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3 A summary of the workshops Mr Gorham gave whIle reSIdent at the NSE

2 A IeVIew ofNSE's preparedness for tradmg stock mdex futures, mcludmg a reVIew
of the regulatIOns for the new denvatIves dIvlSlon as gIVen to hIm m October 1997,
and

Pnce Waterhouse LLP (PW), under the USAID FmancIaI InstitutIOns Reform and ExpansIOn
(FIRE) proJect, arranged for Mr MIchael Gorham to spend time With the NatIOnal Stock
E"'Cchange (NSE) denvatIVes staff durmg the month of October 1997 Mr Gorham was VIce
PreSIdent ofInternatIOnal Market Development at the ChIcago Mercantile E"'Cchange (CME)
where he worked for 18 years

1 A analysIs entitled "Does India Really Need Stock Inde'\. Futures IfIt Has BadIa?"
WhICh compares the role ofbadla versus the role ofmdex denvatIVes,

PWIFIRE would lIke to contmue to support efforts to launch stock mdex futures m India m a
manner conSIstent WIth mternatIOnally accepted best practIce standards We have dIscussed
speCIfic requests for addItIOnal technIcal aSSIstance whIch Mr Gorham would be able to carry
out from the US WIth Mr AshIshkurnar Chauhan, NSE VIce PreSIdent If proposed, I have
agreed to reVIew such to see If It IS conSIstent WIth the mandate and goals of the FIRE project
before authonzmg time and matenal expenses

Subject Report on Stock Index Futures at the NatIOnal Stock Exchange of India Ltd

Nb- Gv<A1b
W Denms Grubb
Pnnclpal Consultant, CapItal Markets

Dr R H PatIl
Managmg Duector
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1 Trading System

The report contams three dIstmct and separate sectIOns

3 A summarv of the workshops gIVen for NSE by Mr Gorham

B ReVIew ofNSE 's Preparedness for Tradmg Stoch Inde'C Futures

Page J

Januan 19 1998

Executive Summary

Puce Wate/house LLP

The NSE s derIVatIves tradmg system seemed quIte good bv mternatIOnal standards trom the
pomt of Vle\v ot seCUrItv order types and especIallv market mformatIOn In Mr Gorham's

The second major dIfference IS the cost of usmg badla as a forward IS not known at the tIme
the badla contract IS entered mto In badla the market partICIpant must pav commISSIOns plus
whatever the market badla rate IS for the stock each settlement perIod It IS carned forward
WhIle the commISSIOns are known 10 advance It IS dIfficult to predIct the badla rate WIth a
standard futures contract on the other hand the user does know the prIce 10 advance

In a reVIew ot the NSE' derIvatIves tradmg system surveIllance svstem and proposed
regulatIOns tor tradmg derIvatIves at the NSE Mr Gorham had the followmg conclUSIOns

An analvsIs WhICh e'Cplores whether badla satIsfies the needs addressed bv stock mde'C
futures 10 other countrIes and therefore, makes the mtroductIOn of stock mde'C futures
redundant

A Does IndIa Really Need Stock Index Futures IfIt Has Badia?

2 A reVIew the NSE tradmg system surveIllance system, and rules for derIVatIves
tradmg as they stood 10 October 1997

RepOi tOil StOLA Inde'( Futllres for the VSE

Mr Gorham's analySIS shows that badla as a hedg10g devIce, IS not IdentIcal but IS verv
SImIlar to futures on 10dividual stocks The first major dIfference between badla and stock
10dex futures IS one of scope Badia IS a means of carrymg over a posItIOn 10 an mdividual
stock Stock mdex futures on the other hand gIve the partIcIpant protectIOn from or
exposure to the market as a whole (or to a specIfic market sector If a relevant mdex product IS
avaIlable) WhIle 10 theory one could do badla 10 a large number of stocks and attempt to
replIcate a posItIOn 10 a stock mdex futures contract, such an operatIOn would be expenSIve
rIsky and much less efficIent than stock mdex futures

The to11o\', 109 report reflects the work of Mr Michael Gorham at the National Stock
E'Cchange (NSE) dUrIng the month of October 1997 Mr Gorham IS a PrIce Waterhouse LLP
(PW) capItal markets consultant under the USAID sponsored FmancIaI InstItutIOns Reform
and E'CpansIOn (FIRE) Project PrevIOus to PW/FIRE Mr Gorham was VIce PresIdent ot
InternatIOnal Market Development at the ChIcago MercantIle E'Cchange (CME) \', here he
worked for 18 years
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C Summary of Workshops Given at the NSE, October 15-27

3 Regulations

2 Surveillance System

VIew, It gave more complete and robust InfOrmatIOn than GLOBEX the electromc S\ stem
used bv the CME and MATIF

Par;e ::

lamial1 /9 /998

PilI-I- Watu howe LLP

Dunng MIchael Gorham s one-month stay 10 IndIa he presented SIX workshops two tor all
NSE ~taff In general three were for the NSE's Futures and OptIOns Group and one for
students and facult\ of the IndIra GandhI Institute of Development Research (IGIDR) The
workshops were

A related frustratIOn WIth revIew10g the futures regulatIOns IS that many regulatIOns say
nothmg and SImply refer the reader to CIrculars from "tIme to tIme" Smce no CIrculars were
avaIlable at the tIme of the reVIew It appeared no deCISIOns had yet been made regardmg
many Issues

Report on Stol-k fnder: Futures /01 the NSE

To find the answer to a questIOn one must consult the NSE's Bve Laws, Rules, RegulatIOns
and CIrculars Smce CIrculars are Issued penodically and stored 10 chronologIcal order one
must sort through all CIrculars to find those relevant to a partIcular questIOn Most people
mvolved 10 the stock market gIve up and Just call the exchange to find the answer whIch
creates ItS own problems, smce not all departments have an equal depth of knowledge at NSE
regulatIOns and they appear to have no better way to search Puttmg all Bye Laws Rules
RegulatIOns and CIrculars on the Internet WIth appropnate l10ks and 10dexmg mIght soh e the
problem

The NSE s sun eIllance system tor futures IS IdentIcal to ItS surveIllance S\ stem tor stocks so
any short comIngs It has In the cash market would be present In the futures mark.et

The structure ofNSE s regulatIOns IS conSIstent WIth that used for ItS stock mark.et and
seemmgly WIth that used elsewhere 10 the IndIan fmancIaI system It IS very dIfferent trom
the structure of regulatIOns used by U S exchanges ThIS could be good, but 10 at least one
respect It IS not because It IS extremely dIfficult for a market partIcipant to know what he
can and cannot do

SInce Mr Gorham IS not a regulatory expert, he dId not therefore opme on NSE's c.:lsh
mark.et surveIllance capabIlIty However he dId IdentIfy that If the NSE deCIdes to create
pOSItIOn lImIts on mdividual traders there eXIsts no umque personal IdentIficatIOn number
WhICh would allow the NSE to aggregate a traders pOSItIOns across brokerage firms
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Workshop Length Attendees Date
Stock. Inde"\ Futures A 12-Year RevIew 1 5 hrs 70 NSE statf Oct 15 1997

ChoOSIng an Appropnate Inde"\ 1 0 hrs 14 NSE statf Oct 17 1997

Energy Futures 1 5 hrs 14 NSE staff Oct 20 1997

MampulatIon RISk In Cash-Settled Futures 1 5 hrs 13 NSE statf Oct 21 1997

U S Debt Market and Interest Rate Futures 1 5 hrs 40 NS[ staff Oct 22 1997

Stock Inde"\ Futures A 12-Year RevIew 1 5 hrs 15 IGIDR Oct 27 1997
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I RepO/ ton )totk /ndt. \ Futures for the NSE Januun /9 /998

A Roiling Settlement Versus Account Period Settlement

The purpose of the analvsls m thIs sectIOn I~ to compare stock mdex futures to badla m order
to evaluate that If they are overlappmg products whIch obVIate the need for one or the other

II DOES INDIA REALLY NEED STOCK INDEX FUTURES IF IT
HAS BADLA?

A. handful of countnes mcludmg Italy France and IndIa (and the U K untIl 199...j.) use a
batch settlement system L\11 the trades occurnng dUrIng a certam perIod are settled on the
same dm, atter the end ot the tradmg perIod These I tradmg penods" are called account
penods settlement C\ cles or settlement penods

Page -I

I The S\ stem In practIce IS officlall\ called cal1) fom ard but IS also popularly reterred to as badla

Price /~atu hOllle LLP

Thele are two baSIC svstems for settlmg stock transactIOn"> m the world -rollmg settlement
and account penod settlement (or "batch" settlement) The Umted States and most other
countnes use a svstem of rolhng settlement TransactIOns made today must result m
settlement (I e the seller handmg over the shares and the buyer handmg over the money) a
certmn number ofdavs later In the US It IS currentlv three davs (T+3)

The mam dIffeIence between badla and stock mdex futures IS one of scope Stock mdex
futures generally cover the Overall market (or at least broad market sectors) whIle badla
covers each mdIVIdual stocks one-by-one Stock mdex futures offers a low-cost method of
protectmg a stock portfoho agamst downturns m the market or allowmg a trader to take a
long or short (1 e buy or sell) pOSItIOn on the market as a whole A stock mdex futures
pOSItIOn IS a SubstItute (generallv a temporary one) tor a pOSItIOn m the cash market

Badia on the other hand allows mvestors m, or short sellers of mdlvIdual stocks to carry
theIr pOSItIOns beyond the settlement penod m whIch the stock was bought or sold Current
regulatIOns (as of the end of 1997) allow pOSItIOns to be carned forward as long as mne
months

There are suffiCIent SImIIantIes between stock mdex futures and badla (or at least badla
combmed WIth the account penod settlement svstem used m IndIa) to make It appear as
though they mIght serve the same functIOns In fact thIS IS not the case Each of these
systems solves problems whIch the other cannot solve m any reasonable fashIOn

There has been much dIScussion over whether stock mdex futures should be mtroduced m
IndIa ThIS IS good It IS a sIgn ot democratIc health to have Important financIal mnovatlons
full" vetted and dIscussed betore gomg forward Some mamtam hO'vVever that stock mdex
futures are not necessary m IndIa gIven the eXIstence of the badla or "carry torward ' "
system Badia allows buvers and sellers of shares to carry theIr pOSItIOn forward tor manv
weeks WIthout havmg to come up WIth eIther the money or the shares
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B The Uses of Badia

How do people use badla? The followmg SituatIOns can be remedied WIth the help ofbadla

A person has purchased shares, cannot Immediately come up WIth the money to pav
for them and wants to postpone payment for at least one settlement

<\ person has sold shares \Vhlch he does not have cannot ImmedIately come up WIth
the shares to delIver and wants to postpone delIvery for at least one settlement

f'ugc )

)al1ua/1 /9 /998

PI Ice H'Jtel hou:,.e LLP

The demat trades settled m the deposltorv will be mandatory rollmg settlement from January 1998 onwards
per a SEBI decree r-ut demat trade volumes are still negltglble as of the wrItmg of thIS report 'lEBI s mandate.
that mStltutlon~ must trade certain SCrIpS In demat from only may Increase the volume III the demat segment In
short order but that has not happened as of thiS WrIting

If deltver'v IS not made and badla IS not aVailed off the short SCrIpS not deltvered are sourced b\ auctIon If
money payment IS not made the e\.changes ensure the detaultIng broJ...er m1J...es payment NSE has a clearmg
corporatIon whIch guarantees trades bv becoming the legal counterpallY to the buy and sell SIdes ot each trade
SSE has a Trade Guarantee Fund whIch \vlll cover am default In short SCrIp or money deltvelY b\ 1 broJ...lr
Other e\.changes \\ hlch do not \ et have am trade or settlement buarantee mechanIsms generalh attach the
members base mmlmum capital depOSit held \\ Ith the e\.change

Followmg each settlement, BSE holds a badla sessIOn (It starts late Saturday mormng at the
BSE) In thIS seSSIOn traders With buy or sell pOSItIOns can effectIVely roll their posItions to
the next settlement by findmg someone who IS wIllmg to make or take delIvery of stock for
them m the current settlement When a buyer of stock does a deal With a "badlawala" (the
person steppmg m to buy and hold the stock for hIm) he must pay the badlawala a fee
(known as badla charges) for thiS financmg operatIOn

BadIa allows the buyer or seller the only legal way m IndIa at thiS tlme to cam a posltIon
(postpone the oblIgatIon to aelIver or take delIvery) from one settlement to the next
OtherWise delIvery must be made J

Report on Stod. fnde'C Futures for the VSE

In IndIa the account penod or "batch" settlement predommates at thIS time The major stock
exchanges of BSE and NSE have one week settlement cycles and some regIOnal e'\changes
have langeI penods

Even though all 23 ofIndla s stock exchanges use the account penod settlement sv stems at
thIS wntmg only the BSE allows badla transactIOns and only m approXImatelY 100 stocks
The BSE account penod tradmg cycle IS Monday to Fnday Several other exchanges such as
the Calcutta and DelhI Stock Exchanges, do plan to remtroduce badla once they have met the
regulatory reqUIrements

The batch system In Itself even without badla creates the opportumty to enter mto the
eqUIvalent ot a one-week futures contract In indiVIdual stocks If one buvs 100 shares of
RelIance on dav one of the settlement cycle trading penod he can at any tIme before the last
settlement cycle tradmg dav closmg bell offset hiS positIOn by sellIng 100 shares The
DositlOn IS closed out (a net zero delIver or reCeIve from the clearmg house In the scnp) and
there IS no delIverY of shares Only the money dIfference between the trade pnces must be
paId or received Futures markets work m a verY SimIlar fashIOn but usuallv are not lImited
to one week
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I RLport on ';tock /ndev: Futures/or the NSE Januan /9 /99 'I

b Cost of a BadIa Contract

a Cost of a Futures Contract On an IndIVIdual Stock

1 Badia Versus Futures on Individual Stocks

C Differences Between Badia and Futures

PagL 6Pllce Watelhou~e LLP

4 Badia could also be compared to a stock loan/borro\\! program whIch IS currentl\ not available In IndIa at thiS
time However that teature of badIa IS not dlrectlv related to the Lompanson of badla versus stoch. Inde'\
futures so It IS not discussed In thIS paper However short sales and stoch. loan/borrow IS reqUired to allow
etficlent arbitrage between the stoch. Index tutures and the cash marh.et If stoch. Inde'\ futures are Introduced
betore short sales and stoch. lendIng and borrOWing are aVaIlable one could Imagine a scenano where
arbitrageurs use badla to do short sales and borrow stoch. to arbItrage the Inde'\ However thIS would be
ineffiCIent because the cost ofbadla carry forward as It currentl, eXIsts In India IS not knQ\~n at the time of
entenng the carry forward contract as discussed later m thiS paper Theretore the no arbitrage band between
the Index futures and the cash market would be WIdened mah.mg the Inde'\ tutures a less effectl\ e hedgmg

deVIce

WIth badla vou could buv RelIance m the first week. of January at Rs 400 and then carry It
tIll June \Ia a senes of weekIv badla trades To do thIS you WIll have to partIcIpate m more
than 20 badla tradmg seSSIOns and pay commISSIons plus whatever the mark.et badla rate IS

A person expects the share pnce bet\\ een the t\\O settlements to Increase bv more than
the badla charge

A person wants to be short the stock tor more than one settlement cycle and finds that
badla IS the cheapest and most convement way to do thIS (Badia IS currentlv the onlv
wav to stav short more than one settlement cycle In India as mentIOned earlIer)

A person wants to o\\-n shares for a penad of tIme but wants to be able to sell them on
short notIce and fears that he may not receIve good delIvery In sufficIent time to do
so (The deposItory In IndIa IS new and sparseIv utIlIzed up to thIS pomt In time The
bulk. of settlement stIll occurs In the phySIcal share segment and the nsk. of receIving
counterfeIt or otherwIse bad physIcal share certIficates IS still very real)

If you entered mto a futures contract m January to buy June RelIance futures (If they eXIsted)
at Rs 420 per share vou know that m June you wIll receIve a specIfic number of RelIance
shares at an effectIve pnce ofRs 420 each and you wIll have paId some pre-agreed
commISSIOn

The followmg examples Illustrate the dIfference For companson sake assume the pnce of
RelIance IS Rs 400 IS the first week of January m both examples

In the above examples badla extends the lIfe of the settlement bv 1\\;0 three or more weeks
up to a maXImum penod up to mne months, whIch IS the current legal lImIt on carrv over
ThIS makes badla SImIlar to futures on mdividual stocks~ but WIth one sIgmficant meanmgful
dIfference WIth badIa, vou do not know what vour pnce to carry forward the transactIOn \\;111
be WIth a futures contract, vou do know
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for RelIance each tIme WhIle the commiSSlOns are knoVvn m ad\ ance It IS dIfficult to predict
the badla rate

I
I
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With mdIVldual stock futures you know m January what "our net June pnce for Reliance vdll
be WIth badla vOU don t It sa functlOn of market forces m the Saturday badla seSSlOns
And the more thmlv traded the stock the more It IS subject to sIgmficant fluctuatIons m badla
charges

2 Badia Versus Index Futures

Note that everyone of the badla situatlOns lOvolves a SlOgIe stock and not the market as a
\\-hole In theory a trader could buy or sell a large number of stocks dunng a settlement
cycle and then enter lOto badla agreements on all those stocks and thus create a positlOn
suniiar to stock lOdex futures Such an operatlOn would be very costly (paYlOg both
commISSIons and badla charges on many stocks) and nsky (badla rates can fluctuate
sIgmficantly from week to week from stock to stock and even from mmute to mmute withm
a badla tradlOg sesslOn) WhIle It IS dIfficult to say what futures commISSIOns WIll be 10

IndIa U S transactIOn costs (commIssIOns plus market Impact) are much lower 10 stock lOde\.
futures than they are for a comparable cash market transactIOn The same could well be true
10 IndIa

3 Other Differences

The followmg table compares and contrasts features of the IndIan cash market badla and
stock lOdex futures

I Features ofIndmn Cash Market, BadIa, and Stock IndH Futures

IndIan regulations allo\\ stock.s to be carned no more than nme months though the \vord on the ~treet IS that
the \ aganes ot record k.eepmg would prevent longer call) 0\ er trom bemg detected

• Stock. lOde\. futures tend to have lower margms and 10 theorv allow a pOSItIOn to be held
turther IOta the future)

As can be seen 10 the table above additlOnal dIfferences between badla and stock lOdex
futures ale

• Stock lOde\. futures allow a future transactIOn at a knoVvn pnce on a known date BadIa
does not allow carry forVvard at a knoVvn pnce and

Page -['lIce II alellzow,,- LLP

Feature Stock Transactions BadIa Stock Index Futures
Ma'\lmum future delIvery Up to I Wk Up to 9 Mths Up to I Yr
TYPIcal margm o 1)% 15% about 5%
Short Sale possIble? Yes (w/m I wk) Yes Yes
POSItIon on a smgle stock possIble? Yes Yes No
POSItIOn on the whole market possible? No No Yes
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E The Uses of Stock Index Futures

1 Margm

2 Relationship of the Price of the Index Future and the Underlymg
Index

There are appro'\lmateh 25 countnes IIstmg stock mdex futures at present ThIS mcludes
countnes m A.Sltl Europe A.tnca and North and South A.menca The followmg are sItuatlOn~

\\ here stock I11dex futures are helpful

Fage 8

Janllan /9 /998

D What IS a Stock Index Future?

Fllce Wu(u house LLF

The pnce of the stock lOdex futures nses and falls WIth the underl\ mg mdex and maITltams a
very close relatIOnship to It The relatIOnship results from the activity of arbItrageurs who
vvI1l buy the cash and sell the futures vvhen the futures gets higher or short the cash and buv
the futures when the futures gets lower Note that thiS arbitrage does not keep cash and
futures equal but rather keeps futures a bIt higher than cash With the tutures premIUm
IncreasIng the further out the contract's expiratIOn date IS For example on January:2 1997
the spot S&.P 500 10 the U S closed at 975 04, whtle the March and June futures contracts
closed re~pectlvelv at 984 70 and 99490, reflectmg premIUms of 99% and 2 04%

R(pOi ( Oil ')(ock /nde\ FlItlif e.\ for the N')E

The futures premIUms result from the fact that the arbItrageur v.ho buvs cash and sells tutures
must finance the cost at buymg and holdmg the stock The net cost of domg thIS IS the
I11terest costs on the loan for the stock. purchase prIce plus commISSIons less an) dIVIdends
earned on the stock.s

When a person goes long or short (Informally we also say "buys" or "sells" though
techmcallv thIS IS lOcorrect smce the contract IS really an agreement today to buy or sell at a
later date) anv futures contract he must depOSIt WIth hIS broker (vvho depOSIts WIth the
exchange) "good faIth" money or a performance bond whIch IS called mltIal margm The
mitIaI marglO IS generally less than 5% of contract value Each day all accounts are debited
or credIted based upon the difference between the closlOg pnce for that day and the closlOg
pnce of the pnor day If a trader s account falls below a certam level he receives a marglO
call and must depOSit addItIOnal money mto the marglO account held by the exchange

WIth the Index futures however the "baskets" of stock are never delIvered In fulfillment ot
futures contracts It would be very dIfficult and expensIve to reqUIre delIvery of such baskets
(m part because most of the stocks would be In odd lots based upon the ("urrent weIghts In the
Index) Therefore stock mdex futures are VIrtually always settled In cash based upon the cash
market lOdex level at the tIme the futures contract expIres

A tutures contract IS an agreement today to buy or sell at some specIfied tIme In the future a
specIfied amount at some commodltv currency or financIal Instrument tor an agreed upon
pnce The person who agrees to buy IS called the "long" and the person who agrees to sell IS
called the "short" A stock mdex tutures contract IS an agreement to buy or sell a bundle or
basket of stocks In the proportIOns speCIfied In the stock Index beIng utIlIzed at a certaIn
pnce on a certaIn date
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F Summary

Even though badla IS "ery SImIlar to futures on Indrv Idual stocks It IS very dIfferent trom
futures on a broad Inde" of stocks Badia allows the trader to focus on one stock at a tIme
\\ hIle Inde" tutures all0"'"' s hIm to focus on the entIre market (or defined market sector lIke
large cap small cap technologv energy etc If such IndICeS are avaIlable, and traded)

In summarv there IS one kev simiiarItv between badla and mdex futures Users of both
system:, want to take advantage of the rIse or fall of pnces wIthout haVIng to phvslcally
delIver or take delIvery of stocks A trader can thus profit from (or suffer a loss from) the
ownershIp of stocks wIthout actually owmng them

A penSIOn fund manager feels there are senous rIsks of a market drop dunng the ne"t
few \veeks He could sell off all hIS stocks and ShIft hIS funds to the monev market
dUrIng the rIsky perIod then put the money back Into the stock market The same
protectIOn can be obtaIned much more cheaply by gOIng short futures
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A mutual fund manager IS wrItten up In the press and money starts flOWIng In more
rapIdly than he can Invest It He IS bullIsh on the market so as money flows In he
goes long an eqUIvalent amount of stock mdex futures then graduallv offsets them as
he places the funds 10 the stocks he wants to own He has gamed ImmedIate exposure
for mcomIng cash

An mvestor wants to gam exposure to the market as a whole for a short penod of time
because he belIeves the market IS go109 to make a sIgmficant up move or down mo\ e
though he IS not so sure how speCIfic shares WIll fare It WIll be much cheaper for hIm
to take a short or long posItIon m stock Index futures than to buv or short a large
number of mdividual stocks In the cash market

An mvestor has decIded that a partIcular stock wIll do much better than the market as
a whole The problem IS that he doesn t know how well the market WIll do and fears
It mav fall He solves hIS problem by buymg the stock and gomg short the market VIa
stock Index futures Even Ifboth fall he wIll stIll profit as long as hIS stock falls less
than the market

Report on )tock 117& r Futures for the N)E

On the buy SIde both badla and stock Index futures are temporarv SubstItutes for pOSItIonS In
the cash market that IS SubstItutes for the phYSIcal ownershIp of stock On the sell SIde
Inde" tutures do represent a substItute tor the cash transactIOn of gOIng short a basket ot
stocks whIle badla IS the onlv practIcal way to short a stock (for more than a week) In the
IndIan market In other words on the sell SIde futures IS stIll a substItute for a cash pOSItIOn
but badla ~ the cash pOSItIOn

The fact that the futures moves up and down wIth the cash Index means that anyone seekIng
to gam exposure to or obtaIn protectIOn from general market moves (at least as represented 10

the Index) can do so WIth a posItIOn In stock Index futures In other words when the NSE 50
falls bv 5% the NSE 50 futures should fall by a sImIlar degree allOWIng an Investor wIth
dIversIfied portfolIo of stocks to obtaIn protectIOn by bemg :,hort the NSE 50 futures
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Thus badla and stock Index futures are t\\O S\ stems vvlth two different sets of uses
Therefore they are not mutually exclusIve and one system should not be chosen over the,
other Rather the market should decide \\ hlch product offers the features needed b\ mal ket
partIcipants It IS not contradlctorv or InCOnsIstent to allo\\ these sv stems to operate side bv
sIde In IndIa SInce they are addressIng different needs
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A Tradmg System

III REVIEW OF NSE PREPAREDNESS FOR TRADING STOCK INDEX
FUTURES

The market wJ!1 be open from 9 45 a m to 3 30 p m wIth a pre-openmg accumulatIOn of
orders betVveen 9 30 and 9 45 In addItIOn there wIll be a 30 mInute post-close seSSIOn
where trades can be done at the market closmg pnce to allow traders to square up

GLOBEX by companson does not show the total number of contracts aVaIlable for purchase
or sale the number of orders assocIated Vvlth each of the best five blddmg pnces or askmg
pnces the average pnce of transactIOns made so far or IndIVIdual share pnces
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The tvpes of orders avallable are qUite reasonable and agam more e'{tenslve than GLOBEX
Market orders hmlt orders and stop/loss orders are allowed Orders can be specified as
ImmedIate or cancel good for the day good tlll cancelled good till a speCIfic date good tor
a speCific number of daJ s The orders can disclose the total quantity or onlv a portIOn Thev
can mdlcate the mmlmum fill acceptable and can also be speCIfied as all or none Orders
must IndIcate propnetary or chent and whether the order IS opemng or closmg a posItIOn

Market mformatIOn IS robust and supenor to GLOBEX (the electromc sv stem operated bv the
ChIcago MercantIle E'Cchange) The baSIC NSE screen lIsts the best five blddmg pnces and
best five offenng pnces and the quantItIes assocIated wIth each It also shows the total
number of contracts aVaIlable for purchase and total number aVaIlable for sale for all orders m
the system (not Just the best five) The same screen mdlcates the total number of contracts
traded and the average pnce at whIch they were traded Of course It also shows the hIgh low
and last trade A second screen goes deeper mto the book bv showmg the number of
contracts and number of orders assocIated wIth each of the best five sellmg pnces and best
five buymg pnces The screen can also momtor mde'Ces and mdIvidual shares m the
underlymg stock market

Report on ')(Qck Inde'C FlItuns /01 the NSE

Secunty seems good The user must enter three pIeces of mformatIOn a user IdentIficatIOn
number a tradmg member IdentIficatIOn number and a password If the screen IS Idle for 20
mmutes or more the password must be re-entered Passwords must be changed everv two
weeks SIX consecutIve attempts to log on wIth an mcorrect password results m the user
bemg dIsabled A user can block tradmg access wIthout mterruptmg market mformatIOn If he
wIshes to temporanly leave hIS termmal

The tradmg svstem for the NSE denvatlves segment has been m place and readv smce
December 1996 I spent several hours bemg gUided through the svstem bv Ratna Madeka and
Samlr Anvekar The system seems to be qUite good by mternatIonal standards

[NOTE THE FOLLOWING 4RE THE OBSERVA TIONS AND FINDINGS OF Jl1R
GORHAil1 WHILE 4T NSE IN OCTOBER 1997, SO COM!l-fENT IS SOMETlil1ES
MADE IN THE FIRST PERSON /
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1 Accessibility and Ease of Use

B Surveillance System

C Regulations

One solutIOn to thIS \Yould be to reqUIre that any mdIvldual or firm that trades futures must
have a ta"\ IdentificatIOn number However, thIS IS a broader polIcy Issue and I would not
recommend thIS unless It was deemed worthy on ItS own ments
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AccessIbIht\ and ease of use IS a problem wIth the NSE regulatIOns To figure out what can
and cannot be done at the NSE reqUIres that the member or customer look m tour places the
B\e LaVvs the Rules the RegulatIOns and the Circulars SInce the CIrculars come out on a
perIodIC baSIS and are stored In chronologIcal order one must search through all the CIrculars
to find out the NSE pOSItIOn on am gIven tOpIC In practIce the task IS so difficult that
people slmph call the NSE when the\ \\ant to k.no\Y the regulatIOns on anv given tOpIC ThIS

One problem I saw was that If the NSE places hmlts on the SIze of a pos!tlon an IndIvIdual
can hold there WIll be no wav to ensure comphance wIth these hmIts WhIle brokers rna\
kev In the customer account number I don't thInk thev are reqUIred to do so and the NSE
does not currentlv do anvthIng WIth thIS account mtormatIOn Furthermore SInce a customer
WIll have a dIfferent account number at each brokerage firm at whIch he has an account the
NSE wIll have no way to aggregate hIS posItIOn across brokerage firms In the US firms
must supph customers SOCIal secunty or tax IdentIficatIOn numbers to the e'(change
allOWIng the exchange to determme each chent's total posItIOn across all brokerage accounts
WhIle there are several IdentIficatIOn numbers (lIke votmg IdentIficatIOn and ta"\
IdentIficatIOn numbers) used In IndIa there IS currently no umque IdentIficatIOn number
whIch all customers would necessanly possess

The surveIllance svstem for futures IS IdentIcal to the surveIllance svstem for stocks
observed the surveIllance svstem tor stocks It runs real time and IS Intended to manage
members comphance wIth overall posItIOn and turnover hmlts Generallv a member's
posItIOn lImIt IS set at seven tImes theIr base capItal whIch IS the capItal they have deposIted
WIth the e'(change A member s turnover hmlt IS set at 33 3 tImes theIr base capItal A
member WIll receIve a \YarnIng on theIr tradIng screen as they get near eIther of these hmIts
(Note that It IS \ erv rare for a member to hIt the tradIng hmlt before the posItIOn hmlt SInce
the tradIng lImIt IS set almost five tImes the posItIon hmlt) WarnIngs appear \Yhen the
posItIOn reaches 80% 90% and 100% of that allowed When the posItIOn reaches 110% the
trader IS cut off

Report 011 '5tock Indey Flitllres for the ""SE

It >h01l1d he noted that N')E plam to ha~e an Of der matchIng s~stem fOl their del n atn e~

market, Hlfh no market makels liqUIdity plovlden or "locals " PWIFIRE knoH \ o{no othel
del n atn e~ mw ket In the H orld It hlch doe> not utllz::e lzqUldlf} provlden \fJ Gorham does
not wmment on thl> jeatw e ofthe propo>ed NSE market nor the abzlltv ofthe V')E
del n atn e\ fJ adInr; ~ vstem to he adapted to market makIng PTvIFIRE wnnot wmment on the
'1 stem '\ ahzlm to he adapted to market makIng elfher although In InjOl mal wm enatlOn
,v')E has mentIOned the ~ 1 >tem wuld be modzjled to handle market makIng zj ,eqltlred
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3 Futures and/or Options

2 AmbigUity/Unresolved Procedures

4 SpeCifiC Comments Part A - TradIng RegulatIons - Futures

2 2 9 Ca~ the rejectIOn ot an apphcatlOn or the wlthdra\\-aI of a prevloush granted appro\ a1
be arbItrarY WIth no reason gn en or should the rejected applicant be given the courtes\ of d

reason')
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Report on Stud Inde\ FWl/l es for the \ SE

1 3 12 & 1 3 13 You have CIrcular defimtlOns smce you define the expIratIOn month m
terms at the date and the expIratIon date m terms of the month You may want to define the
expIratIOn date as the last day of tradmg and the expiratIOn month as the month m \\ hlch that
day OCCUIS (For the record there are some futures contracts energy I thmk. m whIch the last
day oftradmg IS actually m the month prIor to the e"\.plratIOn month In ChIcago the term

contract month or dehverv month IS often used

I assume that there IS some good reason to keep much of the substance of the regulatIOns m
the form of cIrculars Even If thIS IS the case there are many cases lIke the one cIted aboye
where the E\.change should have already deCIded how to proceed and should have draft
cIrculars to accompany these draft regulatIOns

In the' DefimtlOns 'sectIOn some defimtlOns mentIOn futures only and others mentIOn
optIOns only when they should be mentlOnmg both futures and optIOns These mclude 1 3 7,
139, 13 10, 1 3 12, 1 3 13, 1 3 19, 1 320 The remamder of the rules generallY speak. about
trades and contracts and don t explICItly mentIOn futures or optIOns bv name whIch allows
them to refer to both If the rules are WrItten to cover both futures and optIOns there ma\ be a
few areas 'A-here optIOns need to be explIcItly mentIOned A tnvlal example IS m the Contract
Note (Annexure 2) whIch must somewhere have a place for the stnke pnce to be referenced

seems an mefficlent use at the time of both NSE staff and at the members \\ ho sometimes
have trouble gettmg through to the nght department to get the ans\\ er
WhIle local la\\ and custom may reqUire that this four-tiered approach to regulation be k.ept It
could be Impro\4ed to be more member-fnendlv NSE has a talented staff with supenor
system sk.I1ls The exchange could easIlv put the Bve Laws Rules RegulatIOns and Circulars
on their Web SIte The Circulars could be cross referenced With specIfic Bye La\\s Rules
and RegulatIOns \ Ia hyper IInk.s so that the user could easily move from am regulatIOn to all
relevant circulars and from am circular to the appropnate bye law rule or regulatIOn as \\ell
as to other rele\ ant cIrculars

There are many places where the regulatIOns essentIally say that the Exchange wIll let the
broker know later what he needs to do For example RegulatIOn 4 4 of Part B - Clearmg
RegulatIOns states "Cleanng and settlement of any or all deals may be on a netted baSIS or
gross baSIS or trade-far-trade baSIS or am other baSIS as may be specIfied by the relevant
authonty from tIme to tIme '
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234 d What IS 'Surcon ')

3 3 2 c StIll not clear what market type means

33 1 SpecIal Term order not defined

2 8 hne 7 Can the member fax or e-mail the request?

Page /-1
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3 6 See pre\ IOUS comment above on :2 6 8

Report on )tock Index Futures for the VSE

335 d II ThIS says The best buy order shall be matched wIth the best sell order FIrst
there would ObVIOUsly be no match when the best buy order was below the best sell order
(e g best buys are 3 4 and 5 whIle best sells are 6 7 and 8) Second If the best buy orders
were 3 4 and 5 and the best sell orders were 4 6 and 7 then at what pnce \\ ould the best
buv order of 5 and the best sell order of.+ be matched') ThIrd what If the best buvs were 3 .+
and 5 and the best sells were 4 5 and 6? Assume all order sizes are equal You d make the
most people happy Ihou matched the 4 bu) wIth the 4 sell and the 5 buv wIth the 5 sell But
"our algOrIthm would match on'" the 5 buy wIth the 4 sell leaymg fewer people satisfied
ThIS rna" be worked out on "our stocl-.. tradmg system but thiS was m" Immediate reactIOn on
readmg the regulation

2 6 6 It probably does not hurt to have lot sizes greater than one futures contract but \\ In
would yOU do It? It seems hke an mdlrect way to mcrease the SIze of a futures contract

2 6 8 Do yOU really want to Impose turnover lImIts? Turnover IS Important for mamtammg
lIqUIdity There were turnover lImits on futures m the U S untIl the late 1970s when the
CommodIty Futures Tradmg CommIssIOn (CFTC), the US futures regulator realIzed that
they were really not necessary to ensunng orderly markets

3 2 7 f Why would the e'\change ever cancel a trade wIthout gIvmg any reason Seems vef\
arbItrary

27 I find the terms "kmd of trade " "trade type," "market type," and "transactIOn tvpe" to be
unclear and potentially overlappmg Refernng back to the defimtIOns gIVes the reader some
sense of trade type (l 326 says 'Trade type means the types of trades many secunty
admItted to the offiCIal lIst of the Exchange and mcludes Normal Market trades and
NegotIated trades ') "Kmd of trade" and transactIOn type" are not defined and the defimtIon
of "Market type" gIven as Market type refers to the dIfferent markets m WhICh tradmg IS
permItted on the Tradmg System' m 1 3 15 does not help much It may be that these tenns
are well understood by stock e'\change members but they are less clear to outsIders Also
you won t have settlement penods m futures m futures lIke you do m stocks so why IS 2 7 4
reqUIred?

2 3 2 If the Exchange closes the market on scheduled market days or opens the marl-..et on
scheduled hohdays It should make best efforts to mfonn all of Its members m a tlmeh
fashion
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... 3 and'" ... seem to both be the same tOpIC - the Tradmg Member s relatIOnshIp wIth ItS
constItuents

J\nne"\ure 1 ApplIcatIOn for Approval as User ThIS sa\ s the Tradmg member shall
ensure that he/she (the user) wIll not execute anv order on account of an,) one WIthout such

3 8 7 How could you JUStify requmng extra margm onlv from selected members or
partIcIpants?

.. 4 12 Last sentence allows chent to allow bank to take hIS funds to meet hIS brok.er s
defaults Why would" ou want thIS?

Page /)
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462 1 Both .1) and b) prohIbIt members from engagmg m transactIOns WhICh artifiClalh
rmse lov"er stabIlIze or mJect volatIlIty mto secunty pnces The tv"o rules should be
consolIdated

45 ... b ThIS prohIbIts members trom domg busmess m suspended contracts, but \\ould It
even be phvsIcally pOSSIble to do so smce I assume that the Exchange would drop the
contracts from the electrolllC system

4 5 3 f I do not understand the last four lInes and do not reallv understand the purpose of a
rule v"hIch savs that a member cannot make publIc a speCIfic trade pnce or transactIOn unless
the member can produce eVIdence the trade pnce or transactIOn took place If It IS to prevent
members from makmg false claIms regardmg theIr tradmg performance (whIch v"ould be
good to do) thIS doesn t go far enough smce a member could talseh claIm that v"e made
820% profit on monev v"e managed for our customers' WIthout vIOlatmg the abo\e rule

... 4 13 Because some chents are more nsk.v than others and because some members \\ III be
more financIallv conservatIve than others I would strongly suggest that e"Xchange-mandated
margms be conSIdered mIlllmums and that members be allowed to reqUIre hIgher margms
from theIr clIents If thev deem It prudent to do so

RepOi ton ')tock Inde, Futures for the NSE

4 5 4 d At end of second lme after the word' purchase ' add the words or sale smce I
thmk. that s what vou mean Also vou say that thIS contidential mformatIOn can be used for
solICItatIOn purposes If It s at the request ot and on behalf of the Issuer It IS not clear \v hat IS
meant bv the Issuer Issuer of what?

3 9 b Paragraph I has some extra words 10 lme..). Paragraph 2 refers to a settlement penod
whIch IS not relevant 10 futures The baSIC language of paragraphs one and two are dIfferent
and should be made conSIstent, or the two should be combmed mto a smgle paragraph

3 9 a The last lmes of paragraphs :2 and 3 say the Tradmg Member does not ha\ e to collect
margms from FIs FIls and mutual tunds Mavbe thIS IS acceptable for stock mvestments but
It IS not acceptable for tuture products As a cosmetIc suggestIOn 10 lme I of paragraph :2
followmg the \'vord buv add the words 'or sell" and ehmmate the entIre next paragraph

3 8 6 Whv would" ou ever e'\empt a tradmg member or partIcIpant trom margm
reqUIrements')
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T\\o problems FIrst the language IS a lIttle unclear I thmk \\ hat thIS IS trymg to sa\- IS that
there \vIll be mde'\ futures for e'\pIratIOn m each calendar month of the year but that at am
gl\ en moment onh the nearest three months wIll be lIsted for tradmg At the begmnIng ot
\1arch tor e'\ample only the March Apnl and Mav tutures \\111 be lIsted and avaIlable tor

order hay mg been pnor approved bv us m \HItmg If tl1IS saY s that the person operatmg the
computer cannot dIrectlY take orders 0\ er the phone from the customer but must hm e
another representatIve of the Tradmg Member approve the trade m \\T1tmg doesn t thiS
sIgnIficantlY slow down the process' of e'\ecutmg a trade')

..\nnexure 5 Risk Disclosure Document The first paragraph under the tItle Effect ot
Le\ erage or Geanng says The mde'\ futures contracts available tor tradmg are 3 month
tutures contract I e a near month eXpiratIOn contract a:::: month e\.pIratlOn contract and a "1
month eXpIratIOn contract Thus at an" pomt oftrme there eXIsts 3 contracts avarlable for
tradmg

Also m Anne'\ure 3 page 1 last paragraph, It states that The agreement entered mto bet\\-een
the Tradmg Member and the constItuent shall stand termmated bv mutual consent of the
partIes by gl\ mg at least one month notice to each other ' ThiS say s that YOU need mutual
consent to termmate the brokerfcustomer agreement Seems lIke \ ou d want eIther part" the
broker or the customer to be able to termmate the agreement If they no longer wanted to do
busmess The way thiS IS wntten the agreement lasts forever unless both parties agree to
termmate
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POSItIOn lImits should combme futures and optIOns smce the trader WIth 500 deep-m-the
money optIOns and 500 futures would benefit equally from a manIpUlatIOn of the underlvmg
market at contract e'\pIratIOn as the trader \\-Ith 1 000 futures Smce most optIOns are not
deep-m-the-money and change m pnce bv less than the futures or underlymg (I e theIr deltas
are less than one) a holder of 500 optIOns wIll benefit less than a holder of 500 futures For
example If someone manipulated the pnce of the NSE 50 ("Nifty") up bv 5% at e'\pIratIOn
the pnce of the futures would nse bv 5% but the pnce of at-the-money optIOns would nse bv
onh about 2 5% A reasonable approach to combmmg futures and optIOns IS to reach a total
number of "futures eqUivalents' by multIplYmg each optIOn by ItS associated delta and
summmg the total So 500 futures and 500 at-the-monev optIOns would be 750 futures
eqUivalent contracts (the at-the-money delta of 0 5 tImes the 500 optIOns plus the 500 futures
equals 750)

Report on Stoe/.. Inde\ FUll/reI for the /liSE

Annexure 3 Member and ConstItuent Agreement on page:2 Item 5 says I shall not
e'\erCIse a long or short pOSItIOn ""here actmg alone or m concert WIth others dIrecth or
mdIrectly I \\Ill have e'\ercIsed m e'\cess of the number of denvatlve contracts as mav be
thed from tIme to time bv the E'\change' Usually the term e'\erCIse refers to buyer of an
optIOn contract e'\ercIsmg hIS nght to hay e the seller of the optIon gIve hIm the underlymg
commodIt" or secuntv at the speCIfied stnke of that optIOn If thIS IS the meanmg here then
YOU should delete the reference to e'\erCIsmg a short pOSItIOn, smce YOU can t e'\ercIse a short
optIOns pOSItIOn In addItIOn If thIS says that the E'\change WIll have lImIts on the number of
contracts whIch can be e'\erclsed thiS maybe unnecessary If the pOSItIOn lImit rules are
wntten to mdlcate a maximum combmed number of futures and optIOns contracts \\-hICh may
be held
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5 SpeCIfiC Comments Part B - Clearing Regulations - Futures

The last words the nsk of loss lIqmdate/offset posItIOns' of page 2 of the RIsk DIsclosure
Document don't make sense to me There IS probably somethmg mIssmg

5 6 ThIS say s the settlement pnce IS the clOSIng pnce but what IS the clOSIng pnce? The last
transaction pnce? A weIghted average of all transactIons m the last mmute ot tradmg? In the
last 30 mmutes of tradIng? Is thiS defined elsewhere? Ifnot It must be

Pagl.- /7PIICf. 11 atu house LLP

33 It sounds as though thIS means that SEBI (assumIng 'the relevant authonty" means
SEBI or IS It the Exchange?) can decIde to postpone or extend the delIverY penod tor
ph\ slcalh delI vered futures contracts eIther for everyone or for speCIfic traders It IS not
clear \\ hat thiS means for a cash-settled stock. mdex contract If J Oll \'vant to gIve SEBI or the
Exchange latitude m the case at an emergencv you may want to mdlcate that the Exchange or
SEBI can use an alternatIve means or time for calculatmg the mdex should an emergencv
SituatIOn prevent the calculatIOn called for m the regulations

In sectIOn A you say "the Investor may lose a part of or whole margm eqmvalel1t to the
prIncIpal Investment amount In a relatlvely short penod of tIme" Change "relatIvel\ " to
"y,m II SInce the loss could occur In a day or two

tradIng If thIS InterpretatIOn IS correct perhaps the language could read At am POInt of
tlme there \\ III be three stock Index futures contracts aVaIlable for tradmg a near month
expiratIOn a two-month e'\pIratIOn and a three month expIratIOn

In sectIOn B It says that a change In the value of "SubstItute secuntles" can tngger a margIn
call and In sectIOn C that the member can lIqmdate all or part of the' SubstItute secuntles' If
the margIn callIS not met What are these substItute secuntIes and WIll the customer sIgmng
thIS document know what they are?

In the paragraph under the tItle 'RIsk-reducIng orders or strategIes It says "StrategIes USIng
cOmbInatIOns of pOSItIOns such as spread pOSItIOns, may be as nsky as takIng sImple long or
short pOSItIOns ' WhIle thIS statement IS true and useful to make when the customer mav be
spreadIng among several dIfferent tvpes of futures or even Inter-month spreads In futures tor
certaIn types of non-storable non-carryIng-charge markets like cattle It IS not true for Index
futures and could confuse or mIslead the customer You mIght want to add a phrase lIke
dependIng upon the types of futures Involved,' so It doesn t sound like you are necessanh

referrIng to mdex futures

The second problem IS that I do not thmk that you need to be thIS expliCIt because yOU ma\
wIsh to change the number of months as the market de\elops When eurodollar futures were
started m 1981 I believe that the CME listed quarterlY contracts out for a year I e tour
contract months As the market developed users asked for more months to be listed Toda\
the CME lists 10 vears Into the tuture for a total of ~o contract months m eurodollars To
aVOid havmg to change the RISk Disclosure Document too often I thInk you should Just sav
that everY calendar month WIll have a stock mdex futures expmng m It vou will start With
three, but may add others dependIng upon market demand
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59 1 1 ThIs says the final settlement pnce IS the closmg quotation of the underlvmg
mde'l. ' Is thIs correct? I thought It was an average of pnces dunng the last 30 mmutes ot
tradmg or somethmg to that effect

63 Why are there turnover lImIts for clearmg firms based on base capItal? Isn t the only
nsk really from outnght pOSItIOns If a firm bought then sold 100 contracts 1,000 tImes
dunng the day and ended WIth a zero pOSItIOn It seems as though neIther they nor the
Cleanng House face any nsk other than the nsk entaIled m the 100-contract pOSItIOn held at
vanous tImes durmg the day

5 7 The reqUIrement for paymg and recelvmg vanatlOn margm IS mcomplete because It
ImplIcitly refers to nev" transactIons made that day but not to pnor transactIOns ThIs can be
corrected bv msertmg the followmg words after the end of the first sentence for transactIons
entered mto that dav or the dIfference betVveen the pnor busmess day s settlement pnce and
that day s settlement pnce tor transactIOns entered mto pnor to that dav '

13 4 6 This reqUIres cleanng members to mamtam certam mformatlOn regardmg closed
constituents accounts for a penod of SIX years, whIle 13 1 6 third paragraph requlles
cleanng members to mamtam SIX different types of records for a penod of five years The
same dlscrepancv eXists m Part A where 6 1 3 reqUIres Tradmg Members to mamtam a
number of records for a penod of five vears, while 6 1 11 reqUIres the mamtenance of records
on closed accounts for SIX years There IS not necessanly a problem, but I pomt It out m case
It IS not mtentlOnal
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The full paper IS presented m AppendiX A of this report

A Stock Index Futures A 12·Year ReView

5 What Issues are Important m the deSign of stock mdex futures0

How Important are stock mde'C futures m the world today?

Pa>!;e 19
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TIllS \\ork.shop With the NSE s Futures and Options Group focused on the charactenstIcs to
conSider when choosmg an mdex for futures tradmg ASide from factors hke underh mg
capItalIzatIOn and hqUldltY \\e also e\.plored such Issues as the role of consumer recogmtlon

B Choosmg an Appropriate Index

4 What do we know about the effect of stock mdex futures on the volatIlIh of the stock
market after 15 years and one major crash?

3 Can a countrv successfully trade more than one stock mdex futures can It
successfully trade the stock mdex of another country and IS It best to lIst the contract
at a stock e'Cchange or mdependent futures exchange')

'i What lessons can be learned from the ongmal mtroductlOn of stock mdex futures m
1982?

Ri.pOI t on SlOe!.. Indi. y Futures for the Vr:;E

ThIS talk gIVen once to a cross sectIOn of 70 NSE staff members (research legal cleanng
surveIllance semor management etc) and once to students and faculty of the IndIra GandhI
InstItute was based on research conducted by Mr Graham for a talk to the Korean Fmanclal
Management ASSOCiatIOn as Korea was developmg ItS first futures markets and was m a
sImIlar sItuatIOn to IndIa today Mr Gorham addressed the five questIOns that the paper
addresses, WhICh are

In the penod October 15 - 27, 1997 Mr Gorham presented SIX workshops Fl\ e were for
NSE staff and one was for students and faculty at the Indira Gandhi Institute of Development
Research (IGIDR) Of the five at the NSE two were for all NSE staff and three were for the
Futures and OptIOns Group The workshops mcluded

IV SUMMARY OF WORKSHOPS GIVEN AT THE NATIONAL
STOCK EXCHANGE

Workshop Length Attendees Date
Stock Index Futures A 12-Year ReVIew 1 5 hrs 70 NSE staff Oct 15 1997

Choosmg an Appropnate Index 1 0 hrs 14 NSE staff Oct 17 1997

Energy Futures 1 5 hrs 14 NSE staff Oct 20 1997

MampulatlOn RISk m Cash-Settled Futures 1 5 hrs 13 NSE staff Oct 21 1997

U S Debt Market and Interest Rate Futures 1 5 hrs 40 NSE statf Oct 22 1997

Stock Inde'C Futures A 12-Year ReVIew 1 5 hrs 15 IGIDR Oct 27 1997
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D MampulatlOn RIsk In Cash-Settled Futures

C Energy Futures

Those who deSIgn phYSIcally delivered futures contracts \vorrv about "squeezes" In
partIcular thev \\ orrv about the nsk that an mdl\ Idual or group of mdI\ Iduals wIII hold such
a large long (bm 109) pOSItIon through contract matunt\ that those holdmg the short POSItions
\\ III not be able to acqUIre suffiCIent product to honor theIr reqUIrement to deliver ThIS can

}unuan /9 /9<i8Rr.port on )tock fndet Futures for the V)E

P,ler. IJ atel hou~e LLP

Issues worthy of dIscussIOn m energy futures are the delivery process the problem of contract
SIze (where there IS a mInimUm 25 000 barrel reqUIrement to get product mto a pIpelIne but
the Ideal contract SIze from a speculatl\ e pomt ot VIew IS only 1 000 barrels) the Issue ot
delIverv m both natural gas and electncIt\ Also v"hat changes m the electncItv market have
allowed electrICIty futures markets to develop m the U S Fmland Australia and New
Zealand

What does the world look like today NYMEX has all the marbles m the US and about 75%
of world energy futures tradmg The CME failed The CBOT faIled The InternatIOnal
Petroleum Exchange m London has most of the other 25% Smgapore s SIMEX has
relatIvely mactive crude and fuel 011 contracts and Fmland Australia and New Zealand hay e
small markets m electncity

The second lesson I learned was that It IS \ en dIfficult to create a new futures contract If that
contract IS closely related to an alreadv established contract Case m pomt In 1983 \\e at
the CME deCIded we wanted some pIece of the energy market NYMEX had heatmg 011 and
gasolme contracts for New York harbor delIven Our research told us that we should create
contracts for delIverY on the Te'l(as Gulf Coast ThIS IS where much of the crude 011 (both
domestIc and Imported) was refined mto products And Gulf Coast pnces dId sometImes
move mdependently of New York pnces The 011 mdustrv told us there was a need for thIS
contract and m fact that the contract we deSIgned was the best deSIgned energy contract to
date We started the contract amIdst much fanfare It lasted two months Even though Gulf
pnces had some mdependence mdustrv partIcIpants preferred to take that rIsk and cross
hedge theIr Gulf Coast product m the NYMEX New York harbor contract than face the
IllIqUIdIty of the new CME Gulf Coast contract

I learned several lessons dunng the development of energy futures m the United States In
1979 we at the CME made a conscIOUS decIsIOn not to develop energy futures contracts We
felt that the hold that OPEC had over the market created such an unlevel playmg field that no
one would partIcIpate m a futures market We were wTong Withm two years NYMEX
heatmg 011 gasolme and crude 011 futures were actIvely tradmg They had energy contracts m
place when OPEC started to lose some control and futures tradmg at NYMEX developed
rapIdly It was then too late for the rest of us

For e'l(ample m 1984 the ChIcago Board of Trade (CBOT) listed hitures on a stock mde'\
that was as close a clone to the Dovv Jones Industnal Average as was legallY possIble Ot
course they could not use the DJIA name and the contract tailed mIserablY When the,
e'l(change finally obtamed the nghts from Dow Jones and Compam to list the name-brand
mde'l( the launch of the DJIA futures was the most successful launch m CBOT s hiStOrY
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In some cases, the pOSItIOn lImIts are set at relatIVely hIgh levels and are then scaled down as
the market approaches eXpIratIOn since It IS dUrIng the delIvery or cash settlement penod that
mampulatlOn rIsk IS hIghest

It's a very ImpreCIse SCIence to be sure but a SImplIstIC analYSIS goes something lIke thIS
WIth the NIfty tradmg around at 1 000 how much would It cost a trader to buy selected
stocks m suffiCIent quantIty dUrIng the last 30 mmutes oftradmg to push the Nifty up by 5%
(50 pomts) and then sell those stocks at the begmmng of the next tradmg perIod?

happen because the longs have themselves somehow gamed control of a large portion of the
delIverable supplv or because the outstandmg futures position at contract matunty IS simp!\'
larger than the naturallY aVailable supply Should such a squeeze or comer occur It can
serIously undermme the credibIlIty of a futures market

The questIOn for the NSE IS whether It would be feaSIble for a trader, or a small group of
traders working In concert to buy or sell aggressIvely In the cash market dUrIng the last 30
mmutes of stock trading (the penod dUrIng ~hIch the stock mdex's value would be calculated
for the purposes of final settlement) m order to move the final settlement prIce More
speCIfically could the trader profit suffiCIently on hIS futures pOSItIOn to make such a
mampulatlOn worthwhIle?

Page:: /
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Let's sa\ the trader loses Rs 10 mIlhon (1 crore) In overpaymg for stocks on Tuesday
afternoon and sellIng them bach. Into the marh.et at a lower pnce on Wednesda\ mornmg To
make bad. that Rs 10 mIllion (1 crore) from the 5% Increase In the value of hIS tutures
POSItion the trader would need a futures pOSItIon of Rs 200 mIllIOn (20 crore) or'+ 000 NIfty
futures contracts (One contract IS worth Rs 50 000 at an mdex level of 1 000) It the trader
or group of traders working m consort had a pOSition substantIallY greater than 4 000
contracts the mampulatlOn descnbed could begm to look attractIve

Futures exchanges guard agamst such mampulatlOn by setting lImIts on the SIze of posItIOns
allowed to any single trader Some futures contracts have posItIOn lImIts, others do not
GenerallY m the U S pOSItIOns lImIts are used when It IS Judged that there IS mampulatlOn
nsk m a market Not all markets have sIgmficant rIsk of manIpulatIOn Some cash markets
lIke three-month dollar LIBOR are so large and lIqUId that manIpulatIOn IS extremely
dIfficult The Eurodollar futures contract based on three-month dollar LIBOR accordmgh
does not have a pOSItIOn lImIt though the pOSItIOns oflarge traders are momtored by the
exchange

RepOl { on r:;tock Inde-r FUll/res jor the Nr:;E

Some people thmk that cash settlement aYOIds problems of mampulatlOn Not true It onh
changes the nature ot the game The basIc Idea IS stIll that a party wIth a large futures
posItion attempts to profit from some artificIal tamperIng m the market The dIfference m the
case of cash settlement IS that the tampermg mvolves uneconomIC buymg or sellmg m the
cash market dUrIng the perIod m whIch the cash mdex IS calculated The Idea IS to spend
some monev pushmg the mdex out of lme dUrIng the calculatIOn perIod m order to profit
from the futures posItIon As long as the profits on the futures posItIOn are greater than the
costs of the mampulatlOn, there IS an mcentive to manIpulate
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dIscount securIties

Price Wate/home LLP Page:;;:

THE U S DEBT MARKET

E The U S Debt Market and Interest Rate Futures

Januan 19 199/1

commerCial paper uncollateralIzed 11-270 dav corporate debt

bankers acceptances 1-6 mas Issued by corporatIOn guaranteed by a bank

agency notes oblIgatIOns of agencies of U S govt guaranteed by govt

repo agreements generally overnIght loans among banks, secunty dealers and
corporations, collateralIzed by a marketable mstrument

negotiable CDs mostly one to SI,< months Issued by banks

federal funds mostly one-day loans among banks to cover Fed reqUirements on
reserves loan IS transfer from one banks Federal Reserve account to
another

eurodollar deposIts deposIts ofU S dollars m overseas banks mostly I - 6 months yIeld
hIgher than deposIts m U S because of lack of guarantees by FDIC

The money market IS short-term debt of up to one year made up ofmterest beanng secuntles
and dIscount secuntles

Report on Stock Inde'C Future~for the NSE

1 The money market

In the U S we dIVIde the debt market mto two broad segments the money market and the
bond market

mterest beanng secuntIes

There are people who have money and people who need money The debt market IS the
means by whIch these two groups are lInked It serves a wonderful economic functIOn bv
movmg money out of the hands of those wIllmg to temporarily part wIth It mto the hands of
those with creative Ideas about how to use It to buIld and e,<pand the economy People
partIcIpate m thIS market because thev get somethmg out of It The lenders, buvers of debt
secuntIes, get paid mterest for the use of theIr money, and the borrowers get the money
temporanly to mvest m hopefully hIgh-return actIvItIes

The difficulty 10 thIS analYSIS IS the cost of the mampulatIOn Only those mvolved 10 the
market can tell us much about those costs After that the math IS easy The NSE should
spend some tIme researchmg thIS questIOn The answer WIll tell the exchange whether It IS
necessary to Impose posItIOn limIts on traders and what those lImIts should be
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• ThIS was eventuallv overtaken bv eurodollars at CME

• Next successful contract was a short-term T-bill at CME

2 The bond market

INTEREST RATE FUTURES

Page :3
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• Interest rate futures IS the most activeh traded segment of futures markets both In the
U S and world WIde

• The two exchanges have speCIalIzed short rates at CME long rates at CBOT sort of

• 1974 Beglnnmgs WIth package of mortgage rates called GNMA Successful then taIled 6
times

Qmck History of Interest Rate Futures

• QmcklY overtaken by T-bonds at CBOT

Mortgage-Backed Secuntles -- U S mortgage market IS largest debt market m the v.orld
Mortgages are pooled Into secuntIes, guaranteed bv a U S government agency (Gmme Mae
FreddIe Mac, and FannIe Mae) and sold to Imestors

MUnICIpal Secuntle<; -- the debt of state and local governments tvplcally used for capital
projects (e g schools roads aIrports, bndges) but sometimes to cover operatmg defiCIts
Buyers typIcally high Income individuals who benefit from the tax-exempt Interest trom
mUnIS

Corporate Bonds -- the debt of corporations Bond holders have pnontv over stockholders
should a corporatIOn be ltqUldated

RLport on ')tnd Indcr: FlItllre~ for the NSE

The US Treasury IS the single largest Issuer of debt In the world (over $2 tnllIon) US
Treasunes are dematenaltzed entnes In the books of the Federal Reserve The market IS
hIghly ltqUld

US government bonds
• 30-year T-bonds
• 1O-year T-notes
• 5-year T-notes
• 3-year T-notes
• 2-vear T-notes

T-btlls the safest and lowest \ leldmg 3 and 6 month Issues Issued e\ erv
Monday 12 month Issued onlY once a month

The bond market IS longer-term debt of over a year Different types ot bonds are
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• 1972 start

• Some contracts faIled lIke Dutch Gmlder, ItalIan lIra, French franc

• Me'Cican peso -- m, out 10

• What If the currency IS not convertIble on the capItal account -- case of the BrazIlIan real

Pa~e 1-1
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To msure agamst fallmg rates e g to protect value of a bond mventorv (an
mventory hedge)

-- buy bond futures

To convert from floatmg rate to fixed rate
I loan money at a floatmg rate to please my customer, but my source of
funds IS floatmg rate I'm worned rates WIll nse and erase my profits

Sell futures If rates nse pnces WIll fall and I WIll receIve
appropnate funds to offset my losses

To msure agamst rIsmg rates e g you are gomg to borrow long-term mone\ 10

three months and you are worned rates wIll rIse (an antICIpatOry hedge)
-- sell bond futures

To convert from fixed rate to floatmg rate
I loan money at a floatmg rate but I want to convert It to fi'\.ed rate to
ensure a constant stream of mcome

If rates fall I want mcome -- buy futures so when rates fall
pnces WIll rIse and I receIve offsettmg funds

• Covered mterest rate arbItrage -- when yOU look at the futures rates does that mean the
currencv IS gomg down? No

• Emergmg market currenCIes MeXIcan peso BrazIlIan real South AfrIcan rand RUSSIan
ruble Hunganan formt

CURRENCY FUTURES - QUICK NOTE

Be careful Because mterest rate futures are quoted as prIces ot the SeCUrItIes you buy futures
to protect agamst rIsmg prIces (1 e fallIng mterest rates) and sell futures to protect agaInst
tall109 prIces (1 e rIsmg mterest rates)

Report on 'Stock Indey Futures jor the NSE

USlOg Interest Rate Futures
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My purpose today IS to attempt to evaluate the status of an unportant financIal mnovatlOn
-- stock mdex futures - now that we have had 12 years to observe theIr performance Many
countnes already have stock mdex futures Others, lIke Korea, are considenng theIr
mtrnductlOn Are there lessons to be learned by those newly embarkmg down tlus path from
those who have been treadmg upon It for many years? I will orgarnze my thoughts on the
matter by addressmg five questIons

1 How unportant are stock mdex futures m the world today?

2 What lessons can we learn from the mtroductlOn of stock mdex
futures 12 years ago?

3 Can a country successfully trade more than one stock mdex
futures, can It successfully trade the stock mdex of another
country, and IS It best to lIst the contract at a stock exchange or
futures exchange?

4 What do we know about the effect of stock mdex futures on the
volatility of the stock market after 12 years and at least one
market crash?

5 What Issues are unportant m the desIgn of stock mdex futures?

There are, of course, many mterestmg questIons whIch could be asked about stock mdex
futures I've attempted to select those whIch would be mterestmg to me If I were faced WIth
the task of developmg or regulatmg these new markets m a country lIke Korea I have also
attempted to mclude questIOns put to me by the orgaruzers of tlus conference

In order to keep the dIScussIon manageable, I am focusmg solely on stock mdex futures and,
for the most part, Ignonng stock mdex optlOns I am not suggestmg that optIons are not
Important QUIte the contrary In some countnes they are much more WIdely used than the
futures However, mcludmg them would more than double the amount of data we have to
analyze and make tlus paper unreasonably lengthy So as an act of kmdness to the audIence,
we WIll save optlOns for another tune Let's now see what we can dIscover about each of
these questIOns

1 How Important are stock mdex futures m the world today?

In February of 1982, there was one stock mdex futures traded on one exchange In one
countrv Last year, there were 36 stock mdex futures contracts traded at 25 exchanges In

20 countnes (Chart 1) TIurtv-SlX contracts Twenty-five exchanges Twenty countnes We
have come a long way m the past 12 years Stock mdex futures IS a financIal mnovatIOn

- 1 -
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whIch has taken strong root m the country of Its bIrth and spread lIke a vme over the
financml VIneyards of Europe, Asm and Latm Amenca It IS an mnovatIon whIch IS clearly
here to stay

~

The U S still dommates stock mdex tradmg Wlth a 21% market share of total stock mdex
contracts traded (Chart 2) Amazmgly, Spam, whIch started stock mdex futures less than two
years ago IS now the number two country for stock mdexes (Wlth 15% of the market),
followed closely by Japan (Wlth 15%) and BrazIl (WIth 14%)

I should cautlOn you that rankIng countnes or exchanges by the number of futures contracts
changmg hands IS somewhat mtsleadmg The very lugh numbers for Spam and BraZll are
partly due to the fact that theIr contracts are very small In fact, the value of one S&P 500
contract IS more than 100 tunes the value of one IBEX 35 contract Unfortunately, the data
reported by the exchanges and collected by the Futures Industry AssocmtIon are generally
m terms of the number of contracts traded, and Ignore the dIfferences m contract SIze

However by usmg the mdex levels, contract multIplIers and exchange rates prevailing m mtd~

1993, we can convert the volume (number of contracts traded) figures l!' Charts 1 and 2 to
donar value of tradmg figures m Charts 3 and 4 The effect of domg thIs IS dramatIC Both
Spam and Bra.z:tl, each of whIch accounted for about 14% of the number of stock mdex
contracts traded, find thelI market shares fall to below 1%

And the large markets become even more dommant Only two countnes, tl'1e US and
Japan, together account for 72% of the dollar value of world stock mdex tradmg And If you
add m Smgapore, Germany, France and the UK.., you've accounted for 95% of the world
market The other countnes sp1.I.t the remammg 5%

WIthm the US futures mdustry, stock mdexes playa relatIvely modest role (Chart 6) They
account for about 4% of all futures busmess m the US Tlus IS less than mterest rates
(WhICh account for 51%), less than agncultural commodItIes (whIch account for 17%), less
than energy (whIch accounts for 13%), less than currenCIes (whIch account for 9%) and less
than metals (wluch account for 5%) So stock mdexes are the smallest s1.I.ce of the US
futures pIe

It was not always tills way (Chart 7) After theIr mtroductIon m 1982, stock mdex futures
grew more rapIdly than other markets, peakmg Wlth a market share of 13% m 1985 and
1986 The crash of October 1987 resulted m a 40% drop m stock mdex tradmg and the
product's market share has been held to 4 to 5% ever smce We are m our seventh post
crash year and volume has not qUIte come back to Its pre-crash peak

However, ill most other countnes stock mdexes account for a much larger share of all
futures tradmg (Chart 8) More than 90% ill Hong Kong, South AfrIca and the Netherlands
And 25% or more m Austna, SWltzerland. SPaIn, Norway, Smgapore, Denmark, BraZIl, and
Germany And If optIons were mcluded m the calculatIOns, the stock mdex share would be
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even mgher smce stock mdex OptIons are even more popular than stock mdex futures In

many cquntnes In SWItzerland and Austna, for example, stock. mdex uptlOns trade four
tunes tIle level of the eqUIvalent futures

(

In the mature mark.ets, countnes Wlth large volumes of futures tradmg, countnes wluch have
beeIi tradmg futures for a number of years, countnes lIke the US, the U K., France and
Japan, the stock mdex share tends to be at or below 10% ThIs IS due not to any defiClency
ill stot-k rndex busme~, but rather to weD developed busrness rn other areas, especIally ill

mterest rates

Stock. rndex futures have become very Important to pensIOn fund managers Accordrng to
a recent survey by PensIons and Investments, fully one-thrrd of the top 200 pensIon plans
rn the US use stock mdex futures ThIs mcIudes the pensIOns of such firms as RJR
NabISCO, J C Penney, Sears Roebuck, Shell Oil, ALCOA, AT&T, Amentec~ IBM and
Exxon, to name a few 1

Stock mdex futures have become unportant not Just for tradItIonal mventory hedgmg, but
also for aUowmg qUlck and cost effertlVe sluf~ l!l asset allocatIOn In addJnon, fully half of
the pensIOn funds usmg denvatIVes m a 1993 survey used them, at least m part. to create
Income VIa mdex arbItrage or wntrng optIOns 2

In summary, over the past 12 'Years stock mdex futures have become an unportant
mternatlOnal phenomenon - 20 dJiferent countnes now have stock mdex contracts About
95% of the valUe of stock mdex tradmg IS based on rndexes of the countnes W1th the largest
econOillles and capItal marke:s the US, Japan, Germany, France and the UK In almost
all those countnes stock mdex futures are a relatlVely small part of all futures tradmg -
other contracts, especIally those on mterest rates, are much more lIDponant. In the smaller
econOillles, stock mdex futures tend to account for a larger share of the futures market

2 What lessons can we learn from the mtrodnctlOn of stock mdex
fu.tures U years ago?

S~~ck ...ndex rut'uIes were mtroducea In the Umted States In 1982 and I snll remember the
euphona assoCIated WIth thIs new InnovatIon MarlY exchanges felt thIs would be a very
unportant new marKet and they all wanted to be part of thts new world Vie at the CME
felt so strongly about tlus ill the early 19805 that we recrwted our new presIdent from a
major stock exchange, rather than from the agncultural sector, as we had done \V1th our
preVIOUS two presIdents

When vou look at the US market today, the CME has 92% of all U.s stock Index futures
tradmg and IS vlIthout a doubt the preemment stock mdex futures market ill the v. arld, both
11l term.:; of '~olume and the number of dlfferent contracts lIsted. However, It was not at all
clear m 1982 that tins would be the outcome of the stock mdex futures competIuon In fact,
a reasonable person could ha"e ceDEdent})' predJeted tnar tne eventual leader lJ'l tills area
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would be the Kansas CIty Board of Trade (KCBT) or the New York Futures Exchange
(NYFE) or the Clucago Board of Trade (CBOT) Each 01e of these exchanges had some
obYloUS advantage m Its favor m ~1982

GIven the stock expertIse of the New York Stock Exchange and Its futures subsIdmry -- the
!'trySE was, after all, the largest stock exchange m the world - and gIVen the easY arbItrage
that would be possible between the NYFE and Its parent., It would have been very
reasonable to belIeve that New York would soon become the center not only for stocks but
also for stock Index futures

Had It been successful m blockmg Its competItors, the KCBT would have had a full year to
establIsh Its contract and Kansas CIty could well be the world center for stock mdeA tradmg
today Unfortunately for Kansas CIty, the court refused and WIthIn three months there were
two competItors tradIng stock mdexes - the CME WIth the S&P 500 and the !'t'YFE "nth the
New YorK Stock Exchange CompOSIte Index.

There was one other Important player - the CBOT, wIDch was at the tlIDe the largest
futures exchange m the world The CBOT knew that stock. 111dex~s wowa De an unportant
market and knew that success would most lIkely come to the exchange wruch lIsted the
DJIA, the most WIdely known and popular mdex of the U S stock market So ill March
1982, shortly after the Value Lme started tradmg, the CBOT applIed to the CITe to trade
some mdexes smular to the Dow Jones averages (The exchange already had an applIcatIOn
on file to trade a broad market mdex and 10 mdustry-speClfic sub mdexes) Undeterred by
the fact that Dow Jones had already turned dcwn Its request to use Its mdex, the CBOT, m
a preemptIve stnke, went to court to obtam the nght to trade the Dow Jones averages
WIthout Dow Jones' penmssIOn The court refused, the CBOT lost and Dow Jones was able
to protect Its mdex from unauthonzea use for a futures contract. To tlns day no futures
contract has ever been lIsted on the DJIA

- 4 -o

Let me first bnefly descnoe the events of that peno~ WID' h are laId out m Oart 9 3 The
KCBT, one of the smallest exchanges ill the country, had th J foreSIght to apply to the CITC
to trade a stock mdex futures contract as far back as October 1977 They ongmally
proposed to use the Dow Jones Industnal Average (DJIA) the most WIdely followed Index
of the day When they were unable to reach a lIcensmg agreement WIth Dow Jones and
Company, they substItuted the Value LIne Average, publIsh~d by Arnold Bernhard and
Company By the tune they were approved, more than four years after the ongmal
SUbmISSIOn, the CFTC was alsc con5Idenng applIcatIons from three other exchanges the
C1\1E, CO:MEX and the NYFE - a three-year old subsI<nary of the New York Stock
Exchange The KCBT felt that It was unfarr for It to have to face competItIon from these
more recent entrants, gIVen the four-year delay m approval and It ~7ent to court to ask that
the CommodIty Futures Tradmg Com.IDlSSIOn delay approV' 'lg the uther exchanges' Indexes
for one full year TIns would gIVe the KCBT a chance 10 gam a foothold and make a
reasonable return on Its mvestment.
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The CBOT eventually lIsted a stock Index futures - the Major Market Index (11111),
llc.ensed to It by the Amencan Stock Exchange (A11EX) The good news was that the
CBOT dId get Its WISh to trade the DJIA, or at It ast somethIng very much like It ..... 18 of the
20 stocks ill the !vf1vfI were also In the DJIA and the !\va mdexes were very lughly
correlated. The bad news IS that It dIdn't have he DJIA name and more lIDportantly, the
CBOT dldn't lIst the contract untIl July of 1984 - more than nvo years after the other three
exchanges started tradmg therr Indexes And 1Y then It was Just too late But had the
world's largest futures exchange been able to lIst the world's most popular stock mdex back
m the spnng of 1982, It would probably have be ::lJoan unbeatable combmatlOn

Why then dld the CME beat out the KCBT, whIch had a two-month head start, and the
NYFE, whIch <had the money, reputatlon and expertISe of the New York Stock Exchange
behInd It? In my opmIOn, the CME had three thIngs gomg for It. FIrSt, It had a very strong
exchange leadershIp whIch msprred a member COm.mltment to make the contract a success
Exchange leaders met WIth the entIre membershIp m smaller groups and asked for a
COIDlTIltment to spend 15 mmutes a day m the n 'W pIt tt) trade and lend hqUldIty
to the market. Throughout the day, over the laue speaker the members would be remmded
oftherr COmmItment WIth the phrase "15 mmutes please," and e\eryone wore buttons beanng
the same slogan

Second, the CME had well -establlshed markets m currenCIes and mterest rates and many
brokers and cu:;tomers who were already usmg these finanCIal markets The KCBT, m
contrast, was a solely agncultural exchange With no marketing system m place for the
financlals And the 1\TYfE, the three-year old child of the NYSE, wMe It ".'as a finanCIal
exchange, had no successful markets yet and therefore few customers ThIrd and finally, the
0v1E 'Iltas fortunate m choosmg the mdex v. blch bad been for some tune the benchmark for
performance of mstltutlOnal portfollos, rather than pursumg the rullie path ot the CBOT to
obtam nghts to trade the most publIcly well knov.--n mdex - the DJIA I Wlsh I could say
tnat tlus was due solely to WIsdom and foresIght. In fact, I belIeve that there was a strong
dose of luck ll1volved If we had the chOIce, we probably also would have made the DJIA
our first chOIce

3 Can a country successfully trade more than one stock mdex
futures, can It sl1c"CessfuUy trade tne stock mdex of another
country, and IS It best to 1151 the contract at a stock exchange
or futures exchange?

More Than One Index?

Let's first reVIew the situatlon mternat.lOnallv While most countnes lIst a smgle stach. mdex
futures contract at a smgle exchange SIX countnes lJ.st more than one stock mdex futures
Japan, Smgapore, Netherlands and 1'.orway, each traded nvo dlfferent contracts, South
P...fnca traded three and the US, as we nave seen. had tradmg In 12 dIfferent mdexes last

•

c
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y(,ar In four countnes, Smgapore, Holland, Norway and South Afnca, the multlple contracts
were~ hsted on a smgle exchange In Japan they were hsted on !\va exchanges In the US,

, they were lIsted on five dIfferent exchanges

So there JS a precedent for a country to lIst more than one stoe, mdex - one thIrd of the
" ccuntnes tradIng stock mdex futures last year dId Just that

c

Futures markets tend to be natural monopolles - for any glVer product, traders tend to
focus therr aetIv1tles on the most lIqUId market So It should be nu surpnse that m the US,
one of these 12 contracts, the S&P 500, accounts for 88% of all stock mdex traomg and one
exchange, the CME, accounts for 92% of all stock mdex actrvIty (Chart 10) The surpnse
to me, qUIte franklv, IS that so many contracts have lasted as long as they have Of the 12
contracts WIth some tradmg last year, three have become maetrve the NYSE Utlllty at
NYFE, the FT-SE 100 at the C11E and the WIlshrre Small Cap at the CBOT And If we
Ignore the NIKKEI 225 (a Japanese mdex) and the Mun Value Lme (a smaller SIZed futures
contract on the Value LIne Index), tlus still leaves futures tradIng m SIX 1I dexes of the US
stock market Does tlus VIolate the natural monopoly VIew of fu ures markets?

Perhaps not. The US stock market IS composed of roughly 6500 llsted comparues Each
of these mdexes captures a somewhat dJiferent sllce of tlus market and therefore can be
used by entItIes trymg to reduce or mcrease therr exposure to these dIffenng market
segments

The 11M!, the most narrow of the mdc"es, IS composed of 20 ~tocks, mc1udmg the 17 m the
DJIA, and IS essentlallv a proxy for the Wldely followed Dow Jones mdex. The S&P 500
mcludes 500 of the most hIghlv capIta1zed blue chIp stocks, over 90% of v.luch are traded
at the New York Stock Exchange The S&P 400, or S&P :M.1dCap, IS made up of 400 lDld
SIZed campames, only about 2/3 of whIch are traded at the NYSE The Russell 2000 Index
mcludes 2000 of the smallest cap stocks m the US And finally, the Value LIne IS composed
of about 1700 stocKS (mc1udmg all the stocks m the S&.P 500) selected to broadly represent
the entrre stock market The average capItaUzatlOn of these mdexes vanes consIderably,
rangmg from $229 million for average company m the Russell 2000 to almost $36 billIOn for
the average compam m the M:MI (Chart 11)

Japan, South Afnca and the Netherlands all trade more than one mdex. In all countnes,
one mdex clearly dommates, though the other mdexes have establIShed a foothold The
NIKKEI, for example, nas an 80% market share m Japan, compared to 20% for the TOPIX
In South Afnca, the Jill Shares Index accounts for 55% of the busmess, leavrng 30% to the
Gold Index and 15% to the Industnal Index. .And m the Netherlands, the EOE Index has
93% of the marktt., leavmg only 7% to the Dutch Top 5,

Could Korea successfullv trade two stock mdex futures contracts? If the mdexes are
covenng a very sIIDJ1ar set of comparues and are hIghly correlated WIth one another, the
answer IS no (If the Indexes are very dIfferent, perhaps yes The Korean stock market IS

- 6 -
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much more actIvely traded than that of eIther South AfrIca or the Netherlands (m fact, 3
tunes the Ne-therland's and 16 tImes South Afnca's), so If these mo countnes can sUPfort
multiple stock mdex futures, why not Korea? Of course, If mo mdexes do estab Ish
themselves, one of these mdexes will tend to dommate

Other People's Indexes?

Can a count:y successfully trade a futures contract based on the stock market of anot ler
country? Of the 36 stock mdex contracts traded last year, only 5 were "cross-bora~rrr

mdexes the NIKKEI 225 contracts at SIMEX and the Q.1E, the MSO Hong Kong Index
at STh1EX, the Eurotop at COMEX and the Fr-SE 100 at the CME (Chart 12)

Of these, the NIKKEI 225 15 the most mterestIng SInce It 15 traded somev.hat successfully at
two dIfferent exchanges outsIde Japan The 0vfE contract IS very modesu? successful, due,
I thInk, to the fact that the Qyffi contract offers access to the NIKKEI m the U S tIme zone
and WIth dollar denommatIon The SIMEX contract IS offered m the Aslan tIme zone, IS ) en
settled and dIffers from Osaka's (OSE) contract only m Its SIZe - It's one-half the SIZe S1 til,
It's very successful The reason IS twofold SIMEX started Its NIKKEI 225 two years pnor
to Osaka, grvmg It a senous bead start Second, It's much cheaper to trade - the fixed
COID.I:i11SSIOn on the OSE NIKKEI IS about $160 per SIde (I e 08%) compared to the $1430
com.rmsSlon charged by Tokyo brokers for two SrviEX J',rrKKEI conn-acts, less than a tenth
the cost of an Osaka trade

GIven th1s cost dlfference, one nught wonder w!'v all the :l\TJXKEI 225 busmeSS doesn't shtft
to STh1EX. The reasons I have been gIven are a loyalty to the Japanese market, lack of
av.areness of the SIMEX alternatIve, possibly greater lIquIdlty at Osaka, and lugh charges
to customers for transfemng funds to Smgapore

The other example of an AsIan mdex bemg traded across borders IS the 11SCI Hong Kong
mdex attempted by Sllvrnx. Some exchanges, like LIFFE and STh1EX have tbnved from
tradmg: the finanCIal 1l1struments of orher countrIes SIMEX thouwt It could add to Its- ~

POrtfOllO of mternatIonal contracts by capltahzmg on the growrng mterest m the Hong Kong
marketplace, whIch IS mcreasmgly a way of takmg poSItIOns m the ac'OvlUes of Ch..Ir:l 'l~a~

yOu see In Cnan 13, unfortunately for SIMEX and fortunately for the Hong Kong Futures
Exchange IS the profile of failed contract In the early part of thIS year the MSCI bas been
tradmg barely five contracts a day - less than 1% of Its peak volume last fall At the same
tlme busmess m the Hang Seng Futures has soared. Tlus illustrates hov. cllf:6cuIt It IS to steal
busmess from a well establIshed market

InCIdentally, of the other two anempts to trade other countnes' illde:x~, the FT-SE 100 has
become rnactlVe at the C1viE and the Eurotop IS pretty 1Jghtly traded (about 300 contracts
a day) at CO:MEx.

- 7 -
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TIns questIon can really be dIVlded mto three separate questIons wluch have been debated
over the past 12 years

Placmg the futures at the stock exchange should allow easIer
arbItrage between the cash and futures market

4 What do we know about the effect of stock mdex futures on the
volatility of the stock market after U years and one market
crash?

t...

c

The other approach IS the Japanese approach, m willch the g"JVernment slIDph decldes
willch mstItutlOn IS more appropnate to trade stock mdex futures Korea has to chose the
path that's nght for Korea

Fmally, addmg stock .ndex futures to a stock exchange does not
make the stock exchange any more dIversIfied (busmess m both
markets tends to go up and dovm together), whereas addmg It
to a futures exchange does offer a dIversIficatlOn effect

Placmg the futures at a dIversIfied futures exchange allows
econOIIDes of scale m operatmg the tradmg, cleanng and other
systems urnque to a futures exchange

The general practIce IS not to trade stock mdex futures at a
stock exchange Of the 36 stock mdex futures contracts traded
last year, only 5 were traded on stock exchanges or therr
subsld1anes Toetay only 3 of the 36 are traded on stock
exchanges due to the end-of-the-year sale of the NYFE by the
New York Stock Exchange to the New York Cotton Exchange

Both of Japan's stock mdex futures are traded at stock
e"::changes and these two mdexes account for 27% of the dollar
value of "'orld stock mdex tradmg TIns sltuat10n IS, of course,
dIctated by the government

The easy way out of tills problem IS the Amencan approach - let beth mstItutlOns trade
stock mdexes and assume the one offenng the most to the marketplace Wlll be the one to
sunrnr4 'J~ at least dcmmate QUlte frankly, that's wnat I ,""auld do But I'm an Amencan

c

Stock Exchange or Futures Exchange?
c

If there were only one sock mdex futures, should 1t be traded at the Korea Stocl Exchange
or KOFFA? I am not foollsh enough to g:t\e a arrect answer to such a illghlv polltlcal
questlOn I willomake a few relevanf ohservatlOns

I
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Frrst, have stock mdex futures generally mcreased volatility of
the underlyIng stock market?

WIth very few exceptIons, the predommance 01. research on tills subject finds no eVIdence
to support the Idea that stock mdex futures me Tease stock market volatility 4 1111S IS, not
surpnsmgly, cons!st~nt Wlth the research on mmerous other financml and commodIty
markets

o

For example, both Edwards (1988) and Schwert ~1990) found that the growth m stock mdex
futures and opnons tradrng has not mcreased market volatJ.1Ity Bessembmder and Segum
(1992) went even further and found that volatility m the stock market actually decImes as
futures tradIng volume and open mterest mcreases TIus, they argue, IS consIstent WIth "the
reasonmg that the low cost of futures tradmg attracts addltlOnal mformed traders, and that
equIty volatility IS reduced m the resultmg deeper market"

But there IS an extensIve hterature on thIs subJ -.et and ile mterested scholar could spend
many happy months SWlIDmlng through It

Second, have stock mdex futures mcreased the volatility of the
underlyIng stock market at least on exprratIOn days?

After the mtroduct:lon of stock mdex futures m 1982 and stock mdex optIons m 1983,
concern was illcreasrngly expressed regardmg mcreased volatility m the stock market,
especially on the cay the futures and optIOns expIred IrutIal1y, stock mdex futures, stock
maex optIOns and optIOns on mdIVldual stocks all expIred durrng the last hour of tradrng at
the New York Stock Exchange on the tmrd Fnday ill March, June, September and
December, the four quarterly expIratIOns Due to a perceptIon that tlus so called "tnple
WltChmg hour" resulted ill abnormally hIgh volume and volatility as traders unwound theIr
programs, the exprratIon was moved from Fnday close to Fnday open rn 1987

There are respected researchers wno dId find statIStIcally SIgmficant volatility spIkes on these
Fnday afternoons, before the change ill expIratIon tIme 5 Hans Stoll and Robert Whaley
(1987) found that volume and volatility were hIgl1er on these exprranon afternoons Franklm
Edwards (988) also found illCleased volatility on exprraoon oays

Has the sluft of expIratIons from afternoon to morrung solved the volatility problem?
AccordIng to Stoll and Whaley (1991), futures tradrng actIVIty and pnce volatility have
decreased at the market close smce the shIft ill exprratlOn tnne However tradrng actlVlty
and pnce volatility have rncreased on the operung In a paper Just publIshed last month,
Chao Chen and James WillIams, two Callfonua economISts, found the same sh.J.ft ill volatuity
from close to open, found that overall volatility on expIratIOn Fndays had not changed,
found that there IS still SlgmficantIy hIgher volume ill the stock market on expIratIOn Fndays
(41% more than on other Fndays), but strangely found that exprratIon Fndays are really not
more volatile than other Fndays after all L
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Based on the bulk of the research, however: Korea probably should expect to find at least
occasIonal lugher volatilit} on the days that therr stock Index futures exprre

TIurd, dId stock Index futures somepo~ cause or worsen the
Crash of 1987?

There hIve been a very large number of studJes analyzmg the Crash of 1987 I have not
read the'D. all, but I'm told that VIrtually every one that explores the role of futures has found
no e\1de nce that futures tradIng eIther caused or made the crash worse than It would have
otheI"WlSe been Most of these studIes focused exclUSIVely on the US market

One of these, however, stands out because of ItS InternatIonal scope RIchard Roll's 1988
study exammes the behaVIor of the stock markets In 23 dIfferent connmes m October 1987
and attempts to relate the magmtude of the crash to several InstItutIonal charaetensucs 6

He findc that countnes whIch had stock mdex futures or OptIons had crashes of the same
average magrnn de as countnes WIthout these IDStltutlOns

What does all tlus mean for Korea? If the expenence of the US holds true, Korea should
expect that the mtroductlOTI of stock mdex fut'JIes to have eIther no effect or a general
damperung effect on general stock market volatility, should expect to see futures neIther
cause nor exacerbate stock market crashes, should any occur, but probably snould expect to
find occasIOnal mcreases m stock market volatilnv on exprratlOn days

5 What Issues are mtportant m the desIgn of stock mdex futures?

Smce stock mdex futures are umversally cash settled and not physIcally delIvered, the smgle
most lIllpOrtant decISIon to be made IS the ChOIce of the mdex The only other deCISIons to

be made are the SlZe of the multIplIer (that IS the number of dollars or other currency the
mdex level IS multIpl1ed by to get the mdex value) the tlck SlZe (the smallest mcrement m
the mdex allowed between one transaetlon and the next), and any pnce 1J.mIts or CIrCUlt
breakers to deal WIth penods of severe \olatili!) Let me comment on two of these

ChOIce of the Index In any cash-settled contract. the pnce average or mdex chosen should
reliect the COIIlIDOUUY or asset WIDcn people need to hedge It should also be relIable,
respected and trusted Market users must na\ e confidence that the mdex cannot be
manmulated by an mdMdual or group of mem .duals conspmng WIth one another to move
the mde).. to profit from therr futures or Optlons poSItIOns

The marupulanon ISsue IS of prune unportance to the US CommodIty Futures Tradmg
ComIIllSSIOn, so much so that It ISsued proposed gwdelmes on the ChOIce of mdexes back ill

January of 1984 The gmdelmes were never made formal, but there IS reason to belIeve that
they are sull <used as at least a benchmark for the CFTCs acceptance or rejectIon of a
proposed mdex. The guIdehnes mclude
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An mdex must have at least 25 sto.-;ks, Wlth an aggreg2.te
caplta1J.zatlon of at least 0$75 bJ.1lIon, ne... er falling belo\l. S50
bJ.1lIo!'

No smgle secunty can have a weIght In excess of 25%

The top three secuntIes cannot have a total weIght m excess of 45%

No smgle secunty In a non-capltahzatIOn weIghted mdex can
have a weIght of 10% or more Ii Its capIta1J.zatIOn weIght 15 less
tban a thIrd of that amount

The CFTC does not care whether an mdex 15 capItalIzatIOn weIghted or not and has
approved non-cap mdexes :wee the M:MI. the Value LIne and the l'.1KKEI 225 The
Japanese government, on the other hand has concluded that the pnce-weIghted NIKKEI 225
IS not adequate and has encouraged the development of the new cap-weIghted NIKKEI 300
The OSE has hsted the new 300 and old 225 SIde by SIde and glVen a push to the new
contract m the form of lower margms

SIze of contract (MultmLer) The stock mdex futures contracts traded around the world
come m a great many SIZes The largest, as of rrud-1993, was over 100 tlmes the SIZe of the
smallest and both were very actIvely traded (Chart 14) The $2200 IBEX-35 from Spam
traded about 11 rm1.lIon contracts m 1993 - not too dIfferent from the 13 cl..illion contracts
changmg hands m the S&P 500 market, where each contract ""as worth about $225,000 In
fact, m the top five stock mdex futures last year were two very large contr2ets (the S&P and
the NIKKEI 225), two very small contracts (roe IBEX-35 and the Bra..z:ilIm Bovespa) and
one rruddle SIZed contract (the CAC-40) So success came In all SIZes ill 1993

There are at least two consIderatIOns when chOOSIng the correct SIZe FITS\ J..f you ""ant to
appeal to what we call the retail or mdIVIdual market, then you should keep the contract SIZe
small, probably less than $10,000 If, on the other hand, you want to attra~ the InstItutIonal
market, you must make It converuent and cheap for them to trade Th.s means a large
contract, perhaps approachmg $200,000 It should be no surpnse then !tat the S&P 500
futures market 15 largely InstItutIOnal whlle the IBEX 35 market 15 largely retaIl If you Wlsh
to appeal to both markets, then a rruddle SIZe contract, perhaps approachIng S100,000 would
be n order

Note, that you don't really choose a constant contract SIZe You chocse the contract
multlpller whIch IS muIupIled by the mdex level to YIeld the current contr2...'t value So the
S&P at 450 makes a contract worth 450 X $500 or $225,000 \Vhen the S&.P was at 200, the
contract value was only $100,000 RIsmg markets contmually rnflate contraC1 'values and can
take them out of the reach of mdIVldual mvestors When thIs happe~ the exchange may
conSIder reducmg the mulupIler, m the same spmt that comparues spIlt -..1err stocks and
halve therr pnces to keep them accessible to mdIVldual mvestors
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In tlus race through five questIons, what have we learned?

2 We have learned that when exchanges are competmg to develop
a new product area, predIctmg the wmner can be dIfficult

o
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4 We have learned that wlule stock mdex futures are unbkely to
mcrease- general stock market volatility or contnbute to crashes,
they may result m mcreased volatility on the four days a year
when they expIre

5 We have learned that the ChOIce of the mdex and of the
contract multIplIer or SIZe are very Important In the deSIgn of
these markets

1 We have learned that stock mdex futures have become an
Important part of the financIal landscape, even though they
account for a relatIvely small portIon Jf all futures tradmg

3 We have learned that a country can trade multIple stock
mdexes, that a country can successfully trade futures on other
countnes' mdexes, though the frequency of success ill tlus area
IS small, and that a country can trade stock mdex futures
successfully eIther at a stock exchange or a futures exchange

Korea 1$ expenencmg very mterestmg and excltmg tunes as It develops Its own verSIOn of tillS
very Important finanCIal Innovatlon - stock mdex futures I hope that your efforts WIll be
well rewarded

C.onclUSIon
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Stock Index Futures Traded In 1993
Ranked by Volume

I
I
I

Contract Volume
Date

Started Country Exchange

1

11=;
SP 500 Index I 13 204 413 1982 IUS CME
IBEX 35 10843599 1992 ISpain MEFF RV
Bovespa Stk Ino Fut 10374860 1986 IBrazIl BM&F

r--- NIkkei Stock FlJ'i: , 8461 458 1988 IJapan OSE4

IF: CAC 40 Stock Index 5 908 739 1938 IFrance MATIF
Nikkei Stock A vg ::; 162 199 1986 ISingapore SIMEX

7 DAX 3 976 882 1990 IGermany DTB

It
8 FT-SE 100 3,119,024 1984 IU K L1FFE
9 Hang Seng Index 2 415 739 1986 IHong Kong HKFE

10 TOP1X Stock Index 2 156,960 1988 IJapan TSE

Il
11 All Share Index 1 670,540 1990lS Africa SAFEX
12 All Ord Shr P Ind 980 866 1983 IAustralia SFE
1.3 Gold Index 919,759 1990 IS Africa SAFEX
~

SWISS Market Index 914021 1990 ISwrtzerland SOFFEX

IJ=+~ NYSE Composite Index 848 522 1982lUS NYFE
EOE (lndexl 811 882 1987 INetherlands FTA (EOE)

17 OMX(lndex) 627 706 1986 ISweden OM Stockholm

II 18 Industrial Index 422202 1990 IS Africa SAFEX
19 NIKKEI 225 356523 1990 IU S CME
20 KFX Stock Index 339 024 1989 IDenmark FUTOP

It
21 SP-400 Index 218 531 19921US CME
22 Malor Market Index 204624 1984 IU S CBOT / CME+
23 ATX 174 095 1992 IAustria OTOB

II
24 MSCI Hong Kong Index 80245 1993 ISingapore SIMEX
25 TSE 35 Index 69058 1987 ICanada TFE
26 Dutch Top 5 Ind(FT5) 58483 1990 INetherlands FTA (EOE)
27 Eurotop 100 Index 56497 19921US COMEX

If
28 Value Line Index 45,806 1982 IU S KCBT
29 Mml Value Lme 40662 1983 IU S KCBT
30 Russell 2000 19479 19931US CME

It
31 OBX 16,650 1992 INorway Oslo Stock Ex
32 Bel 20 Index 12281 1993 IBelgium BELFOX
33 Forty Index Fut 3 633 19911New Zealand NZFOE

It
34 WilShire Small Cap 1 626 1993 IU S CBOT
35 FT-SE 100 94 19921US CME
36 NYSE Utility Index 10 1993 IUS NYFE

I
Total 74516692

Cl

lib< MMI_ ......rcr.d f""" II:c CB::IT "'!be <:ME. lIE.....- c{1I:c
....... __ A.\,{El( ... Sqo. 1 1993 Dunac 199'"'.., d:ocIc _ 1~.J38 MMIr.=:!be CBOT o<d~~ '" lbe aa: kr. -.u ol

I
l130urce FIA InternatIOnal Report., Dec 1993
• FIA Monthly Vol Report Dec 1993

I

CME Internat~onal Dept 5/94



CountrIes TradIng Stock Index Futures, 1993
Ranked by Volume

US 14,996 787 201% 12 5
SpaIn 10,843599 146% 1 1
Japan 10,618418 143% 2 2
BrazIl 10,324,860 139% 1 1
France 5,908,739 79% 1 1
Singapore 5,243544 70% 2 1
Germany 3,976,882 53% 1 1
UK 3,119,024 42% 1 1
South Afnca 3,012,501 40% 3 1
Hong Kong 2,415,739 32% 1 1
Australia 980,866 1 3% 1 1
SWitzerland 914,021 12% 1 1
Netherlands 870,365 12% 2 1
Sweden 627706 08% 1 1
Denmark 339,024 05% 1 I 1
Austna 174,095 02% 1 1
Canada 69058 01% 1 1
Norway 16,650 00% 1 1
BelgIum 12,281 00% 1 1
New Zealand 3,633 00% 1 1

50urce FiA InternatIOnal Report, Dec 1993
FIA Monthly Vol Report, Dec 1993

c

CME Inte'llatlonal Dept 5/94

c

2

25

Exchanqes

74,467,792 1 36

Stock Index Country
Volume Share ContractsCountry

o

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

TOTAL
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o
o

1 ISP-500 Ind ~ I 2974492 I 1982 IU S CME
2 INikKel Stac Fut 1 547712 I 1988 Jaoan OSE
3 INikkel Stoc , Avo I 472117 1986 Stnaaoore ISIMEX
4 CAG 40 StC'ck Index I 411975 I 1988 France MATIF
5 OAX 395422 1990 Germanv IDTB
6 FT-SE100 I 337385 I 1984 UK llFFE
7 TOPIX Stock Index 332435 I 1988 IJaoan ITSE
8 All Ord Shr P Ind I 112713 I 1983 Australia SFC
9 IHana Sen:::l Index I 1107551 1986 IHona Kana IHKFE

10 NYSE Comooslte Ind I 105683 I 1982 US NYFE
11 SWlSS Market Index 71 673 1990 SWItzerland SOFFEX
12 Bovespa St,< Ind Fut 53529 1986 BrazJl BM&F
13 Malor Mark;t Index 36760 1984 US CBOT fCME-
14 INIKKEI 22e 34 921 1990 US CME
15 EOE (Index) 27479 I 1987 NeJ1erlancs IFTA (EO::)
16 IBEX 35 23726 I 1992 Soam IM::FF RV
17 SP-400 Index I 18358 I 1992 US ICME
18 All Share Index 14476 I 1990 S Afnca ISAFE::<
19 Value Lme Index 9556 I 1982 US IKCST
20 OMXflndex) 6835 I 1986 S\.,eden 10M Stod<holiT'
21 Eurotoo 100 Index 5707 I 1992 Iu S ICOMEX
22 ITSE 35 Index I 5403 I 1987 Canada I r-E
23 MSCI Hono Kana lnd 5210 I 1993 Smaaoore ISIMEX
24 KFX Stock Index 4724 1989 De'1lT'ark IFUTOP
25 Industrial Index 4213 I 1990 S Afnea ISAFE::<
26 IGoid Index I 37331 1990 IS Afnca ISAFE::<
27 IDutch Too 5 lnd(FT5) I 3652 I 1990 INe1lerlanc!s IFTA (EOE)
28 IRussell 2000 2273 I 1993 US ICME
29 Mini Value Line 1 697 I 1983 U S IKCBT
30 ATX 1 597 I 1992 IAustrla IOT08
31 WilshIre Small Cao 249 I 1993 US CSOT
32 OBX I 90 I 1992 NOrNav Oslo Stoel< Ex
33 FOiT.,. Index Fut I 67 I 1991 INew Zeatana INZfOE
34 Bel 20 Index 441 1993 IBelalum IBELFOX
35 FT-SE 100 14 I 1992 IU S CME
36 \NYSE UtJhtv Index 1 I 1993 IU S INyt=E

Source FIA Intematlonal Report Dec 1993
FlA Monthly Vol ReoortC Dec 1993

Stock Index Futures Traded In 1993
Ranked By Volume

The MMI was transtere<:l from the CSOT to the CME at the I'e<;\. es1 of the

IndeX owner AM€(. It' Sept 7 1993 Ounng 1993 there were lSS ::l3a MMI

c:ontr-= traded at the CaOT and 49 256 at ttle CME tor a total of

2O'l 524 contra=

o

3

Exehanae

CME International Dept 5/94

Councv
Date

Started
Value of Trade

(U S S Millions)

7136677

Contract

Total

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



Country (U S $ Mlltlon) Share Contracts Exchanaes Contract«'
1 US r 3 189 711 447% 12 5 132758
2 Jape '1 1 880 147 263% 2 2 168518
3 SmQ.lpore 477327 67% 2 1 78192
4 France 411 975 58% 1 1 69723
5 Germany 395422 55% 1 1 169763
6 UK 337385 47% 1 1 72500
7 Australia 112713 16% 1 1 114912
8 Hong Kong 110755 16% 1 1 4585
9 SWitzerland 71 673 10% 1 1 78415

10 Braz!1 53529 08% 1 1 5160
11 Neth :lrlands 31 131 04% 2 1 48146

12 Spall 23726 03% 1 1 2188
13 Soutn Afnca 22422 03% 3 1 7568
14 Sweden 6835 01% 1 1 10889
15 Canada 5403 01% 1 1 78234
16 Denmark 4724 01% 1 1 13934
17 Austna 1 597 00% 1 1 9174
18 Norway 90 00% 1 1 5385
19 New Zealand 67 00% 1 1 18365
20 Belqlum 44 00% 1 1 3614

Countries Trading Sfock Index Futures, 1993
Ranked by Value of Trade

Sanple average of Stock Index Contracts traded In that Country

SO'lrce FIA International Report Dec 1993
FIA Monthly Vol Report Dec 1993

4

c

Value ofa

CME InternatIOnal Dept 5/94

2536

Country

7 136676

Stock Index
Value of Trade

o

TOTAL

I
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I
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Country (U S $ Million) (U S $ Million) (U S $ Million) (%) (%)
~US 3 189711 37971491 64902454 840% 491%

2 Japan 1 880147 9325751 53335034 2016% 353%
3 Singapore 0 477 327 70344 7 1326679 6786% 3598%
4 France 411 975 1671607 4559902 2465% 903%
5 Gennany 395422 5951330 441 6962 654% 895%
6 UK 337385 848684 6 1 1502834 398% 293%
7 Australia 112713 67791 8 204,4628 1663% 551%
8lHong Konq 110755 132264 3 3850427 837% 288%

~I

71 673 209 8164 2708792 342% 265%£ rSwrtzer!, nd- 53529 423077 1973922 1265% 271%--J.£ Brazil
11 Netherlands 31 131 666824 181 754 2 467% 171%

12 Spam 23726 49361 9 3654724 451% 65%
13 South Afnca 22422 133993 2170975 1673% 103%
14 Sweden 6835 404559 100510 1 169% 68%
15 Canada 5403 1425540 6008140 38% 09%
16 De.,mark. 4724 22 399 6 399334 211% 11 8%
17 Austna 1 597 72495 262381 220% 61%
18 Norway 90 17 401 7 27371 1 05% 03%
19 New Zealand 67 68576 256209 10% 03%
20 Belgium 44 139608 77 975 7 03% 01%

Stock Index Futures Trading RelatIve to
Stock Market Trading and Market CapltahzatIon*

c

5

CME International Dept 5/94

Ratio of natJo of
Fut Trad to Fat. Trad to
Stock Trad Market Cap

Total
Market

c
Caprtaltzaaon

$ Value of
Stock Market

Tradmg

7136676

$ Value of
Stock Index

Futures Tradmg

TOTAL

Soun..e FIA Internatronal Report Dec 1993
FIA Monthly Vol Report Dec 1993
FIBV StatIstics 1993

c
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--------------------
UI.S. Futures Trading by Category

1993

-<:
~

o

Energy Products

14%

Agricultural

Commodities

17%

Source FIA Monthly Vol Rep. Dec 1993

Foreign Currencies

9%

Equity Indexes
- 4%

Interest Rates

51%

CME International Dept 4t94
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--------------------
Stock Index Share of

U.S. Futures and Options Business
(1982 .. 1993)
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-
Stock Index Share of Futures Volume by Country,

1993

8

Stock Index
Sh

CME International Dept 5/94

Stock Index
F t V I

Total Future
VIC t

Source FIA InternatIonal Report Dec 1993
FIA Monthly Vol Report Dec 1994

oun :rv o ume u ure o ume are
1 Hong Kong 2,416,711 2415,739 1000%

2 South Africa 3,022,877 3,012,501 997%

3 Netherlands 963,8551 870,365 903%

4 Austria 217,505 174,095 800%

5 SWitzerland 1,213,575 914,021 753%

6 Spain 17,763,409 10,843,599 610%

7 NOrNay 44,895 16,650 371%

8 Singapore 14,768,322 5,243,544 355%

9 Denmark 981,699 339,024 345%
10 Brazil 39,223,603 10,324,860 263%
11 Germany 16,135,029 3,976,882 246%
12 France 55,853,295 5,908,739 106%
13 Japan 103,694,672 10,618,418 102%
14 Sweden 11,970,960 627,706 52%
15 AustralIa 19,121,256 980,866 51%
16 US 339,075,663 14,996,787 44%
17 UK 129,741,121 3,119,024 24%
18 Canada 3,174,471 69,058 22%
19 BelQlum 788,187 12,281 16%
20 New Zealand 612,743 3,633 06%

Total 758,367,137 72,052,053 95%

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I"
I
I



--------------------
SELECTED EVENTS

Early Years of U. S. Stock Index
Futures and Options

1982
1983 1984

FooooFF Fr--- F F

T T T 'f T • • • • • -

2/24
KCBT
Value line
listed

4/21
CME
S & P 500
listed

'i/B
NYFE
NYSE Composite
listed

1/28
CME
S & P 500
opllon on
futures listed

4/19
AMEX
MMI
option listed

7/23
CBOT
MMllllstod

March
ceOT 8ubmlls
DJIA look alike to
CFTC
Blocked by
Dow Jones & Co

4/28
COMEX /bOO
Approved by
CFTC
Blocked by
S & PCOIP

3/11
ceOE
S & P 100
option listed

7/3
caDE
S & P 500
opllon listed

F = I ulurea

o = Opllons

Sourco Dasod upon account glvon In
Wolnar NOli Stock Indox FlJturos A GUIdo lor Tr,dors Investors and Analysis Chartor 6 Now York John Wlloy & Sons 1904
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u.s. Stock Indel. Futures Contracts Traded In 1993

10

S&P 500 13,204,413 8805% CME
NYSE Composite 848,522 566% NYFE
NIKKEI 225 356,523 238% CME
S&P 400 MId Cap 218,531 1 46% CME
Major Market 204,624 1 36% CME*
Eurotoo 56,497 038% COMEX
Value Lme 45,806 031% KCBT
MInI Value LIne 40,662 027% KCBT
Russell 2000 19,479 013% CME
WIlshIre Small Cap 1,626 001% CBOT
FT-SE 100 94 000% CME
NYSE UtIlity 10 000% NYFE

The MMJ ..........fcnod from tbc CBOT 10 tbc CME at tbc ""l""" of tbc

II>dcx 0WIl<r tbc AM£>.. m Scp<. 7 1993 Dumg 1993 tbcn: we< 1~~.J3! MMJ

~ tro<Icd .,11\. CBOT IlDd ~9.:56" tbc CME for. lOCal of

"l).l62'~

Exchange

CME International Dept 5/94

Share of
Market

14,996,787

Volume

Total

Contract
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Capitalization of Umted States Stock Indexes
($ mllhon)

Index Total Cap Average Cap # Issues

MMI 715,900 35,795 20

S&P 500 3,177,425 6,355 500

value Lme 5,188,000 3,118 1,664

NYSE Composrte 4,314,000 2,110 2,045

S&P 400 470,700 1,177 400

Wilshire 5000 4,566,167 699 6,533

Russell 2000 458,759 229 2,000

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I"
I
I

As of March 31, 1994 CME InternatIonal Dept 5/94
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Cross Border Stock Index Futures

Source FIA internatIOnal Report Dec 1993
FIA Monthly Vol Report Dec 1993 CME International Dept 5/94

12

Where
T. d drwy ra e

-
SIMEX (Smqapore)

-=>=
CME (U S) -

_nnq_ SlMEX (Singapore}
COMEX (U S)
CME (U S)

Home
Cou t
an
81'

III K
oPE'

1993
VolumeIndex

NIKKEI 5163,199 Jap
NIKKEI 356,523 Ja~

MSCI Honq KonQ 80,345 HoI'
Eurotop 56497 Eur
FT-SE 100 94 UK

--
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MSCI-Hong Kong' Hang Seng

"The Hang Seng Index futJ..rres has been trading on the Hong Kong
Futures Exchange smce 1986 The MSCI-Hong Kong futures has
been tradIng at SIMEX SInce March 1993

13
Competition in the Hong Kong Index Futures*

JAN, 1993 117,194
FEB 150,811
MAR 2,660 204,829
APR 19,692 116,010
MAY 15,597 133,904
JUN 10,168 146,174
JUL 9,640 183,922
AUG 13,975 191298
SEP 3,880 190,957
OCT 4,241 282,089
NOV 392 351,127
DEC 0 347,424
JAN, 1994 90 407,119
FEB 93 326,915

CME International Dept 5/94Source FIA International Report
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Stock Index Futures Contracts Traded In 1993
Ranked by Value

1 S&P 500 Index CME 225 265
2 Value lme Index KCBT 208625
3 Nikkei Stock Fut OSE 182,913
4 Major Market Index CBOT / CME* 179 645
5 TOPIX Stock Index TSE 154 122
6 Wilshire Small Cap CBOT 153 135
7 FT SE 100 CME 145 000
8 NYSE Composite Index NYFE 124 550
9 Russell 2000 CME 116 675

10 NYSE Utlltty Index NYFE 115515
11 All Ord Shr P Ind SFE 114,912
12 FT SE 100 L1FFE 108 170
13 Eurotop 100 Index COMEX 101 009
14 DAX DTB 99430
15 NIKKEI 225 CME 97950
16 Nikkei Stock Avg SIMEX 91 457
17 S&P 400 Index CME 84 005
18 SWISS Market Index SOFFEX 78415
19 TSE 35 Index TFE 78,234
20 CAC 40 Stock Index MATIF 69,723
21 MSCl Hong Kong Index SIMEX 64,926
22 Dutch Top 5 Ind(FT51 FTA (EOE) 62,445
23 Hang Seng Index HKFE 45,847
24 MIni Value lme KCBT 41 725
25 EOE Stk Ind(FTI) FTA (EOE) 33,846
26 Forty Index Fut NZFOE 18365
27 KFX Stock Index FUTOP 13,934
28 OMX(lndex) OM Stockholm 10,889
29 Industrral Index SAFEX 9,979
30 ATX OTOB 9 174
31 All Share Index SAFEX 8,666
36 OBX Oslo Stk Ex 5385
32 Bovespa Stk Ind Fut BM&F 5 160
33 Gold Index SAFEX 4059
34 Bel 20 Index BElFOX 3614
35 IBEX 35 MEFF RV 2 188

Source FIA International Report Dec 1993
FIA Monthly Vol Report Dec 1993

J< The MM:I Wl1S transfered from the CBOT to the CME at the request of the

llldex owner AMEX m Sept 7 1993 Durmg 1993 there were 155,338 MM:I

contracts traded at the CBOT IU1d 49 256 at the CME for Ii total of

204 624 contracts

5/94

14

eME InternatLonal Dept

as Usmg Index level and exchange

rau: for June 28 or 30 1993

Value, of Contract
( $ US)··ExchangeContract
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--------. -------Stock Indcx Futlll es Tr (ldccl In 1993 - -- -
" of Date Contract Index

Value·· of Value of
a Contract a Contract Total $ Value· Currency

- _.... _-. _..~ ..- .. - .--_ ..- -_._- .-...... -. ----. --_ ..... _.
• T ~ . .. --- -.

1 S&P 500 Index CME 500 1982 • $500 4505 225265 225265 2974492094445 100
2 IBEX 35 MEFF RV 35 1992 ·100 28546 285460 2188 23 726 346 551 13046
3 Bovespa Slk Ind Ful BM&F 56 1966 • CR$5000 537450 268725000 5160 53 529 297 667 5208333
4 Nikkei Slack Ful Osaka Sik Ex 225 1988 • Y1000 19590 19590000 182913 1547 712 065 546 107 10

---2 CAG 40 Slack Index MATIF 40 1988 • Ff200 19910 398190 69723 411975417 000 571

~ Nikkei Slack Avq SIMEX 225 1986 Y500 195900 9795000 91457 472 117 079 412 107 10

~ OM OlB 30 1990 • Om100 16976 169763 99430 395422 129288 1 71

-----.!L Fl SE 100 L1FFE 100 1984 • L25 29000 72 500 108 170 337385473 B60 067
9 Har!fl Sen~ Index HKFE 33 1986 • HK50 70993 354964 45847 110754 748 874 774

10 TOPIX Stock Index TSE 1229 1988 • Yl0 000 12!l0 3 15802500 154 122 332434519981 10253

c----!-!- All '>hare Index SAFEX 140 1990 RlO 40780 40780 8666 14476482005 471
12 All Ord Shr P Ind SFE 274 1983 • A$100 1 715 1 171510 114912 112.]12,979,532 1 49
13 Gold Index SAFEX 14 1990 Rl0 1910 0 19100 4059 3733071 841 4 71

-!i- Swiss Markel Index SOFFEX 23 1990 • SwFr50 23762 118810 78415 71672 591 107 1 52
15 NYC;E Comnoslle Index NYFE 2045 1982 $500 2491 124550 124550 105683415100 100
16 EOl Slk Ind(FT/) FTA (EOE) 25 1987 00200 3242 64840 33846 27,479,347,875 192
17 OMX(lndex) OM Siockholm 30 1986 Skl00 844 1 84414 10889 6835345483 775
18 Induslrlallndex SAFEX 72 1990 • RlO 46960 46960 9979 4213 153758 471
19 NIKKEI 225 CME 225 1990 $5 195900 97950 97950 34921 427850 100
20 KFX Slack Index FUTOP 20 1989 • Ok1 000 91 5 91490 13934 4723935667 657
21 S&P 400 Index CME 400 1992 $500 1680 84005 84005 18357696655 100

~~rMarkel Index CBOT ICME· 20 1984 • $500 3593 179645 179645 36759678480 100
23 ATX OTOB 17 1992 • ATS100 1 1027 110270 9174 1 597228310 1202
24 MSC I Hono Kono Index SIMEX 36 1993 • HK$100 50330 503300 64926 5209962797 775
25 lSE 35 Index TFE 35 1987 • C$500 2006 100300 78234 5402683572 1 28

26 Oulch Top 5Ind(Fl5) FTA (EOE) 5 1990 ·On200 5981 119626 62445 3651 957601 192
---n Eurolop 100 Index COMEX 100 1992 • $100 1 010 1 101 009 101009 5706705473 100

28 Value Lme Index KCBl 1664 1982 500 417 3 208625 208625 9556276750 100
29 MIni Value Line KCBT 1664 1983 • 100 417 3 41 725 41725 1696621950 100
30 Ruanell2000 CME 2000 1993 • 500 2334 116675 116675 2272712325 100
31 OBX Oslo Stk Ex 25 1992 • NOK100 3885 38651 5385 89656064 722

.--¥- BellO Index BELFOX 20 1993 • BEF100 12684 126841 3614 44379851 3510

c---R Forty Index Ful NZFOE 40 1991 • NZ$20 1 7100 34200 18365 66721498 188
34 \Nilshlre Small Cao CBOT 250 1993 $500 3063 153 135 153 135 248997510 100

. 35 FT SE 100 CME 100 1992 • $50 29000 145000 145000 13630000 100,
36 NYSE Ullhtv Index NYFE 191 1993 • $500 2310 115515 115515 1 155 150 100

JI MMI 'I (cdC ndtCIHHIOlt CMfAllhcRcq tslo(lhc

J \lfn AMI)( ~ JlI 1 199] Il .. 199) 11 tfC w 155 ))1 MM'

c IKlllalJ IlhcCIIOI .. J41lJ256 Idc(MEfof.I,lo(:104614

It I a,"

Source FIA International Report Dec 1993
FIA Monthly Vol Report Dec 1993

'C,

lh .. InJ IC Ie I and urhana

I I (UI June 11 or )0 19fJ)

CME International Depl 5/94
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Exchange Acronyms

Abbrev Full Name locatIon

BELFOX BelgIan Futures and OpTIons Exchange Brussels, Belgian

BM&F Bolsa de Mercadonas & Futuros Sao Paulo, Brazll

CBOT ChIcagO Board of Trade Chlcago,lL

CME Chicago MercantIle Exchange Chlcago.IL

COMEX Commodrty Exchange Inc New York, NY

DTB Deutsche Termlnboerse Frankfurt, Germany

FTA (E02 Financlele Termijnmarkt Amsterdam The Netherlands
European Options Exchange

FUTOP Copenhagen Stock Exchange Cq:e~~ Ca"rrak

HKFE Hong Kong Futures Exchange, Ltd Hong Kong

KCBT Kansas Crty Board of Trade Kansas Crty, MO

LIFFE London Int'I Fina'1clal Futures and OptIons Exc London

MATIF Marche a Terme IntematJonai de France Pans, France

MEFF RV Mercado de Opclones Y Futuros Financleros Barcelona, SpaIn

NYFE New York Futures Exchange New York, NY

NZFOE New Zealand Futures & Options Exchange Auckland, NZ

OM OM Stockholm AB Stockholm, Sweden

OSE Osaka Stock Exchange Tokyo, Japan

OTOB Austrian Futures and Options Exchange Vienna, Austna
,...., P---..." South Afncan FutUres Exct1ange Jdlalll estx..rg, S.AfncaVr\It:A.

SFE Sydney Futures Exchange Sydney, AustralIa
-

SIMEX SIngapore International Monetary Exchange, Ltd Singapore
- -

SOFFEX SWISS Options and RnanClai Futures Exchange Zunch, Switzerland

TFE Toronto Futures Exchange Toronto, Canada

TSE Toronto Stock Exchange Toronto, Canada
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