and/or pnce at which such order WIll be entered for executIOn

44 11 (ConfirmatIOns/Contract Notes)

Note thIS appears to partIally duplicate 3 2 2 of these regulatIOns The comments for
3 2 2 should be reVIewed. the Ieqlllrement clanfied. and the redundancy between these
two paragraphs resolved

4412 (Chent Bank Account)

ThiS rule reqUires separate bank accounts for constItuent funds and the member's
funds In thiS regard It IS Iecommended that the rule further reqUire for the bank
account maIntamed for constituent funds

-a contract or agreement In a form acceptable to the exchange (or SEBI) provldmg
that the bank has been adVIsed by the member that all funds depOSIted m the account
are bemg held by the b,mk. for the exclUSive benefit of customers of the member m
accordance With thiS rule that these funds ,>hall at no time be used directly or
mdIrectly as secunty for any loan to the member by the bank. and that these funds
shall be subject to no lIght. charge securIty Interest. lien or claIm of any kmd m
favour of the bank

-such account shan be tItled 'SpecIaI Account for the ExclUSIve Benefit of Customers
of (Member's Name) ..
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-the member shall be required to m<1111ta1l1 records document1l1g all financIal
transactIOns with and for customers, eVIdenc1l1g that such transactIOns were properly
conducted through thIS SpecIal Account

(Note, thIS paragraph should refelence the reqmrements of 6 I 4 1 and 6 1 42 herem)

4 4 13 (Margm DeposIts from Customers)

ThIs draft rule provIdes that If the member IS reqUIred to pay margm to the Exchange
It "may" collect the same from ItS constItuent, but further provIdes that the member
may not collect more from the clIent than the amount actually paId or payable to the
Exchange
In thIS regard It IS recommended

-that at any tIme sufficIent funds are not available 111 a constItuent's account to meet
margm deposIt reqUIrements with the Exchange, a call shall be Issued requIrIng the
constItuent to promptly depOSit at a mimmum sufficIent funds to meet such
reqUIrement

-each member may Ieqmre constituents to mamta1l1 balances III theIr accounts, or to
deposIt funds 111 excess of the amount Ieqmred to be deposIted by the member wIth
the Exchange m connectIOn wIth such accounts Any such balances or excess margm
deposIts shall be kept b) the member 111 the "SpecIal Bank Account for the ExclusIve
BenefitofCu~ome~"

4 4 14 (CancellatIOn of Trades)

ThIS draft rule establIshes procedures for cancellatIOn of trades whIch have been
executed Such cancellation would reqUIre the approval of the Exchange

We concur wIth the reqmrement that the constItuent's reqUIres for cancellatIOn should
be m wntmg We would further recommend that the member document the reason
proVIded by the constItuent for such request and that approval by a semor officer of
the member be recorded pnor to further processmg

The second and thud sentences 111 thiS paragraph are unclear it IS assumed that the
mtent IS to reqmre the member to promptly adVIse the contra-party to the transactIOn
as well as the Exchange of the request for cancellatIOn ThIS could be more clearly
stated

It IS recommended that tim, pmagraph be redrafted to read
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"Any request by a constItuent for cancellatIon of an executed trade must be made m
wntmg to the Member. who shallmamtam a Iecord of the reason(s) gIven for such
request as well as approval or dIsapproval by a semor officer

The Member shall promptly advIse both the E'Xchange and the contra-party to the
transactIon of any such requests for cancellatIOns whIch have been so approved

The member shall adVIse any constItuent makmg such request that the Exchange
mamtaInS final authonty to approve or reject cancellatIOns of such executed trades"

4 5 3 (Members' ResponsIblhties for "Employees")

ThIS paragraph provIdes that "The Tradmg Member/PartIcIpant shall ensure-

(1) that any employee who commIts (the Member) to a transactIOn has the necessary
authonty to do so, and

(n) that employees ale adequately tramed In operatIng In the relevant market segment
m whIch they deal "

In thIS regard It IS recommended that these reqUlrements be made apphcable to any
person or entIty actIng on behalf of a Member/PartIcIpant, rather than IImItmg these
rules to "employees" The term "employee(s)" 111 (1) and (ll) above should be replaced
by "any person or entIty actIng on behalf of a Member/PartIcIpant"

4 5 3 g)(MIsrepresentatIOns)

The term "gieat care" appears unnecessanly subjectIve It IS recommended that thIS
paragraph be redrafted to read

"When recommendl11g. arrangl11g for or entenng Into a transactIOn a Member or
person regIstered wIth or assocIated wIth a member may not mIsrepresent, m any way,
the nature of the transactIOn"

4 5 4 d)Use of l11fOrmatIOn obtaIned m a fidUCIary capaCIty

ThIS paragraph prohIbItS the Member from makIng use of InfOrmatIOn obtamed m
vanous fidUCIary capaCItIes for "~OltCItlllg purchases. sales (SIC) except at the request
of and on behalf of the IssueI"

The phrase "purchase, sale" (above) should be replaced WIth "purchase, sale or
exchange"

4 6 Note there IS no sectIOn 4 6 In thIS draft The text SkIpS from 4 5 to 4 7
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We concur With the prolubltlons set forth 10 4 7 I through 4 7 3 (mampulatIOn and
wash sales) We fm1her recommend a prohIbItIOn agamst "front runnmg" be added

"No Member or person assocIated or regIstered wIth a Member, for an account WhICh
such Member or person has an mterest or for whIch such Member or person exerCIses
mvestment dIscretIOn, shall cause to be executed any order to buy or sell any secunty
or denvatIve whIle m posseSSIon of matenal, non-publIc mformatIOn concermng an
Immment block tIansactIOn m such secunty, denvatIve, or underlymg secuntY(Ies) for
such denvatIve No Member or person assocIated wIth a Member may provIde to any
customer any such matenal mformatIOn regardmg such Immment block transactIons
Such mformatIon regardmg Immment block transactIOns must be mamtamed m a
confidentIal manner by such Member or person assocIated wIth such Member"

5. ArbitratIOn

Although the NSE has a proVISIon for resolutIOn of dIsputes through arbItratIon, there appears
to be lIttle expenence m usmg thIS procedure No data, files or other records were prOVIded
for reVIew

FIRE office has for reference a VIdeo tape created by the NatIOnal Futures ASSOCIatIOn (NFA)
to educate the publIc about avaIlabilIty of theIr arbItration functIOn, as well as a tape to
educate arbItrators as to theIr responsIbIlItIes FIRE office also has samples of mformatIOn
packages proVIded by the NatIOnal ASSOCIatIOn of SecuntIes Dealers (NASD) to potential
claImants m an arbItratIon process These packages mcluded the forms reqUIred as well as
pamphlets descnbmg the process and settmg forth the arbItrators' dutIes These matenals
should be useful as references to the E'{change and other authontles as arbItratIOn processes
are reVIewed

Beyond thIS, we recommend that the Al bltratIOn process and functIon be the subject of a
separate study by the FIRE project
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6. Records, Annual Accoullts & Audits

6 I Records

6 1 3 (Records ReqUIred)

Apnf7, 1997

ThIS paragraph lIsts certam recOlds reqUIred to be mamtamed by the Member Certam
addItIonal records should be reqUIred and made a part of thIS lIst, mcludmg

-customer account record (ledger/statement) IIstmg all actIvIty (buys and sells,
receIpts and delIvenes of secuntIes, receIpts and dIsbursements of funds, and any
other debIt, credIt or other adjustment to the account

-margm calls made and met

-stock record (secunties posItIOn record) reflectmg separately for each secunty all
"long" and "short" posItIOns camed by such member for hIS account or for the account
of constItuents or others and showmg the locatIOn of all secunties owned and the
offsettmg posItIOn to all secuntles short

-mformatIOn regard1l1g account guarantees, 1l1clud1l1g the name and account bemg
guaranteed, the Identity and authonsatIOn of the guarantor, and documentatIOn of the
secunty, funds or other plOpelty bemg pledged to secure the guarantee

-mformatIOn regardmg loan guarantees, mcludmg the account(s) bemg guaranteed, the
IdentIty and authonsatIOn of the guarantor. and documentatIOn of the securIty, funds
or other property bell1g pledged to secure the guarantee

-documentatIOn of Letters of CredIt m a form acceptable to (or proVIded by) the
Exchange detaIlmg the bank Issumg the LOC, the amount of the LOC, and the
expIration date

(note that If the mtent of paragraphs 6 I 9 and 6 1 10 IS to cover account and loan
guarantees a~ well as Letters ot CredIt these paragraphs should be expanded to reflect
the above

-rIsk dIsclosure documents executed by each constituent approved to trade m futures
or other denvatives (as discussed In lIB, below)

6 1 4 1 and 6 I 42 (Accountmg [~r Customer Funds)

These paragraphs should be cross referenced and co-ordmated WIth 44 12 The
reqUIrement that an audIt traIl be created and mamtamed as part of the Members
records should be explIcIt
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6 I II (preservatIOn of constItuent account records)

Aprrl7, 1997

ThIS paragraph sets forth a requllement to keep constItuent account records for SIX
years after the account IS closed Other record keepmg reqUIrements are five years
(e g 6 1 3) Is there a reason for the dIfference?

6 I 14 (Customer complamt records)

In addItion to mamtammg the I ecord of wntten complamts of constItuents, the
Member should be reqUIred to k.eep a copy of the actual complamt document (letter or
other wntten notIce from the constItuent) as well as a record of the resolutIOn of the
matter by the Member

6 2 Annual Accounts and AudIts

Two modIficatIOns appear m order to thIS paragraph

I Standards should be establIshed as to who can certify the Member's audIted
financIal statement This should provide that thIS functIOn can be performed only
by a chartered accountant \"ho IS m good standmg and IS mdependent of the
Member

2 As wntten, thIS paragraph allows SIX months for the audIt to be performed and
filed ThIS means that the mformatlOn will be stale by the tIme It IS m the hands of
the Iegulators The annual audIt should be completed and filed wIth the Exchange
wIthm sl\.ty days of the Members fiscal year end ExtenSIOns, Ifany, should be
granted by the E'i:change and approved by SEBI (and would be an mdIcator of the
need for mOle frequent and thorough e'i:ammatlOn by the Exchange)

7. InspectiOns

72. NotIce

Although paragraph 7 2 2 allows for the Exchange to conduct exammatIOns of
Members without pnor notIce thIS would be an exceptIOn Paragraph 7 2 I
establIshes a norm of pnor "reasonable notIce" to the Member before undertakmg any
such mspectIon

The Member wIll already kno\\ the date on which thIS year end audIt (reqUIred by 6 2,
above) wIll be conduded.:' E'(change e'(ammatlons should, other than m exceptIOnal
CIrcumstances be conducted on an unannounced baSIS
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7 3 OblIgatIOns of a Tradll1g Membel on InspectIOns

Aprzl7, /997

Several tunes 111 this sectIon the terms "reasonable" or "reasonably" are used to qualIfy
the access to records and other lI1formatIOn to WhICh the Member must gIve the
exanuner, or the level of assistance to be provIded by the Member m thIS regard

These terms seem unnecessanly subjectIve The Exchange should mstruct Its staff (or
other profeSSIOnals \\-hlch It might appomt for thIS purpose) as to the standards of
professIOnallsm expected Any gnevance by the Member 111 thIS regard should be
referred to the Exchange The Member should not, however, be mVIted to determme
what level of access or co-opewtlon IS "reasonable", and these terms should be deleted
from thIS sectIOn

7 4 SubmIssIon of Report

7 4 3 (ActIOn taken)

ThIS paragraph sets fOl th procedure~ to be followed pnor to any actIOn taken by the Exchange
on the findmgs of the Il1SpectIOn The formal procedures set forth here are appropnate m the
event of senous defiCIencIes or rule VIOlatIOns A less formal procedure should be establIshed
to deal WIth 'de-mIl1lmums" exceptIOn~ allowmg the Exchange to wnte a letter ofcautIOn
detaIlmg the defiCIency and warnmg .lg.lmst future such problems as appropnate ThIS "de
mmimums" procedure should not requIre pnor notice to the Member (other than the mformal
dIScussIon proVided at the completIOn of the mspectIOn), or pnor explanatIon from the
Member (though the Member could be lI1vIted to proVIde such explanatIon m response to the
cautIOnary letter)

B. ReView of NSE draft of nsk disclosure and educational materials.

1 Draft RISA Disclosure Document.

The NSE has developed an Il1ltwl dr.ltt of a nsk dIsclosure document, modelled after the
examples of such documents as used 111 the US market, whIch were proVIded as IllustratIOns
m the semmars conducted by Pnce Wclterhouse 111 September, 1996

The US nsk disclosure examples were deSigned to cover both futures and optIOns on a WIde
range ofunderlymgs (mcludmg, but not lImIted to stock lI1dexes) Although the general rIsks
are well articulated, several of these specific nsks are detarled whIch would not be applIcable
to the IndIan market whIle It hmlts Its Llctlvitles to stock mdex futures (Examples of such
rIsks WhICh would not be ImmedIately applIcable to the Indian market at thIS tIme would ')
mclude currency nsk, off-exchange twnsactIOns, and transactIOns m other JUrISdIctIons)

As these products \\-Ill be new to the I11mket. We lecommend that the nsk dIsclosure
document address only the general nsb of futures tradmg, as well as speCIfic rIsks of stock
mdex futures tradmg Each constItuent proposmg to trade these mstruments should execute a
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copy of this disclosure document prIm to the Il1Itwl trade and the Member should be req!:lIfed
to maIntaIn this as part of their books <lI1d records under sectIOn 6 I of Part A - Tradmg
RegulatIons - Futures

When new mstruments (e g optIOns) and/or new underlymgs are mtroduced, the Exchange
should ensure that approprIate rIsk disclosure documents are m place and m use This could
be accomplIshed by either

a) modlfymg the eXIstIng document to reflect the new mstruments/underlymgs and
requmng executIOn of such document by any new account wlshmg to trade derIvatives as
well as any account prevIously approved for denvatIves tradmg

or

b) creatmg a separate rIsk dIsclosure document for the new mstrumentiunderlymg and
reqUIre that eIther or both the prevIOus as well as the new document be executed as
appropnate to the type of derIvatIves ..lctiVIty to be undertaken by the constituent

(Note, alternative 1 would appear the more efficIent way to address thIS matter)

In this regard we recommend that the NSE redraft theIr "RIsk DIsclosure Document",
focusmg on general rIsks of futures tradmg, and specific rIsks associated With futures on
stock Indexes, as applIcable to the NS[ and the Indian market

2. Educational Materials

The NSE has drafted a pamphlet "An Investor's GUIde to Futures and OptIOns", which would
be mtended to serve as a baSIC educatIOnal document ThIS mitIal draft provides a good start
toward the kInd of materIals which should be made avaIlable to the publIc Nevertheless,
certam modIficatIOns should be made Il1 order to allow thIS document to serve ItS mtended
purpose

a) ThiS draft appears to have a "marketmg" rather than a "disclosure" onentatIOn WhIle
It IS appropnate to diSCUSS the possIble benefits of derIVatIves, thiS should be balanced With
presentatIOn of commensurate nsks Examples and illustratIOns of such nsks should be
provided as well

b) A major theme repeated In the text IS "Denvatlves are Instruments WhICh are used
mamly for hedgmg Ilsks" WhIle It IS true that the economic JustificatIOn for mtroductIOn of
a derIVatIve contract IS (or should t~) to serve a hedgIng functIOn, most partICIpants m the
derIvatIves mmket Will be speculators It would be more appropnate to say that the
denvatIves market affords the opportumty for hedgmg, and that speculators seekmg to profit
from market movement WIll proVIde hqmdlty and prIce discovery for the hedgers
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c) _ ThIS document covers both futLlles and optIOns As dIscussed in2 a) above, It would
be appropnate, especially dunng the Illltml phases ot tradmg, to focus on those instruments
and underlymgs which wdl actually be Haded As such, we recommend that thIS document
be redrafted and IUnIted to futures contracts on stock ll1dexes

Further, a dIsclosure/educatIOnal document should be developed modelled after the pamphlet
"Understandmg OpportunItIes and Risks m Futures Tradmg" (US NatIOnal Futures
ASSOCiatIOn) CopIes of thIS pamphlet were proVIded m the seminars held by PrIce
Waterhouse m September, 1996

DelIvery of such baSIC dlsclosure/educcltIOnal document to any constItuent propOSing to trade
these Instruments should be reqUIred pllor to approval of the account for such activIty A
record of the date of delIvery of this document to the constituent should be maintained by the
Member A paragraph should be added to the "RIsk DIsclosure Document" dIscussed m 2 a)
above through WhICh the constItuent acknowledges receipt of, and Opportunity to review a
copy of such pamphlet

c. NSE Educational ActivIties With Members and PotentIal Users.

In addItIOn to partiCIpatIng by makmg presentatIOns at semll1ars sponsored by Pnce
Waterhouse, the NSE has conducted a "Members Trall1mg Program" through a three day
semInar The outlll1e and matenals used at thIS program mdlcate good coverage of tOPiCS
such as mde'X futures baSICS along \Nlth tladll1g systems and trading practIces EducatIOnal
efforts m these areas should be contll1ued, and should mclude mock tradIng exercises usmg
the same faCIlItIes as are used for Capital Markets tradmg

The outlIne of thiS NSE semmar mdlcLltes one hOUl on the tirst day devoted to "Back Office",
and two hours on the third day to "Clec1l1l1g System" and "Margll1ing System" These
subjects wIll requue continued and mCleased emphaSIS <15 the NSE prepares for Introduction
of mdex futures tradmg It WIll be of \ Ital Importance tor the NSE to educate ItS Members as
to the Exchange's tradmg and clearance systems, as well as to assist theIr Members m
establIshIng theIr own necessary systems and procedures

Prror to mtroductIOn of mdex futures, mock tradIng exercises should be expanded to include
downloadmg of data to the Members. cIS well as Member processIng of such data NSE
should. under SEBI oversight. reVle\N each Member m order to determIne the adequacy of
their systems and procedures as well a" the competence ot theIr back office and
adm1l11stratIve personnel pnor to dpprO\ ll1g the Membel's participatIOn m mdex futures
aCtiVIty
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III.SYSTEMATIC CONCERNS

Aprtl 7 1997

Update on comments and observ.ltlOns made m Mr. Lltteaus's earher report
"Review of the EstablIshment of Derivatives Exchange in India".

A. Comments on Recommendations m Barclay Report.

In hIS FeaSIbIlIty Study of a DenvatIve~ Exchange In India dated March 18, 1996, Dr Barclay
of the ChIcago Board OptIOns Exchdnge made 15 separate recommendatIOns as to steps
WhICh should be taken as "the most Important capabIlItIes and enharIcements that should be
completed pnor to eqUIty denvative launch" In IndIa" Dr Barclay further stated that the
estlmated tIme for completIOn of these IecommendatIOns would be eIghteen months from that
date "assummg no unexpected delays at eIther the legIslative or regulatory level" He further
noted that the assumptIOn of no such delays "has not proved realtstIc In the expenence wIth
other denvatives markets where thele hds Invanably been one or more delay"

A detaIled reVIew of the status of completIOn of each of Dr Barclay's recommendatIOns was
beyond the scope of eIther Mr Lltteau ::, VISIt of September/October, 1996 or January, 1997
Nonetheless. based on our observatIOn.., and dIscussIOns \\ Ith market partICIpants, NSE arId
SEBI managers. and FIRE project per,>onnel, we find no reason to dIsagree wIth arIy of the
recommendatIOns or wIth the antiCipated tIme reqUIred to complete them

In Mr Litteau' Seal lIer Ieport - '"Re\ Ie\\ of the Establtshment of DenvatIves Exchange In
IndIa", he made comments wIth respect to the status of ImplementatIOn of Dr Barclay's
recommendatIOns As a result of hIS Lll1uary, 1997 VISIt, he has made the followmg
addItIOnal comments WIth respect to cel tam of these recommendatIOns

(Note the follOWIng numbers are the Iecommendation numbers from the March, 1996
Barclay report)

Barclay RecommelU[alLOn #2:

"A Separate cleanng house should be e::,tablIshed for denvatives products WIth the capabIlIty
to tmdertake portfolIO nsk analYSIS, when the components of a portfolto contam both
denvatlve and cash pOSItions ThIS WIll requlle acqUISItIOn of portfolIo nsk assessment
software such as those currently applIed m eXIstmg denvative markets"

At the time ofMr Lltteau's Septembel 1996 VISit NSE personnel mdicated that they had
revIewed vanous clem mg systems emu [Isk control software particularly the SPAN system
offered by the ChIcago ')J:ercdnttle E>..change) NSE mdlcated that they Intended to develop
theIr own system and software m thIS Iegard

Durmg hIS VISIt of January, 1997 personnel from NSE ClearIng expressed arI mterest m
reVIeWIng the rules and regulatIOns of the OptIOns Cleanng Corporation (OCC), as well as the
TIMMS nsk control system offered by acc Subsequently FIRE procured a copy of the
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Gee manual as well as matenal developed by them whIch d~cnbes and explams the
TIMMS nsk control system Such l11.1tcllal has been delIvered to NSE Cleanng for theIr
reVIew and consIderatIOn

There has been substantIal progress 111 develop1l1g the faclhty for clearmg denvatives actIvIty
on the NSE ThIs should be completed <1nd tested (mcludl11g the mterface wIth clearmg
Members) pnor to launch Further plllll to launch a deCISIon should be made as to the nsk
control software to be used If one ot the eXIstmg programs IS to be chosen (SPAN, TIMMS
or other) It IS necessary for personnel tI 0111 the NSE and NSE Clearmg as well as the
Members to be tramed m the use of SULll system IfNSE determmes that It WIll develop ItS
own system thIS should be thoroughly documented and tested pnor to launch

Barclay Recommendation #3.

A depOSItory for ImmobIhsatIOn of sh<1les (at least those subject to denvatIves tradmg eIther
as components of an mdex product 01 .I" the underlymg stock for mdIvldual stock optIOn)
should be m place pnor to launch ot dClivatI"es tradmg The current paper-based system for
stock clearance wrllnot support dem ell 1\ es transactIOns, from eIther an operatIonal or pncmg
effiCIency standp0111t "

The NSE expects a sIgl1lficant volume ot mdex futures tradl11g to result from arbItrage
actIVIty Expenence 111 other mark.ets 'luggests that thIS WIll be the case Smce the arbItrage
prIcmg model may dIctate buymg Ot ~cllll1g the cash mstrument (stocks comprIsmg the
mdex). but not unwmdmg that pOSItIOn \\-lth111 the settlement cycle, many (most?) arbItrage
trades WIll result m long or short pOSItIons PhySIcal dehvery of such shares would only
mcrease and compound strams on opel eltIOnal capaCIty

Further, reports contmue of problem.., 0 t "bad paper" (counterfeIt, stolen. duphcate or
otherwIse non-transferable certIficate',) Increased volume of trades and of resultmg
delIverIes would only mcrease the potential for such abuses

Both WIth regard to operatIOnal effiCIenCy and to market l11tegnty, ImmobilIsatlon of
certIficates of those Issues compns1l1g the mdex through a depOSItory must be a pnonty goal

At the same tIme. pendmg Immobrllscltlon of all such shares (a status WhICh may never be
totally accomplIshed) a reVIew should he made to determme the adequacy of eXIstmg
procedures and regulatIOns 111 dealIng \\ Ith the bad paper problem

Barclay RecommendatlOll #8'

itA document dlsclosmg the nsks of 111\ e~tment m denvatIve products should be developed
that would be prOVIded to all accounts "eek1l1g to trade denvatIves ThIS document IS
prImarIly targeted towards mdIvidual 111\ estors but should be prOVIded to mstItutional
mvestors as well "
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As noted 111 Section II B. above, the ,\" [ has dr~fted a rIsk dIsclosure document patterned
after the examples provIded dunng thl: ,>l:l11l11arS conducted by PrIce Waterhouse 111

September, 1996 ThiS draft should bL modIfied to focus on the I11strument and underlymg
whIch wIll be I11troduced at thIS tIme (I I: stock Index futures contracts) rather than attemptmg
to cover all denvatlves on all possIbk underlymgs There are also several nsks dIscussed m
thIS draft whIch would not be relevant to the IndIan market at thIS tIme (e g foreIgn currency
nsk) Given that these will be nevv lI1,>ll uments and markets thIS document should, for the
sake of clanty, be lumted to the applH..dble rIsks of stock Index futures

As new mstruments and/or new undel h II1gs are mtlOduced, a decIsIOn can be made as to the
form wIth whIch addItIonal nsk disclo'-,ules should be made ThiS could be accomplIshed by
eIther expandmg the previously adopted document, or by developIng a supplemental
document to dIsclose addItIonal relehll1t lIsks

Barclay RecommelUlatLOIl #9:

"A short sale and stock borrow/lend Ldp-tbilIty needs to be established ThIS IS essential for
fair pncmg of eqUIty denvatlves The kgal authOrISatIOn for short sellIng has often taken a
conSiderable penod of tune, despi te clpp,ll ent recogmtlon of such strategy, e g more than two
years m the case of Hong Kong"

EffiCIent stock mdex futures pncll1g 1'-, h,l~ed on an arbItrage between the cash and the
denvatlves market When the futU1l:~ '>1... II at a dIscount to theIr theoretIcal "fair market value"
(which IS a functIOn of the cash malket pIlce) the arbItrage IS accomplIshed by buymg the
undervalued asset (the futures contr,lLt} ,1I1d sellIng the cash mstrument(s) In the event that
the arbItrageur does not own the ca~h the arbitrage IS accomplIshed by short sellmg the
underlymg secunties The type of !cmp01ary "short pOSItIOn" whIch IS typical m the IndIan
market m which sales are accomplI,>hl:d but "squared off' dunng the settlement penod Will
not be satIsfactory to accomplIsh thl" "ell bltrage" functIOn smce the short seller wIll be m the
pOSitIOn of havmg to unwll1d hiS PO~I tl\ 1n regardless of economic advantage or disadvantage
The bona-tide arbltIage necessary to clliuently prIce the stock mdex future Will reqUIre that
the arbitrageur be able to hold ShOit Pthltlons m the cash I11struments at known costs for
extended penods of time Any unped 1l11ent to the abilIty to affect such short sales Will mhlblt
the·arbitrage functIOn, and will make 1t more lIkely that the future Will become "uncoupled"
from the cash market

In order to facilItate shol1 sales, the ;,clILl must have access to secuntles m order to make
delIvery ThIS IS ordll1allly accompll'-,Ih.d by a "stock borrow/stock loan" functIOn In thIs
regard a party who owns the stocL III \\ ho holds the stock as collateral for a loan made to the

:- owner, 111 turn loans the stock. to the '>h\11 t seller The loan of stock IS secured by depOSIt WIth
the stock lender of the full value at thl' ,>cculltIes wl1lch have been short sold ThIS depOSIt IS
then regularly (daIly) adjusted (mal kct tu market) and the amount of depOSIt mcreased If the
value of the stock has mcreased In thl'> legard the stock lender IS secured, and m the event
that the stock borrower IS unwI1lll1g 01 unable to return the borrowed seCUrItIes he can buy
them m the open market chargmg the ~tock borrower's aCColmt
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Earher m 1997 SEBI announced ne\\ I egulatIOns which would recogmse at least some types
of short sales At the time of this \ I~l tIt was unclear how these new short sale procedures
would be accepted by the market FlIIther, It appeared that although domestIC (IndIan)
mstItutIOns would be able to partlClpel1l LIS stock lenders, foreIgn mstItutIOns would be
precluded from thIS activity

PrIor to launch oftradmg of stock ImIL " futures a determmatIOn should be made as to the
adequacy of the short sale function eh \\ ell as of the aVaIlabIhty of stock for loan purposes to
support such actIvItIes

Barclay RecommendatlOll #11:

"An educatIOnal effort regardmg the u..,c~ and functions of denvatIves should be undertaken,
probably by the NSE (and other mtclc..,tcd exchanges) m cOnjunctIOn WIth SEBI The
onentatIOn and purposes of such enOll Llt e not pnmauly exploratIOn of partIcular strategIes
but of the role and functIOn of detl\ ell I \ eS m a modern capItal market"

Semmars have been conducted mel thL past yeal, both by Pnce Waterhouse and by the NSE
These educatIOnal acttVItteS should hc Lncouraged and contmued, and should be dIrected to
both the "end user" (retml or mstttutlOI1Ld constItuent) as well as to the Members who WIll be
participatmg m these markets In thl.., legard we recommend emphaSIS be gIven to educatIOn
and trammg for

-NSE members and thetr petsonnel both "front office" (sales) and "back office" (operatIOns)
as to theIr roles and tesponslbtlttlc~ 111 these markets Mock tradmg, mcludmg processmg of
such mock trades should be mduded III these actiVIties

-potentIal "end users" outstde of I\ lum hell In thIS regard semmars should be presented m
person or Vta teleVISIon or VIdeo tape 111 order to afford such partICIpants WIth the mformatIOn
needed m order to understand the OppOI tumtIes, nsks and procedures of the stock mdex
futures market (In thIS regard, m-pCl..,OI1 presentatIOns would be preferred, as they would
afford the opportumty for the con~tItuel1ts to raIse questIons, and for the presenters to gam
mSIghts mto the adequacy of prepateltlon for launch oftradmg

Barclay Recommendation # 12:

"Brokers should be llcensed and I egl' IL I ed both for the nght to offer theIr servIces III the
underlymg cash eqUIty mark.et and c1hll With additIOnal qualIficatIOns, for those seekmg to
offer denvatIves tradmg to their cllLntLle ThiS Itcensure process Will allow IndIan regdatory
agenCIes to track the performance I CUll d (customer complamts and theIr resolutIOn) of
brokers over time and take applOpllcllc elctIon agamst "rogue" brokers

Broker qualIficatIOn and registrattOn "hould be a pnonty concern overall, and m partIcular for
those brokers actmg m the futures melt ket Supervisors should also be reqUIred to
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demonstrate theIr techmcallompetence with regard to mdustry rules, regulatIOns and
complIance plocedures QualIticatlOn examinatIOns should be developed for both brokers
and superVIsors, and successful completIOn of such examinatIOn should be reqUIred 10 order
to act In these capacIties In tillS regard copIes of the study outlInes developed by the U S
NatIOnal Futures AssociatIOn for Sene'> 3 (Futures Broker) and Senes 30 (Branch Manager
Futures) may prOVIde illustratIve examples

The IndIan market has not establIshed a "Central RegIstratIOn DepOSItory" to mamtam
1OformatIOn on brokers As discussed Jbove In SectIOn II A, 4 2 4 (QuahficatIOns
mvestlgated), lack ot thIS data base lImits the Member's ablhty to fulfil the reqUIrement to
10vestIgate the "good character, bUSIness repute. qualIficatIOns and expenence of potentIal
regIstrants" Steps should begin to build such a data base 'WhIch would prOVIde Members of
NSE (as well as othel exchanges and SEBI) thIS type of informatIOn

Fmally, the sub-broker Issue should be lesolved pnor to initiatIOn oftrad1Og of1Odex futures
The offiCIal NSE pOSItIOn IS that theIr members do not deal WIth unregulated sub brokers, and
that each "constItuent" IS dealIng for hl~ own account ObservatIon as well as dISCUSSIOn WIth
market paIiIClpants suggest that the NSE pOSItIOn represents a state of demal It appears that
sub brokers are prevalent throughout the mmket. and prOVide the 10terface between the retad
chent and the Member Unless the sub broker IS brought Into the scheme of regulatIOn, the
publIc WIll not be gettll1g the protectIOn needed to enSUIe a level plaY10g field and a credIble
market

B. Comments on other recommendatIOns made m the Mr. Litteau's earlier
report - ReView of the EstablIshment of DenV~ltJvesExchange in India":

Four addItIOnal recommendatIOns were made In thiS repol t under the head10g of "Market
FmancIaI Integnty". In addItIOn to the 15 made by Dr Barclay As a result ofMr Lltteau's
January, 1997 VISIt, the follo\\lng observatIOns are appropnate WIth respect to these four
recommendatIOns

(headmgs below are from the above mentIoned report)

J. Margm Rules

The NSE has indIcated an Intent to set the ll11tIdi margm reqUIrement WIth a Rupee value at
approXImately 15% ot the value of the underlymg lOde'\. ThIS reqUIrement would be applIed
to both speculatIve as well as to hedged pOSitIOns After conSiderable expenence has been
obtamed a determmatIOn could be made to lower the ll11tlal margm and/or to applYJllower
margm reqUIrement to hedged pOSItIOns

The proposed level for lI1ltlal marg10 IS appropnate Procedures should be 10 place to ensure
that InItIal marg10 has been receIved from the constituent pnor to estabhsh10g any openmg
pOSItIOn 10 a stock 10dex futures contract
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Of comparable 1111pOl tance to the mItral margin reqUIrement IS estabhshment of mamtenance
margIn levels and margm call/close out plOcedures OhservatlOn as well as dIScussIon wIth
market partIcIpants u'J.dIcates that current margm and deposIt reqUIrements are not umformly
enforced by brokers The common explanatIOns gIven tor thIs defiCIency are that the
constItuent IS "well known" by the broker (or that hIS aLcount has been "guaranteed" by
another party. whIch \VIII be dIscussed In sectIOn IV, below) or that due to competItive
pressures It IS ImpossIble for them to enforce margm/deposlt standards ("IfI do so the account
WIll go to another broker who IS not so demandmg")

As dIscussed m Mr LItteau's earher, whatever latitude has been gIVen to (or taken by)
brokers In enforcmg margm standards m non-denvatIve accounts should not set a precedent
for any laxIty m applymg such standards to denvatIves accounts In fact, smce most
constItuents WIll lIkely have both capItal markets (eqUIty) accounts as well as denvatIves
accounts, It would be necessary to umformly apply mmgm leqUlrements to both to preclude
one type of account tI om mappropnately financmg the othel

Procedures should be m place. understood and enforced by all Members as well as by the
NSE to ensure that approprIate levels of equIty are mmntamed m denvatIves accounts, and
that mamtenance calls are tImely made and tImely met Close out procedures should be In
place and utilIsed m the event that such calls are not promptly met

After launch, any modIficatIOn as to the le\ els of ImtIal OJ mamtenance margm, or of any
other aspect of the margm rules and procedures should be made as a result ofdocumented
study by the NSE with approval by SEBI

2. SegregatlOll ofCustomer Funds.

ThIS tOPIC was dIscussed under II 4 4 12 and 6 1 4 1-2. above
In summary. the NSE should ensure that 1CS Members have m place the appropnate Chent
Account(s), that thele IS documentatIOn (bank contract or dgreement) that ensures that the
carrymg InstItutIOn Will not use these funds for other than customer purposes, and that an
audIt traIl IS made to demonstrate the proper use of depOSit or WIthdrawal of all funds to or
from such account

3. Net Capital Reqlllremellt

As dIscussed prevIOusly m thIS report (SectIon IA undel 3 7-DeposIt ReqUIrements) NSE's
finanCIal responsIbIlity rules appear to focus on the potentIal exposure to the Exchange from
the finanCIal fmlure of a Member ThIS IS currently by an exchange depOSIt reqUIreryent for
Its Members

For purposes of protectmg market mtegnty and vrablhty. exposure to constItuents and other
credItors must also be addressed Tllls IS ordmarIly accomphshed by establIshmg a "Net

Price Waterhouse LLP Page 32



ReVIew oj Regulut/()nI 1m Dellvulnel Et,-han~e III {lIdw

Contract #386-0531-( -{}(}-50{O-OO Apr" -; 1997

CapItal Rule" provIdlllg <>tandards for mllllll1Um capItalI'>tltIOn and hqUIdlty, and maximum
leverage

.
It IS of particular Importance that an adequate Net CapIttll I ule be In place pnor to
mtroductlon of mde'\ futures tradmg plOVldlllg among othel requIrements, charges to capital
for unsecured clIent debits and/or constituent margm ctllls whIch are not timely met

Subsequently, Mr Htlrry Melamed of Pnce Waterhouse has conducted a study on thIS
subject The report of Mr Melamed's study should be considered along WIth the
recommendatIOns earlIer made In the repoIi - "ReVIew of the Estabhshment of Denvatlves
Exchange m IndIa"

Further, It was noted that Members are reportmg their financial conditIOn to the NSE only
once a year (after the completIOn ofthetr annual audIt) tlnd that the audItors are allowed SIX
months to complete thiS report As a Iesult, the NSE WIll be workmg WIth "stale data" m
theIr surveIllance of the finanCIal health ot their Members

As earlIer recommended, a program of more fIequent summary finanCIal reportmg should be
Implemented, particularly for partiCIpants m the denvatlves market

Net capItal reqmrement should be set at a hIgh enough level to provide adequate protectIon to
both constItuents and other market participants agal11st loss caused by the finanCial faIlure of
a Member Members must be In contInUOUS complIance \\ Ith thIS standard, and should be
reqUIred to document such complIance tlt least monthly With a tnal balance and computatIon
of net capital

4. Boohs and Records

Comments WIth respect to the NSE's books and records Iules are made m response to II 6,
above These comments should be read 111 connectIOn \'-'Ith Mr Lltleau's comments on thIS
subject made m hiS em lIer report

Although both SEBI and NSE have recordkeepl11g Iules these In general are only lIsts of
tItl~s of books and records that the Membel IS reqUIred to make What IS needed IS a gUIde to
the content and form standards of such records (such tlS l11Llde aVailable by the NatIonal
ASSOCIatIOn of Secuntles Dealers 111 their commentarv to the US Secuntles and Exchange
CommISSIon's Rule 17a-3, or by the Amellcan InstItute ot CertIfied PublIc Accountants In
theIr "GUIde to AudIts of Brokers and Dealers m Secuntles")

PrIor to launch of denvatives tradmg It IS essential that all Members have m place cymplete
and adequate recordkeepmg systems These systems should be tested through mock tradmg
and evaluated by NSE pnor to approval of such Member tor tradmg
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In addItIOn to the concerns expressed above with lespect to net capItal, segregatIOn of
customer's funds, margm standards and books and lecOids addItIonal concerns have been
noted as a result of this VISIt, and should be addre~sed

A. Deposit and Margm reqUirement~bemg met by Bank Guarantees (Letters of
Credit).

Such mstruments are bemg used 111 many cases by NSE Members to satisfy these
reqUIrements for both their own and theIr constItuent accounts In thIS regard two concerns
should be addressed

1 The NSE should ensure that the bank ISSUll1g the LOC or Guarantee has the finanCIal
capacity to honour such commitment A lIst of banks applOved for such purpose should be
establIshed (recogl11S111g that this would be a velY ~hOli lIst at present, but thIS would
allow new banks to be added as appropnate) Fw thel ~tLll1dards should be establIshed as to
the total amounts of such 111struments which a s111gle bLll1k wuld Issue or guarantee Smce
It IS lIkely that banks would be provldmg these sel vices to exchanges and Members of other
than the NSE such reqUIrements should be establIshed hy the appropnate bank regulators
NSE should requlle that the Member obtmn111g such sel vice from a bank also obtam an
undertakmg (as part of the mstrument) that the bank IS m dnd wIll remam 111 complIance WIth
such lImIts

2 There IS no eVidence of a "tirewall" pleventmg the hLmk from havmg a claIm agamst the
assets of a broker's constituents 111 the event that the blOker IS unable to satisfy ItS oblIgatIOns
to the bank resultmg hom use of~uch mstrument(s) (I e performance IS reqUIred ofthe bank
as a result of Issuance of such 111strument what recow se does the bank have agamst the
broker? The NSE should ensure that the bank has undel taken to lImIt ItS claIm to the assets
of the broker, and IS precluded from clmm111g agall1st the assets of constItuents)

SImIlarly, to the extent that the Member IS aliowlI1g con~tltuents to use such mstruments to
meet margm or depOSit reqlilrements, there should be a "tilewall" by agreement precludmg
the bank from makmg claim agall1st any constituent's a~sets other than m connectIOn WIth a
guarantee or letter of credit Issued to that same con~tltl1ent

B. Third Party Guarantees.

It was noted dunng thiS \ ISlt that Members me 111 :.ome cases not obtamll1g margll1 or depOSIt
reqUIrements from constituents cla1l11lng mstead that such Llccounts are "guaranteed" by a
party other than a bank Based on a very lImIted sample (supported by more extensIve
dIScussIon) It appears that such "guarantees" are problematiC
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I There is a lack of docul1!-entatlOn If a Member IS gOIng to recogmse such guarantee,
there must be a formal documentation of the tei ms 1ll1d conditions of such undertakll1g The
form of such agreement should be appro\ ed by the NS[ and a lImIt as to the maximum level
of such guarantees tOI each broker (as a percentage of ItS net capItal) should be establIshed

2 In many cases the party provldmg the guarantee doc,> not have an account wIth the
broker In thIS case the broker would have a difficult time enforcll1g the agreement short
oflegal actIOn ThIS would not meet the standard,> of le<ld~ lIqUIdIty WhICh are the
underpll1nll1gs of financial responsibilIty rules 111 the ~eLllntles mdustry NSE should reqUIre
that the guaranteemg party have an account wIth the btOker carrymg the account bell1g
guaranteed, and that adequate eqUIty IS mamtall1ed 111 the account to satIsfy potential exposure
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Two overarchm,g questions should be asked, and .1 Lonsen~us reached as to answers m order
that the launch of tradmg m the mdex futures conti aLt mel) be effectively momtored

a) FIrst, what is, the economiC JustIficatIOn for this lontlaLt')

b) Second, what IS the expected impact on the cash mal ket of the mtroductIOn of tradmg m
the mdex future?

These questIOns are necessanly related, and It IS cleal tll.lt .1l1swers WIll overlap

Regardmg a ), the economic JustIficatIOn for the II1de'\ hltlltes contract, the four possIble
answers whIch have been suggested (and our comment" on each of these answers) are

1 IntroductIOn of tradmg m the NSE 50 Index \\ III enlw1Le llqmdlty and pnce dIscovery m
the underlyIng cash market

2 The Index f~tures contract will be used tOi hedgll1g .md asset allocatIOn purposes by
domestIC mvestors particularly mstitutions

3 SpeculatIve activity will be drawn away from the c.lsh market to the mdex futures market,
where It can.be better mOl1ltored and controlled

4 The mdex futures contract will afford foreign 1m estors particularly FIlls the opportumty
for convement access to exposure to the Indian nMl kd

WIth regard to the first of these possible answeiS. the l\: ,>E has taken great trouble to
demonstrate the IIqUldity and effiCiency of pncmg 1m the I::>sues WhICh compnse the Index
Assummg theIr analysis to be correct, It would appe.ll that the objectives of pnce dIscovery
and IIqUldity have been satisfied Is there any ll1cremcntal eniciency expected from the
mtroductIOn of the mdex futures contract') For the entlle m.lIket, or only for the top tIer?

The second answer above IS the traditional economiC Ju~tlticatIOn for IntroductIon of any
futures contract, 1 e that It serves a hedgmg purpo..,e, and that speculators (though they may
well provide a far gleater number of participants .md \ulumc oftradmg) provIde ongomg
market to whIclrthe hedgeis may have ready alce..,s Although some domestic InstitutIOns
have mdicated an ll1terest 111 usmg the contract tOI heLlgll1g (lI1cludmg antICIpatory hedgmg m
an asset allocatIOn approach), the geneIaI expectation I~ tlMt the early actiVIty m tradmg m
thIS contract wIll be primarily speculatIve and thJt the hedgels WIll take a Walt and see ~

approach before becommg a slgl1lticant presenle rim may well be a pragmatic approach,
but it should be determIned pnm to commencement at tladll1g that there is suffiCIent mterest
m hedgmg (both on the sell and the buy Side) from a "utticlcnt number ofpotentml hedgers to
establIsh thIS functIOn as an (the) economic Justltic.ltlon tal Il1troductlOn of thIS contract

~,
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Jhereafter, a proVISIOn ')hould be estabh~hed to l<lptllle hedge versus speculatIve posItIons m
order to determme when and how thIS type OLlctIvlty develops

The thIrd answer above IS mtngl11ng, gIven the <lppaIent consensus that speculatIve actIVIty
currently dommates the cash market SpellllatOI" molY \\ell be attracted to the mdex future,
whIch mIght then re~ult m a gleatel propOI tIon 01 long teIl1l "mvestment" actIvIty m the top
tIer Issues The questIon then would be IS It e\.pected tlMt the speculatIve actIVIty would
have been drawn away trom these same shales 01 \\ould It have been drawn away from the
lower tIer Issues many ofwlllch have aheady IUl1Ited IlljUI(.!Ity ProVISIOn should be made for
momtonng the Impact of mtroductIon of the mde\: tutlIIe not only on the NSE 50
components, but on other segments of the market

The fourth answer, facIlltatmg pOSSIble exposure to the IndIan market for FIl's appears
reasonable As WIth domestic hedgers, It appears like!) th.It such SOphIstIcated mvestors
would take a "WaIt and see" approach pnor to an) slgl1lficant presence m thIS market
ProVISIOns should be established to momtor such j1artlupalIon, SImIlar to that suggested for
surveIllance ofhedgll1g activIty suggested abme

b) Regardmg the antIcipated Impact on the cash l1l<U h t conSIderatIon should be gIven to
eXIstmg mefficiencies which appear m to be caused pal t b)

1 Tradmg of many Issues on multIple e\.changes v,lthout havmg an mtermarket tradmg
system

2 A large proportIOn of settlements leqUIrlng ph: "Ical delivery WIthout ready access to
stock loan facilItle~

3 Lack of co-ordm.ltlOn bet\Veen settlement plOu~dlIIe" and cycles on the vanous
exchanges

WhIle efforts are undel \,\,ay to addless the~e pomts attentIOn should be focused as well on the
Impact of the mdex futures contract Is It e\.pected to rdIe\e or to exacerbate these problems
WIth regard to the NSE 50 and other top tier stocks) PIO\ 1,>lons should be made for
ffiomtonng the effiCiency of pllcmg on the NSE and between the exchanges pnor to and
subsequent to the mtroductlOn of tradmg of the mdt.x fl.ltlll e m order to determme any such
pOSItIve or negative Impact

Also. as noted m the dISCUSSIOn under a) <.1bO\c PlOVI"lon~ should be made for momtonng
any pOSSIble Impact of the tutures contract on IIqUldIt) <ll1d pnce dIscovery on the lower tIer
Issues )
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Il'JTRODUCTION

The folloWIng outhne 15 Intended to serve as a study

aid for persons prepanng for the National Commod·

Ity Futures Examination (~NCFE") It prOVIdes an

InalcatJon at the subJect matter that should be

concentrated upon In studying for the examination

but does not list specific test Items The outline

presents those areas In which National Futures

AssocIation ("NFA-) and Its EducationaVTestlng

Advtsory Committee teel persons Involved II'l

opening and handling customer accounts In futures

contracts and options on futures should be able to

exhibit knowledge and profiCIency In order to

effectIVely serve their customers The purpose of

the NCFE IS to test baSIC entry level knowledge of

the candidate Please nOte that candidates do not

need to memorize Information relating to the terms

and conditions of particular futures contracts

Anyone applying for registration as futures commas

Slon merchant leverage transactIon merchant.

Introduong broker. commodity pool operator.

commodity trading advisor or as an associated

person ("Ap·) of any of the foregOing, must supply

to NFA satisfactory eVIdence that they have taken

and oassed the NCFE The NCFE IS objectIVe In

format and contains 120 true/false and multiple

chOIce Questions The NCFE will be presented as

2

one exam but IS graded In two sections one section

deahng WIth general Industry knowledge and the

other concentrating on regulatory reQuirements

Candidates are reQUired to pass both sectlons at the

same sitting Two and one half (2·1121 hours time IS

allotted for completion of the examination A

minimum score of 70% on both sections of the

examinatIOn IS requITed for passing

Upon completion of the examinatiOn, the PLATO

system promptly scores and displays the

candidate's exam grade on the termInal screen

Wntten venfICatJon of the exam results should be

receIVed by the candIdate's spansOflng firm (or by

the candldatel from NASO Within 10 bUSiness dayS

of the test date It IS strongly recommended that

the candidate maintain a copy of their test results

PaSSIng the exam does not mean the candidate IS

registered as an AP To be regIstered as an AP, the

candidate must first file the proper forms and fees

With NFA and, In most Instances. be SpOnsored by

an NFA Member firm For more InformatiOn on

registration requirements, please call NFA's

Information Center at 1-8Q0.621·3570 (outside

IIIIn<)ls) or 1-8Q0.572·9400 UlhnolS only)

\
~



~
EXAME"ATION SUBJECT AREAS

The follOWIng IS a general "sting of the major sublect areas of the examinatIOn and related tOPICS covered

POSSIble reference matenals are listed In the follo.....,ng section of thIS study outline

..

PART 1

FUTLTIES TRADING THEORY AJ.'ID BASIC FUNCTIONS
TERMINOLOGY

Floor Broker

Forward ContrllCt
IntrodUCIng Broker

Inverted Market

umlt UpIOown
Lock Umlt

Long
Normal Market

PIt
POSItion Trader
Aetender

Scalper

Short

Spot

Vanatlen CaD
Warehouse Recept

A. General Theory

1 Development of futures markets

2 Futures ana secuntles compared

• Rights
• Obllgatlons

• Transfer of ownership

B. The Futures Contract

1 n..tures ana forward contracts compared

2 Offset prOVISions

3 The deannghouse function

• C1eanng members

• Non-cleanng members

4 DelM!fV prOVISions

• BaSIS grade

• Premiums

• DIscounts

C. The Strueture of Futures Markets
1 Normal marlcets

• Carrying charges

• -Full carry- markets

2. Inverted maritets

• Supply shortages

• Other factOrs

D. Hedging Theory

1 RISk reductIOn
• Unhedged position
• Effect on pnclng of cash markets

2 Short hedging

• TYPIcal shon hedgers farmers
producers holders of Inventory

• Effect on pnclng of cash markets

3. long hedging

• TYPlcalloAg nedgers processors.

manufacturers exporters

• Protection against pnce nse

E. Speculative Theory
1 leverage
2 RIsk

3 Market liqUidity

4 Pl'lce volatlilty

F. General Futures Terminology

AssoCIated Person

8llS1S
8uclcetlng

Carrylng Charges
Churning

Cleannghouse

Convergence
Commodrty Pool

Operator

Commodity TradIng

AdvIsor
Deferred

Discount

Expt

Futures CommIssion

Merchant

Fat Notice Day

G. General Options Terminology
At·The-Money Out-0f·The-Meney
Call Prerrnum
ConversIon Put
Delta Spread
exercISe Straddle
Expratlon Strangle

Grantor Synthetic

In-The-Money OPtions/Futures

IntrinSIC Value lime Value

Wnter
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TYPES OF ORDERS~CUSTO~RACCOUNTS,
PRlCE ANALYSIS

FlrrlTRES MARGINS, OPTION PREMIUMS,
PRICE LIMITS, FUTURES SETTLEMENTS, DELIVERY,

EXERCISE, A:.'lD ASSIGl\~NT

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

A. Margin Requarements
, The nature of futures margin

• Performance bond

• Comoanson with secuntJes margin

• AuthontY of exchanges to estabhsh and
revise requirements

• Inttlal and maintenance reQulfements

• Documentation margin agreement

transfer of funds agreement

2 Margin calculations

• Inl1IaI
• Malntenancelvanauon

• Effects of substantial pnce movement
• Eff8i:ts of change In reqUirements on new

and eXlsung posItions

• Withdrawal of excess eqUItY
3 A1tematlVe calculations

• Hedge margin
• Spread margIn

B. Option Prem,wns
1 IntnnSlc value

2 Timevalue

3 The delta

4 Premum quotations

(Note where different from underiylng

contract e g T-Bonds and mumCloals)

A. Basic OtarKtenstics and Us.. of

1 Market orders

2 StoP orders

3 St~lmlt orders
4 Market-lf·touched orders

B. Additional Or.rw
, Good tJlI canceled (GTe>
2. Fill-or-l(lll
3 ·On dose·
4 -One cancels the other H lOCO)

C. TeennlC::al Price AnalYSIS

1 Charts bar, pClInt and figure

2 Trendhnes
3 Support/resistance levels

4 CongestIOn areas

5 Gaps

C.PncaLJmits
1 Effect of hmlt-uP/down poce change

2. Expanded hmlts

3 Effects on margIn of limit moves
4 ·Lock hmt"

5 •CirCUit breakers ..

D. OffMttlno Contr.ets, Settfemenu, Oeliv-V
1 Uquldatlng long and short positions

2. First notICe day

3 TradIng In the SPOt month

4 The deannghouse rote In the detlvery

5 Dehvery nottces

6 Retendersl"stopped" notices

7 PhVSlcal delivery, warehouse receIPts

8 Cash settled contracts. how settlement IS

computed

• Stoclc Indexes
• MunlClpel bonds

• Eurodollars

E. Options exerei... Assionment. Setttement

1 Process of assignment

2 Margin requirements upon exerClse

3 Final tradlnglexerclse dates

6. Tnangles' ascending and descending

7 Oo.Jble tops and bottol"l'\S

a Volume and open Interest

9 -liqUidating markets-

D. Fundamental Priel An.Jvsas
1 Effects of economiC or poI1t1callnstab,lrtV
2 Supply and demand elastiCItY
3 U S agncultural poliCies

4 ·Crop years-
5 Hog/com ratio

E. lntet'est Rate AMIYSls
, Yield curves posItive. Inverted. flat

2 Effects of governmental poliCIes

• Taxpohev
• Monetary policy



BASIC .HEDGING, BASIS CALCULATIONS,
HEDGING FUTURES

T·Notes. T-Bonds

T·BIII. EurodoUars

MuniCIpals

CurrenCIes

Stock Indices

.A. Short Hedging and Long Hedging
, - Anticipatory hedges"

2 Long the baSIs/short the baSIS

B. Th.e....
, How determined

2 Effect of baSIS charge on

• The short hedger

• The long hedger
3 Effect on pnce of Commodity actually

delivered or purchased

• Transportation costs
• Venation In deliverable grades

4 The baSIS In flnanoal markets

• Shan term rates vs long t~rm rates

• -Implied repo rate"

C. Hedging Calculations
1 Net result of hedge

2 Net pnce recerved upon purchase orsale
exampies
Grains

uvestock
Foodstuff
Metals

Energy

Lumber

SPREADING

A. Sprelld Tr8ding
, Order executlon

2 expectations

• Narrowmg or WIdening baSIS

• Normal or Inverted market strategIes

B. Common Types of Spr.8ds
1 Canv1ng charge or -hmted nsk N spreads

• Intra-market
• Inter-<lelNery

2 Bull and bear spreads

3 lntermarket spreads

SPECULATING IN FUTURES

T-Note. T-Bonds
T-Bdl. Eurodollars
MuniCIpals
CurrenCIes
Stoclc Indices

A. Profit/loa calculations for specula1lVe

tndn (including spreads)
1 Gross profit on speculauve trades. Single or

multiple contract POSItions
2 Effect of comnll$Slons on gross profits

3. Return on (margm) eQuity calculations

ExllfnP/es
Grains
lJvestock
Foodstuff
Metals

Energy
Lumber

B. Tracing Applications
, Recorrvnend appropnate speculatIVe trades

grven certain 8ConOlTllC or technIcal

CIIClJl'nstanees

2 Use appropnate orders both to ITlItlat8 and

protect POSItion

,



OPTION HEDGING, SPECCLATINC, SPREADING

6

A. Option Theory
, Long

• LJmlted nsk

• Increased leverage

• Total loss of Investment (premium)

possible

2 Short

• Increased nslt

• Eam premium

• Loss may exceed premium receIVed

B. Opbon Hedge Stra~leslCalcuiations

, long put as alternatIVe to short futures

hedge

2 Long call 85 altematlve to long futures hedge

3 Allows for Increased profit once breakeven

point IS reached

C. Option SpeculatIVe Strmtgles/Calcul.tions
, Long call as substitute for long futures

• Risk limIted to premum

• "Brealteven point"

• Profit and rewm on eqUity

:2 Lol'l9 put as substitute for short futures

• RISk limited to premum

• "Brealteven POlOt ~

• Profit and retum on eqUIty

3 Long call to protect short futures (synthetic

long put)

4 long put to protect long futures (synthetlc

long call)

5 Long futures-short call (covered call)

6 Conversaons

7 Reverse ConverSIOns (reversals)

D. Option Spre.d Strategles/Calcul.tlons
, Call bull spreads

• Spreaa to Widen

• Maxmum profitJ1oss

2 Call bear spreads

• Spread to narrow

• Maximum profitlloss

3 Put bull spreads

• Spread to narrow

• MaxllTlum profitlloss

4 Put bear spreads

• Spread to Widen
• Maxmum profitlloss

5 Calendar spreads

6 Arbctrage spreads
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~ PART 2

REGULATIONS

A. Gen....
1 NFAlCFTC RegIstrations

• Roar broker (NFSN)

• AssoCIated person (NAPN)

• CommodIty pool operator rcPO-)
• Commodity trading advisor rCTA-)

• IntroduCIng broker nS-)
• Futures commISSion merchant rFCM-)

• exemptions from registratIon
2 Futures account opening reqUirements

• -Know Your Customer Ruie H (NFA
Rule 2-30)

• Verbatlm fisk disclosure statement

• Commodity customer agreement

• OiscretlOnary accounts
- Wnnen autnonzatlon

- Account sup8fVlSlon and r8\llew

- AP mlnlmum expenence reqUirement

3 Futures options account

• Specific dIsclosure of strategies emploved
In discretionary accounts

• ConfirmatIon mailing requirements
4 PoSition reporting requrrements

• Set by CFTC or exchanges

• Daly reports
• Applicable to both speculators and

hedgers

5 SpeculatIVe POSItion limIts

• Maxunum net long or snort POSItion
SP80fied by CFTC or exchanges

• Bona fide hedgers' exemption

B. FCM/IB Regulations

1 Guaranteed and nonijuaranteed IBs

• Responsibilities of guarantor FCM

• Rules for acceptance of customer funds
2 Net capital requrrements

3 Ouarterly and annual finanCIal reports

4 Collection of marglO depOSits

5 Customer complaints

• Optlons-related complaints

• Ad,ustments to accounts
6 Time-stamPIng reqUirements

7 AdvertiSing rule (NFA Rule 2·29)
8 Disclosure by FCMs and ISs reqUIred for

costs assoCIated WIth futures transactions

C. CPO/CTA
1. Disclosure documents

• Upfront fees

• Performance records

• Disclosure statements

• Trading program

• FIVe year bUSiness background

• Conflicts of Interest
2 Records to be maintained

3 AdvertiSIng rule (NFA Rule 2·291

D. ArbrtI'ation Procedur.

E. NFA Disciplinary Proced...
1 Wonen complaints

2. Warning letters
3 Heanngs

• Offers to settle
• Appeal process

4 Member responsIbilIty actions (MRA)

5 Penalties for VIolators

• Fine
• Cease and deSist order

• ExpulSion

7



STUDY
.REFERENCES

~
EXCHANGE RlJLE
BOOKS AND MARKET
LITERATURE

8

'\

The follOWing last Includes books that may be helpful

In preparrng for the National CommoditY Futures

Examination, noted as to availabilitY at bookstores·

andlor direct from the publisher·· Although not

ali-inclUSIVe. thiS list IS representatIVe of the types of

boolcs available for studyIng

"CommoditY Trading Mllnual 1989
Chicago Board of Trad.
LaSalle at Jackson
ChlQlgo. IL 60600&

uCTM Home Study Coyne Wodebook 1990
Chicago Board of Trad.
LaSalle at JacJtson
ChlQlgo. IL 60604

-The futures G,m, 2nd Ed,
Alchard J Teweies and Frank J Jones 1987
McGraw4"hH Book Company
~~ew Yane. NY 10020

• AI Futurn !rIding Course 1988
uturn Industrv lnstflut.

:001 Pennsylvanll Avenue
6th Floor
Wasl'ungton. 0 C 20006

..Fytyrn; AreDoOl.1 SemlOpr 1989
New Yone Instltut. of FInance
15 Columbus Cud.
18th Floor
New Yor1t. NY 10133.0040

-Fvturn M,dses
Daniel R Siegel, Diane F Siegel 1990
Dryden Press
Hinsdale. IL 60621

·-How the Fytym Mllde,! Wodes
Jake Bernstetn 1989
New Yone Instltut. of Financ.
15 Columbw ClIde
18thFIoar
New YOIt. NY 10133.0040

"Trang in Options on Futures
James T Colburn 1990
New Yort Instltut. of Financ.
15 Columbus Cltde
18th Floor
New Vert. NY 10133~40

·Understanding futures Markets
Robert W Kolb 1991
Kolb PublIShing
Miami FL 33155

In addition to the offiCIal rulebooks of the ex

changes. literature on trading futures, optlons on

futures, and on IndMdual markets. IS helpful In

prepanng for the examlnatlon Please contact

IndMdual exchanges In ord,r to obtaIn pnClng lists.

publication catalogs and order forms VariOUs

depanments Wlthtn each exchange may be of

aSSistance Public Relations. MarXeting. I.Jterature.

Member SeMces and Educatlon

Chicago Boud of Trade
141 West Jackson BouJeoanl
ChIcago, IIl1nol' 60604
(312) 435-3500

Chicago Mercantile Exchange
30 South Wacker Dove
Chicago, IL 60606
(12) 930-1000

Coff... Sugar &Cocoa Exchange. Inc.
Four WOI1d Trad. Center
New Yen. NY 10048
1212J 938-2800

Commodity Exchllnoe.lnc.
Four World Trade Center
New Von. NY 10048
(212) 938-2900

K..... City Board olIr.de
4800 Main Street
Kansas Cltv. MO 64112
1816l 753·7500

MidAm...ICa Commodity Exchange
141 W.st Jadcson BoulevMd
Chicago, IL 60604
al2J 341·3000

Minnupolia Grain ExcMnve
150 Gl3ln Exc:hlnge Buildino
.coo South 4th Street
MlnnupOb•• MN 55415
1612)~212

New York Cotton Exctwnge
Four World Trad. C.nter
New yen. NY 10048
(212) 938-2000

New Vode Futures Exchang.
30 Broad Street
New Yerlt NY 10004
(212) 623-4949

New Vode Mercantile Exchang.
Four World Trade Center
New Von NY 10048
(212) 938-2222

Philadelphia Board 01 Tnde
1900 Marltet Street
Phllade~hlll PA 19103
121..51496-5000
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OTIIER PLTBLICATIONS

NATIONAL FUTURES
ASSOCIATION
NFAMANUAL

(SOFTBACK EDITION)

WHAT THIS MANUAL CONTAINS - ThIs edition

contaIns NFA's ArtIcles of Incorporation, Bylaws.

Compliance Rules, Code of ArbitratiOn, Member

Artxtratlon Rules, FinanCIal ReqUIrements and

RegIstration Rules

To order a copy
contact NFA's Information Cente at (312) 781 -1410,
or use 1-800-621-3570 (outside illinOIS)

or 1-800-572-9400 (InSide lIlanOIS)

See enclosed brochure for Informacion on ordenng

other NFA publications

THE COM:MODITY
FUfURES TRADING

CO!vlMlSSION

NFA'. relationship to the CFTC

The Commodity Futures Trading COrTYTllSSlon

(·CFTC·) oversees the regulatory IICtIVItles of NFA.

The CFTC also retains regulatory responsibility for

the futures exchanges, floor brokers lind floor

nders NFA does not regulate these II"ldustry
partiCIpants

The rules and regulations of the CFTC are encom

passed In the Commodity Exchange Act •

Amended and Regulations Thereunder Updated

regularly Current edltJons may be ordered directly

from the publisher

Commerce Oeanng House
4025 West Peterson Avenue
ChIcago, illinoIS 60646
(312) 583-8500

When published as promulgated. U S PubliC Laws.

federal regulations lind deCISions of admnlSUlItMt

and execuuve IIgenCIes lind courts of the United

States are tn the public domall"l However, thelf

amlngement and c:ampiatJon. lind hlstoncal,

statutory, and other notes and references. along

WIth all other matena/ln thiS publication. are subJect

to the ccpvnght notice.

All Rights Reserved
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~
EXAMINATION
PROCEDURES

~
COl\1PUTER
DELIVERED
EXAl\1INATIONS

10

ENROLL'\1ENT

The National Commocllty Futures Examination IS

administered for NFA by the National AssocIation of

Securities Dealers. Inc rNASD-j

The application form ,-U·10- to be used by non

NASD members and -U4- to be used by NASO

membersl should be completed by the applicant

and sent WIth the $75.00 fee payable to

NATIONAL ASSOCIATION OF SECURITIES
DEALERS. INC

PO Box 9401
Gaithersburg, MD 20898·9401

(301) 590-0500

IDENTIF leATION

In order to gaIn admISSIon to a test center, a

candidate must prOVIde the center WIth two forms

of personal identifICation, both of whICh must

contaIn the candidate's signature In addltlon, one

document must contain either a PIcture or a physical

descnptlon of the candIdate TIlls reqUIrement can

usually be met by presentation of a dnver s license

II lTlIhtary identification, a passPort. or a Similar tYPe

of offiCIal document. In SituatIOns where thIS

IdentlflcatlOn requirement cannot be met by a

candidate, the sponsonng firm should call the

examinations Section of the NASD MembershIp

Department pnor to the apPOIntment date so that

altemate arrangements can be made

GENERAL INFO&.'\1AnON

A candidate may use a pock.et electroniC calculator

prOVIded It has an Independent power source, has

no pnnt mechanism, and has no alphabetic k.eys

or displays

In the US, the examination IS gIVen lit PlATO

system computer terminals at more than 50 Control

Data Learning Centers located In malor CIties After

applying for the examlnatlon, the candidate normally

receIVes a wnnen notlce of enrollment Within 10

buSiness days and a brochure rYour NASD

Examination and the PLATO System~)· of the US

leamlng centers, addresses, and telephone num

bers 'The candidate can then make an IndMdual

appoIntment for the exam at the leamlng center of

hls chOice on regular bUSiness days, dunng normal
bUSiness hours

The brochure which the candidate receIVes With the

notice of enrollment explains the SImple procedures

used In taktng the exam at the computer terminal

Typcng skills are not required

-ThIS brochure IS ffMSed Quarterly (January lst. AQnIlst.
July 1st and Oc:totler 1stJ Please refer to a culTent ISsue
for accurate and ttmely tnformatlOn
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PAPER ill'ID PENCIL
WRITTEN EXAM11'lATIONS

l
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Persons ,n areas of the U S not reached by the

PLATO System should contact the NASD to receIve

a schedule of examInations and to malee appllcatron

Please refer to the PLATO brochure for a list of

examlocatlons

GENERAL INFORMAnON

DATE AND TIME

ExaminatIons are gIVen on the first Saturday of

each month

Candidates must reooft to the examination center

by 8 30 a m local time Examinations begIn

promptly at 9 00 a m local time No candidate will

be admitted once the examlnatlon sessIon starts

BY APPOINTMENT ONLY

Appointments will be necessary for all candidates

who Wish to take these examinations Appoint

ments"mav be made by telephoning the Informatlon

SeMces Section of the NASD Membership

Depanment ,n Rockville. Maryland at (301) 590

6500 The caller must Specify the name and soclil

secuntv number of the candidate, the name of the

firm, the senes number of the examnatloo and the

test center location deSIred

CANDIDATES MUST MAKE APPOINl'MENTS
WITH THE NASO EIGHT (8) FULL BUSINESS
DAYS PRJOR TO nfE EXAMINATION SESSION
DESIRED AS EXAMINAnON BOOKlETS ARE
SENT TO EACH CENTER ON THE BASIS OF
APPOINTMENTS MADE.

11
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FOREIG);-ADM1l'TfSTERED EXAMIN"ATIONS

12

SCHEDULE OF FOREIGN
EXAMINATION CENTERS

All NASD examrnallons are admlMltered abroad on
the third Saturday of the month

Candidates must reoort to the exa/lllnatlon center

by 7 30 a m local time Exa/lllnallons begin

promptly at 8 00 am local time No candidate Win
be admItted once the examination seSSIon starts

For Information contact

NASD Membership Department

examInatIOns Section

9513 Key West Avenue

Rockville. MD 20850

FOREIGN APPOINTMENT
REQUEST FORM:

In order to request an apPOintment at a foreIgn

examinatIon center, the foreIgn appointment

request form must be submitted to the NASO WIth

the foreign apPc)lntment fee for each candll:late

The foreign appointment request form can be

obtained from the NASD Also, you must fde the

appropnate application form and testing fee WIth

the NASD With the exception of the General

Secuntles Registered RepresentatIVe ExamInation

ITest Senes 7), a candidate may request to Sit for

two examlnanons on the same day

Each candidate must have a valid appOintment

confirmation tn order to be admitted to the examina

tion center The for8l9O apPOintment confirmatIOn

will be honored only at the location and date and for

the examlnatlon(sl specIfied

The foreIgn appoIntment request form and fee must

be submitted to the NASD on. month pnor to the

deSIred test date to the follOWing address

NASO Treasurer's Department

9513 Key West Avenue

Rockville, MO 20850

The reqUired forms and fees must be re-submltted

to the NASD 11'1 order to re-epply for the

examnatlOn(s and/or foreign apPOintment

FOREIGN EXAMINATION
LOCATIONS

See the PLATO brochure for locations and dates of

examinations

NOTES REGARDING FOR
EIGN-ADMIMSTERED

EXAMlNAnONS

All candidates takltlg NASD exams overseas wdl be

gIVen an extra hour

An EnghshlNaw8 language dictionary may be used

at aU foreign examInation sites after approval bY'
the proctor
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BRANCH MANAGER EXAM· FUTURES
SERIES 30

Study Cutlln!!

This gUide IS Intended to be an outline of the subject areas covered by the examinatIon and
does not represent an exhaustIVe list of the actual test questions

Section 1:

General

• books and records, preparation and retention
• order tickets, preparation and retention
• wntten option procedures
• handling of customer deposits
• NFA Compliance Rule 2·9, supervision of employees
• registration reqUirements· who needs to be registered, sponsor venflcatlon,

NFA Bylaw 1101, AP termination nobces, temporary licenses
• NFA's disciplinary process
• reportable positions
• NFA Arbitration Rules
• on·slte audits of branch offices
• bona fide hedging transactions
• trading on foreign exchanges

Section 2:

cpo/eTA General

• registration requirements
• books and records to be maintained
• reports to customers
• block orders and order allocation

Section 3:

cpo/eTA Disclosure Documents

• management and ancentlve fees
• performance records
• how long can a CPO or CTA use a disclosure document
• confhcts of Interest
• pool Units purchased by prinCipals
• busmess backgrounds of pnnclpals
• amendments to dIsclosure documents
• dIsclosure of disciplinary a~tlons

NFAiCFTC review of document before use

,
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Section 4:

NFA Know Your Customer Rule

• chent Information reqUired
• responslblhty to obtain addItional chent Information
• nsk disclosures

Section 5:

Disclosure by CPOs and CTAs Required for Costs Associated
with Futures Transactions

• dISclosure of upfront fees and expenses
• effect of upfront fees and organization expenses

on net performance

Section 6:

Disclosure by FCMs and ISs Required for Costs Associated
with Futures Transactions

• explanation of fees and charges to customers

Section 7:

18 General

• accepting funds from customers
• guarantee agreements
• responSibilities of guarantor FCM
• minimum net capital requirements
• tlmestamptn9 of order tickets
• books and records to be maintained

Section 8:

General Account Handling and Exchange Regulations

• Risk Disclosure Statement
• margin reqUirements
• stop loss orders
• preparing orcers
• block orders
• propnetary accounts
• POSition hmlts and reportmg requirement.:'
• trade confirmations

,
\

\
\

,
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-Section 9:

Discretionary Account Regulation

• reqUirements relatmg to discretionary accounts
• SUpervision and reView of discretionary accounts

Section 10:

Promotional Matenal (Rule 2-29)

• definition of promotional matenal
• standardized sales presentations
• use of a third party consulting or advertising firm
• repnnts of articles from Industry publications
• recordkeeplng of promotional matenal
• past performance
• hypothetical tradmg results
• written procedures for promotional matenal
• SUpervISOry review of promotional matenal
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"Other exchanges not buying freed futures trading" 
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Other exchanges not buying freed futures tradiilg

ly George Gunset In~tltutlOnal 1""estors, with waved In other quarters over a CommodIty Futures Tract
, "II! ,I ~1J\H WHlHR unkno\',n Lonsequem,es for mar bill proposed by Sen RlclJard Comm ISS Ion --was to

I kets and the economy Lugar (R Ind), chairman of the expected, roadblocks to an 0\
The open road to deregulatIOn La::.t week, Alan Greenspan Senate Agnculture Committee, haul of futures leglslatlon ;:

dught by Chicago's world-lead- the ultimate Washmgton arbiter ,.mu Sen Tom Harkm (D Iowa), have been thrown up by s1,
,ng futures exchanges could of financial markets and the rankmg Democrat and optIon::. exchanges and

1
00[1 rp~emble I\llchlgan A\enue natIOnal lender of la ...t resort a~ The bill IS designed to nght Secuntles and Exchange C,
r Lahe Shore Dnve-blocked chairman of the Federal Rp<;erve \\hat the futures exchanges con- nusslOn
ff 101 repJlr' and 'Impro\e Board gave the green light to tend IS a disadvantage In com SEC Chairman Arthur Le
It 11 the Idea of freemg from go\ern petmg \\ Ith iorelgn exchanges said In an Interview over

I
There IS a fear that unrpgu ment rpgulatlOn muc.h of the and the unregulated 0\ er \',eekend that cautlOn IS nee
tt'll tradmg III futures bj big tradmg on the Chicago Board ot the rounte r market In swaps m movmg toward dpregulat
ld"er~ could lead to the same Trade and Chicago Mercantile and den\Jtnes of denvatl\es markets Der
trpedum to trade In ~tock~ and ",..Exchange While oPPositIOn from the tl\eS sucq as futures are fu

Ither seLUlltles Instruments by But ca~tlOn flags are~mg_mdustns lederal re~a~:~t~e SFf FLTLRES. P \

I
exchanges, the chairman of the
Chicago Board OptlOns E\.ch3nge,
Al!fer B "Duke' Chapman, told
Lugar'~ commIttee that all are
concerned about problems that
might allse from totally unregu
lated denvatlves markets In
eqUlty products

'We know that a market In

which regulators have no legal
ablhtv to reqUlre tradlIlg reports,
to Impose 'ClrcUlt breakers,' POSI
tIOn lImits, tradlIlg halts or mar
gin reqUirements If they should
prove nece:>sary, to obtam the
mformatlOn reqUlred to momtor
the markets, or to mandate fair
competltlon among participants IS
a market that could present great
potential dangers to the nation's
regulated secUl {tles markets,"
Chapman testifIed earlier thIS
month

He added that "to preclude reg
ulators from havmg the means to rr
step In If necessarj to address II
s\ steIDlC risk IS neIther wise nor I

necessary m order to achIeve the \1

pnmary ab]pC'tIves of thiS bill '

!I

Futures
lu'\TI ....LHl HW", PAl,.. 1

L1al ln~truments \\ ho"e value IS
tled to price movements of an
unuerlYll1g commodity, currency
or mterest rate

Le\ Itt told Bloombprg News that
ehmmatlng regulatIOn of tho~e

markel~ 'could ea~llv extend to
problems for Amer:ca ~ lnves
tors'

He ~altl he had reservatIOn::.
about profe~~lOnal markets If you
deregul<:lte mstltutlOnal tradmg 111
fUlure~ a le\el plaYing field
v. auld call for deregulatmg mstl
tutlonal tradIng In equltles as
v. ell

He ",wi Ill' ,\ ould oppose such a
lhange

The lllgge~t LOmplamt about the
bill J" rww v. ntten by the ~tock

~
re ell e\lhangp~ IS their conten

I m that It v. ould 11ft the prohlbl
, tlOn agall1~t futures tradmg on
I mdl\ lJuJ.l .,toch.~
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Interviews Conducted

SecuntIes and Exchange board of IndIa
o P Gahrotra, Semor Executive DIrector
N Parakh, DIVISIOn ChIef

NatIonal Stock Exchange
AshlshKumar Chauhan, ASSIstant VIce PresIdent
Raghavan Putran, VIce PresIdent
Famroze Pochara, Manager
SandIp Mehta, Officer
KIran Mulgoakar, Officer
T S Jagadhanm, ASSIstant Manager
Shekhar Jam, Officer
V Balasubramahlam, ASSIstant Manager

Shreepatl Holdmgs & Fmance, Pvt , Ltd
K C Jam, Managmg DIrector

UTI SecuntIes Exchange, Ltd
H Y Malhotra, ASSIstant VIce PresIdent

Umt Trust of IndIa
Sandeep Asthana, ASSIstant General Manager
Paresh Sharma, Manager
T R Sundraramen, Manager

Morgan Stanley India
AmI Narang, ExecutIve DIrector

XLRI Jamshedpur
Dr H K Pradhan, AssocIate Professor

RIte ChOIce TechnologIes Pnvate LImIted
S Rangarajan

R P K Investment & Consultancy
Vikrant S VI]ayakar, DIrector
R Anath

Jmpur Stock Exchange
K L Jam, PresIdent
Dr J N Dhankhar, ExecutIve DIrector


