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INTRODUCTION

This report contains a description of various models or approaches to the
regulation of derivative markets, as of June 30, 1990, based upon regulatory
summaries prepared pursuant to a common framework of analysis by the eight
jurisdictions which participated in this effort of Working Party 7. 1/ The
report consists of several components which are intended, as a whole, to
provide an overview of specific regulatory responses to general issues relat-
ing to derivative instruments.

The Introduction consists of three sections. Section I contains
preliminary observations concerning various approaches to regulation. It is
important to note that some of the features of both the products and the
regulatory programs discussed in this Section apply equally to markets other

than derivative markets.

Section II contains an analysis of the characteristics of derivative
products and of certain particular concerns relative to derivative markets.
The primary areas of regulatory concern relating to derivatives including the
recognition of markets and products, financial safety and fairness, to name
only a few, are explored and the approaches adopted by different jurisdictions
are briefly summarized in Section III.

PART ONE of this report is the "Collated Summary of Responses to Common
Framework of Analysis" which contains the specific responses of participating

jurisdictions to the common framework of analysis. That framework also

1/ The eight jurisdictions are: Australia, Canada (Ontario, Quebec),
France, Hong Kong, Italy, Japan, United Kingdom and United States
(Commodity Futures Trading Commission and Securities and Exchange
Commission).



constitutes the table of contents of PART ONE. PART TWO is the "Cross
Regulatory Summary Chart" yhich summarizes the responses in PART ONE.

Generally speaking, derivatives 2/ are agreements which specify rights
and obligations based on some underlying instrument, investment, currency,
product, index, right or service (the "underlying interest"). Such rights and
obligations may be a cash settlement, delivery of, or the transfer of rights
to the underlying interest. berivatives do not themselves grant or transfer
the underlying interest; the transfer of rights in any underlying interest
arises upon maturity or exercise, depending on the type of derivative.

For purposes of this report the term "derivative" is construed to refer
to only those products:

(i) in which the market itself is the issuer;

(ii) that are subject to the rules of an exchange; and

(iii) for which a clearing organization is used to settle

profits and losses, make deliveries and guarantee cleared
trades.

While it is recognized that some jurisdictions permit off-exchange
trading in futures and option contracts, the issues raised by such trading or
relating to a definition of markets are not within the scope of this report.
Similarly, the different approaches to recognition and cross-border jurisdic-
tion, such as "national treatment," “lead-regulator arrangements," “compara-

bility," “reciprocity,"” or "mutual recognition" are not separately addressed.

2/ Both futures and options contracts are derivative products, but options
trading may raise certain issues which are different from or additional
to those related to futures.



I. Preliminary Observations

In general, there is no single “preferred" model for the regulation of
derivative products, markets, clearing houses or those who participate in such
markets directly or as intermediaries. However, a review of the regulatory
summaries indicates a substantial similarity in perceived regulatory objec-
tives. From these summaries, it appears that these regulatory objectives may
be achieved in various jurisdictions by different means and that regulation
need not be identical to adequately address common regulatory goals. At a
minimum, the consensus was that the aims of regulation should be:

(i) financial safety including the integrity of clearing

houses and market participants;
(ii) fairness, including fiduciary and related customer
(investor) protection concerns; and

(i1i) market efficiency and integrity.

There may be a number of explanations for the differences in regulatory
structure and practice among jurisdictions. These reasons include:

- The different nature and structure of markets; for example, pit
trading as compared to screen-based or other electronic trading
mechanisms,

- The different nature and design of products,

- Different cultural and national customs and practices,

- Legal or juridical distinctions among jurisdictions; for example,
differences between common law and civil law jurisdictions, public
and private markets, and universal banking and non-universal banking
or mixed jurisdictions, and

- Historically, different legal implications of specified conduct; for
example, in some jurisdictions, concerns related to anticompetitive
practices are a fundamental aspect of the regulatory system.

3 Ba



Among regulators, perceptions vary as to the significance of specific
regulatory differences and how these differences could be resolved or accom-
modated where cross-border transactions occur and other jurisdictions have an
interest in a particular transaction, market or person. Regardless of whether
differences in the regulatory approach exist, there is consensus that bilateral
or multilateral arrangements for information sharing between relevanf regula-
tory authorities (whether governmental, quasi-governmental or private) are
essential to addressing cross-border transactions effectively. Within the
framework of these arrangements, and otherwise, several ways of resolving
regulatory differences may be identified. Among others, these may include:

- harmonization efforts;

- disclosure of specific regulatory differences upon

request to non-national market participants; and

- arrangements, including choice of law or home/host provisions, which

allocate rules from different jurisdictions to particular transac-

tions or market participants.

I11. Features of Derivative Instruments with Implications for Regulatory

Regimes
Derivatives are agreements (contracts) which confer rights and/or obli-

gations based on some underlying interest. The specific rights and obliga-
tions encompassed by a derivative contract may be cash settlement, delivery
of, or the transfer of rights to, the underlying interest. The underlying
interest of a derivative may include physicaT:assets such as commodities
(e.g., gold, wheat), equities or equity indexes, debt instruments, other
derivative instruments, or any agreed upon pricing index or arrangement, such

as the movement over time of the Consumer Price Index or freight rates.



whether the underlying interest is a financial instrument or a commodity does
not alter the nature of the derivative.

The derivative contraét is not in itself a transfer of the underlying
interest; that transfer occurs as part of a separate transaction unless the
contract is extinguished by offset. Since the underlying interest itself is
not being transferred in a transaction relating to a derivative, there is no
limit to the value of outstahding open positions of a particular derivative
instrument. For example, the open interest of a futures contract is theoreti-
cally unconstrained, but the financial status of market participants and other
market factors serve to keep the open interest below certain resistance
levels, whereas the quantity of authorized and outstanding shares of a par-

ticular issuer constitutes the limit for trading in that issue.

0 Regulatory issues relative to the underlying interest characteristic of
derivatives tend to center on fairmess and efficiency, concentration of
positions, and the delivery process including allocation of deliveries or

exercise in the case of options.

0 When the underlying interest is traded in a jurisdiction other than the
one where the derivative instrument is traded, or identical derivative prod-
ucts are traded in two jurisdictions, there may be concern that increased
potential may exist for fraud or manipulation because of the likely inability
of a regulator in one jurisdiction to monitor market activity directly and/or
to conduct complete investigations of -arket‘éctivities in another jurisdic-
tion. This may create a need for increased cross-jurisdictional communication
and cooperation. Legal and regulatory issues relating to the transfer of

rights across international boundaries also may be raised.



On organized exchanges derivatives are, by design, standardized or
fungib1e. Such standardization together with the interposition of a clearing
house or the exchange itself as a counterparty or guarantor permits multi-
lateral offset and random assignment of delivery notices (although these
features are not exclusive to derivatives). In futures, although not
necessarily in options, for example, a price movement increases the value of
one position while reducing the value of the opposite position by an equal
amount. Thus, derivative trading generally is said to be zero sum.

The interposition of a clearing house (or an exchange) and the require-
ment to post standing or initial margins is intended to eliminate counterparty
credit risk. (In some markets, price limits or capital-based position limits
are also used to address financial risk.) Margin posted on derivatives
generally is analogous to a performance bond rather than a down payment. As
such, margin is intended to cover the potential failure due to default to meet
settlement variation prior to liquidation of a position. The level of margin
also affects the degree of leverage associated with a contract.

Ordinarily, the daily gain or loss on a position is marked-to-market and,
in most markets, the difference is collected by the clearing house and may be
transferred from the losing to the gaining position holders through the
clearing house. For options, in most markets but not all markets, the writ-
er/seller only is required to post margin which is marked-to-market each day

but not passed through the market.

0 Because the clearing house or exchange is interposed as the buyer to the
seller and the seller to the buyer, the identity of other market participants

is less material. Such clearing arrangements enhance confidence and liquidity

in exchange-traded derivatives.



0 It is important that the exchange and/or clearing house set margin levels
which are sufficient so as not to imperil the financial integrity of the

market and which do not adversely affect liquidity.

0 The distribution, to customers, of a generic risk disclosure statement is
often required before tradfng is undertaken. The notification of risk rela-

tive to futures and options trading is not unique to derivatives and does not
imply a negative judgment by the regulator regarding trading in those instru-

ments.

Derivatives facilitate risk shifting and may assist in price discovery
for the underlying interest. Prices from derivative markets may have an
effect on the price in the market for the underlying interest and vice versa.
Prices in the derivative market may be influenced by a concentration of
positions, both in the derivative instrument and the underlying interest.
Economic inefficiencies may arise if trading occurs at artificial or distorted
prices.

When physical delivery of the underlying interest is specified in the
derivative contract, issues relating to delivery may arise. These may include
the definition of acceptable commodities or instruments, the appropriateness
of alternative delivery locations and media, the operation of warehouses, or

the timing of delivery.

o Due to these factors, regulatory or enforcement mechanisms may be em-
ployed to deter manipulation and the undisclosed concentration of positions.
Regulatory methods may include large trader reporting, position limits, hedge

limit determinations, monitoring, and/or woral suasion. To the extent trading



is centralized or is reported to a centralized source, compliance monitoring
js facilitated. Enforcement methods involve, at a minimum, the prosecution of

fraud and manipulation.

o In some jurisdictions, to assure maintenance of a centralized market,
certain off-exchange transaétions are precluded; in those jurisdictions where
such transactions are per-itfed. often they must be reported to a central

authority (such as the exchange).

0 The ultimate value of the rigﬁts or obligations conferred by derivatives
may be heavily dependent on developments in the underlying market. Deriva-
tives differ from their underlying interest; these differences may have
regulatory implications. On the other hand, there is a fundamental relation-
ship between the market for the derivative and the market for the underlying
interest. The nature of this relationship will depend on the rights and

obligations covered by the derivative instrument and may also have regulatory

implications.

0 Particular characteristics of derivatives may raise possible regulatory
jssues. Alternative regulatory responses may be designed or may have evolved

to address such characteristics in different markets.

111. Areas of Regulatory Concern
A. The "Recognition® of Markets and Products

Domestic: The collected responses of the reporting jurisdictions suggest
that the juridical and factual bases for determining whether a market, prod-

uct, transaction or clearing house is domestic or foreign differ among juris-

dictions:



- most jurisdictions reported that official domestic markets must be
"recognized," authorized by statute or otherwise, or created by
grant, although many jurisdictions have private, wholesale or other
markets for which there exists no governmental or quasi-governmental
supervisory authority;

- some jurisdictions reported that domestic products or certain
domestic products must also be recognized, authorized, licensed
and/or otherwise approved; and

- the majority of the jurisdictions reported that domestic clearing
houses must be recognized, authorized, approved or drawn from a
specific class of market participant such as a bank.

Although criteria for such approvals or the establishment of markets
exist in most jurisdictions, they are frequently not very specific. All
jurisdictions, however, consider the public interest in regulating markets and
generally construe that interest to encompasé, to various degrees, the general
objectives of fairness, market efficiency and financial safety.

No jurisdiction reported different considerations for electronic markets,
and very few singled out regulatory principles uniquely applicable to deriva-

tive markets.

In some jurisdictions, derivative products (including futures, futures
options and options) are each specifically recognized, and must satisfy a test
of economic utility. In other jurisdictions, this enquiry is not undertaken

and market forces are relied upon to determine whether a derivative product is

offered by an exchange.

Foreign: To the extent that separate criteria exist in some jurisdic-

tions for reviewing, authorizing or recognizing foreign markets, clearing



organizations, transactions or products, they involve a different regulatory
interest from those related to domestic markets. For example, all reporting
jurisdictions appear to share concerns about adequate information sharing;
many also consider access to grievance procedures for national customers
participating in foreign markets to be important. There may also be concerns
regarding the adequacy from a prudential perspective of home regulation.
wWhere foreign clearing houses are separately recognized or authorized,
recognition issues include review of the function of custodianship, transfer
of funds capability, and adequacy of home regulation, in conjunction with the

function of guaranteeing transactions.

B. The Regulation of Financial Intermediaries

Most jurisdictions report differences in applicable regulations based on
the type of relationship of the intermediary to and its contact with the
jurisdiction.

Some jurisdictions, and different regulators within others, distinguish
the regulatory requirements to be applied to commercial and/or sophisticated
customers from those applied to non-commercial and/or unsophisticated custom-
ers. Similarly, in some cases, regulatory (as opposed to enforcement) juris-
diction is not asserted in relation to customer orders which are “accepted" as
opposed to “solicited."

No separate regulatory concerns were reported with respect to the au-
thorization, licensing or recognition of financial intermediaries for the
execution of transactions on screen-based traaing systems or with respect to

the effecting of transactions in derivative products.
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C. Financial Safety.

Prudential or financial safety requirements protect markets and funds
from credit and systemic risk and also seek to ensure that only those persons
who have been deemed to be creditworthy have access to the markets. In
relation to derivative markets, these requirements are designed to reflect the
special risk attributes of derivatives, for example, the fact that positions
in these markets may be highiy leveraged or geared. Financial requirements,
then, generally are an aspect of all regulatory programs, and the types or
combination of types of requirements are fairly similar in form. The degree
of reliance on each of capital, credit, margin, guarantee deposits, segrega-
tion and surveillance may vary; the information with respect to such matters
which is available to regulators will also differ and reflect variations in
the relevant regulatory regimes. For example:

Capital-based qualifications for financial intermediaries exist in all

jurisdictions, however, none of the jurisdictions reported specified capital
requirements for exchanges. There are jurisdictional differences as to
whether requirements are imposed on clearing organizations and clearing
members. Differences also exist regarding the type of organization which
imposes such requirements.

Adequate clearing facilities are an element of universal regulatory

concern; while most jurisdictions have some operating requirements, many
matters relevant to the clearing process may be determined at the discretion
of the clearing house or the exchange.

Marqin and credit extension requirements. Margin requirements generally

are set by the relevant exchange and, in many jurisdictions, are subject to
some form of regulatory oversight (e.g. emergency authority). Levels of

margin ordinarily are set by reference, in part, to formulae related to

. 31 -



volatility. The definition of good collateral varies among jurisdictions.
Practice among clearing houses or exchanges varies as to whether letters of
credit and equity securities are acceptable as margin. A financial inter-
mediary may accept different types of collateral from that which is accepted
by the relevant clearing house or exchange. Most markets settle daily on T+l;
different margin models are typical. Some clearing organizations or exchanges
collect original margin on a gross basis and some collect net; if collected,
variation margin ordinarily is collected on a net basis. Certain jurisdic-
tions restrict the giving of credit for securities-regulated derivative
products; in other jurisdictions, the relevant regulatory authorities do not

restrict credit.

Financial Compliance. Most regulatory authorities maintain continuous

and/or periodic financial surveillance of markets and financial intermediar-
jes. The components and timing of these programs differ substantially from
jurisdiction to jurisdiction.

Customer Funds Protections and Insolvency. There is some diversity in

the manner in which protection of customer funds is achieved: some jurisdic-
tions have insurance or performance guarantees while others require segrega-
tion of customer funds from those of the firm -- the calculation of what must
be segregated and for whom differs from jurisdiction to jurisdiction -- some
require a combination of segregation and other prudential requirements. In
circumstances where a trust is implied by segregation, its scope (and hence
its impact on clearing organization priority) varies among jurisdictions.
Many jurisdictions also have requirements regérding the location of customer
funds and how they must be invested. These protections are intendéd to
provide some protection from defalcation, to facilitate the transfer of
positions in market disruptions, and to accord special treatment to customer
funds when the financial intermediary becomes insolvent.

- 12 -



Reporting and Recordkeeping for Financial Safety. All jurisdictions

require the creation, maintenance and retention of current financial records,

although the form and supervision of records and the periods of retention

differ.

0 Increased internationﬁl cooperation among regulators in relation to
financial surveillance would enhance efficiency; it may also be necessary to
achieve and sustain adequate levels of supervision, especially in circumstan-
ces where activities undertaken in one jurisdiction have an impact in another.
Additionally, in increasingly internationalized markets, effective financial

surveillance may not be feasible without cooperation among relevant authori-

ties.

0 Domestically, coordination is achieved within most jurisdictions by joint
audit plans and lead regulator arrangements. To the extent that the scope and
emphasis of financial audit or surveillance programs can be made more uniform
across markets and jurisdictions, surveillance may be made wore effective and
cost-efficient. A better understanding of the financial regulatory require-
ments and audit customs and practices in different jurisdictions should
facilitate cooperation efforts and enhance the utility of any information
obtained. Increased cooperation in relation to international clearing and

settlement procedures also may be desirable to reduce systemic risks.

D. Fairness
Customer protection generally is addressed by regulatory standards
imposed on financial intermediaries; these relate to: the integrity, skill

and diligence of those who deal for customers; conflicts of interest;
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observance by persons who deal for customers with requirements related to the
conduct of business, including order execution, restrictions on the misuse of
information, the equitable availability of information, prohibitions on
misrepresentation, and required disclosure; and the availability of procedures
and forums to resolve grievances.

Two of the main differehces which exist among reporting jurisdictions in
the application of partitular:regu1atory requirements intended to ensure
customer protection are the distinctions made between solicited and unsolic-
jted business and sophisticated and unsophisticated customers.

A jurisdiction-by-jurisdiction review indicates the following:

Authorization, Qualification and Good Standing. A1l jurisdictions have

fitness requirements for financial intermediaries, which consider previous
violative conduct, character and competency. A bar from doing business in one
jurisdiction is in all cases considered by other jurisdictions in making

fitness determinations.

Order Execution Requirements. The trading rules relating to order

execution differ from jurisdiction to jurisdiction but each reporting juris-
diction indicates that its rules are intended to provide fair execution to
customers and to prevent fraud. All jurisdictions report restrictions on the
misuse of information; differences exist as to what constitutes misuse. On a
world wide basis, dual capacity is in effect precluded for most options
trading although no explicit ban exists for derivative trading in most
jurisdictions. Generally, however, a “customer first" rule is imposed when
dual capacity trading is permitted. )

Sales Practice Requirements. Sales practice standards related to re-
quired disclosures, prohibitions on misrepresentations and improper trading

activities such as churning or trading ahead of customers exist in most

< %



jurisdictions. All jurisdictions with derivative markets require the provi-
sion of a risk disclosure statement to customers, however, the form of dis-
closure and to whom it must be provided differ from market to market. All
regulated jurisdictions prohibit provision of false or misleading information
but differences exist concerning liability for omissions and the legal stan-
dard for finding violations.

The general rules against misrepresentation and fraud apply to advertis-
ing in all cases, but some jurisdictions have special supervisory rules or
explicit restrictions on the content of promotional material. Most jurisdic-

tions do not restrict cold-calling.

Compliance Monitoring. In most jurisdictions, the monitoring of compli-

ance with sales practice programs focuses on internal controls (self-policing)
and the investigation of customer complaints. The frequency of review of
sales practices and the scope of such reviews, however, vary among jurisdic-
tions. Enforcement cases frequently center on abuses in the sales practice
area which may not be readily addressed by audit or review programs.

Records and Information Available to Customers. All jurisdictions

require the creation and maintenance of records with respect to the execution
and financial effect of transactions. Jurisdictions differ as to the records

and information which must be made available to customers.

0 Information relating to trading and any specific local requirements
should be available both to customers and financial intermediaries. It would
be helpful if the types of information about'iarkets, trading on those markets
and specific local requirements could be in "standard® form. Additionally,

transaction and market information should be available to all customers in an

equitable manner and, ideally, on a real time basis.
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0 Risk disclosure statements for derivative products generally cover, at a
minimum, "generic® risks and to that extent could potentially be harmonized to
reduce duplication. The potential for harmonizing additional risk and other

disclosures required in certain jurisdictions, however, is significantly less

certain.

[ The jurisdiction where the customer resides may have an enforcement
jnterest in using its own law to prevent misrepresentations to such customers

independent of any required risk disclosure statement.

E. Market Efficiency

Market integrity issues are central to regulatory programs relating to
derivative markets and products. Various methods are used by relevant regu-
latory authorities to address these concerns.

Product Design. Most markets do not report requirements for product

design, although a few restrict products which can be the subject of deriva-
tives, and have delivery specifications or procedures. One market reported
volume requirements. These types of requirements appear to be unique to

derivative markets.

Market Disruption and Surveillance. Most markets prohibit market manip-

ulation. The precise definition of the term “manipulation" may vary from
jurisdiction to jurisdiction. The means of preventing this practice, whether
by direct surveillance, product design requirements, position limits or other
measures, as well as the extent to which it is subject to regulatory oversight
differ among markets. Some markets report special procedures and regulations;
for example, position limits, price limits or market halts, settlement price

rules, dormancy rules and emergency actions, although the mix of these varies
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from jurisdiction to jurisdiction. Differences, however, exist as to the
degree of the relevant regulator's responsibility and authority to prevent

disruptions.

Trading Rules relating to types of permitted orders, off-exchange trading

restrictions, and types of permitted market-making activities differ consid-
erably from jurisdiction to jurisdiction.

Audit Trail. All jurisdictions report that they require some means to
permit the reconstruction of trades and transactions (i.e., audit trail).
However, the manner in which the audit trail is recorded and made available
differs among jurisdictions.

Reporting Requirements, such as large trader reporting, exist in a few

jurisdictions only. These requirements are used for financial as well as

market surveillance.

0 When activities in one market have an effect on another market (whether
or not those markets are in the same jurisdiction), adequate information
sharing between relevant regulatory authorities, sufficient to assure
effective enforcement, is of common concern. Participants in the markets also
have a strong interest in the applicable rules, including those related to

preventing manipulative market activities.

0 Among regulators, there is agreement that there must be an adequate audit
trail of all transactions. Ideally, the types of information constituting the
audit trail and the degree of its accessibi]ify, to both the relevant regula-
tory authorities and the public, should be as similar as possible across
jurisdictions. At present, there are substantial differences due to the

varying legal and regulatory requirements of different jurisdictions.
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Reference should be made to the material in PARTS ONE and TWO of this
document for more specific information on individual regulatory approaches to
the trading of derivative instruments.

Two other Technical Committee reports also may be of interest:
*Screen-Based Trading Systems for Derivative Products" and the "Compliance

Information Collection and Data Reporting Compendium and Chart.*®
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PART ONE
COLLATED SUMMARY OF RESPONSES TO
COMMON FRAMEWORK OF ANALYSIS
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I.

Operational Definitions ("home® vs. "host®)

A.

n
—
o

Markets and Products

1.

(a) Describe the factual bases for determining for regulatory
purposes in your jurisdiction that a clearing house, market
and/or product is a domestic clearing house, market and/or
product (e.g., place of incorporation, location of trading
floor) and identify all such clearing houses and the markets
and products traded thereon in your jurisdiction.

Section 4 of the Commodity Exchange Act (CEA) requires that all
futures and certain option contracts traded in the United
States must be effected on boards of trade that have been
designated as contract markets through such contract markets.
To date, fourteen boards of trade have been designated as
contract markets and all of the contract markets are incorpo-
rated in the U.S. The CEA does not require separate designa-
tion of clearing houses. However, for regulatory purposes, the
clearing house is deemed to be subject to the same regulatory
treatment as the exchange for which it clears. See, Board of
Trade Clearing Corp. v. Commodity Futures Trading Commission,
No. 78-1263 (D.C. Cir. March 29, 1979).

Through the proposed Globex computerized trading system of the
Chicago Mercantile Exchange (CME), it may be possible for a
foreign exchange to "list" its products on the Globex system.
The CFTC staff has expressed its opinion that the mere presence
of Globex terminals in the U.S. should not cause the CFTC to
deem any exchange for which products are listed through that
system to be a domestic exchange. However, in so stating, the
CFTC staff stated that it would have to review the particulars
of any proposal for foreign exchange products to be listed on
the Globex trading system and that it is committed to main-
taining the integrity of the U.S. markets and protecting U.S.
customers. Moreover, the staff would expect the CFTC to review
such proposals to determine whether access to information
necessary to meet its own responsibilities under the CEA would

be adequate.

Section 5 of the Securities Exchange Act of 1934 (34 Act)
provides that it is unlawful for any broker, or ex-

change . . . to make use of the mails or any means or instru-
mentally of interstate commerce for the purpose of using any
facility of an exchange . . . to effect any transaction in a
security . . . unless such exchange (1) is registered as a
national securities exchange under Section 6 of [the 34 Act],
or (2) is exempted from such registration . . . .
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"Interstate commerce" is defined in Section 3(a)(17) of the 34
Act to include trade, commerce, transportation or communica-
tion, through the use of any interstate instrumentally, among
the several states or between any U.S. state and a foreign
country. Section 17A of the 34 Act also requires clearing
agencies making use of the mails or any means or instrumentally
of interstate commerce to register with the SEC. The terms
*exchange," “clearing agency,” and "security" are defined in
the Act. See Sections 3(a)(1), 3(a)(23), and 3(a)(10), re-
spectively.

U.S. securities markets are comprised of: (1) nine registered
national securities exchanges (including five options exchang-
es); (2) sixteen registered clearing agencies (including one
clearing agency for all standardized options, and one for
over-the-counter (OTC) options on government securities);

(3) an OTC market regulated by a national registered securities
association, subject to SEC oversight; and (4) several
screen-based proprietary trading systems, one of which trades
options on U.S. treasury securities. Numerous products trade
on these markets, including, but not limited to: (1) individual
stock and stock baskets; (2) corporate and government bonds;
(3) individual stock and stock index options; (4) foreign
currency options and (5) stock index warrants.

The Financial Services Act 1986 (FSA) does not require differ-
entiation between "domestic" or “foreign" products. The
comments in this section are, therefore, restricted to ex-
changes and clearing houses only.

An exchange will be regarded as "domestic" if the head office
is located in the UK and it is carrying on investment business,
that is making arrangements for persons to deal in investments,
in the UK (FSA, Schedule 1, paragraph 13(b)). Such an exchange
will be subject to direct and primary UK regulatory oversight.

Similarly, a clearing house will be regarded as "domestic" if
the head office is located in the UK and it is carrying on
investment business, that is making arrangements for persons to
deal in investments, in the UK (FSA, Schedule 1, para-

graph 13(b)). Such a clearing house will be subject to direct
and primary UK regulatory oversight.

The notion of a domestic futures market does not exist in
France. The law of the 28 of March 1885 on futures markets, as

amended, provides that every futures market, on public and
other bills, securities, commodities and interest rates is

deemed to be legal.
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An exchange will be regarded as “domestic" if the trading floor
is located in Italy.

At present, markets operated by stock exchanges established and
licensed in our jurisdiction are regarded as domestic markets.
(It is prohibited to operate a market or a quasi-market in
Japan without a license.) '

If the facility being used is within Australia or the business
is established within Australia then the conduct of the busi-
ness is regulated. Products are indirectly regulated.

The prohibition is on establishing, maintaining or providing a
futures market in a participating jurisdiction. A futures
market is a place at which, or a facility by means of which,
futures contracts may be traded. To provide a place at which
futures may be traded in, say, Victoria, is clearly enough to
do a thing within the jurisdiction.

To provide a facility whereby futures may be traded within
Victoria might be done by instituting a computer system in,
say, Sydney or Singapore, and allowing Victorians to connect to
it and trade futures by means of it. It is not clear that this
would be within the territorial scope of the legislation, were
it not for section 154 which provides that conduct is regulated
by the Futures Industry Code (FIC), even if only partially
carried out within the jurisdiction.

It follows that section 45 of the FIC applies to establishing,
maintaining or providing within Victoria the use of a facility,
the physical manifestations of which need not be in Victoria,
if futures can be traded by means of the facility. In the
example given, Ministerial Council approval or exemption is
required to offer to Victorians access to the computer in
Sydney or Singapore, because that would be provision within
Victoria of the out-of-state facility. Similarly with a
similar system run by telephone like an SP book.

The Australian Financial Futures Market (AFFM) is a wholly
owned subsidiary of the Australian Stock Exchange Limited (ASX)
and now uses the business name. “ASX FUTURES". Products on the
AFFM, referred to as Australian Futures Contracts (AFCs), are
based on specific ordinary listed shares for settlement in cash
at a predetermined future date. In addition the AFFM has
introduced the Twenty Leaders Index contract and the Australian

Gold Share Price Index.

-5 .



CVMQ

An exchange is a domestic exchange if it carries on business in
Ontario, i.e. is located in Ontario. A product is a domestic
product if it is traded on an Ontario exchange. There is only
one exchange in Ontario which trades “derivatives", as defined
by the survey, the Toronto Futures Exchange (the "TFE"). The
contracts traded on the TFE are the TSE 35 Stock Index Futures
Contract and the TSE 300 Spot Index Contract.

The Montreal Eichange (ME) cooperates with Trans Canada Options
Inc. (“TCO") to designate contracts on the following qualified
underlying values as exchange-traded options:

Equity securities, provided that the issue is:

- posted for trading on a Canadian TCO participating exchange
(Montreal, Toronto, Vancouver);

- not subject to any of the deficiency criteria set out below:

-- there is a failure to have a minimum of 3,600,000
outstanding publicly held shares;

-- there is a failure to have a minimum of 1,000 benefi-
cial and actual shareholders;

-- the combined trading volume on TCO Participating
Exchanges, on the New York Stock Exchange and on the
American Stock Exchange has been less than 400,000 shares

in the preceding twelve months;

-- it is no longer listed on a Canadian TCO participating
exchange;

-- the market price per share closed below $5 on a
majority of the business days of the preceding nine-month
period as measured by the highest closing price recorded
in its most active market in Canada;

-- the issuer of its significant subsidiaries have
defaulted in the payment of any dividend or sinking fund
instaliment on preferred shares, or in the payment of any
principal, interest or sinking fund installment on any
indebtedness for borrowed money, or in the payment of
rentals under long-term leases, and such default has not

been rectified within six months;

-- the issuer has failed to make timely reports as
required by the ME rules; or

-- the market capitalization of the issuer, including all
common and preferred shares, has been less than
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$100,000,000 on a majority of the business days in the
preceding nine month period.

The underlying interest of an option issued by TCO and the unit
of trading of that underlying interest have to be approved by
the Board of TCO following the recommendation of the ME. The
options issued by TCO are designated by reference to the
underlying interest, the month of expiration, the exercise
price and the type and style of options.

tions - Approval of underlying bon

Qualified Underlying Values as Exchange-Traded Options:
Canadian government bonds, provided that:

- the outstanding amount of the issue is at least $500 million
face value at maturity.

Options - Approval of underlying gold

Each gold option contract is for ten troy ounces of gold. Gold
bullion acceptable for delivery in satisfaction of gold options
is all gold which can be freely traded on the London Gold
Market (and other major gold markets). Gold for good London
delivery must have a fineness of purity of at least 995 parts

per 1,000.

Canadian bankers' acceptance futures

The futures issued by TCO must satisfy the ME criteria, i.e.:

- 3-month Canadian bankers' acceptance

Each trading unit consists of a face amount of Can $1,000,000
of 3-month major bank bankers' acceptance.

10-year Canada bond futures

The underlying interest is Government of Canada Bonds with 6
1/2 to 10 years to maturity.

Each trading unit consists of Can $100,000 face value of a
notional Canadian Government Bond, bearing a coupon of 9%.

Precious metal certificates

Gold. The unit of trading is individual gold certificates
having a minimum specified value of five troy ounces of gold or
any quantity in troy ounce increments above this amount.

Silver. The unit of trading is individual silver certificates

having a minimum specified value of 250 troy ounces of silver
or any quantity in troy ounce increments above this amount.
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Platinum. The unit of trading is individual platinum certifi-
cates having a minimum specified value of ten troy ounces of
platinum or any quantity in troy ounce increments above this

amount.

The trading currency for Exchange traded certificates listed on
the ME is U.S. dollars.

The Hong Kong Futures Exchange Ltd (HKFE) is currently the only
market in Hong Kong which trades in derivative products con-
sisting of contracts in Hang Seng Index (HSI) and three-month
Hong Kong Interbank Offered Rate (HIBOR) ; HKFE also trades
sugar, soybean and gold contracts.

(b) Once a determination is made that a clearing house, market
and/or product is domestic, must such clearing house, market
_and/or product be designated?

Section 4 of the CEA requires that all futures and certain
option contracts traded in the United States must be effected
on boards of trade that have been designated as contract
markets.

The CEA does not require separate designation of clearing
houses. However, as noted above, for regulatory purposes, a
clearing house is deemed to be subject to the same regulatory
treatment as the exchange for which it clears. Individual con-
tracts also must be designated separately before they may be
traded on or subject to the rules of a contract market.

Sections 5 and 17A of the 34 Act require the registration of
exchanges and clearing houses as “registered national securi-
ties exchanges" and "clearing agencies," respectively. Under
section 5 of the Securities Act of 1933 (33 Act), it is unlaw-
ful for any person, directly or indirectly, to sell any secu-
rity, provided the security or a transaction in that security
is not exempt from section 5, unless a registration statement
is in effect as to that security.

By virtue of its carrying on investment business within the UK,
a domestic exchange must be authorised or acquire the status of
"Recognised Investment Exchange" (RIE) (FSA, s.3, 36 and 37).
As a practical matter, all current UK domestic exchanges have
obtained recognition.
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As in the case of an exchange, a domestic clearing house must
be authorised or acquire the status of “Recognised Clearing
House" (RCH) in order to carry on investment business within
the UK (FSA, s.3, 38 and 39). As a practical matter, all
existing UK domestic clearing houses have obtained recognition.

The law of the 28 of March 1885, as amended, instituted the
Conseil du Marche a Terme (CMT) in charge of the good running
of the market, of the constitution of a general regulation, of
the admission of contracts to be traded and of disciplinary
powers on intermediaries and their employees.

Two markets are under the authority of the CMT today, Marche a
Terme International de France (MATIF) SA and Options Market
France (OMF). The listed products are:

-Future on the French treasury bill,

-Future on the notional French government Bond,

-Option on the future contract on the notional Bond,
-Future on future contract on the notional Bond,

-Future Paris Interbank Offered Rate 3 months (PIBOR 3 mois),
-Future on the CAC 40 index,

-Future on the EURO-DEUTSCHEMARK 3 months,

-Option on the PIBOR futures contract,

-Future on white sugar,

-Option on the future contract on white sugar,

-Future on potatoes,

-Future on cocoa,

-Future on ROBUSTA COFFEE,

-Future on a notional French treasury note 4 years (BTAN 4

ans).

Clearing and ultimate financial guarantees of the trades on
BTAN 4 ans are provided by both OMF and MATIF.

Morevover, the MONEP, Paris Traded Options Market, is under the
authority of the Conseil des Bourses de Valeurs (CBV), the
Securities exchange council. The MONEP was created on the 6th
of September 1987. The clearing house is the Societe de
Compensation des Marches conditionnels (SCMC), which is a
subsidiary at 100 percent of the Societe des Bourses Francaises

(SBF).

Underlying stocks or index are the following: CAC40 index,
ACCOR, BOUYGUES, CERUS, CGE, ELF, AQUITAINE, EURODISNEYLAND,
EUROTUNNEL, HAVAS, LAFARGE-COPPEE, MICHELIN, Cie DU MIDI,
PARIBAS, PERNOD-RICARD, PEUGEOT SA, RHONE POULENC cpi, ST
GOBAIN, SOCIETE GENERALE, SOURCE PERRIER, SUEZ, THOMSON CSF.

The licensed credit firm qualified to be a clearing house on

the futures market must be a specialized financial institution
(IFS) as defined by the Banking Law. The SBF is also a
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specja]ized financial institution (Law of the 22nd of January
1988).

The IFSs are the credit firms which have received from public
authorities a mission of public interest. This clearing house
is registered with the “comite des Etablissements de credit"
and is also permanently controlled by and submitted to the
Banking Commission (Commission Bancaire). This Committee is
chaired by the governor of the Bank of France.

The application for admission of a product on the official
market supposes that the product is standardized and cleared
through a qualified clearing house.

Conditions for admission of products are based on general
criteria for safety, transparency and perception of the oppor-
tunities they offer. Consultations of the COB and the Banque
de France are also required.

A domestic exchange is instituted by presidential decree under
proposal by the Minister of Treasury.

Licensed stock exchanges are required to obtain approval of the
Finance Minister in order to open securities-related futures
and options markets. Each stock exchange has its own clearing
facility, therefore, there is no independent licensing of
clearing houses. In order to trade securities related futures
and option products, securities companies and financial insti-
tutions are required to obtain licenses.

A market, once it has been determined as domestic, must either
be recognised or made an exempt market. Products, to be traded

on domestic exchanges, are approved by the process of non-
disallowance by the NCSC of the relevant Business Rules of the

participating exchange.

A clearing house must be approved by the Ministerial Council.
Section 47 of the FIC stipulates:

- “A person shall not provide; or hold himself, herself or
itself out as providing, clearing house facilities for a
futures market (other than an exempt futures market)
unless:

-- the futures market is a futures market of a futures
exchange;

--  the person is a body corporate; and
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-- an approval of the person as a clearing house for
that futures exchange is in force under sub-section

48(1).

Section 48 - Power of Ministerial Council To Approve Clearing
Houses reads:

- 48(1) [Application for approval as clearing house] A body
corporate that proposes to provide clearing house facili-
ties for a futures market of a futures exchange may lodge
with the Commission an application in writing for approval
by the Ministerial Council as a clearing house for that
futures exchange.

- 48(2) [Approval]l The Ministerial Council may, by instru-
ment in writing, approve as a clearing house for a futures
exchange a body corporate that makes an application under
sub-section (1) if it is satisfied:

-- that the business rules of the body corporate are
satisfactory, in particular such of those business
rules as relate to the registration of futures
contracts made on a futures exchange;

" --  that the business rules of the body corporate make
satisfactory provision for the expulsion, suspension
or disciplining of members for a contravention of the
business rules of the body corporate or for a con-
travention of the FIC or a corresponding law in force
in a participating State or a participating Territo-
ry, and

--  that the interests of the public will be served by
the granting of the application.”

Pursuant to section 19 of the CFA, domestic exchanges must be
registered with the Ontario Securities Commission (0SC). The
CFA does not currently require separate registration for
clearing houses although it provides regulatory oversight for
their activities and de facto registration. The Recognized

.Options Rationalization Order, which provides the regulatory

framework for exchange-traded equity options requires
recognition of clearing houses. Contracts traded on commodity

future exchanges registered pursuant to section 19 must be
accepted by the 0SC pursuant to section 36 of the CFA.

Before issuing a new type of option or futures contract the
issuing person must file with the Commission all the complete
information regarding the new contract; it can issue the new
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contract when the Commission agrees thereto or does not raise
any objection within 10 days of receiving the information.

The issuing person must also prepare an information document
(instead of preparing a prospectus) describing how the market
operates and where such is the case, the various types of
contracts. The information document has to be approved by the

Commission.

HKFE was granted a license by the "Governor in Council® to
operate a commodity exchange under the Commodities Trading
Ordinance (CTO). A1l traded products must be specified in a
schedule to the CTO. A separate ordinance prohibits estab-
lishment of any other exchange trading in products specified in
that ordinance. :

(c) Recognition Criteria

CEA §5 sets forth those criteria which a board of trade must
satisfy to acquire contract market designation. In sum, the
requirements are as follows:

- the board of trade is located in a terminal market where the
underlying commodity is sold in sufficient volume so as to
reflect the general value of the commodity;

- the board of trade provides for the making and filing of
records with respect to all aspects of the transaction;

- the board of trade prohibits the dissemination of false or
misleading information which tends to affect the price of any

commodity;

- the board of trade does not exclude any duly authorized
representative of a lawful cooperative association having
adequate financial responsibility;

- the board of trade provides for the prohibition of price
manipulation;

- the board of trade provides for the compliance with the
CFTC's orders and other regulatory requirements; and

- the board of trade must demonstrate that the futures trans-
action in a particular market for which designation is sought
will not be contrary to the public interest. :

No separate designation criteria exists in the CEA or regula-
tions thereunder for a clearing house.
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With respect to transactions for future delivery of any secu-
rities issued or guaranteed by the U.S. or any agency thereof,
the CFTC must deliver a copy of the application for designation
as a contract market to the Department of the Treasury and to
the Board of Governors of the Federal Reserve System. See CEA
§2(a)(8)(B)(ii). The CFTC is not allowed to designate a board
of trade until 45 days after the application is delivered to
the agencies or until after the CFTC has received comments from
the agencies, whichever period is shorter. The CFTC shall take
into consideration all comments it receives from the Department
of the Treasury and the Federal Reserve and "shall consider the
effect that any such action may have on the debt financing
requirements of the United States Government and the continued
efficiency and integrity of the underlying market for govern-
ment securities.”

CEA §2(a)(1)(B) (iv)(I1I) requires the CFTC to provide the SEC
with a copy of an exchange's designation as a contract market
with respect to any contract of sale (or option on such con-
tract) for future delivery of a group or index of securities.
The CFTC may not approve the application if the SEC determines
that the contract fails to meet the minimum requirements set

forth in §2(a)(1)(B)(ii) of the CEA.

An integral part of the §5 designation process and whether a
proposed futures or option contract is contrary to the public
interest is that the contract market show whether the contract
to be traded has an "economic purpose." The CFTC promulgated
Guideline No. 1, entitled "Interpretive Statement Regarding
Economic and Public Interest Requirements for Contract Market
Designation,” which outlines the economic requirements.

Markets

Sections 6, 15A, and 17A of the 34 Act provide specific guide-
lines for the registration of exchanges, securities associa-
tions, and clearing agencies (self-regulatory organizations
(SROs)), respectively. In general, the rules of the SROs must
be designed to prevent fraudulent and manipulative acts and
practices, promote just and equitable principles of trade, and
protect investors and the public interest. The rules of the
SROs also must be designed to perfect the mechanism of a free
and open market by not imposing any unnecessary or inappropri-
ate burden on competition. In addition, an SRO must demon-
strate the capacity to enforce compliance by its members with
the Act, rules and regulations thereunder, and the rules of the
SRO. Section 19 of the 34 Act requires SROs to, among other
things, file with the SEC, for review and approval, copies of
any proposed rules concerning the administration of the SRO and
the regulation of its members and employees and any proposed
change in, addition to, or deletion from such rules.
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Section 5 of the 34 Act also provides the SEC with the author-
ity to exempt an exchange from registration if it finds that,
by reason of the limited volume of transactions effected on
such exchange, it is not practicable and not necessary or
appropriate in the public interest or for the protection of
investors to require such registration.

Securities

Pursuant to section 5 of the 33 Act, it is unlawful for any
person, directly or indirectly, to use any means of interstate
commerce to offer to buy (sell) any security unless a regis-
tration statement is in effect as to the security. Securities
must be registered in accordance with the guidelines set forth
in sections 6 and 7 of the 33 Act. Section 4 of the 33 Act
provides exemptions from these registration requirements for
certain transactions, e.9., transactions not involving an
issuer, underwriter, or dealer, and transactions not involving
a public offering. The exemption for a transaction not in-
volving a public offering has been used to permit private
placements of securities to institutional investors.

In addition, section 12(a) of the 34 Act makes it unlawful for
any member, broker, or dealer to effect any transaction in a
security on a national securities exchange unless a registra-
tion statement is in effect as to the security. Section 12(g)
of the 34 Act imposes a similar registration requirement upon
securities traded OTC that are issued by companies with 500 or
more shareholders and more than $1 million in assets. Regis-
tration under section 12 requires, among other things, period-
ic, annual, and quarterly reporting to shareholders.

For U.S. standardized options, which are publicly offered to
individual as well as institutional investors, the “issuer" is
deemed to be the options clearing corporation (ocC), which
registers the options listed and traded on the various ex-
changes. As part of the registration and issuance process 0cC
prepares and distributes an options disclosure document ("obp")
explaining the risks of options.

In addition to these disclosure requirements, options, as well
as other products traded on an exchange or quoted in NASDAQ,
must satisfy the "listing criteria" of the exchanges and the

NASD, respectively.

The SEC has no specific listing criteria for index options
traded on an exchange or quoted in NASDAQ. An index option,
however, must meet some general guidelines to obtain SEC
approval. First, the SEC must find that the introduction of
such an option is in the public interest. In other words, the
index option must serve some economic purpose. See SEC
response to I1.C.1.(a). Second, the exchange listing the index
option must have a surveillance plan to detect trading abuses.
Third, the exchange must have a surveillance sharing agreement
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with the underlying cash market. The options SROs employ
different definitions of “narrow-based" and “broad-based"
indexes. These definitions dictate the regulatory treatment of
the product- (e.g., higher margin requirements and lower
position and exercise limits for narrow-based index options).
These definitions, however, do not represent minimum listing
standards for narrow-based index options. As with broad-based
indexes, there are no specific listing criteria for
narrow-based index options. In sum, the exchanges must comply
with Section 6 of the Act, which requires that the rules of an
exchange be designed to prevent fraudulent and manipulative
acts and practices, and to promote just and equitable princi-

ples of trade.

The FSA vests the Secretary of State for Trade and Industry
(Secretary of State) with the powers to authorise and to
regulate investment business in the UK. The FSA also provides
for the Secretary of State to transfer a significant proportion
of his powers to a Designated Agency; under the FSA
(Delegation) Order 1987, these were transferred to the
Securities and Investments Board (SIB).

In addition to other powers, such as the recognition of SROs,
SIB has the authority to recognize domestic exchanges an
clearing houses. :

Schedule 4 to the FSA identifies the requirements which must be
met by an exchange in order to acquire RIE status. Briefly,

these include:

- sufficient financial resources;

- adequate safeguards for investors, including inter alia,
arrangements for ensuring the performance of transactions
effected on the exchange (arrangements being provided either
directly or by means of services provided by an RCH);

- arrangements and resources for the effective monitoring and
enforcement of compliance with its rules and clearing arrange-
ments;

- arrangements for the investigation of complaints;

- ability to promote high standards of integrity and fair
dealing and to cooperate by the sharing of information; and

- default rules which enable action to be taken with respect to
unsettled market contracts to which a member is party where
that member appears to be unable to meet his obligations.

(FSA, Schedule 4, Act 1989, Schedule 21).
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A clearing house may be recognized if it appears to SIB that
Tt

- has sufficient financial resources;

- has adequate arrangements and resources for the effective
monitoring and enforcement of compliance with its rules or with
respect to monitoring, arrangements for that function to be
performed on behalf of the clearing house (and without affect-
ing its responsibility) by another body who is able and willing

to perform it;

- provides or is able to provide clearing services which would
enable a recognised investment exchange to make arrangements
with it that satisfy the requirements of Schedule 4 to the FSA;

- is able and willing to promote and maintain high standards of
integrity and fair dealing and to cooperate by the sharing of
information; and

- has default rules which enable action to be taken to close
out a member's positions in relation to all unsettled market
contracts, to which he is a party, where that member appears to
be unable to meet his obligations (FSA, s.39, Companies Act
1989, Schedule 21).

No exchange or clearing house shall be recognised unless the
Secretary of State is satisfied that the rules and any partic-
ulars provided with the application do not have and are not
likely to have, to any significant extent, the effect of
restricting or preventing competition more than is necessary
for the protection of investors (FSA, s.119 and s.120).

Before deciding whether to grant leave to SIB for the making of
a recognition order with respect to an RIE or RCH, the Secre-
tary of State shall send to the Director General of Fair
Trading (DGFT) a copy of, inter alia, rules and regulations of
the exchange or clearing house. The DGFT shall report to the
Secretary of State whether in his opinion the rules and regu-
lations or arrangements have or are likely to have, to any
significant extent, the effect of restricting or preventing
competition. The Secretary of State shall have regard to the
DGFT's report before making a decision (FSA, s.122?

The CONSOB is entrusted with the task of determining which
"typical contracts" can be traded on the exchanges as stated in

law 216 of 1974 (art. 1/3 lett. f).
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Under Article 83 of the Securities and Exchange Law, the
Finance Minister shall grant a license for founding a securi-
ties exchange if (1) its articles of incorporation, etc.
conform to the law and are adequate to ensure the fairness of
trading and the protection of investors, (2) its organization
conforms to the law, and (3) its founding is necessary and
appropriate in the public interest and for the protection of

investors.

Under Section 46 of the FIC the Australian Ministerial Counsel
may approve as a futures exchange any body corporate if it is
satisfied:

(a) that the business rules of the body corporate make satis-
factory provision --

- for the admission as members of persons licensed, or propos-
ing to apply to be licensed, under Part IV or under the provi-
sions of a law in force in a participating State or in a
participating Territory that correspond with that Part, or a
specified class of such persons;

- for the standards of training and experience, and other
qualifications, for membership;

- for the manner in which members are to conduct their business
of dealing in futures contracts so as to ensure efficiency,
honesty and fair practice in relation to such dealing;

- for the exclusion of a body corporate from membership where a
director of the body corporate, a person concerned in the
management of the body corporate or a person who has control,
or substantial control, of the body corporate would be excluded

from membership;

- for the exclusion from membership of a person who is not of
good character and high business integrity;

- for the expulsion, suspension or disciplining of members for
conduct inconsistent with just and equitable principles in the
transaction of business, for a contravention of the business
rules of the body corporate or for a contravention of the FIC
Code or a corresponding law in force in a participating State

or in a participating Territory;

- for an appropriate mechanism whereby a person whose applica-
tion for membership of the body corporate is refused, or whose
membership of the body corporate is cancelled or suspended, in
circumstances where the person does not have a right to appeal
to the Court under sub-section 53(1) against the decision to
refuse the application, or to cancel or suspend the membership,
as the case may be, may appeal against the decision;
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- for an appropriate mechanism whereby a person who has been
disciplined by the body corporate otherwise than by way of

cancellation or suspension of the person's membership of the
body corporate may appeal against the decision to discipline

the person;

- for the inspection and audit of the accounting records of

members, being accounting records required to be kept by the
FIC or by the corresponding law in force in a participating

State or in a participating Territory;

- with respect to the classes for futures contracts that may be
dealt in by members;

- prohibiting a member from accepting or executing, otherwise
than in accordance with the business rules, instructions from
another person to deal in futures contracts;

- prohibiting a member from dealing in futures contracts on
behalf of another person otherwise than in accordance with
instructions accepted by the member from the person;

- prohibiting a member from dealing in futures contracts, on
behalf of another person, on a futures market of a futures
exchange or of a recognised futures exchange, otherwise than in
accordance with the business rules of the futures

exchange or recognised futures exchange, as the case may be;

- prohibiting a member, except as permitted by the business
rules, from executing the instructions of another person to
deal in futures contracts unless the instructions are executed
in such a manner that the dealing is effected on a futures
market of a futures exchange or of a recognised futures ex-
change or on an exempt futures market;

- with respect to the conditions under which members may deal
in futures contracts;

- for the equitable and expeditious settlement of claims and
grievances between members, being claims and grievances relat-
ing to the transaction of business by members in their capacity
as members;

- for appropriate mechanisms for the conciliation and settle-
ment of disputes between members and their clients, being
disputes concerning dealings in futures contracts by members on
behalf of their clients or concerning transactions between
members and their clients in connection with such dealings; and

- generally for carrying on the business of the proposed

futures exchange with due regard for the interests and protec-
tion of the public; and
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(b) that the interests of the public will be served by granting
the application.

Under Section 48 of the FIC, the Ministerial Council may
approve as a clearing house for a futures exchange a body
corporate if it is satisfied:

- that the business rules of the body corporate are satisfac-
tory, in particular such of those business rules as relate to
the registration of futures contracts made on a futures market

of the futures exchange;

- that the business rules of the body corporate make satisfac-
tory provision for the expulsion, suspension or disciplining of
members for a contravention of the business rules of the body
corporate or for a contravention of the FIC or a corresponding
law in force in a participating State or in a participating
Territory; and 4

- that the interests of the public will be served by granting
the application.

Also under Section 48(3), without limiting the matters to which
‘the Ministerial Council may have regard in considering an
application for approval as a clearing house for a futures
exchange, the Ministerial Council may, in considering the
application, have regard to any business rules of the applicant
that relate to the guaranteeing, to members of the applicant,
of the performance of futures contracts made on a futures
market of the futures exchange.

Subsection 19(2) of the CFA sets out the factors to be
considered in granting registration to a domestic commodity
futures exchange. The 0SC must be satisfied that registration
would not be prejudicial to the public interest and in making
such a determination must consider:

(a) clearing arrangements and the financial condition of the
exchange, its clearing house and members;

(b) the rules and regulations applicable to exchange members
and whether or not they are in the public interest and are
actively enforced;

(c) whether or not floor trading practices are fair and
properly supervised;

(d) whether adequate measures have been taken to prevent
manipulation and exessive speculation; and

(e) whether provisions have been made to record and publish
details of trading.
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The Securities and Futures Commission (the “Commission") is
charged with the duty of supervising the futures and securities

market in Hong Kong.

(a) Must a foreign clearing house, market and/or product be
recognized in order to be used by your mationals?

Generally, there are no established criteria for the recogni -
tion of a foreign clearing house, market and/or foreign prod-
uct. However, the Part 30 rules include a provision which, in
effect, 1ifts the ban on foreign options on a market-by-market
basis. Further, certain additional conditions are applicable
before foreign stock index futures contracts and foreign
government debt futures contracts may be offered or sold by a
U.S. financial intermediary to or for a U.S. customer.

There are no restrictions on U.S. nationals trading on a
foreign securities market. If a foreign market or product
falls within the definition of an exchange or security under
Section 3(a)(1) or 3(a)(10) of the 34 Act, respectively, it
must be recognized to the same extent as a domestic market or
product in the U.S. [See domestic markets and products dis-
cussion above at I.A.l.c.]

For these purposes, the term "foreign" is applied to those
exchanges and clearing houses which have their head offices
overseas. (The concept of "head office" is based on the
general principles of law of the European Community in relation
to the legal notion of "siege.") These exchanges and clearing
houses are not subject to primary and direct UK regulatory

oversight.

The FSA provides for the recognition of overseas exchanges
deemed to be carrying on investment business in the UK and
which are subject to supervision by foreign regulators. These
exchanges are required to provide arrangements for investor
protection at least equivalent. to that afforded under the FSA
(FSA, s.40). Conditions of recognition of these overseas
exchanges include notification obligations which result in the
provision of information to UK regulators regarding develop-
ments on the relevant exchange.

A different category of overseas exchange, in respect of which
the FSA is silent, is the DIE; this is a concept introduced in
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SIB Conduct of Business Rules (CBRs) to identify those ex-
changes which do not carry on investment business in the UK but
which are deemed to provide adequate investor protection
arrangements. This category of exchange is relevant for
purposes of the CBRs only. :

A foreign exchange must be either a Recognised Overseas In-
vestment Exchange (ROIE) or a DIE to qualify as an exchange
upon which margined transactions may be effected by an
authorised firm on behalf of an inexperienced private customer
(CBRs, 11.04).

Authorised firms are not restricted or prohibited from effect-
ing trades in margined transactions on exchanges which are
neither ROIEs nor DIEs on behalf of business, experienced or
professional investors (CBRs, 11.04) and where an authorised
firm is acting as a discretionary portfolio manager for an
inexperienced private customer and the trades are for hedging
purposes only (CBRs, 11.04(e)(2)).

Customers who are UK nationals will not be treated differently
from customers who are nationals of other countries. For
regulatory purposes, customers are treated equally, regardless
of nationality.

Section 40 of the FSA provides for the recognition of overseas
clearing houses, deemed to be carrying on investment business
in the UK, which have their head office overseas and which are
subject to supervision by foreign regulators.

(Important note in relation to references to the CBRs in this
document:) The CBRs referred to in this document are those
currently in force under SIB rules and they apply to persons
directly authorised to carry on investment business by SIB.
Existing rules of the self-regulating organisations which apply
to their members have been found to provide investor protection
at least equivalent to that provided under SIB's CBRs. Powers
to make changes to the regulatory structure have been recently
granted by the Companies Act 1989 to create a three-tier
approach to regulation. While some parts of the system have
been introduced at time of writing, the full structure will not
be in place until 1991 when the regulatory fabric will consist
of a combination of principles, designated core rules and codes
of practice. The totality of an SRO's rules will be required
to meet a standard of investor protection which is adequate.

SIB has been give a new legislative power to issue statements
of principle. The principles, which came into force on 30
April 1990, are intended to form a universal statement of
conduct expected of all authorised persons, including members
of self-regulating organisations, where monitoring and
enforcement will be primarily the responsibility of the
relevant SRO. The principles are as follows:
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Integrity
1. A firm should observe high standards of integrity and
fair dealing.

Skill, Care and Diligence
2. A firm should act with due skill, care and diligence.

Market Practice

3. A firm should observe high standards of market
conduct. It should also, to the extent endorsed for
the purpose of this principle, comply with any code
or standard as in force from time to time and as it
applies to the firm either according to its items or
by rulings made under it.

Information about Customers

4. A firm should seek from customers it advises or for
whom it exercises discretion any information about
their circumstances and investment objectives which
might reasonably be expected to be relevant in
enabling it to fulfill its responsibilities to them.

Information for Customers

5. A firm should take reasonable steps to give a
customer it advises, in a comprehensible and timely
way, any information needed to enable him to make a
balanced and informed decision. A firm should
similarly be ready to provide a customer with a full
and fair account of the fulfillment of its
responsibilities to him.

Conflicts of Interest

6. A firm should either avoid any conflict of interest
arising or, where conflicts arise, should ensure fair
treatment to all its customers by disclosure,
internal rules of confidentiality, declining to act,
or otherwise. A firm should not unfairly place its
interests above those of its customers and, where a
properly informed customer would reasonably expect
that the firm would place his interests above its
own, the firm should live up to that expectation.

Customer Assets

7. Where a firm has control of or is otherwise
responsible for assets belonging to a customer which
it is required to safeguard, it should arrange proper
protection for them, by way of segregation and
identification of those assets or otherwise, in
accordance with the responsibility it has accepted.

Financial Resources
8. A firm should ensure that it maintains adequate
financial resources to meet its investment business
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commitments and to withstand the risks to which its
business is subject.

Internal Organisation
9. A firm should organise and control its internal

affairs in a responsible manner, keeping proper
records, and where the firm employs staff or is
responsible for the conduct of investment business by
others, should have adequate arrangements to ensure
that they are suitable, adequately trained and
properly supervised and that it has well-defined
compliance procedures.

Relations with Regulators

10. A firm should deal with its regulator in an open and
cooperative manner and keep the regulator promptly
informed of anything concerning the firm which might
reasonably be expected to be disclosed to it.

SIB has also been empowered to designate particular provisions

of its rulebook. The effect of designation is that these rules
apply directly to the members of an SRO and constitute a common
core within the investor protection systems of SIB and the

SROs.

A self-regulating organisation will be able to waive or modify
core rules on a case-by-case basis in order to adapt them to
the circumstances of a particular member. While SROs can issue
general waivers of their own rules, the legislation allows SROs
to waive core rules only on a case-by-case basis.

SIB has also been enabled to issue codes of practice. In the
spirit of the new settlement, in which SIB would stand back
from the detail of regulation, SIB does not, for the present,
propose to issue codes but self-regulating organisations may
use codes, made under their own powers, to fill out the detail
of principles and rules applying to those they regulate,
subject, of course, to the overall results being adequate.

The Law of the 2nd of August 1989 provides that the public can
be solicited to operate on foreign futures and option markets
only when these markets have been recognised, complying with
conditions fixed by decree and under reciprocity condition.
The decree has not yet been promulgated, the application
guidelines for recognition have not yet been defined, and an
application for recognition cannot be answered for the moment.

For these purposes, the term "foreign" is applied to those
exchanges established abroad under local regulations.
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None of those exchanges have been yet recognized in Italy, so
the Italian investors are subject to no restrictions while
investing in these markets.

Only securities can be listed in the Italian exchanges.
Therefore, a foreign product to be officially listed in a
Italian Exchange must be authorized to the same extent as a

domestic one.

Securities companies and financial institutions are required to
obtain necessary licenses to trade foreign products.

A foreign market must be recognized to be traded by Australians
on that market. A foreign product, if it is being traded on a
recognised foreign exchange, may be traded by an Australian or
if the product is traded on an exempt market it may be traded
by Australians who participate in that market. Foreign prod-
ucts which are offered on Australian exchanges must be approved
for trading by the NCSC.

Products, to be traded on domestic exchanges, are approved by
the process of non-disallowance by the NCSC of the relevant
Business and Trading Rules of the participating exchange.
Within 28 days after the Board of the Exchange has notified the
NCSC of the introduction of a new product by amending its rules
to accommodate that product the NCSC may disallow the whole or
a specified part of the amendment. This power resides with the
Ministerial Council, however the power has been delegated to
the NCSC. No set criteria exists for the non-disallowance of
amendments to business rules of a futures exchange, clearing
house for a futures exchange, or of a futures association.

Foreign exchanges must be recognized and the form of foreign
contracts must be accepted by the 0SC. Blanket OSC Orders,
however, relieve all foreign exchanges from the need to be
formally recognized and from the need to have the form of their
contracts accepted by the 0SC. (This blanket relief means that
most of the answers below apply equally to foreign
dealers/products and Ontario dealers/products.)

No, foreign clearing houses, markets and/or productﬁ do not
need to be recognized.
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(b) If so, describe the factual bases for requiring recognition
of such clearing house, market and/or product and identify the
clearing houses, markets, and/or products so recognized.

Pursuant to rule 30.3(a), it is unlawful for any person to
engage in the offer or sale of any foreign option until the
CFTC, by order, authorizes the foreign option to be offered in
the U.S. Foreign option is defined in the regulations by rule

30.1(b).

In determining whether to grant the petition of a foreign
market with respect to the offer and sale of particular option
products in the U.S., the CFTC will examine:

- the existence of mechanisms for information sharing and the
ability to confirm transactions and prices;

- the arrangements in place for assuring that sales practice
abuses in such options do not occur; and

- the regulatory environment in which such foreign options are
traded.

Pursuant to rule 30.3(a), the CFTC has approved the following
option contracts:

- ME: 10CC Options on Foreign Currencies, Canadian Dollar,
Gold and Platinum.

- Singapore International Monetary Exchange ("SIMEX"): Options
on Eurodollar, Japanese Yen, Deutschemark and Three-Month
Euroyen futures.

- Sydney Futures Exchange: 3-Year and 10-Year Australian
T-Bonds, Australian Dollar and 90-Day Bank Accepted Bill
futures.

- London International Financial Futures Exchange ("LIFFE"):
Options on Long Gilt, US Treasury Bond, German Government Bond,
Three-Month Sterling Interest Rate futures, Sterling and
Dollar-Mark currencies, and options on the Three-Month
Eurodeutschemark and Three-Month Eurodollar Interest Rate
Contracts.

- International Petroleum Exchange: Options on Brent Crude 0il
Futures and Gas 0il Futures.

- London Futures and Options Exchange: Options on Robusta

Coffee Contract, No. 5 White Sugar Contract, No. 6 Raw Sugar
Contract, No. 7 Cocoa Contract, and MGMI Futures Contract.
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CEA §2(a)(1)(B)(v) authorizes futures contracts based on, among
other things, “exempted securities." Thus, a foreign govern-
ment debt instrument must first be designated as an "exempted
security" by the SEC under Section 3(a)?12) of the 34 Act
before such futures contract based on a foreign government debt
instrument can be offered or sold to or by a person in the U.S.
To date, the SEC has designated the debt instruments of the
governments of the United Kingdom, Canada, Japan, Australia,
France, New Zealand, Austria, Denmark, Finland, Netherlands,
Switzerland and West Germany as “exempted securities® for
purposes of futures trading.

Under §2(a), the CFTC staff has issued no-action letters
providing for the offer and sale of foreign stock index futures
based on an index of foreign securities in the U.S. In issuing
these letters, the staff generally has followed the guidelines
set forth in CEA §2(a)(l)?8)(ii). To date, no-action letters
have been issued with respect to the following contracts:

- LIFFE: Financial Times Stock Index.

- Toronto Futures Exchange: Toronto Stock Exchange ("TSE") 300
Index Futures Contract, TSE 300 Spot Index, TSE 35 Index
Futures Contract and TSE 35 Spot Index.

- SIMEX: Nikkei Stock Average Futures Contract.

- International Futures Exchange (Bermuda) Ltd.: Financial
News Composite Index Futures Contract.

See SEC response at I1.A.2.a. above.

With respect to ROIEs and Recognised Overseas Clearing Houses
(ROCHs), the FSA provides for recognition by the Secretary of
State of exchanges and clearing houses which have their head
offices overseas and which undertake activities which are
characterized as carrying on investment business in the UK by
virtue of the provision of facilities for the purposes of
arranging deals in investments (FSA. s.40). As in the case of
ROIEs (And ROCHs), DIEs are not subject to direct and primary
oversight by UK regulators. The purpose of the DIE concept is
to provide an additional element of investor protection by the
identification of those overseas exchanges which are considered
to provide adequate investor protection.

Upon the acquisition, by an exchange, of ROIE or DIE status,
all of the products traded on that exchange are covered by the

recognition or designation.
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NCSC _
The considerations listed in 1.A.2.(b) form part of the re-
quirements in the legislation in relation to exempt futures
markets as well as for approval of futures exchanges which
operate within Australia. The non-Australian markets identi-
fied in 1.A.1.(a) are not selected solely by this criteria,
although these considerations do have a bearing on the selec-
tion. Further information in relation to the NCSC policy on
this matter may be obtained from the NCSC Policy Release 152.

0sC
The Winnepeg Commodity Exchange has been recognized pursuant to
section 34 of the CFA. All other foreign commodity futures
exchanges have been exempted from the need for recognition
provided that trades are made through futures commission
merchants registered in Ontario. The factors to be considered
in recognizing a foreign exchange (rendered redundant by the
Blanket Orders) are essentially the same as those described at
1.A:1:46))

CVM

SFC
Inapplicable.
(c) Recognition criteria

CFTC

SEC
See SEC response at 1.A.2.a. above.

s1B

In order to achieve ROIE status, an exchange must satisfy the
Secretary of State:

- that it is subject to supervision in the country where its
head office is located which, together with its rules and
practices, is such that investors in the UK are afforded
protection at least equivalent to that provided under the FSA
in relation to domestic RIEs or RCHs;

- of its ability to cooperate in the sharing of information;
and
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- of the existence of adequate arrangements for cooperation by
those responsible for the supervision of the exchange in the
foreign country (FSA, s.40).

Parallel requirements are imposed on ROCHs and ROIEs.

The Secretary of State is required to consider the competition
aspects of the proposed activities of the exchange or clearing
house (FSA, s.119) and before making a decision regarding
recognition, he must have regard to the report of the Director
General of Fair Trading (FSA, s.122).

coB

CONSOB

MOF
Licenses to trade foreign products are given by category of
products.

NCSC

|

No set criteria exists for the recognition of foreign markets.
Consultation with the relevant exchange or market participants
with a view to ensuring that investor protection is adequate
and that the interests of the public will be served are the
general guidelines used. In addition, NCSC must be satisfied

in particular that:

- the standards of training and experience, and other qualifi-
cations, of the operators of the market are appropriate;

- the manner in which the members would conduct their business
of dealing in futures contracts will promote efficiency,
honesty and fair practice in relation to such dealings;

- a mechanism exists for the exclusion from membership of a
person or a body corporate, where that person or in the case of
a body corporate a director of the body corporate, a person
concerned in the management of the body corporate or a person
who has control or substantial control of the body corporate,
is not of good character and high business integrity;

- the classes of futures contracts that may be dealt in are
acceptable;

- the conditions under which members may deal in futures
contracts are adequate;

- provisions exist for the equitable and expeditious settlement
of claims and grievances between members; and
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- appropriate mechanisms exist for the conciliation and set-
tlement of disputes between members and their clients.

Since the 0SC has by blanket order exempted all foreign
exchanges from the need to be recognized the recognition
criteria are irrelevant.

Inapplicable.

Financial Intermediaries

1.

Describe the factual bases for determining that a financial
intermediary is subject to regulation in your jurisdiction
(e.g., legal domicile, presence of an office, solicitation of
business).

\n general, a financial intermediary will be deemed to be
subject to CFTC regulation if it either is legally domiciled in
the U.S., is otherwise physically present in the U.S., has
consented to jurisdiction or is deemed to be conducting busi-
ness in the U.S. Whether a financial intermediary is deemed to
be conducting business in the U.S. is not dependent on whether
the financial intermediary is physically present in the U.S.
and no distinction between solicited and unsolicited business
is made; mere acceptance of orders constitutes "doing busi-

ness."

The presence of a U.S. affiliate of a foreign firm engaged in a
related business may also cause the CFTC to find that the
foreign firm is subject to regulation in the U.S. Adequate
representations as to access to the U.S. affiliate's books and
records may cause the CFTC to disregard the affiliate's pres-
ence in applying the CFTC's regulatory requirements.

The SEC requires broker-dealer (B/D) registration in two
general types of situations. First, all B/Ds physically
operating within the U.S. that effect, induce, or attempt to
induce any securities transactions are required to register
with the SEC, even if these activities are directed only to
foreign investors outside the U.S. Second, B/Ds who solicit
securities transactions from persons located in the U.S. are
required to register with the SEC, regardless of where the B/Ds
are located.
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The SEC has not required registration of B/Ds located outside
the U.S. who execute transactions for U.S. persons who sought
out the B/Ds and initiated transactions in foreign securities
markets entirely of their own accord. The SEC generally views
“solicitation," however, as including any affirmative effort by
a B/D intended to induce transactional business for the B/D or
its affiliates. Conduct deemed to be solicitation includes
telephone calls from a B/D to a customer encouraging use of the
B/D to effect transactions, as well as advertising one's
function as a B/D, in newspapers or periodicals of general
circulation in the U.S. or on any radio or television station
whose broadcasting is directed into the U.S. Similarly,
solicitation would include conducting investment seminars for
U.S. investors or recommending the purchase or sale of partic-
ular securities, with the anticipation that the customer will
execute the recommended trade through the B/D.

A B/D who disseminates quotations for securities to U.S.
persons also generally would be considered to have solicited
securities transactions. The SEC has indicated, however, that
third-party distribution of quotations will be allowed on an
interpretive basis. The SEC's position only applies to
third-party systems that do not have internal execution capa-

bilities.

The SEC has adopted a rule that provides exemptions from
registration for certain foreign B/Ds engaged in certain
activities involving U.S. investors and markets. One exemption
permits foreign B/Ds to solicit U.S. institutional investors,
but requires, among other things, that any resulting trades be
executed through a U.S. registered B/D. The rule provides
another exemption for foreign B/Ds who provide research reports
to U.S. institutional investors with assets in excess of $100
million. The research reports cannot, however, recommend the
use of the foreign B/D to execute trades and cannot be provided
pursuant to any understanding that commission income will be
directed to the foreign B/D. Finally, the rule exempts foreign
B/Ds who effect transactions with or for U.S. registered B/D
banks acting in a B/D capacity, certain international organ-
izations, foreign persons temporarily present in the B.5., U.S.
citizens resident abroad, and foreign branches and agencies of

U.S. persons.

The SEC also has solicited comment on a conceptual approach to
regulation of foreign B/Ds that would recognize comparable
foreign B/D regulation. Under the approach, certain foreign
B/Ds would receive conditional exemptions from U.S. regis-
tration. The principal elements of the conceptual approach are
(1) its limitation to foreign B/Ds operating outside the U.S.,
whose business is predominantly foreign, who do not have a U.S.
B/D affiliate, and who limit their U.S. activities to providing
cross-border services to major U.S. institutional investors;
(2) the existence of investigative and financial memoranda of
understanding between the SEC and the foreign regulatory
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authority; (3) the existence of a foreign regulatory regime
that is comparable to the U.S. regulatory regime; and (4) com-
pliance by foreign B/Ds with certain U.S. requirements, such as
notifying the SEC of their U.S. activities and consenting to
service of process in the U.S.

The FSA provides that no person shall carry on, or purport to
carry on, investment business in the UK unless he is authorised

or exempted from authorisation (FSA, s.3).

For these purposes, "financial intermediary® is used to refer
to firms which are "authorised persons,® i.e., authorised to
carry on investment business in the UK. Applications for
authorisation may be made to SIB or the relevant SRO which in
the case of margined transactions, would likely be the Associ-
ation of Futures Brokers and Dealers (AFBD) or The Securities
Association (TSA) (primarily financials under specified condi-
tions). It has recently been announced that the AFBD and the
TSA intend to merge in 1991. Reference in this paper to CBRs
relate to those of SIB. SROs must have rulebooks which, for a
transitional period, meet either the "adequacy" or
"equivalence" tests (at the election of the SRO). At the
conclusion of the transitional period, the SRO rulebooks must
satisfy the "adequacy" test.

Pursuant to the FSA, a person carries on investment business in
the UK if he carries on investment business from a permanent
place of business maintained by him in the UK or if he engages
in an activity in the UK which falls within one of several
categories identified in Part II of Schedule I to the FSA and,
in respect of that activity, he is not an exempt person.

A financial intermediary is, therefore, subject to regulation
in the UK where investment business is carried on from a UK
base, wherever the customer is situated. A financial interme-
diary will also be subject to UK regulation where that finan-
cial intermediary, not operating from a UK base, nevertheless,
carries on business from overseas into the UK (e.g., soliciting
UK customer business). Certain exceptions apply in the latter
case, e.9., where the overseas persons is: transacting with a
UK authorised person; responding to an initiative taken by a UK
investor or continuing an existing business relationship with
him; or promoting his investment services in accordance with
the advertising and cold-calling rules, the overseas person is
not otherwise restricted by the provisions of the FSA.

The Law of the 28th of March 1885 provides that clearing
members of financial futures markets can only be brokerage
firms (societes de course), credit firms, securities houses or
the Caisse des Depots et Consignations. They designate traders
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(negociateurs) on the futures markets, complying with the
general regulation of the CMT. Under specific circumstances,
commodities intermediaries can also participate in clearing and

trading.

The firms mentioned above, the designated “negociateurs,"”
commodities intermediaries and firms approved by the CMT,
complying with skill, fairness and solvency rules, are the only
persons authorized to produce orders on the commodities market.

Solicitation or cold-calling is authorized for persons who
could apply for clearing membership (see above). This business
is defined as the usual activity of advising someone to operate
on markets and receiving funds for this operation.

These persons have to comply with the French regulation of
solicitation or cold-calling on futures contracts.

Legal provisions on cold-calling protect all clients solicited
by French intermediaries whatever their nationality as soon as
they are domiciled in France.

Until now, there is no difference between sophisticated and
non-sophisticated customers, except that court admits that a
sophisticated customer cannot engage responsibility of the
intermediary in case of coverage call conditions unfilled.

On the MONEP, brokerage firms (societes de bourse) are quali-
fied directly as clearing members. Credit firms can also be
clearing firms. Acting as market-maker can be asked to the
SCMC only by brokerage firms or counterparty firms (societes de
contrepartie) controlled by brokerage firms.

The securities regulatory regime takes into account only
domestic financial intermediaries properly recognized.

Regulated institutions are:
- Stockbrokers ("Agenti di Cambio"):

are public officials appointed by presidential decree. They
have the legal monopoly in executing transactions on the floor
of the stock exchange, they are not allowed to operate as
principals but only as agents. Only Italian citizens are
eligible for an official stockbroker's license.

- Banks:

can be admitted to the stock exchange trading area as observ-
ers. They cannot directly execute transactions but they are
allowed to operate also as principals. There is no restriction
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for foreign banks holding a branch registered in Italy as far
as securities operations are concerned.

- Commission dealing companies ("Societa' commissionarie di
borsa"):

are admitted by CONSOB to the stock exchange where they can
operate similarly to the banks, but they cannot directly

execute transactions.

Only companies registered in Italy are eligible to be licensed
as Commission dealing companies. Nevertheless their foreign
ownership is not an impediment.

- Financial institutions admitted in a special register with
the Bank of Italy:

do not have direct access to the stock exchange. They are
subject to supervisory control by the CONSOB to the extent they

perform securities intermediation activity.
- Trust companies ("Societa fiduciarie"):

are entitled to offer personalized portfolio management ser-
vices. Registration in Italy is required in order to be
licensed as a trust company.

- Sales network:

persons performing door to door selling of financial services
are subject to authorization and supervision by the CONSOB.
Registration in Italy is required and foreign ownership is not

an impediment.
- Mutual funds:

are entitled to offer collective portfolio management service.
They are regulated by law 77 of 1983 and supervision is per-
formed by the Bank of Italy. They have no direct access to the
trading floor. Registration in Italy is required to be li-
censed as mutual funds, and foreign ownership is not an imped-

iment.
Non-Regulated institutions:

Only floor trading, collective and personalized portfolio
management are licensed activities and have to be performed,
respectively, by registered stockbrokers, mutual funds and

trust companies.

A1l other activities (such as: underwriting, placing off-
exchange, investment advice etc.) are not regulated and can be
performed even by non-requlated foreign institutions.
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Any person who performs securities business (including futures
and options) with Japanese investors must either be established
or have a branch office in Japan. Any person who is so estab-
lished or has a branch office must get a license from the
Finance Minister in order to perform securities business in

Japan.

If the intermediary is conducting business in Australia then
that intermediary is subject to regulation.

Section 154 of the FIC applies to dealers as well as markets
and section 61 of the FIC prohibits a person to hold himself
out as carrying on a business of dealing in futures contracts
on behalf of others, unless he is licensed. Dealing is defined
in sub-section 7(1) of the legislation in terms which would be
satisfied by either taking or executing orders. The following
acts are all prohibited to the unlicensed:

- taking orders in Sydney to be executed in Amsterdam
(including taking orders by telephone, the broker being in
Amsterdam and the client in Sydney);

- executing orders in Sydney which were taken in Amsterdam
(unless they are executed on behalf of another broker) ;
and

- advertising in Sydney that a broker in Amsterdam offers
his services, irrespective of the markets on which he

trades.

Although there must be some act or omission in the jurisdic-
tion, the offence has been made as wide, in terms of territo-
rial connection, as constitutional power will permit.

No distinction is made between solicited versus non-solicited
business. The legislation defines a "futures broker" as:

- a person who carries on, or 2 or more persons who together
carry on, a futures broking business, whether or not the
person, or any of the persons, also deals in futures con-
tracts on the person's own account; or

- a person who holds a futures broker's license under Part
IV or the provisions of a law in force in a participating
State or in a participating Territory that correspond with

Part 1IV;

"futures broking business", in relation to a person, means,
subject to subsection 7(4), a business of dealing in futures
contracts on behalf of other persons.
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A similar definition for “futures advisors", based upon the
carrying on of a business of advising exists.

Net Tangible Assets are defined by the SFE Articles of Associ-
ation as being:

*The sum of the values of the assets (both fixed and current)
owned by the Member or Prospective Member as the case may be
(such value being the lower of cost or market) attaching to
those assets or to the Member or Prospective Member generally
(and in the case of a partnership then attaching to the part-

ners).

The values of assets for the purpose of this definition shall
not include the value attributed to any future tax benefits,
goodwill, patent, trademark, Membership of the Exchange, pre-
liminary expense or other items of a like nature which in the
opinion of the auditors of the Exchange are regarded in current
accounting practice as intangible or the value attributed to
any debt owed to the Member which is disputed or may otherwise
be regarded as doubtful or the value of any asset for which in
the opinion of the auditors of the Exchange there is no ready
market. Liabilities shall include provision for estimated
liability for income tax, long service leave and any other
contingency for which in the opinion of the auditors of the
Exchange provision is properly made in current accounting
practice. Liabilities may, if the Committee for Inspection and
Audit so approves, having regard to all the circumstances,
exclude Approved Subordinated Debt."

Approved Subordinated Debt is defined as:

"An amount owing by a Member which is payable at a time or by
installments approved by the Exchange and is to the satisfac-
tion of the Exchange effectively subordinated so that any right
of the creditor in question to receive payment in the case of
bankruptcy or of any composition or compromise with creditors
by or appointment of a trustee in bankruptcy or in the case of
liquidation, liquidator in respect of the Member or the part-
ners or any of them is extinguished to such an extent as will
ensure payment or provision for payment in full of all claims
of all other present and future creditors of the Member in
priority to the claim of the subordinated creditors and in
respect of which a Subordinated Loan Deed has been executed
under seal by the Member, the Lender and the Exchange.”

Dealers and advisers are required to be registered in Ontario
if they trade with or solicit trading or advisory business from
Ontario residents or if they are a member of an Ontario
exchange. The definition of the term “trade" is very broad and
includes entering into contracts as principal or agent, the
receipt of an order to effect a transaction and any act,
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advertisement, conduct or negotiation directly or indirectly in
furtherance of a trade. Physical presence is not necessary to
trigger a registration requirement although a dealer that the
0SC determines requires a registration in Ontario must
establish an office in Ontario. Advisers do not need to
maintain a physical presence in Ontario but are not allowed to
hold customer funds and any discretionary trading must be
conducted through dealers registered in Ontario with customer

funds remaining in Ontario.

It must be registered with the Quebec Securities Commission.

It must have an office in Quebec.

No dealer/broker may carry on business in Quebec unless he is
registered as such with the Quebec Securities Commission.

A securities dealer/broker must have a principal establishment
in Quebec, under the direction of a person who is an officer
residing in Quebec. To carry on business as an intermediary in
respect of options and futures contracts the dealer/broker is
subject to the following conditions:

- It has to be registered as a full service dealer/broker with
the Commission;

- Any representative authorized to trade in futures markets
must have successfully passed the examination on futures
markets organized by the Canadian Securities Institute or the
National Commodity Futures Examination;

- A person already registered with the Commission as a dealer
with an unrestricted practice (full service) wishing to also
carry on business as an intermediary in respect of futures
contracts must notify the Commission of the names of the repre-
sentatives authorized to execute such transactions; however, in
the case of an exchange recognized as a self-regulatory
organization (ME), the notice is given to the exchange rather
than the Commission;

- A candidate for registration who wishes to trade futures or
options contracts must have successfully complete the courses
required by the ME.

In Hong Kong, a person who conducts a business of trading in
commodity futures contracts, or holds himself out as carrying
on such a business, must register as a dealer. A person
conducting a business of trading in commodity futures contracts
on his own account and through a registered Hong Kong dealer is
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not required to register as a dealer. Thus, investors are not
required to be registered as dealers.

2. (a) Are there differences in the regulations applied based on
the relationship of the intermediary to the jurisdiction?

CETC

Once the determination is made that a financial intermediary is
subject to regulation in the U.S., the applicable principle of

regulation is that of national treatment. That is, under U.S.

laws, the foreign firms are treated no less advantageously than
U.S. firms in terms of the regulations which may be applicable

to their activities. However, depending on the degree of nexus
with the U.S., the CFTC's regulatory interest may vary.

"Foreign brokers® are defined as entities located outside the
U.S. that carry an account in futures or options for or on
behalf of non-U.S. persons on U.S. markets through a carrying
FCM. Under CFTC regulations, foreign brokers are not required
to register with the CFTC as FCMs, however, they remain subject
to, among other things, the reporting requirements in Parts
15-21 of the CFTC regulations.

The CFTC's Part 30 rules govern the offer or sale of any
foreign futures or option contract to a person resident in the
U.S. Although the rules apply to any person, U.S. or non-U.S.,
who engages in the above-referenced activities with respect to
a customer resident in the U.S., the rules contain an exemptive
provision pursuant to which the CFTC may exempt a financial
intermediary located outside the U.S. from the application of
the CFTC's rules and regulations based upon substituted com-
pliance by the financial intermediary with the comparable
regulatory requirements imposed by the foreign jurisdiction.
See rule 30.10. To be eligible for rule 30.10 exemptive
relief, a firm must also be doing business with customers in
the foreign jurisdiction in which it is located and whose
regulation it is subject to. In considering an exemption
request, the CFTC will take into account, among other things,
the extent to which U.S. persons are permitted to engage in
futures-related activities, or U.S. contracts are permitted to
be offered, in the jurisdiction from which an exemption is

sought.

(7]
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As discussed above, the SEC exempts certain foreign B/Ds from
U.S. registration based on the location of the B/D and on the
limitation of their customers to institutional investors. The
SEC does not differentiate its regulation of registered B/Ds
based on the location of the B/D or on the location or type of
its clients. Non-resident B/Ds are required, however, to
provide their books and records in the U.S. upon request.
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It is the activity of carrying on investment business in the
UK, in the absence of an exemption (e.q., soliciting business
or advising UK customers), which triggers the application of
the FSA. ?Solicitation is defined in neither the FSA nor the

CBRs.)

The principle of “national treatment®, briefly stated, means
that foreign firms are treated no less advantageously than
domestic firms in terms of the regulations which may be appli-
cable to their activities. Once it is determined that a
financial intermediary is subject to regulation in the UK and,
if not otherwise exempt, requires authorisation to carry on
investment business, the principle of “"national treatment"”
applies and foreign firms are treated in the same way as
domestic firms.

The UK has entered into lead regulation agreements, regarding
the sharing of financial information, with the regulators or
relevant authorities of 28 foreign countries. The foreign
regulator takes the lead in relation to financial supervision
and provides financial information, on the basis agreed,
concerning the overseas entity which could be relevant to the
UK entity. The UK regulator continues to monitor for its
purposes, compliance with conduct of business rules.

Any arrangements which are developed between UK and foreign
regulators and/or supervisors for purposes of the financial
regulation of intermediaries operating from overseas through a
branch in the UK will not displace or otherwise overcome the
need for the overseas entity to acquire authorisation where it
is undertaking investment business in the UK and an exemption
is not available.

In relation to the authorisation of firms undertaking invest-
ment business in the UK, where authorisation is required, there
is no alternative to membership in an SRO or direct
authorisation from SIB. A certain overlap of SRO scope mini-
mizes the need for a firm to obtain multiple SRO memberships,
however, in circumstances where a firm is compelled to obtain
authorisation through membership in more than one SRO, ar-
rangements will be made for one of those SROs to adopt a lead
in the regulation of the activities of the firm in question.

No differences exist in the regulations applied to Japanese
securities companies and foreign securities companies with
branch offices in Japan.
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Non-Australian financial intermediaries carrying the accounts
of non-Australian financial intermediaries on Australian
markets are subject to the same regulatory regime to which
financial intermediaries either in Australia and/or conducting
business for Australian financial intermediaries are subject.

A non-Australian financial intermediary is subject to the same
requirements to which an Australian financial intermediary is

subject.

A1l dealers carrying on business with Ontario residents are
regulated the same way.

The Commission may, on such conditions as it may determine,
exempt a person or a group of persons from certain requirements
where it considers the exemption not to be detrimental to the

protection of investors.

Exemption from registration:

- A person who trades in futures contracts solely for the
account of hedgers is exempted from registration as a dealer
with the Commission to carry on business as an intermediary in
the trading of futures contracts, under the following condi-

tions:

-- the person is an associate member of the ME;

-- the person is subject to the by-laws and rules of the
ME concerning futures contracts; and

-- the person responsible for the trading of the con-
tracts meets the qualification requirements of the ME.

- Section 157 of the Securities Act also specifies that a
dealer or adviser who deals only with persons likely to be
sophisticated purchasers within the meaning of Section 44 is
exempt from registration. Pursuant to Section 44 the following
persons are sophisticated purchasers to the extent that they
subscribe for or purchase securities for their own account:

-- a company of which all of the voting securities belong
to the Gouvernement du Quebec, the Government of Canada or
the government of the Canadian province, or to one of
their departments or agencies;

-- a bank governed by the Act respecting banks and
banking (S.C., 1980-81-82, chapter 40) or by the Quebec
Savings Banks Act (R.S.C., 1970, chapter B-4);
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-- a loan and investment society incorporated under an
Act of Quebec or registered in accordance with the Loan
and Investment Societies Act (R.S.Q., chapter S-30);

-- a federation of savings and credit unions within the
meaning of the Savings and Credit Unions Act (R.S.Q.,
chapter C-4);

-- the Caisse centrale Desjardins du Quebec established
under the Act respecting the Confederation des caisses
pupulaires et d'economie Desjardins du Quebec (1971,
chapter 80);

-- a trust company registered under the Trust Companies
Act (R.S.Q., chapter C-41);

-- an insurance company licensed under the Act respecting
insurance (R.S.Q., chapter A-32);

-- a municipal corporation, an urban community or re-
gional community, a school corporation, the Conseil
scolaire de 1'ile de Montreal, an intermunicipal manage-
ment board or a public agency or body established pursuant
to an Act of the Government of Canada or of the government
of a Canadian province;

-- a dealer or an adviser registered in conformity with
section 148;

-- a pension fund with assets of over $100 000 000 and
governed by the Act respecting supplemental pension plans
(R.S.Q., chapter R-17) or the Pension Benefits Standards

Act (R.S.C., 1970, chapter P-8);

-- the subsidiary of a person mentioned in paragraph 2, 6
or 7, to the extent that such person holds all the voting
securities;

-- a person designated in an order of the Commission on
such conditions as it may determine.

ME - Criteria of admission

To be admitted as a member of the ME, the applicant must obtain
a membership vacancy from the exchange or a membership transfer
from a member or former member.

Among other criteria, a member'corporation:
- shall be a corporate entity having as its principal business

that of a broker or dealer in securities or commodity futures
and it shall be active in such business to an extent acceptable

to the ME;
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- shall be incorporated under the laws of Canada or one of the
provinces thereof, unless it is a member corporation that does
not deal with the public in Canada and is registered with a
securities commission or another regulatory organization
recognized by the ME;

- at least 40 percent of the members of the board of directors
of a member corporation shall be industry members.

The ME rules specify also certain requirements to become an
Associate Member for TCO Options or to become a correspondent
member for International Options Clearing House (I0CC) options.

Corporate members of HKFE must be incorporated in Hong Kong.

(b) Are there differences in the regulations applied based on
the type or location of clients with which the intermediary

does business?

EFIC

The CFTC rules and regulations do not distinguish intermediar-
ies based on the type of clients. (But see definition of
proprietary accounts.) The location of the client is relevant
because of the need to establish a nexus with the U.S.

In order to trade for U.S. customers on domestic or foreign
markets, firms must either register or be exempt from regis-

tration.

In order to trade for non-U.S. customers on U.S. markets,
whether the full panoply of customer protections is applicable
or not is a function of the location of the financial interme-

diary.

Transactions on non-U.S. markets for non-U.S. customers are
deemed to be nonregulated transactions under the CFTC's regu-

latory system.

WL
(mal
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SEC does not differentiate its regulation of registered B/Ds
based on type or location of B/D's customers.
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The CBRs differentiate between several types of investors.
Briefly these are: ;

- "Business investor": this category includes government and
public authorities, large companies (minimum net assets of
£500,000 or £5 million, depending on other circumstances) and
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trustees of large trusts (minimum trust assets of £10 million
(CBRs, 1.05));

- “Experienced investor": this means an individual who, by
virtue of the size and frequency of transactions, can be
reasonably expected to understand the nature of every transac-
tion within that description of transaction and the risks

involved (CBRs, 1.06); and

- "Professional investor*: this includes a person who carries
on business which is investment business or which would be
investment business if it were not for the exemptions that
might otherwise be available (CBRs, 1.07).

A private customer is an investor who is not identified above.

Business, experienced and professional investors may have
margined transactions effected on their behalf by authorised
firms whether exchange-traded or off-exchange and, in the
former case, regardless of the recognition status of the

exchange.

There are restrictions with respect to the transactions which
may be effected for inexperienced private investors which are
not undertaken in the context of discretionary portfolio
management; generally, these transactions must be undertaken on

RIEs, ROIEs or DIEs.

In so far as the location of customers is concerned, this is
not a factor which imports a differentiation in applicable
regulation: once it is established that the authorised firm is
undertaking investment business in the UK and is dealing on
behalf of a customer, the applicable rules must be respected
regardless of that customer's nationality or where he is

located.

The CBRs contain specific rules in relation to transactions
undertaken for “connected customers.” This term is applied to,
inter alia: partners; employees; appointed representatives;
controllers; and officers of a firm. It includes as well
spouses and children of those persons identified above and
persons acting as trustee of a trust, the beneficiaries of
which he knows (or ought to know) include any of the above,
including spouses and children. “Connected companies® are also
connected customers. A connected company is a company where
any of the following arrangements exist: the same person is
the controller of each company; where a group of two or more
persons are controllers of each company and the group consists
of the same persons or could be regarded as consisting of the
same persons by treating as a member of either group a member's
close relative; a person with whom that member is in partner-
ship or by a company of which that member is an officer or
controller; or where both companies are members of the same
"group." ("Group" includes any body corporate which is a
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related company, within the meaning of paragraph 92 of Schedule
4 to the Companies Act 1985, of any member of the group or
would be such a related company if the member of the group were
a company within the meaning of that Act.) (CBRs, 1.04).

If the firm in question is not a company, a connected company
would be a company which is controlled: by the firm; by a
partner of the firm; by a close relative of a partner of the
firm; or collectively by any of the partners of the firm and
their close relatives (CBRs, 1.04).

Generally, a firm shall not, as agent, effect a transaction in
relation to an investment of any description, for a customer
whom the firm knows or ought reasonably to know to be a con-
nected customer dealing on his own account or a person dealing
on the account of a third person who, if the firm dealt with
him direct, would be a connected customer of the firm, when it
has an instruction from a customer who is not a connected
customer or when it has made a decision on behalf of a customer
to effect a transaction in relation to an investment of that
description and that instruction or decision has not been
executed (CBRs, 5.15(2)). For these purposes, a firm may, but
need not, treat an employee (including that employee's spouse
and children) or the trustee of a trust whose beneficiaries
include such persons, as not being a connected customer (CBRs,

5.15(3)).

Part 14 of the CBRs addresses restrictions on dealings by
officers and employees. Generally, an officer or employee of a
firm should not effect, on his own account or on that of a
person connected with him, any transaction that the firm would
be forbidden to effect (i.e, a transaction in advance and with
knowledge of a customer order) (CBRs, 14.03). For the purposes
of these rules, a person is connected with an officer or
employee of a firm if he is so connected with that person by
reason of any domestic or business relationship that that
officer or employee can reasonably be expected to have influ-
ence over that person's judgement as to his investment or to be
consulted before any such judgement is made (CBRs, 14.01).

No differences exist in the regulations applied to licensed
securities companies, according to the type or location of

their clients.

If the clients are sophisticated in the use of futures (gener-
ally certain institutions e.g, Banks or Trading Houses) then
the market or the institutions engaged in that market may be
exempted from the application of the FIC provisions.
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There are no differences in the application of regulations
based upon the location of the financial intermediary's cli-

ents.

Sophisticated clients, in the context used, are investors with
expert knowledge of a specialist markets' characteristics.

No further distinction is made based on the location of the
customer.

There is an exemption. from the registration requirement for
business done with hedgers.

There are no differences in the regulations applied based on
the type or location of clients with which the intermediary

does business.

Explain any Special Factors Affecting the Treatment of Screen-Based
Trading Systems.

The CFTC has stated that the mere presence of screen-based
trading terminals in the U.S. should not cause the CFTC to deem
any exchange for which products are listed through the system
to be a domestic exchange. However, the relationship or
interface between the exchanges or between the exchange and
U.S. customers may raise regulatory concerns which the CFTC

may wish to consider that are unrelated to the internal
operations of the foreign exchange. As a result, the CFTC
would review the particulars of any proposal to trade the
contracts of a foreign exchange through a screen-based system
in light of the CFTC's obligations under the CEA to maintain
the integrity of U.S. markets and to provide for the protection
of U.S. customers. Systems that allow members of one exchange
to trade the contracts of the other exchange (“cross-exchange
trading") would require appropriate information sharing
arrangements between regulators to permit the CFTC to fulfill
its regulatory responsibilities.

The CFTC has not promulgated any rules or regulations specifi-
cally related to screen-based trading systems. Pursuant to
§5a(12) of the CEA and rule 1.41(b), a U.S. exchange
implementing a screen-based trading system must submit its
rules regarding the system to the CFTC for its approval. The
CFTC has issued an Interpretation which makes clear that the
record retention requirements in its regulations apply to any
records created by or for an SRO to document the development,
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implementation, or maintenance of any automated systems
supporting or incident to the performance of its
self-regulatory responsibilities and functions. 55 Fed. Reg.
17932 (April 30, 1990).

Exchanges that have developed screen-based trading systems have
amended or expanded their existing rules, regulations and

bylaws to insure consistency with the CEA and CFTC rules (e.g.,
treatment of non-registered terminal operators should there be

any trading violations).

Currently, unless a screen-based proprietary trading system
falls within the definition of an exchange or a clearing agency
under Sections 3(a)(1) or 3(a)(23) of the 34 Act, respectively,
or are otherwise classified as SROs, the system would not be
governed by the formal regulatory structure (including
registration) applicable to exchanges and clearing agencies.
Even if the systems do not fall within these definitions,
however, they generally do meet the definition of a B/D under
Sections 3(a)(4) and (5) of the 34 Act, respectively, and are
registered as such.

The functions of such a system, however, may be subject to
certain regulations under the federal securities laws. For
example, if the system issued options, the issuance of those
options would be covered by a registration statement subject to
the full panoply of disclosure requirements under the 34 Act
(e.g., Rule 9b-1 of the 34 Act). In addition, the anti-fraud,
recordkeeping, and reporting provisions of the federal securi-
ties laws provide the SEC additional regulatory authority over

such systems.

Moreover, although the SEC's Division of Market Regulation
("Division") has informed several systems operators, that,
subject to certain conditions, the Division would not recommend
enforcement action if such systems were. not registered as
exchanges or clearing agencies under the 34 Act, recent concern
about the Division's interpretative approach has prompted the
Division to recommend that the SEC adopt Rule 15c2-10.

Proposed Rule 15¢2-10 would govern the operation of systems
that are not operated as facilities of national securities
exchanges or associations.

Currently in the UK, there are no special provisions, whether
in the applicable legislation or in rules, specifically appli-
cable to screen-based trading (SBT) or the features of SBT
systems. While there are no SBT-specific provisions which
directly apply to the execution of transactions, firms provid-
ing services which constitute making, or offering or agreeing
to make arrangements, with a view to a person who participates
in the arrangements buying, selling, subscribing for or
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underwriting investments (FSA, Schedule I, paragraph 13(b)),
are subject to a specific scheme of regulation. The rules
applicable to "Service Companies" require the submission, to
SIB, of a business plan which provides that:

- the investment business of the firm will be restricted to
FSA, Schedule I, paragraph 13(b) activities; and

- the firm will not guarantee or otherwise be responsible for
the performance by any of its customers in connection with
transactions arranged or settled under the facilities provided
by the firm.

The business plan must be accompanied by a document identifying
the terms under which services will be provided to the customer

(CBRs, 1.15(1)).

The regime applicable to service companies is currently under
review.

There is no specific rule related to screen based trading
systems in the general regulation established by the CMT.

However, this general regulation provides that each market has
to establish a trading regulation and a clearing regulation.
Some OMF trading rules are specific to the screen based trans-
actions. For instance, they provide that an order remains
valid up to the end of the day when it has been entered in the

system.

The MONEP has just implemented a new screen based transaction
systeT (system STAMP: Systeme de transactions automatise du
MONEP) .

A new rule has been adopted to regulate this system. The STAMP
system must be used only for introduction and cancellation of
orders. Each recorded order is time-stamped and the responsi-
bility of its execution is transferred to the SCMC.

As a general rule in Italy, "solicitation", which includes any
effort made by a dealer intended to induce securities transac-
tions for itself or its affiliates, is regarded as an activity
to be authorized. '

Therefore, the solicitation through dissemination of quotations
by means of screen based systems is to be considered as subject
to authorization.

An official market for secondary transactions on Government
bonds has been established in 1988 by decree of Minister of
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Treasury. Transactions are conducted through a screen based
trading system with bid/offer prices made in competition by
authorized “primary dealers". These offers can be accepted
only by authorized "dealers" that are not, therefore, allowed
to make quotations. There is no limitation for institutions
registered in Italy and with foreign ownership to participate
as "primary dealer" or “"dealer" to this market.

Information on primary dealer quotations is available only to
dealers which are members of such market and therefore the
primary dealers quotations are not considered public offers
falling under the regulation of solicitation.

when a screen-based system is operated by a licensed stock
exchange, it is regulated by general rules applied to stock
exchange transactions, and there are no specific rules applied
only to screen-based trading. However, we have not yet reached
a conclusion on the treatment of screen-based trading systems
operated by foreign exchanges and other entities.

Factors include: System access, terminal security, training of
operators, information sharing and special reporting require-
ments.

There are no special factors affecting the treatment of
screen-based trading systems.

There are no special factors affecting the treatment of
screen-based trading systems.

At this time, the law generally prohibits operation of a
commodity exchange in Hong Kong other than HKFE. The defini-
tion of commodity exchange refers to an exchange trading in
specified contracts. Accordingly, a screen-based system
trading any other products would not necessarily be prohibited
nor explicitly be required to be licensed as an exchange. A
screen-based system could be required to register as a dealer
if its activities included offers to make an agreement with
another person in Hong Kong to enter into a futures contract.
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Capital-based qualification, authorization or good standing
requiresents (e.g., specified minimum amounts, qualifying
assets) for:

(a) Exchanges

The CEA and the regulations thereunder impose no regulatory or
self-regulatory capital-based requirements on commodity ex-

changes.

A national securities exchange registered with the SEC is not
subject to any specified minimum capital-based requirements.

It must, however, demonstrate that it has the financial means
to comply with Section 6 of the 34 Act, giving consideration to
the nature of the products traded, volume, and number and
character of members. Section 6 of the 34 Act provides spe-
cific guidelines for the registration of exchanges.

The FSA does not impose specific financial requirements in
respect of RIEs or ROIEs. An RIE is reviewed for purposes of
ensuring that it has financial resources which are deemed
"sufficient for the proper performance of its functions" (FSA,
Schedule 4, paragraph 1§ Where an exchange has an integrated
clearing house, the assessment includes a determination as to
the adequacy of the financial resources in light of the busi-
ness (i.e., volume, value and volatility) which that ex-
change/clearing house currently undertakes or in the future
proposes to clear and guarantee. There are not specified
requirements regarding the nature or form of the financial
resources. Currently, these are in the form of capital and
reserves, insurance, shareholder guarantees and bank bonds.
SIB is the relevant recognising body for RIEs. The Secretary
of State is the relevant recognising body for ROIEs.

See I1.A.1(b) below.

No capital based qualification is imposed.
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There are at present no set capital based qualifications.

There are no specific capital requirements. Exchanges must
have satisfactory clearing arrangements and be in satisfactory
financial condition to provide reasonable assurance that all
obligations arising out of contracts entered into on the
exchange will be met.

Working Capital Securities Act (Quebec)

A dealer/broker must have a net free capital at least equal to
the sum of:

- a proportion of the adjusted liabilities, subject to a
minimum of $75,000, calculated as follows:

of the first $2,500,000;

of the next $2,500,000;

of the next $,500,000;

of the next $2,500,000;

of the amount exceeding $10,000,000.

S
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plus

- the amount deductible under the insurance policy or bonding.

National Contingency Fund:

A dealer/broker must also participate in the National Contin-
gency Fund (NCF). The NCF is an investor-protector fund for
the securities industry. The Investment Dealers Association
goal will include $100 million in cash, to be raised by a levy
of Canada's 122 securities firms, and $150 million in bank
credit. The plan would provide automatic payments of up to
$250,000 each to individual and corporate customers of failed
securities firms to cover losses on their accounts. The
$250,000 includes a maximum of $60,000 for cash on deposit.
Actually, any repayments and the amount of such payment are at
the discretion of the contingency fund's managers.

ME - Minimum Requirements:

Clearing members and/or members dealing with the public shall
maintain net free capital at least equal to the sum of:

- 10% of the first $2,500,000 of adjusted liabilities, plus
- 8% of the next $2,500,000 of adjusted liabilities, plus
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- 7% of the next $2,500,000 of adjusted liabilities, plus
- 6% of the next $2,500,000 of adjusted liabilities, plus
- 5% of adjusted liabilities in excess of $10,000,000

with a minimum of $250,000 provided that:

-- the minimum net free capital to be maintained by the
introducing brokers shall be $75,000;

-- members of the ME as at December 30, 1988 whose
minimum net free capital at that date is less than
$250,000, shall be permitted to maintain minimum net free
capital of: $75,000 prior to June 30, 1989, $125,000
prior to June 30 1990, $185,000 prior to June 30, 1991 and -

thereafter $250,000; plus

- an amount to be provided for each market maker employed by
the member

plus

- the greatest deductible amount under the Brokers Blanket
Bond

plus

- additional requirement related to the futures contracts
business.

National Contingency Fund

The members also have to participate in the National Contin-
gency Fund. The terms of any agreement entered into by the ME
with other stock exchanges or other securities industry bodies
in Canada providing for the protection of the ME and the public
in the event of members becoming insolvent or unable to meet
their liabilities to their customers shall be binding on
members. No member shall act contrary to the terms of any such
agreement or expose the ME to liability thereunder.

JCO - Minimum Capital Requirements

Every clearing member shall meet the minimum capital require-
ments provided for in the rules, by-laws and directions of the
Participating Exchanges of which he is a member. When the
requirements of the Participating Exchanges are not consistent,
the clearing member must adhere to the most stringent require-

ment.

The CTO requires that the authorized share capital of HKFE be
not less that HKD25 million divided into shares and its issued
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capital be not less than HKD 3 million. The authorized capital
of HKFE is currently HKD70 million and its issued and paid-up
capital is HKD16.65 million. Shareholding is prerequisite to
obtaining membership in HKFE. HKFE has 4 categories of mem-
bership with minimum capital requirements ranging from
HKD500,000 to HKD25 million.

(b) Clearing organizations

The CEA and regulations thereunder impose no regulatory or
self-regulatory capital-based requirements on clearing organ-

jzations.

A clearing agency registered with the SEC is not subject to any
specific minimum capital-based requirements. It must, however,
demonstrate that it has the financial means to comply with
Section 17A of the 34 Act regarding the organization and
structure of a registered clearing agency.

In respect to clearing organisations, no specific financial
requirements are imposed. The FSA provides that a recognition
order may be made in respect of a clearing house where it
appears inter alia, that the clearing house has "financial
resources sufficient for the proper performance of its func-
tions" (FSA, s.39(4)(a)). A determination is made with respect
to the necessary quantum of financial resources in light of the
volume, value and volatility of the derivatives which are
cleared by the RCH. The assets or other items which make up
the financial resources of an RCH may take the form of capital
and reserves, insurance and shareholder guarantees.

SIB is the relevant recognising body of RCHs. For those
clearing houses which are overseas and not subject to direct
and primary oversight in the UK, the Secretary of State deter-
mines whether to confer recognition (i.e. ROCH status) but does
not undertake surveillance.

The French Futures Market Law of March 28, 1885 as amended
provides that the clearing house, which records each transac-
tion and guarantees the full performance thereof, has to be a
licensed credit firm. Therefore the clearing house is required
to comply with all regulations issued by the banking regula-
tions committee, e.g., capital requirements and good standing
requirements. There is no specific absolute capital require-
ment for clearing houses but the new general regulation estab-
lished by the CMT provides that all funds received by clearing
houses have to be employed in liquid and unrisky assets.
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There are at present no capital based qualification require-
ments on clearinghouses.

The rules of clearing corporations must be approved by the 0SC.
Such rules must include reasonable assurance that all clearing

member liabilities will be met and must include adequate record
keeping. The TFE's clearing organization is TCO.

Under the CTO, HKFE can use one or more clearing houses if
approved by the Commision. The Commission has approved HKFE's
use of HKFE Clearing Corporation Ltd. (HKCC), which is a
wholly-owned subsidiary of HKFE with an issued and paid-up
capital of HKD1 million. In addition to typical risk manage-
ment procedures, HKCC maintains a Reserve Fund of approximatiey
HKD200 million which is available to it if a member defaults.

(c) Clearing members

The CFTC has no requirements for clearing members as such.
Most clearing houses, however, require their members to main-
tain a minimum level of capital in order to ensure that clear-
ing members will be able to meet their obligations to the
clearing house and to their customers. Most clearing houses
also require their members to make substantial deposits to a
clearing house guaranty fund to cover any default made by that
member, and if necessary, to cover the default of another

member.

Pursuant to OCC rules approved by the SEC, OCC members must
generally maintain initial net capital equal to $1,000,000 for
a period of up to one year and:-thereafter must maintain minimum
net capital equal to at least $750,000. OCC clearing members
who carry options positions for other firms generally maintain

higher levels of net capital.

Before granting an applicant the status of "authorised person”,
a determination is made as to whether the applicant's financial
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resources are adequate to support the investment business which
that firm intends to undertake.

A “"clearing firm" carries and clears customer business of one
or more non-clearing firms, performs the settlement function

and is exposed to the legal liability and responsibilities of
relationships with customers and the market. The categories

and applicable nomenclature are currently the subject of

review.

In the UK, clearing firms are identified as “Category 4 firms"
in SIB's Rules (The Financial Services (Financial Resources)
Rules 1987, as amended Chapter 2, section 2). These firms must
maintain, at all times, liquid capital equal to or in excess of
a specified minimum; the amount is calculated by determining
the firm's investment position risk requirement (IPRR) and
adding to that amount the greatest of the following three

amounts:
- "absolute minimum" - £250,000 for a clearing firm;

- "expenditure based requirement" - a quarter of the last
year's defined annual audited expenses after deduction of
avoidable profit related expenses; or

- "volume of business requirement" - 3.5% of customers' initial
margin requirements.

The IPRR is designed to ensure that the firm has sufficient
capital to support its proprietary positions, that is to
provide for the economic risk of potentially adverse price or
interest rate movements. For most investment products, e.g.,
equities, bonds and swaps, the IPRR is derived by applying a
stated position risk factor (quoted in percent) to the value of
the positions held by the firm. In respect of futures and
options, the IPRR is based mainly on the initial margin re-
quirements of such futures and options positions.

Schedule 3 to the Financial Resources Rules sets forth the
adjustments and deductions, from a firm's gross capital
(broadly, share capital and reserves less intangibles plus
subordinated loansg, to determine the amount of its “liquid
capital". Schedule 3 requires deductions, for inter alia,
exchange memberships (paragraph 4), unmortgaged land and
buildings (paragraph 5§, partially secured unmargined options
(paragraph 11), undermargined customer accounts (paragraph
12(2)?. customer deficits (paragraph 12 (3)), prepayments
(paragraph 15), debtors from physical deliveries of commodities
(paragraph 17), and extensions of credit for futures and
options transactions (paragraph 18), long term deposits of cash
(paragraph 20) and most sundry debtors (paragraph 21).

The amount, therefore, of liquid capital which a firm should
have and which will be deemed to satisfy the "adequate finan-
cial resources" requirement is that amount which is the sum of
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the IPRR and the greatest of: the absolute minimum require-
ment, the expenditure base requirement, or the volume of
business requirement. The counterparty risk aspects of the
firm's activities are dealt with by deduction from liquid
assets or by addition to the IPRR (Schedule 5A, paragraph 12A).

Firms may obtain authorisation (and be subject thereby to
regulatory oversight) either direct from SIB or through mem-
bership of relevant self-regulating organisations (SROs).

On the MATIF, individual clearing members (ICM) are required by
the CMT to maintain a minimum net capital of 200 million French
Francs ("FF*). General Clearing members (GCM) are not only
“del credere® agents of their customers as ICM are, but also of
all customers of non-clearing members (NCM) who require that
contracts be recorded by such GCM in their own name rather than
in the name of the introducing NCM. These GCM are required to
maintain a minimum net capital of FF750 millions.

ICMs and (with MATIF S.A.'s approval) GCMs that do not satisfy
these minimum capital requirements may supplement their capital
by providing a bank guaranty in an amount at least equal to 20%
of the deficiency and covering exclusively obligations incurred
in connection with transactions on the MATIF, provided that
their net capital is at least equal to half of the minimum
amount required.

On OMF market, the clearing schedule is on a gross basis: All
deposits received by the clearing member from their clients are
immediately paid to the clearing house. Therefore the minimum
net capital the clearing member is required by the CMT to
maintain by the CMT regulation is less high: FF20 million

francs.

In Australia there are at present no capital based requirements
for clearing members other than solvency.

Clearing members and all other dealers engaged in trading
contracts in Ontario must belong to the TFE, which is a recog-
nized SRO as well as a registered exchange. The other recog-
nized SRO is the Investment Dealers Association (the “IDA%).
SROs perform day-to-day surveillance, investigation, audit
compliance and other oversight functions. Each dealer is
required to submit to the primary audit and compliance
jurisdiction of one of the SROs. If a dealer is subject to the
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primary audit and compliance jurisdiction of the IDA, it is
still subject to the market surveillance jurisdiction of the
TFE by virtue of the TFE's responsibilities as an exchange.
Therefore, firms are subject to the rules of the SROs to which
they belong, the rules of the exchanges to which they belong,
the rules of TCO, Ontario regulations and the policies of the
0SC. To be registered by the 0SC, all dealers must meet
certain capital, proficiency and organizational requirements.
The capital requirements are set out in the Joint Regulatory
Financial Questionnaire and Report (the "JRFQR") which is a
document prepared by various Canadian SROs and approved by the
0sC.

The HKCC has two types of clearing memberships: General
Clearing Memebers (GCM) and Clearing Members (CM). A GCM is
permitted to clear transactions for its own account and the
accounts of non-clearing HKFE members. A CM generally is
permitted to clear trades only for its own account. HKCC
imposes minimum capital requirements of HKD25 million for GCMs
and HKD2 million to HKD5 million for CMs. HKCC also bases
membership on the knowledge and financial integrity of the
individuals or principals behind the proposed clearing firm.

HKF members are also required to maintain a debt-to-equity
ratio of 2:1 or less and Adjusted Net Admissible Assets of no

less than the greater of:

-- 50 percent of the minimum level of the capital appli-
cable to that member, and

-- 4 percent of the amounts required to be segregated for
clients' accounts.

Finally, HKCC imposes position limits on members in relation to
their capital.

(d) Other financial intermediaries

CFTC rule 1.17 prescribes the minimum levels of “adjusted net
capital" which FCMs and IBs must maintain. Adjusted net
capital equals "net capital* (current assets minus liabilities)
minus various charges or adjustments such as undermargined
accounts of customers, charges for exchange options granted by
the FCM's customers, and uncovered futures positions and
exchange options granted in the house account of the FCM. In
addition, certain deductions known as “haircuts" must be made
from the value of securities and various other obligations
carried as assets of the FCM or IB.
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Pursuant to rule 1.17, the required minimum levels of adjusted
net capital are as follows:

- For FCMs which are not also securities B/Ds (even if they are
also introducing securities B/Ds, the greater of:

-- $50,000 (or $100,000 if not a member of a Designated
SRO (DSRO); or

-- 4% of customer funds required to be segregated (See
I1.A.5.(a) below) plus the foreign futures and options
secured amount (if transacting business on non-U.S. ex-
changes for U.S. customers (see II.A.5.(a) below) less the
market value of exchange-traded commodity options pur-
chased by the FCM's customers up to the amount of funds in
the customers' options accounts.

- For FCMs which are also B/Ds, the amount of net capital
required by SEC rule 15c3-1(a), 17 C.F.R. 240.15c3-1(a), unless
this is less than the amounts specified above, then the highest

amount.

- For IBs which are not operating pursuant to a guarantee
agreement with an FCM, the greater of:

-- $20,000 (or $40,000 if not a member of a DSRO) (IBs
which are also introducing securities B/Ds would be
included in this category?; or

-- If also a B/D, the amount of net capital required by
SEC Rule 15¢3-1(a), 17 C.F.R. 240.15c3-1(a).

- For an IB for which an FCM has assumed complete financial
responsibility for the IB's commodity-related activities under
a guarantee agreement which complies with rule 1.10(j):

--- If not also a B/D or an introducing securities B/D, no
capital requirement.

--- If also a B/D or an introducing securities B/D, the
amount of net capital required by SEC rule 15¢3-1(a), 17
C.F.R. 240.15c3-1(a).

- FCMs and IBs which are members of a DSRO are not subject to
the CFTC prescribed levels, if they meet the minimum financial
standards and related reporting requirements set by their DSRO.
(The DSRO's rules must have been previously approved by the
CFTC and may not be less stringent.) Rule 1.17(a) (2) (7).

Rule 1.52 requires each SRO to adopt, and submit

for CFTC approval, rules prescribing minimum financial and
related reporting requirements for all its FCM members. The
NFA is also obligated to adopt such rules for its IB members,
while exchanges are so obligated only if they elect to have a
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category of membership for IBs. The financial and related
requirements adopted by the SROs must be equal to, or more
stringent than, the CFTC's minimum levels. An FCM which is not
in compliance with rule 1.17, or unable to demonstrate compli-
ance, is required to transfer all customer accounts to another
firm and immediately cease doing business as an FCM until it
can demonstrate compliance, except that it may trade for
liquidation only unless otherwise directed by the CFTC or its
DSRO. A 10-day grace period for the transfer requirement may
be provided under certain conditions. Rule 1.17?a)(4).

The CFTC has approved a National Futures Association rule
effective January, 1991 that would require a higher capital
amount ($250,000) and early warning amount ($375,000) for its
FCM members. A1l FCMs must be members of NFA (see CFTC rule
170.15 and NFA Bylaw 1101).

An IB which is not in compliance with rule 1.17, or unable to
demonstrate compliance, is required to immediately cease doing
business as an IB until it can demonstrate compliance and must
immediately notify each of its customers and FCMs carrying its
customers' accounts that it has ceased business. A 10-day
grace period may be provided under certain conditions.

CFTC rule 1.12 establishes an "early warning system" under
which firms are required to notify the CFTC of certain adverse
changes in the firm's financial condition so that remedial
action may be taken to protect customers and the marketplace

from potential injury.

The SEC requires registered B/Ds to have and maintain specified
amounts of net capital. Net capital is a defined term. It is,
in essence, the net worth of a B/D reduced by prescribed per-
centages of the market value. of securities owned by the B/D and
by other assets not readily convertible into cash.

There are two methods for determining the amount of net capital
a B/D is required to have and maintain. One is a liability
based test, and the other is an asset based test. If a B/D
elects the basic aggregate indebtedness method of computing net
capital, it currently is required to maintain a minimum net
capital of $25,000 (if it engages in a general securities
business) and may not allow its “aggregate indebtedness" to
exceed 1500% of its net capital. A B/D electing to use the
alternative method of computing its net capital requirement
currently must maintain net capital equal to the greater of
$100,000 or two percent of its customer related receivables
computed in accordance with Exhibit A to Rule 15¢3-3. The net
capital rule also prescribes special capital requirements as to
market markers in options listed on a national securities

exchange.
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Authorised persons which are non-clearing firms (i.e., firms
which do not carry or clear customer accounts but which have
entered into arrangements with a clearing firm for that pur-
pose), for example, introducing brokers, are subject to capi-
tal-based requirements which are calculated in the same way as
that for clearing members (see item II1.A.1.(c) above). The
“absolute minimum", however, is £5000 instead of £250,000 and
the “expenditure based requirement" is one-twelfth of the last
year's defined annual audited expenses.

With respect to those ordinary firms which are neither clearing
nor non-clearing firms, the calculation is the same as for
clearing members, except the “"absolute minimum" is £10,000.

The non clearing members of the French MATIF and OMF are
required to maintain a minimum net capital of FF7,5 millions.
On the commodities futures markets, brokers are required to
maintain a minimum net capital of FF 7,5 million. Commodities
brokers which do not satisfy that minimum capital requirement
may supplement their capital by providing a bank guaranty in an
amount at least equal to their deficiency and covering exclu-
sively obligations incurred in connection with commodities
futures trading activities.

On the MONEP, market-makers which are counterparty firms
controlled by brokerage firms have to have a minimum capital of
FF7,5 millions. When they are brokerage firms themselves, they
have to affect FF3 millions of their own funds for two options
classes, FF1,5 million for each new option class on stocks and
FF3 millions for the CAC40 index option.

Regulatory capital-based qualifications for financial interme-
diaries exist for Commission Dealing Companies, Trust Compa-
nies, and Mutual Funds. The regulatory regime imposes liquid-
ity and capital requirements which are based on position and
credit risk.

In Japan capital based qualifications are imposed on securities
companies by the Securities and Exchange Laws and the Finance
Minister. Beginning in the Spring of 1990 new capital regula-
tions will be enforced, and all securities companies able to
take positions on their own accounts must meet the risk-based

capital adequacy requirement.

1. Minimum capital requirement
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Minimum levels of capitalization are required for securities
companies according to the types of licenses they are granted
and kinds of services they provide.

Examples:

The minimum level of capital for a securities company licensed
to underwrite securities:

Managing underwriter Yen 3 billion
Other underwriters Yen 300 million

Member companies of Tokyo
or Osaka Stock Exchange Yen 300 million

2. Ratio of total liabilities to net worth: less than 10
times.

3. Prudence rules

The Law and Ministerial Ordinances impose certain position
limits on classes of securities and assets that a securities

company holds.
4, New risk-based capital requirement

The objective of risk management is to ensure that, through
management of its liquid assets, a firm maintains sufficient
net worth to meet the obligations which would accompany any
losses, without having to suspend any operations or sell of f
any fixed assets.

The basic capital requirement is as follows:
(Net worth ----- illiquid assets/fixed assets) >

(market risk requirement+counterparty risk requirement + basic
risk requirement)

The Minister of Finance may order a firm which fails to meet
the capital-based qualification to change the method of its
business operations, suspend its business or take such other
measures as the Minister deems necessary for supervision.

The Securities and Exchange Law requires firms to report
monthly on their capital situation.

Firms which dc not trade for their own accounts will not be
required to satisfy the risk based capital adequacy require-
ments.
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In Australia the Sydney Futures Exchange "SFE" (a co-regulatory
organisation) provides under its Articles of Association
[4.6(4)] that a Full Associate Member must ensure that its net
tangible assets are not less than $A50,000, and in the case of
an Introducing Broker Associate Member not less than $A20,000.
Local Members must ensure [Art. 4A.7A(4)] that the value of its
net tangible are not less than $A50,000.

The AFFM (a co-regulatory organisation) under regulation 101.5
requires that a Futures Organisation shall at the time of
entering into an Approved Subordinated Loan Deed be required to
have, in the case of a Member Organisation, a minimum paid up
capital of $A250,000 and in the case of a Futures Organization
which is constituted as a partnership of Futures Members who
are natural persons capital of $A250,000 or where there is less
than five partners $A250,000 per partner.

The JRFQR sets out the minimum capital requirements for
dealers. Statement B at Part I of the JRFQR provides a liquid
capital calculation by which total liabilities and net losses
from future purchase and sales commitments are deducted from
total active assets. Haircuts are then applied to liquid
capital to arrive at net free capital. Minimum net free
capital is than calculated by way of a formula contained in the
JFQR at Statement D of Part I.

Non-exchange member-dealers as members of overseas exchanges
are subject to financial requirements of exchanges to which
they acquire memberships. They are not currently subject to
any capital requirements under Hong Kong law, but the Commis-
sion is considering introducing financial requirements for
commodity dealers.

Clearing facilities

(a) Organizational requirements

Each commodity futures exchange in the United States is affil-
jated with a clearing house and requires that futures contracts
made on the exchange be submitted to that clearing house for
clearance. See, e.g., CBT Rule 700.00. At the CME, Minneapo-
lis Grain Exchange (MGE) and NYMEX, the clearing houses are
departments within the exchange. At the other exchanges, the
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clearing houses are separate corporations. Compare CME Rule
800 and NYMEX Bylaw Sec. 600 with CBT Rule 911.00. On certain
exchanges, however, trade matching is performed at the exchange
rather than at the clearinghouse.

Under the SEC regulatory scheme, brokers, dealers and market
makers clear and settle standardized options traded on securi-
ties exchanges or quoted on North American Securities Dealers
Automated Quotation System facilities through the 0CC. 0CC is
jointly owned by the New York Stock Exchange, the American
Stock Exchange, the Chicago Board Option Exchange, the National
Association of Securities Dealers, the Pacific Stock Exchange
and the Philadelphia Stock Exchange. OCC is registered with
the SEC as a clearing agency under Section 17A of the Act.
Section 17A sets forth certain requirements for a clearing
agency, including requirements that the clearing agency rules
assure the fair representation of its participants and share-
holders in the selection of its directors and administration of
its affairs and provide a fair procedure with respect to the
disciplining of participants, the denial of participation to
any person seeking participation and the prohibition or limita-
tion by the clearing agency of any person with respect to
access of services offered by the clearing agency. OCC has
rules and procedures in place to assure fair representation and

due process.

The FSA provides that any body corporate or unincorporated
association may apply to the Secretary of State for an order
declaring it to be a recognised clearing house for the purposes
of the FSA (FSA, s.39). The authority to recognise domestic
clearing houses has been delegated to SIB.

A RCH, once it has acquired that status, is an exempted person
in respect of any activities undertaken by it in its capacity

as a person providing clearing services for the transaction of
investment business (FSA, s.38).

The Secretary of State has reserved the power to recognise
overseas clearing houses (ROCHs), that is, those which have
their head offices overseas (FSA, s.40).

Paragraph 4 of Schedule 4, in relation to the requirements
imposed on recognised investment exchanges, stipulates that
“[an] exchange must either have its own arrangements for
ensuring performance of transactions effected on the exchange
or ensure their performance by means of services provided under
clearing arrangements made by it with a recognised clearing
house". In practice, the arrangements of existing RIEs vary:
the majority, however, have chosen to have clearing services
provided by a separate corporate entity (e.g., International
Commodities Clearing House Limited, "ICCH") rather than to
integrate clearing arrangements within the exchange itself (an
example of the latter is OM London Ltd).
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Trade matching is, in respect of most exchanges, performed at
the relevant exchange.

The OMF and MATIF SA are independent entities which are both
exchanges and clearing houses.

As a result of the series of changes from the original legis-
lative scheme, the main features of the Italian settlement
system are now as follows: The clearing house (called "Stanza
di compensazione") is run by the Bank of Italy through its
branches located at the six leading stock exchanges. Partici-
pation in the clearing system is open to Stockbrokers, Domestic
banks and Commission Dealers companies as defined above.

The clearing system does not function as an intermediary so
that the risk of any one member's default is shared by all
members. According to the Italian law the Stanza di
compensazione function is to ensure the payment versus delivery
and the multilateral netting of transactions. There is no
obligation for the participants to the clearing system to
settle transactions through the Stanza di compensazione.

Securities can be traded for cash or forward settlement de-
pending on their nature: Shares are usually traded forward for
settlement at the end of each month, bonds and state issues are
usually traded cash for settlement on the third working day
after the trade.

Securities can be deposited with two Central depositories:
- shares and corporate bond, with the Nomte Titoli system;

- State securities with the Bank of Italy system called
Gestione centralizzata (Centralized management).

Both depository systems are linked to the clearing system and

cover net positions of securities to be delivered or received
by each participant at the end of the clearing phase.

No independent clearing houses exist in Japan. Stock exchang-
es, however, have clearing capabilities.

Australia has no specific organizational requirements for
clearing facilities at the present time.
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AFFM is a wholly-owned subsidiary of the Australian Stock
Exchange (ASX). AFFM clearing is performed under contract by
International Commodities Clearing Pty Ltd. (ICCH).

The Sydney Futures Exchange (SFE) uses ICCH for the clearing
and guaranteeing of its contracts. The relationship between
ICCH as the SFE's appointed Clearing House and the SFE is
governed by an agreement between the SFE and ICCH under which
ICCH is appointed to clear the SFE's contracts. The SFE is
currently developing in conjunction with its Members a proposal
for its own Clearing House, controlled and owned by the SFE and

its members.

There ‘are no set organizational requirements for clearing
corporations.

The rules of clearing corporations must be approved by the 0SC.

Such rules must include reasonable assurances that all clearing

member liabilities will be met and must include adequate
record-keeping.

Clearing Members - TCO

Qualifications. - Clearing membership is restricted to members
of the Participating Exchanges, members of the International
Options Market (MIO? division of the ME and Members of the
Toronto Futures Exchange (TFE). Every applicant to become a
clearing member must meet such standards as may be adopted from
time to time by the Board of TCO, including the following:

- the applicant must meet the initial clearing member capital
requirements then in effect, the applicant must be engaged, or
propose to engage, in the clearance of options or futures which
are the subject of exchange transactions through the facilities

of TCO, and

- the applicant shall maintain facilities and personnel
adequate, in the judgment of the Board of TCO, for the expedi-
tious and orderly transactions of business with TCO and other

clearing members.

Conditions of admission. - No applicant shall be admitted as a
clearing member until it has deposited with TCO its initial
deposit with the relevant clearing fund in the amount and at
the time required by the Rules and has signed and delivered to
TCO an agreement in such form as the Board of TCO shall re-

quire, including agreements:
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- to clearing through TCO, either directly or indirectly, all
of its Exchange Transactions and all other transactions which
the By-laws or the Rules may require to be cleared through TCO;

- to abide by all provisions of the By-laws and the Rules of
TCO;

- that the By-laws and the Rules shall be a part of the terms
and conditions of every Exchange Transaction or other contract
or transaction which the applicant, while a clearing member,
may make or have with the TCO, or with other clearing members
in respect of options or futures, or which may be cleared or
required to be cleared through TCO;

- to grant TCO all liens, rights and remedies set forth in the
By-laws and the Rules;

- to pay to TCO all fees and other compensation provided by or
pursuant to the By-laws and the Rules for clearance and for all
other services rendered by TCO to the applicant while a clear-

ing member;

- to pay such fines as may be imposed on it in accordance with
the By-laws and the Rules;

- to permit inspection of its books and records at all times
by the representatives of TCO;

- to make such payments to or in respect of the Clearing Funds
as may be required from time to time;

- to fulfill such conditions regrading withdrawal from mem-
bership as may be imposed by TCO; and

to comply with the provisions of all laws applicable to TCO or
the applicant.

Clearing Members C.D.S.

The Canadian Depository for Securities Limited (C.D.S.) is an
inter-industry organization supported by the Toronto and
Montreal Stock Exchanges, the Investment Dealer's Association
of Canada. The Canadian Banker's Association and the major

Trust Companies.

- Categories of applicants. An Applicant to become a partic-
ipant shall be an entity belonging to one of the following
categories:

-- The applicant shall be a “Regulated Financial Insti-
tution: which term shall mean a broker or dealer trading
in securities, a bank or savings bank, a trust company or
corporation, a loan company or corporation, an insurance
company or corporation, or a securities clearing
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corporation or depository, incorporated, established or
formed pursuant to the laws of Canada or of any province
- or territory thereof;

-- The applicant shall be a “Government Body: which term
shall mean the Government of Canada or the Government of
any province or territory thereof of any municipal body
therein, or any agency thereof;

-- The applicant shall be a “Canadian Investment Insti-
tution® which term shall mean any entity trading in
securities which is incorporated or formed under the laws
of Canada or of any province or territory thereof and
which is not a Regular Financial Institution or a Govern-
ment Body, and such term shall include, without limiting
the generality thereof, a credit union, savings and credit
union, credit union central, mutual fund, pension fund,
trust fund, pooled fund, unit trusts, investment trust or
investment counsellor; or

-- The applicant shall be a "foreign Institution" which
term shall mean any entity of the type described in
subclauses (1), (2{ or (3{ which is incorporated, estab-
lished or formed under the laws of a jurisdiction situate

- outside Canada.

Qualifications of applicants

- An applicant which is a Regulated Financial Institution must
satisfy the following qualifications:

-- the applicant must be in good standing under the laws
pursuant to which such applicant is incorporated, estab-
lished or formed;

-- the applicant must be duly registered with or licensed
by and in good standing with each regulatory body having
jurisdiction over the applicant; and

-- the applicant and each of its partners, directors and
officers must be in compliance with all applicable regu-
lations, rules, orders or directors of each Regulatory
Body having jurisdiction over the applicant, including
without limitation, such minimum capital requirements and
financial stability standards as are applicable to the
applicant.

- An applicant which is a Government Body must own, manage,
control or have custody of a portfolio of Securities with a
minimum fair market value (as determined to the satisfaction of

‘the C.D.S. of such amount as the Board of Directors may from
time to time determine.
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- An applicant which is a Canadian Investment Institution must
satisfy the following qualifications:

-- the applicant must own, manage, control or have
custody of a portfolio of Securities with a minimum fair
market value (as determined to the satisfaction of c.D.S.)
of such amount as the Board of Directors may from time to

time determine; and

-- the applicant shall either have a minimum capital of
$1,000,000 or provide C.D.S. with a guarantee or irrevo-
cable letter of credit of its obligations to C.D.S., in
form, substance and amount satisfactory to c.D.S., from a
Regulated Financial Institution which is a Participant.

- An applicant which is a Foreign Institution must satisfy the
following qualifications:

-- the applicant must own, manages control, or have
custody of a portfolio of Securities of Canadian issuers
with a minimum fair market value (as determined to the
satisfaction of C.D.S.) of such amount as the Board of
Directors may from time to time determine;

-- the applicant shall either have a minimum capital
equivalent to $1,000,000 or provide other evidence satis-
factory to C.D.S. of its financial stability;

-- the applicant shall provide C.D.S. with a guarantee or
irrevocable letter of credit of its obligations to C.D.S.,
in form, substance and amount satisfactory to €S,

form a Regulated Financial Institution which is a Partic-

ipant; and

-- the applicant shall satisfy such other requirements as
C.D.S. in its sole discretion deems appropriate for the
protection of C.D.S. and other participants.

Clearing members (10CC)

An 10CC clearing members must be firm with a minimum net worth
and working capital of $500,000 which must be maintained at all
times. The initial minimum contribution to the IOCC Clearing
Fund is US $25,000 of which $10,000 must be in cash. The rest
can consist of approved Canadian, Provincial or U.S. government

securities.

There are no specific organizational or operational require-
ments for futures clearing facilities. The clearing organiza-
tion, however, must obtain Commission approval of its rules and

any rule changes.
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(b) Operational requirements

Under CFTC rules clearing houses accept contracts for clearance
only for the accounts of their members. Each clearing member

that handles customer business has at least two accounts at the
clearing house -- a customer account and a proprietary account.

During each trading day the clearing house compares the reports
of trades submitted to it and matches them against each other.
If any reported trade does not match, the clearing house will
not accept the trade for clearance. 3ee, ., BTCC Bylaw 506;
CME Rule 809; Comex Clearing Rule 32(b)(c)%?§.

At the end of each trading day, the clearing house prepares
reports to its members listing the trades submitted by or for
them which have matched and cleared, and those which have not
matched and therefore have been rejected. See BTCC Bylaws 506,

507; CME Rules 809(E), (I); Comex Clearing Rule 32(d). Each

clearing member must attempt to resolve its outtrades and
resubmit them for clearance. See e.g., CME Rules 809(E), (I).

With respect to the securities industry in the U.S., as a
registered clearing agency, OCC is subject to certain require-
ments under Section 17A of the 34 Act, including safeguarding
funds and securities and facilitating the prompt and accurate
clearance and settlement of securities transactions. Under
Section 19(b) of the 34 Act, OCC is required to file with the
SEC for approval any proposed rule or procedural change,
including the addition or deletion of services provided by OCC.
In addition, the Division of Market Regulation has published
guidelines to assist clearing agencies such as OCC to comply
with Section 17A of the 34 Act. Those guidelines require 0CC
to conduct both internal and external audits and perform
periodic risk assessments of its operations and its automatic
data processing systems and facilities. Also, the SEC recently
announced its Automation Review Policy, a voluntary program
designed to assure that SROs such as OCC have the capacity to
accommodate current and reasonably anticipated future trading
volume levels adequately and to respond to localized emergency
conditions. The Policy states that each SRO should: (1)
establish current and future capacity estimates for their
systems; (2) conduct stress tests of their automated systems;
and (3) have an independent reviewer critique the capacity and
integrity of its automated systems.

Section 39 of the FSA provides for the granting of recognition
to a domestic clearing house if it appears, from the informa-
tion provided by the applicant, that the clearing house
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satisfie;)the requirements set out in that section (see item
I1.A.1.(c)).

The relevant recognising body for RCHs is SIB which undertakes
the monitoring of the ongoing fulfilment of relevant FSA
requirements.

In the UK, all trades must be matched on the day of the trade.
The obligation to ensure that trades are matched falls to the
members of the exchange who, ultimately, will be compelled to
rationalise trades undertaken by them on or under the rules of
the exchange. The relevant clearing house will only accept
matched trades. The matching of trades occurs on an intra-day
basis and matched and unmatched trades are reported back to
clearing members on a continuous basis without delay during the

day.

See 11.A.2.(c) below.

I1.A.2.(a) above.

(7
0d
(]

In Japan, since the stock exchanges have clearing capabilities,
specific operational requirements are set in the stock exchange

rules.

In Australia, prior to approval as a Clearing House, a body
corporate must satisfy the Ministerial Council that:

- the business rules of the body corporate are satisfactory, in
particular such of those business rules which relate to the
registration of futures contracts made on a futures market of

‘the futures exchange;

- the business rules of the body corporate make satisfactory
provision for the expulsion, suspension or disciplining of
members for a contravention of the business rules of the body
corporate or for a contravention of the FIC; and

- that the interests of the public will be served by granting
the application.

Further, the Ministerial Council may have regard to any busi-
ness rules of the applicant that relate to the guaranteeing, to
members of the applicant, of the performance of futures con-
tracts made on a futures market on a futures exchange.
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CFTC

See 11.A.2.(a) above.

See I1.A.2.(a) above.

(c) Scope, nature and timing of clearing guarantees

In the U.S., with regard to commodities transactions, the
clearing house of an exchange guarantees the payment of varia-
tion margin to clearing members with net gains on positions in
their accounts at the clearing house even if it is unable to
collect the variation margin owed to it by clearing members
with net losses on their positions. A clearing house, however,
does not guarantee the obligations of clearing members to their
customers, nor does it guarantee any obligations of brokers or
traders who are not clearing members. At all U.S. futures
clearing houses the clearing guarantee attaches when the trade
matches and is accepted for clearance.

Most clearing houses do not guarantee delivery or acceptance of
delivery on futures contracts that have reached the delivery
stage, although some clearing houses do guarantee to their
members payment of damages for default on deliveries. See,
gég., CME Rules 714, 715, 803; Comex Clearing Bylaw 8.1; NYMEX
Rules 9.08.

The rules of most clearing houses provide that upon default of
a clearing member, the clearing house must close out or trans-
fer to other members all of the positions carried by the
defaulting member. See, e.g., BTCC Bylaw 804, positions are
immediately liquidated if they cannot be transferred.

If a member defaults and his margin deposits and available
liquid assets are insufficient to cover the amounts owing to
the clearing house, the deficit is covered first by available
assets of the clearing member at the exchange and clearing
house and then by the guaranty fund deposits of non-defaulting
members. If there is still a deficiency, most clearing houses
are then required by their rules to assess their members to
cover the balance. See e.g., CME Rule 802(B); Comex Clearing
Bylaw 9.4.

With respect to securities transactions in the U.S., 0OCC
becomes a guarantor of a transaction upon payment of the
premium by the OCC clearing member. OCC receives trade data
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from options markets and settles premium payments between
selling and purchasing clearing members on the business day
after trade date in immediately available funds. Upon payment
of the premium, OCC “accepts" the trade and becomes guarantor
on the transaction, meaning that it becomes the buyer to every
seller and the seller to every buyer, guaranteeing payment and
delivery to all.

The guarantee that OCC gives on each trade only extends to occ
clearing members and not to clearing member customers or
non-member brokers or market makers. Normally, on the morning
after trade date OCC receives payment in immediately available
funds (i.e., Fed funds) from members with net debit balances
and then pays clearing members with net credit balances in
immediately available funds. Under its rules, OCC is required
to pay its members whether or not it has received sufficient
funds from members that owe funds. If OCC does not receive
sufficient funds (i.e., because a member is late in making
payment), it will use margin previously collected from the
non-paying member to complete payment. If this is not enough
to complete payment, then OCC may draw upon the clearing fund
to complete payment. The clearing fund consists of cash,
securities and letters of credit deposited by members to
provide OCC with a source of funds upon which it may draw in
the event of a member default or insolvency.

RIEs are required, pursuant to Schedule 4 of the FSA, to have
either their own arrangements or to have secured those of an
RCH for ensuring the performance of transactions effected on

the exchange.

In the UK, there are no specific requirements regarding the
scope, nature and timing of clearing guarantees in the FSA.

The arrangements are the subject of review prior to the con-
ferral of the status of RCH; currently, the arrangements are in
the form of capital and reserves, insurance and shareholder
guarantees. The clearing house guarantees the payment of net
gains on clearing members' positions even if it is unable to
collect all net losses owed to it by other clearing members on
their positions.

A clearing house does not guarantee obligations of clearing
members nor does it guarantee any obligations of other
non-clearing exchange members.

Where a clearing member of an exchange defaults, the clearing
house has powers to immediately close out or transfer that
member's positions. (See item II1.A.6).

The clearing house may use any margin held to cover the amounts
owing to it by a defaulting member. Margin may be in any form
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which is acceptable to the exchange/clearing house as “approved
collateral” pursuant to the applicable rules.

In France, the MATIF clearing members maintain with MATIF SA a
permanent clearing guarantee. The amount of this guarantee is
independent from the margin requirements. It is paid in the
form of a cash deposit and cannot produce any interest revenue.
In the case of bankruptcy of the MATIF member the permanent
guarantee has to be paid back but it can be sized in proportion
of the member debts towards MATIF SA. The amount of the perma-
nent clearing guarantee is FF 500,000. It is increased by FF
250,000 with respect to each GCM and FF 100,000 with respect to
each local which the clearing member has designated.

See I11.A.2.(a) above.

In Japan clearing is guaranteed by the default compensation
reserve which is supported by the members' unlimited responsi-
bility to replenish the reserve. In the case of the Tokyo
Stock Exchange, the default compensation reserve is 10 billion

yen.

The reserve is a fund reserved in the stock exchanges. It is
allowed to draw on this reserve only when it is necessary to
cover losses not secured by margins, etc.

The scope, nature and timing of the clearing guarantee is not
presently regulated in Australia.

Subject to its regulations, ICCH guarantees all contracts
traded on the floor of the Exchange and registered by the
Clearing House. The ICCH guarantee attaches only to registered
contracts held in the name of its Clearing Members. Further,
the guarantee will only operate after performance of the Member
of all terms and conditions as set out in ICCH's General
Regulations, particularly the payment of initial margin and
variation margins.

With respect to specific points raised - the Clearing House
does not guarantee the obligations of Clearing Members to their
customers.

The Clearing House does not guarantee the obligations of
brokers or traders who are not Clearing Members. A1l Floor
Members are required to be Clearing Members. All local Members
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must register all trades with a Floor Member which must guaran-
tee its trade. :

The Clearing House will close out the positions of a defaulting
Member in accordance with its regulations generally through the
market. The Exchange in conjunction with the Clearing House
will if possible seek to have non defaulting client's positions
transferred to another Member.

The Clearing House will use any original deposits and margins
or security lodged with it in respect of futures trading by the
defaulting member to meet obligations by the defaulting member.
There is no access to the funds of other members and any
deficit must be met from the funds of the Clearing House,
either by way of capital or insurance.

At TCO the clearing guarantee becomes operative on settlement
of trades at 8:00 a.m. the day after the trade. Upon default
of a clearing member, TCO would close out or transfer to other
members all of the positions carried by the defaulting member.
If a member defaults and its margin deposits and available
liquid assets are insufficient to cover the amounts owing to
TCO, the deficit is covered first by available assets of the
exchange and clearing house and then by the guaranty fund
deposits of non-defaulting members.

The HSI and HIBOR contracts are traded via open outcry. In the
open outcry system the seller completes a trading slip that
includes the selling and buying clearing members, the number of
contracts, the month and the price. The trading slip is then
signed by the selling and buying brokers. A copy of the
trading slip is provided to the HKFE and the HKCC. HKCC
personnel on the HKFE floor then key the trade information into
the clearing computer system.

After all trades are entered into the clearance system, the
HKCC then provides each clearing member with a Daily Trade
Summary (DTS). Each clearing member is then required to review
the DTS and the trades he has made that day for accuracy and
allocation to the appropriate accounts. Members must verify
their trades after which the HKCC issues a registration state-
ment to each member. Contracts are formally registered at the
time the registration statement is issued and HKCC becomes
counterparty to each trade at that time. :

HKCC is obliged to meet its liabilities as counterparty out of:

-- margins deposited by HKCC members;
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-- a Reserve Fund comprising deposits from HKCC members,
insurance and bank guarantees; and

-- recoveries from defaulting members.

Although HKCC can call for additional deposits from members, it
is not required to do so and its liability is limited to the
above amounts.

(d) Relationship of clearing to payments system

CFTC

With respect to commodities transactions in the U.S., clearing
houses route margin deposits of clearing members through banks
which they choose as settlement banks. These banks make
payments to members under the terms and conditions set forth in
the clearing house's settlement instructions. All variation
payments to clearing houses must be made in same day funds such
as Fed wire transfers.

(2]
m
(g}

With respect to securities, OCC and its clearing members settle
outstanding funds settlement obligations on a daily basis
through the use of clearing banks. Clearing members are
required to maintain an account at one of several clearing
banks at which OCC maintains an account. Each day OCC combines
all premium, margin and settlement obligations to arrive at a
net money settlement amount for each account of each clearing
member. The next morning OCC collects or pays out the net
money settlement amount from or to each clearing member through
the appropriate clearing bank. OCC has proposed to change from
its current account-by-account netting and collection proce-
dures to a member-by-member netting and collection process.

Under 0CC's proposed member-by-member netting and collection
system, cash settlement obligations of each of a clearing
member's accounts would be netted into one pay or collect
amount which the clearing member would pay or receive on the
morning after trade date.

Under the UK exchange and clearing house rules, the positions
of each clearing member are reviewed on a daily or intra-day
basis to determine the amount of margin (initial and variation)
which is to be called from the firm in relation to both its
proprietary accounts and its customer accounts. The clearing
house will determine the level of required margin and will
either demand payment from the clearing member or proceed with
a direct debit pursuant to a pre-existing agreement between the
parties and relevant banks. There are no regulatory restric-
tions regarding the form of variation margin paid by clearing
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members to the clearing house. Exchange/clearing house rules
will permit the payment of variation margin in the form of cash
or approved collateral. The latter will depend on relevant
exchange/clearing house rules and it may include forms of
security, guarantee or indemnity.

In France, the clearing house routes margins and deposits of
clearing members through clearing members. Each day, margin
and deposit payments have to be realised through Banque de
France wire transfers.

See II.A.2.(a) above.

On the Japanese exchanges payment is executed through stock
exchange accounts, although it is not strictly a system of
payment against delivery.

In Japan, almost all futures and options are matched by com-
puters. Unmatched trades caused by operating mistakes are
corrected through procedures set by stock exchanges.

Stock exchange accounts are bank accounts of stock exchanges.
A1l payments between stock exchange members must be done
through the accounts.

In Australia a Marked-to-Market Payment System is in effect at
the SFE. Payments are made daily. There is no formal rela-
tionship with banks except in relation to the Australian dollar

contract.

Payment to the Clearing House must be by way of cheque except
where electronic transfer arrangements have been made (Austra-
lian dollar contracts only). Payment for variation margin must
be by way of cash; bank guarantees can be accepted for original

margins.

An electronic banking network is utilized by TCO and its
clearing members to enable new and variation margin to be met
by 8:00 a.m. the next day. Intra-day margin calls-are met by
cheque or T-Bill within 60 minutes.
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HKCC members authorize their clearing banks to accept direct
debit instructions from HKCC. At 8:30 a.m. HKCC informs each
member's bank of the member's net money settlement figures.

The banks are to confirm payment to the HKCC by 9:30 a.m. The
HKgC may also call for intra-day margin payments through direct
debits.

HKCC calculates the level of original margin deposits in
respect of each contract based on a number of factors,
including historical price volatility, relative net and gross
open interest and distribution among members, and the value of
margin relative to the size of the futures contracts.

Margin and credit extension requirements

(a) Levels, limits and methodology for calculating.

Absent an emergency, margin levels for futures contracts will
be set by the U.S. exchanges without CFTC review. See §§5a(12)
and 8a(9) of the CEA. With respect to options, the general
practice, is that although the CFTC reviews the methodology for
calculation of option margin, the actual margin levels are set

by the U.S. exchanges.

Clearing houses generally use one of two methods for calculat-
ing original margin. The first method is to multiply the
number of positions or contracts by a specific margin amount
per contract. The second method is to use a portfolio-based
simulation model, such as that of the CME (and adopted by the
NYMEX and the Coffee, Sugar and Cocoa Exchange, Inc.) which
combines all related positions into a portfolio. Price,
volatility and other risk factors are simulated to determine
their impact on profits and losses in the portfolio. The
clearing house establishes parameters to collect original
margins based on the simulated losses of portfolios under
various scenarios. They are usually set to cover approximately
95% of potential one-day moves.

Clearing organizations collect “original” and “"variation"
margin from their members. In general, minimum original margin
levels which a clearing member must deposit to carry a position
at the clearing house are subject to change at any time. See
BTCC Bylaw 604; CME Rule 815; Comex Clearing Rule 32(d),(i).
The amount required to carry a position in a particular con-
tract is based on the perceived risk associated with that
contract and is the same for long and short positions.

FCMs collect "initial" margin from their customers. The

initial margin is the exchange set minimum margin requirement
for the contract. Generally different minimum initial margin
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requirements are established for hedge and speculative posi-
tions. FCMs are free to impose higher customer margin re-
quirements and, subject to exchange minimum requirements, may
vary margin. When losses in a customer's account reduce margin
below maintenance margin levels set by the FCM, the FCM will
issue a "margin call" to the customer requiring the customer to
deposit funds sufficient to restore margin on deposit with the
FCM to 100% of the initial margin requirement. Capital charges
are not required to be taken for margin deficiencies for 3
days; customer deficits, however, must be covered by the FCM
the same day for segregation compliance.

The CME, CBT, BTCC, NYMEX, COMEX, COMEX Clearing, CSC Clearing
and the KCBT use the SPAN margining system, which margins
futures and option positions on a portfolio basis measuring the
aggregate risk of the combined positions.

Options differ from futures in that long positions are not
margined. Premiums must be paid in full. Short positions may
be margined and are marked-to-market on a daily basis. Varia-
tion payments are not passed through to holders of long posi-
tions, however, who must exercise or offset their positions to

realize any profits.

As with commodity futures and option transactions, with respect
to securities transactions in the U.S. there are different
margin requirements for customers and clearing members. With
respect to customers, the Federal Reserve Board (FRB), pursuant
to Regulation T (17 CFR §§220.1 - 220.18) has delegated the
authority to establish and enforce margin standards for options
to the options SROs, subject to SEC approval. Pursuant to the
authority delegated to them by the FRB, the options SROs have
adopted a uniform margin system applicable to index options.

Purchasers of index options must provide initial margin equal
to 100% of the option's current market value (premium). The
options SROs calculate margin requirements for each short put
or call using a formula that requires initial and maintenance
margin for short options positions equal to 100% of the op-
tion's premium plus a fixed percentage of the underlying
product's value. The options SROs' rules provide for margin
level reductions for out-of-the-money options. B/Ds may
require higher margin payments than established by the options

SROs.

Currently, the applicable initial margin for broad-based stock
index options is 100% of the option's premium plus 15% of the
underlying aggregate index value, minus the amount by which the
option is out-of-the-money, with a minimum requirement of
premium plus 10% of the underlying aggregate index value. The
minimum amount of margin which must be maintained in margin
accounts of customers having positions in index options is 25%
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of the market value of all long positions and 130% of the value
of all short positions held in the customer's account.

With respect to clearing members, OCC requires margin on all
uncovered short positions and uncovered assigned positions
carried in OCC accounts. OCC currently maintains two separate
margin systems, one for equity options and another for non-eq-
uity options (NEOs). The methodologies are similar in that
both require margin equal to the current market price of a
short option plus a cushion to protect from the risk of a
change in the current market price. Both also provide. for
offset of unsegregated long and short options within the same
series. The equity margin system uses percentages of the daily
mark-to-the-market to determine margin requirements. The NEO
margin system uses options price theory to project the cost of
liquidating a member's portfolio of positions in the event of
an assumed “worst-case" change in the price of the underlying
asset or index. OCC expects in the near future to change the
equity margin system to be similar to the NEO margin system.

OCC can also issue intra-day margin calls for additional margin
deposits. An intra-day margin call is made to protect OCC
against extreme intra-day market volatility.

The UK regulatory authorities do not play a direct role in the
determination of margin requirements. Initial margin levels
are established by the clearing house in cooperation with the
relevant exchange. The levels are determined with a view to
the relative risk and volatility of the product. Appropriate
margin limits are based on historical volatility studies and
are designed to capture a single day's movement, based on
probability analysis. The rules of the clearing house and the
relevant exchange provide for the power to increase margin
requirements either for specific derivative products or in
respect of certain identified market participants. Margin
requirements do not vary depending on the nature of the trans-
action, i.e., speculative or hedge transactions.

The clearing house will either notify the firm or arrange a
direct debit to cover outstanding margin requirements. This
will be done on a daily or intra-day basis.

As between the firm and its segregated customers, if at the
close of business on any day, the amount of a customer's
initial margin requirement at that time exceeds the aggregate
of that customer's equity balance at that time and the amount
of the value of that customer's approved collateral at that
time held by the firm or an intermediate broker or an exchange,
the firm shall require the customer to deposit with the firm,
not later than the close of business on the next following
business day, an amount in cash or approved collateral to a
value not less than the amount of the excess (CBRs, 11.12(2)).

- 04 -



A firm may close out a customer position if these requirements
are not met and, generally, must close out after five days
(CBRs, 11.12(3)). The applicable amount of initial margin must
be not less than the initial margin requirement imposed by the
relevant exchange; in practice, the firm generally collects a
greater amount.

Currently, London markets use Delta margining for options,
however, the Span system of margining is currently under review

and may be adopted in the future.

In France, each person for whose account a position is opened
must immediately pay an initial margin deposit. The level of
the deposit depends on the volatility of the underlying in-
strument.

The clearing house fixes price limits. The initial margins
(deposits) must permit to cover at least once a quote variation
defined as price limit of the future contract or the underlying
contract in case of a sale of traded options.

For French future products, the current initial margins are:

For the French notional gqovernment bond futures contract
(nominal value: FF 500,000)

4% of the face value of the contract for a straight position

(FF 20,000), 2% for a straddle,’
6% once the contract gets near to maturity.

For the Pibor 3 months futures contract (nominal value: FF
5,000,000 - 0.3% of the face value (FF 15,000))

FF 7,500 for straddles, FF 22,500 once the contract gets nearer
to maturity.

For the future on CAC40 Index (traded value: value of the
index quoted in future - 1964 on the 20th of December 1989 FF

200)

FF 20,000,
FF 10,000 for straddles.

For the future on Eurodem 3 months (face value: 1,000,000 DEM)

0,1% of the face value (l.OOO‘DEM in cash)
0,05% for straddles.

For the option on the government bond contract and the option
on the PIBOR 3 months future contract
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Deposit calculated on the liquidating value of the overall
position (options plus futures).

The margin put up daily by the options' writer at the MATIF
S.A. covers the maximum loss realised by a trader on two
consecutive trading days given the limits fixed by MATIF S.A.
The overall position (options and futures) of the portfolio is
evaluated on the basis of the liquidating value at close.

On each maturity date, the overall value of the portfollio is
revalued on the basis of a price range of plus or minus 5%
(modifiable parameter) with respect to the closing price and
for a given amount of fluctuation of volatility around the
implicit volatilities observed at close. The deposit called by
MATIF SA corresponds to the most unfavourable liquidating value
from amongst a series of liquidating values generated by the
Black-Scholes options valuation model.

For the MONEP stock option

The deposit is appreciated through the synthetic position of an
investor, on each of the several traded options and as propor-
tional as possible to the risk involved.

The amount of the deposit is calculated by finding the liqui-
dating value of the option in case of the most unfavorable
likelihood generated by options valuation model.

Additional variation margins must be paid daily for all opened
positions:

Each trader's positions are marked-to-market daily on the basis
of a daily "clearing price" calculated by the clearing house.

The resulting positive or negative variation margins are
credited or debited to traders' accounts on a daily basis,
giving rise respectively to cash withdrawals (if desired) or to
additional cash payments (which must be met before the next
day's business) in order to keep the initial margin intact.

The Italian CONSOB has set margin requirements for customers
carrying on securities operations directly with stockbrokers or
indirectly through banks or Commission dealers. Currently the
applicable margin requirement is:

100% of the gross amount the customer has to pay at the set-
tlement day for long position;

100% of the gross amount the customer will collect at the
settlement day for short sales.
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In Japan minimum margin levels for customers on domestic
markets are stipulated in the stock exchange rules for broker-
age contracts, which, in turn, shall not be lower than the
levels stipulated by an order of the Ministry of Finance. For

example:

JGB Futures: 3.0% of face value

T-bond futures: 4.5% of face value;

stock index futures: 9.0% of contract value;

stock index options: premium value plus 9.0% of strike price;

Minimum margin levels for stock exchange members are not
regulated by MOF order. Current levels as set forth by the
stock exchanges are described below.

JGB futures: 2.0% of face value

T-bond futures: 3.0% of face value

Stock index futures: 6.0% of contract value

Stock index options: premium value plus 6.0% of index value of

the cash market

Minimum margin levels for domestic customers of foreign futures
and options contracts are set by the Japan Securities Dealers
Association in balance with those for similar domestic prod-

ucts.

1) Margins for Customers: These margins are cash collaterals
or their substitutes that stock exchange members receive from
their customers as a guarantee against default. These margin
requirements are very important for preventing investors with
modest funds from participating in overly speculative transac-
tions, and their minimum levels are stipulated by an order of
the Ministry of Finance. (Stock exchanges must set their
margin requirements in their rules at levels not less than the

minimum fixed by this order.)

In principle the MOF has set these minimum levels equal to
three times the price limits, so as to cover maximum losses
from the customer's transaction for a period of three days,
since stock exchange members receive margin payments from the
customer in three-days time, counting from the date of trans-

action.

2) Marqins for Stock Exchange Members: These margins are cash
collaterals or their substitutes that stock exchanges receive
from their members as a guarantee against delivery and/or
payment. The minimum levels for these margins are stipulated
in the operating rules of the exchanges. In principle, the
minimum levels are two-thirds of the margin requirements for
customers, taking account of reduced risk through daily ad-
justment between members (called "marking to the market").
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In Japan the exchanges draw a distinction between "initial" and

“maintenance" margin requirements. There is no difference in
the margin requirements for hedge and speculative positions.

The SFE has the following rules:

- Floor and Associate Members shall call deposits from all
clients upon execution of any instructions on behalf of clients
unless the clients are Clearing Members and the contracts are
registered with the Clearing House in the name of that Clearing
Member and, except in relation to transactions executed by a
Local Member on behalf of a Floor Member, Nominating Floor
Members shall call deposits from Local Members and

-- The minimum deposit to be called shall be
the amount determined from time to time by the Clearing

House.

-- In calculating the amount of deposit there shall be no
offset allowed by the Floor Member or Associate Member for
deposits due by the client to the Nominating Floor Member
unless that other contract is for the opposite position in
- the same delivery month and in respect of the same com-
modity. In the event that a Member holds on behalf of a
client or Local Member a bought and sold contract for the
same delivery month of a contract market the Member need
only obtain from the client or Local Member the straddle
deposit determined by the Clearing House for that contract

market.

-- Deposit requirements must be satisfied by payment
unless the Floor Member or Associate Member agrees to
access and receives cover by way of approved securities as
described in Part A of the First Schedule.

-- Credit margins may be applied against deposit liabil-
ity at the discretion of the Member, having regard to all
the circumstances including the financial position of the
client.

-- Liability of the client for the deposit shall arise
upon execution of the instructions given by the client and
irrespective of the time when the call is made and lia-
bility of the Local Member for the deposit shall arise
when the Local Member trades irrespective of the time when

the call is made.

-- Payment of deposits or lodgement of cover must be
effected within the earliest reasonable time and no Member
shall provide credit or cover for a client or Local Member
beyond that period. In determining whether payment of
deposits or lodgement of cover has been effected within
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the earliest reasonable time by a particular client or
Local Member, the Committee for Inspection and Audit or
the Board (as the case may be) shall take into account the
circumstance of the client or Local Member at the time
such obligation arose. :

payment of margins or lodgement of cover must be effected
within the earliest reasonable time and no Member shall provide
creditor cover for a client or Local Member beyond that period.
In determining whether payment of margin or lodgement of cover
has been effected within the earliest reasonable time by a
particular client or Local Member the Committee for Inspection
and Audit or the Board (as the case may be) shall take into
account the circumstances of that client or Local Member at the
time such obligation arose. Margins must be called when any
one client's or Local Member's net margin position exceeds 25%
of the total deposit liability as described within General
By-Law G2(a); provided that where the amount of such a call
would be A $1,000 or less, the making of such a call shall be
at the discretion of the Member.

The Australian Financial Futures Market has the following
requirements:

A Futures Organisation may call margins from the client unless
the client is a member of the Clearing House and the Futures
Contracts are registered with the Clearing House in the name of
the relevant member of the Clearing House:

- In respect of any liability for margins, credit margins are
not payable to the client by the Futures Organisation and may
only be applied against the client's debit margins.

- Liability for margins shall arise at the same time as the
margin comes into existence and irrespective of the time when
any call is made.

Margins shall be called when a client's net margin position
exceeds 50% of the total deposit liability.

Margin levels are set by exchanges for their members. Members
are required to obtain from their clients margin in an amount
not less than the levels set by the exchange. Clearing member
firms of TCO must deposit acceptable margin with TCO (cash,
government securities, letters of credit?

Options margin - General (ME)

The ME establishes margin requirements applicable to options
positions held by clients and no member shall effect an options
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transaction or carry an account for a client without proper and
adequate margin, which shall be obtained as promptly as possi-
ble and maintained in conformity with the ME rules.

Charges against capital - General (options) (ME)

With respect to a firm account or to a specialist or market-
maker account of a member, or of a permit holder for which a
“member (or a clearing firm) has issued a letter of authoriza-
tion, the Exchange shall establish certain charges against

capital.

res margin uirements - Bankers' tan M

The minimum amount of margin a client must deposit and maintain
with a member per bankers' acceptations futures contract shall

be as follows:

a) for speculators $1,500 CDN
b) for hedgers $1,000 CDN
c) for spreads $ 625 CDN

Positions carried by members shall be subject to the amounts
mentioned above.

The ME may change the margin requirements which shall be
effective on all positions whenever it determines that market

conditions so warrant.

Changes made by the ME in margin requirements may be made
applicable to one or more rather than all, members or clients

if deemed necessary by the ME.

Futures margin requirements - Canadian Government bond futures

(ME)

The minimum amount of margin a client must deposit and maintain
with a member per Canadian Government Bond futures contract
shall be as follows:

a) for speculations: CAN $1,500
b) for hedges: CAN $1,000
c) for spreads: CAN § 300
d) spreads 5 years

vs 10 years CAN § 725

Positions carried by members shall be subject to the amounts
mentioned above.

The ME may change the margin requirements which shall be
effective on all positions whenever it determines that market

conditions so warrant.
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Changes made by the ME in margin requirements may be made
applicable to one or more rather than all members or client if

deemed necessary by the Exchange.

Acceptable margin (TCO)

Prior to settlement time on every business day, every clearing
member who has not deposited the underlying interest or under-
lying interest equivalent shall be obligated to deposit with
TCO acceptable margin, to meet its margin requirements.

Forms of margin:

Cash or cheque
Government securities
Letters of credit
Valued securities

In addition to the underlying interest and underlying interest
equivalent which may be deposited under TCO rules clearing
members may deposit any security listed on an exchange.

No value will be given for any valued security on any one day
when the closing price thereof or, if there was no trading in
such Valued Security on such day on any Exchange, the previous
closing price is less than $10 on any Exchange.

Valued securities so deposited will be marked-to-market daily
and 50% of this daily value applied against the total margin
required against all accounts combined.

No more than 10% of the total margin required against all
accounts combined may be covered by any one valued security.

Additional margin (TCO)

TCO is authorized to require the deposit of additional margin
by any clearing member in any account at any time during any
business day which TCO may deem advisable to reflect changes
during such day in the market price of the underlying interest,
or changes in the financial position of the clearing member or
to protect TCO, the other clearing members or the public.

Such additional margin shall be deposited by the clearing
member within one hour of the time the clearing member is
notified of the requirement or such time as may be prescribed
by TCO. Credit shall be given for all such additional margin
deposits in the Clearing Balance Statement on the following
business day.

HKCC calculates the level of original margin deposits in
respect of each contract based on a number of factors,

- 101 -



(]
(g}

W
(gp]

w
(o]

()
jo )

including historical price volatility, relative net and gross
open interest and distribution among members, and the value of
margin relative to the size of the futures contracts.

(b) Means of collection - gross or net

A1l FCMs collect margins for customers on a gross margin basis.
Rule 1.56 states that an FCM cannot represent that it will not

collect margin.

CFTC rule 1.58(a) also requires the gross collection of margins
on omnibus accounts which an FCM carries for another FCM. This
rule does not apply to omnibus accounts of foreign brokers
carried at an FCM, although the CBT requires gross margin by

exchange rules.

Further, the CME and NYMEX have a gross margining clearing
system. See CME Rule 8.06; NYMEX Rules 4.00 to 4.01. All
other exchanges, on contrast, have net margining clearing
systems. See e.q., CBT Rule 706.00(b). There is no set off
between segregated and non-segregated accounts.

With respect to transactions subject to SEC jurisdiction, B/Ds
collect margin for stock index options positions from their
customers on a gross basis, and submit their margin
requirements to the OCC on a net basis.

For clearing members, OCC collects margin from each member on a
daily basis. Within each member's accounts, OCC totals margin
for each position (or net amounts for spread positions) into
one single figure, which is added to any amounts for premium
and settlement payments to arrive at one amount for payment or
receipt the next morning.

In the UK, margin is collected by the clearing house on a net
basis but there is no set-off between segregated and non-seg-
regated accounts.

The French OMF market and the commodities market collect
margins on a gross basis.

On the MATIF margins are paid by the clearing members to
MATIF-SA on a net basis. But when the margins are collected by
a non-clearing member these margins have to be paid immediately

to a clearing member, on a gross basis.
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On the MONEP, deposits are paid by option sellers on a net
basis.

Margins for customers on Japanese markets are collected on a
gross basis and margins for stock exchange members on a net

basis.

On the SFE, margins must be called when any one client or local
member's net margin position exceeds 25% of the total deposit

liability.

Margins are collected on a net basis. Members may elect to
call margins from their clients on a gross basis if they so

wish.

TFE Margin collection from each client is on a net basis, i.e.
a shortfall in one position can be offset by equity in another
position or account. However, dealers carrying omnibus ac-
counts must ensure that each client stands alone, i.e. one
client's shortfall can not be offset by equity in another
client's account.

HKCC uses gross positions for calculating original margin
deposits.

(c) Permitted collateral

The CFTC does not have any regulations regarding permitted
collateral. CFTC rule 1.25, however, restricts FCMs and
clearing organizations' investment of customer funds to obli-
gations of the United States, any State or political subdivi-
sion, or to obligations fully guaranteed by the United States.

The majority of the exchange clearing houses accept as margin
cash and U.S. Treasury Securities. Some clearing houses also
accept letters of credit under the terms and conditions that
they prescribe. The CME accepts securities haircut at 50% in a

cross-margined account.
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A customer may deposit as margin funds with an FCM cash,
securities or any other property which the FCM will accept.
Generally, only highly liquid assets such as government debt
instruments will be accepted.

Under SEC rules, when a customer wishes to effect new securi-
ties transactions in a margin account, the customer must
deposit margin in cash and/or securities in the account. The
collateral deposited must be at least the greater of: (1) the
amount specified in Regulation T; (2) the amount specified in
SRO rules; or (3) an amount specified by the SRO from time to
time. No margin is required in respect of a stock index option
contract carried short in a customer's account where the
customer has delivered to his B/D a Market Index Option Escrow
Receipt (MIOER). The collateral permitted to underlie a MIOER
may be: (1) cash; (2) cash equivalents; (3) one or more
qualified securities; or (4) a combination of the foregoing.

MIOERs are issued by banks and trust companies approved by the
0CC. MIOERs can be submitted by OCC clearing members to cover
short call positions in broad-based stock index options held in
a clearing member customer's account, in lieu of margin. Banks
issuing MIOERs are required under OCC rules to, among other
things, certify that the deposited collateral for the MIOER is
of sufficient market value.

With respect to clearing members, OCC accepts cash, government
securities, letters of credit, and valued securities (certain
common stocks) to satisfy margin requirements. OCC values all
securities based on closing market prices and deducts a

percentage from that value to reflect market price volatility.

The CBRs provide that "approved collateral" means such collat-
eral as, under the rules of an exchange, is acceptable as an
alternative to a deposit in cash (CBR 11.02(1)). This will
include any form of security, guarantee or indemnity provided
by way of security for the discharge of liabilities arising
from trades in margined transactions which have been approved
by the relevant exchange/clearing house as “"approved collater-
al". The most common form of approved collateral is in the
form of bank guarantees. UK Treasury bills are also used but

with much less frequency.

On the French MATIF, assets obtained by the clearing house from
the clearing members to satisfy their margin requirements are
French (and German for the EURODEM contract) cash and French

Treasury bills.
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Assets admitted from the clients to satisfy their margin
requirements can also be unit trust shares (SICAV, FCP), CD's,
Treasury bills and U.S. dollar cash. Specific haircuts are
applied to these assets.

On the MONEP, assets admitted by the SBF from the clearing

members (brokerage firms and credit firms) are cash and French
Treasury bills. Assets admitted from non-clearing members are
cash, French Treasury bills and underlying stocks deposited at
the intermediary through whom the orders are transmitted. The
intermediaries who do not have any securities account in a

brokerage firm have to cover their position only with cash and

French Treasury bills.

In Italy, financial intermediaries must require the customer to
deposit margin in cash and/or securities in an account opened
in the customer's name.

Permitted collateral in Japan includes government securities,
municipal bonds, and listed stocks. In the case of customer
margins, one-third of the required total must be cash.

In Australia, on the SFE, calls for margins must be satisfied
by payment unless the Floor Member or Associate Member agrees
to accept and receive approved securities. The following is
the list of approved securities:

Registered mortgages of real property

Stock mortgage.

Wool Tien. ,

A guarantee in favor of the Member issued by an

Australian trading bank or a member of the

Australian Merchant Bankers Association

(provided that neither is the client) or such

other guarantee as may be approved by the

Committee for Inspection and Audit.

- Guarantee issued by a Member of the National
Council of Wool Selling Brokers for a client.

- Shares or debentures listed on any prescribed
Stock Exchange in Australia held under a letter
of hypothecation. ‘

- Government securities.

- Taken options but only for opposite traded
futures contracts for the same month of
delivery.

- Gold bearing an approved assay mark and gold
coins.

- Silver bearing an approved assay mark.
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- Bank accepted Bills of Exchange.
- Such other credit facility as may be approved by
the Committee for Inspection and Audit from time

to time.

On the AFFM, deposit requirements and Calls for Margins shall
be satisfied by payment unless the Futures Organisation agrees
to accept and receives property in satisfaction for or to
provide security for such liability. Payment of Deposits and
Margins or lodgement of such property is for prompt payment, or
as the case may be delivery. ‘

Only cash or approved securities may be received for margins.

TFE initial margin may be in cash or treasury bills, while
maintenance margin must be in cash.

HKCC's rules allow margin in forms other than cash, but only
cash is currently accepted.

(d) Frequency of settlement and collection

The CFTC has no specific rules regarding frequency of settle-

ment and collection of margin. However, firms are required to
take a capital charge with respect to customer accounts which

remain undermargined for 3 consecutive days.

The clearing houses conduct settlement and margin collection at
least once a day. In general, margins are collected from
clearing members prior to the beginning of the trading day.

The BTCC and the CME receive bank confirmations by 6:40 a.m.

The BTCC and the CME conduct routine intra-day pay and col-
lects.

SEC regulations require initial margin to be deposited within
seven business days after a margin transaction is executed.
The required margin level in a customer's account is marked-
to-market daily. If the amount of margin on deposit in a
customer's account falls below the maintenance level estab-
lished by SRO rules, a B/D must require a customer to make
additional deposits as promptly as possible, and in any event
within seven business days from the date such deficiency

occurs.
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With respect to clearing members, OCC collects margin each
morning on a daily basis. Intra-day margin calls are made on
an infrequent basis and only when there is extreme intra-day

market volatility.

In the UK, the Exchange and clearing house rules may vary with
respect to specific provisions regarding settlement and col-
lection. The settlement price which is calculated daily by the
clearing house is used as the reference for purposes of deter-
mining margin calls. Amounts which are owed to the clearing
house are immediately due and payable in accordance with the
terms of the arrangements established between the clearing
member firm and the clearing house.

As between firms and customers, the CBRs establish that segre-
gated customer accounts must be fully margined, either by the
customer or by loan from the firm, on a daily basis and firms
must cover, forthwith, any shortfall with their own funds. The
applicable calculation (CBRs, 11.11) applies to relevant
balances on the preceding business day. Firms generally must
close out segregated customers positions after five days in the
event of a failure to pay margin calls. The CBRs do not
preclude the granting of credit.

In France, margins are collected daily on the financial future
market and on the MONEP.

On the commodities markets, margins are called on a daily
basis. Positive variation margins are not credited to traders'
accounts on a daily basis but only at the end of the contract.
These margins are potential profits but the trader can always
realize them by a simultaneous purchase and sale (operation

d'achete-vendu).

In Japan customer margins are collected on the 3rd day counting
from the date of contract, and margins for members are col-

lected on the 4th day.

Where a client is in default by failing to pay a call (or lodge
approved securities in lieu thereof) a Floor Member or Associ-
ate Member shall have the right to close out all or any exist-
ing futures positions in any market held by the Member on
account of the client or Local Member without further notice.
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The time within which that right is exercised is at the dis-
cretion of the Member as is the extent to which it is exer-
cised; the Member shall not be liable to the client or Local
Member for any failure or delay in exercising that right.

Any adjustmént by way of profit or loss arising from such
closing out together with interest and all charges incurred
shall be settled between the Member and the client or Local

Member.

On the SFE where a call is made for deposits or margins the
Floor or Associate Member shall stipulate the time for payment
(or lodgement of approved securities) and unless stipulated
such payment or lodgement shall be within twenty-four hours of
the call. The time so stipulated shall not exceed the earliest
reasonable time. Time shall be of the essence in respect of
any calls made.

On the AFFM, where a call is made for deposits or margins the
Futures Organisation shall stipulate the time for payment (or
lodgement of property). Time shall be of the essence in
respect of any Call made. :

Positions are marked-to-market daily, and maintenance margin
calls are made and must be met daily.

See II.A.2.(d) above.
Financial compliance programs

(a) Continuous surveillance

The CEA and regulations thereunder mandate CFTC protection of
funds committed by the public to commodity futures and options
trading. This is accomplished primarily through rules regard-
ing segregation and minimum capitalization requirements.
Enforcement of these rules is done through a program of CFTC
oversight of SRO financial surveillance programs.

The surveillance program should include procedures for assess-
ing adverse trends in the financial condition of members and
assessment of the markets which could affect the condition of
and pose potential financial risks to its members. - This
includes daily analysis of the effect of market price movements
on firm capital, review of clearing house pay and collect data
and intensified surveillance of firms considered high risk
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(such as daily calls for segregation and net capital data).
Ongoing surveillance should include thorough reviews of all
financial reports filed by member-FCMs and member-1Bs and any
follow-up work required as a result of the review.

The SEC regulatory scheme is an oversight structure, ji.e., the
primary regulatory responsibility lies with the SROs under the
supervision of the SEC. Each SRO monitors B/D compliance with
the financial responsibility rules by reviewing the reports and
notices filed by, and by conducting periodic on-site inspec-
tions of, the B/Ds for which the SRO is the designated examin-
ing authority. (These filings are discussed at 4(b) and 7(a)
below.) In turn, the SEC supervises the SRO through periodic
on-site inspections to ensure that the SRO is providing ade-
quate supervision of the B/Ds for which the SRO is the desig-
nated examining authority.

With respect to clearing members, OCC's continuous monitoring
of its members provides OCC with protection against the risk of
loss in the event of member default or insolvency. OCC's
membership standards are designed to assure OCC that its
members have sufficient financial wherewithal to be an 0CC
member. OCC requires each member to file an annual audited
report and monthly financial reports and to notify OCC if
certain financial parameters are broken. OCC performs finan-
cial surveillance activities designed to identify clearing
members whose financial or operational condition has been
deteriorating over time and identify options related positions
that pose unwarranted levels of risk to the clearing member and
0CC. Based upon the information gathered, OCC may require more
frequent reporting, higher margin levels or some other action
by the clearing member.

In the UK, in the context of Financial Compliance, there are no
minimums imposed in respect of financial resources for RIEs and
RCHs. They must ensure that they have financial resources
sufficient for the proper performance of their functions. With
respect to this and other Schedule 4 requirements, the
recognising body (SIB) must be satisfied that they are met.
Under the Notification Regulations, these bodies must submit to
SIB their quarterly management accounts, annual audited report
and accounts, and annual budget.

ROIEs and ROCHs must be subject to supervision in the country
in which their head offices are situated which is such that UK
investors are afforded protection at least equivalent to that
provided by the FSA in relation to RIEs (FSA, s.40 (2})) .
Reliance is, therefore, placed on the overseas supervisors to
ensure that all of the components of the regulatory regime in
that jurisdiction, including the adequacy of financial
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resources to properly perform ROIE or ROCH functions, are ad-
dressed and where requirements are imposed, that these are

respected.

In relation to the financial supervision of firms and
consistent with the new approach to rulebooks (see I.A.2(a),
above), SIB has implemented a set of five "designated" or core
rules which, with some exceptions, apply to all authorised
firms from 1 August 1990. The designated rules are: -

A. Financial resources. A firm must at all times have
available the amount and type of financial resources
required by the rules of its regulator.

B. Records and reporting. A firm must ensure that it
maintains adequate accounting records and must
prepare and submit such reports as are required by
its regulator in a timely manner. A firm's records:

a) must be up to date and must disclose, with reasonable
accuracy, at any time, the firm's financial position
at that time;

b) must enable the firm to demonstrate its continuing
compliance with its financial resources requirements,
and;

¢) must provide the information:

(i) which the firm needs to prepare such financial
statements and periodical reports as may be
required by its regulator; and

(ii) which the firm's auditor (where the regulator
requires one to be appointed) needs to form an
opinion on any statements of the firm on which
the auditor is required to report.

C. Internal controls and systems. A firm must, for the
purpose of its compliance with rules on financial
supervision, ensure that its internal controls and
systems are adequate for the size, nature and
complexity of its activities.

D. Ad hoc reporting. A firm must notify its regulator
immediately if it becomes aware that it is in breach
of, or that it expects shortly to be in breach of,
the core rules on financial resources (A), records
and reporting (B) or internal controls and systems

E. Auditors. A firm shall appoint an auditor where
required to do so by its regulator. A firm shall
make available to its auditor the information and
explanations he needs to discharge his
responsibilities as required by the firm's regulator.

A third tier of rules, which flesh out these core rules, have
also been introduced. Firms which were directly authorised by
SIB before 1 August 1990 may choose to comply with either the
rules which were implemented before 1 August 1990 or the new
third tier which was introduced on that date. The transitional
period will extend until 1 August 1991 at which time all those

- 110 -



(o)
{o o]

firms which are directly authorised by SIB, and which are not
exempted from compliance, must comply with the new third tier
rules. For simplicity, the references throughout this document
to rules relating to the financial supervision of firms are to
those which were implemented before 1 August 1990. -

Clearing firms are required to submit monthly financial returns
to SIB or the relevant SRO; ordinary and non-clearing firms
submit financial returns on a quarterly basis. All firms
submit annual audited reports. The information is analysed and
trends or unusual items are identified; if there is concern, a
visit to the firm will be undertaken. Firms also provide
information regarding commission/equity ratios and the amount
of segregated funds which are held. This information is
gathered for purposes of, inter alia, identifying indications
of churning or other improprieties.

Where it appears to the relevant regulator that an authorised
person is not a fit and proper person to carry on the invest-
ment business which he is undertaking, or proposing to under-
take, he may withdraw or suspend authorisation (FSA, s.28(1)).
Authorisation may also be withdrawn or suspended in circum-
stances where, inter alia the rules and/or regulations of SIB"
or the SRO, as the case may be, have been contravened (FSA

s.28(3)).

In France, Financial Compliance programs have been made up by
the clearing houses, which have a risk exposure vis-a-vis any
failure of a market member.

MATIF S.A.'s risk management Department centralizes all open
positions of all the clients and intermediaries. To achieve
this purpose, the market members have to communicate to MATIF
S.A. the name of all account holders. MATIF knows all the open
positions of a client even if the client holds different
accounts by different intermediaries.

The risk management Department monitors all traders and firms
for compliance with the prudential rules. A score system
facilitates the detection of any "high risk" situation which
could threaten the firm's solvency.

In the case of high losses by a customer, MATIF S.A. immedi-
ately informs the customer's member. The latter also receives
a monthly summarized report on-its risk exposure.

MATIF S.A. is also in charge of the market surveillance on
commodities market. :

On the OMF market, the electronic system includes clearing

operations. OMF deals with each customer and house account in
real time. Thus it can easily monitor firms and traders for
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compliance with the prudential rules. Any customer can also
ask that OMF be directly informed at the highest level of
management if losses exceed a certain level.

ONSO

In Italy, Commission dealers companies are subject to monthly
surveillance exercised by the CONSOB.

Every securities company is required to prepare a regular
report for each month, and a business report for each business
year. The monthly report shows the state of the firms business
operation and property, and it must be submitted to the Secu-

rities Bureau, Ministry of Finance.

The annual business report contains not only the state of the
business operation and property of the firm but contains its
state of income and outgo.

=

Release 148 Programme - No change to 1989 Programme

The Release 148 programme itself is not focused on any partic-
ular class of licensee - all dealers whose licenses are subject
to financial conditions (except ASX, SFE and AFFM members) are
to be required under section 48 of the Code to provide audited
pro-forma financial condition calculations. However the
programme of scrutinising the returns received is focused on
those licensees that have a level of surplus liquid funds or
tangible assets which is low relative to the amount they are

required to hold.

The procedures required for this programme are:

- initial examination of all returns - this is anticipated to
detect: '

-- all cases of non-compliance and all cases where there
are qualified audit certificates;

-- any apparently anomalous data; and

-- all licensees that have low levels of surplus liquid
funds (as a rough guide less than 10% SLF or 110% NTA
would prompt more detailed examination, depending on the
nature of the licensee's business); and

- detailed examination and further monitoring of each return in
these three categories.

It is expected that 15% of returns will be examined in detail.
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Non-Lodgement of Annual Returns Programme: (Suspension subject

to hearing not revocations).

The aim of this programme is to encourage timely lodgement of
annual returns and to remove from the register persons who are
no longer in the business of dealing/advising.

The programme of revocation of licences for non-lodgement of
annual returns is not aimed at any particular type of licensee.
In 1989, however, investigations have focused on principal
licences.

The procedures adopted for this programme are:

- dispatch of warning letters before returns are due (with
annual return documentation);

- prompt reconciliation of returns received so as to identify
non-lodgements; and

- suspension within 14 days of non-lodgement.

The exchanges are responsible, as co-regulators, for the
monitoring of their members' financial compliance. However, on
an annual basis the exchange must provide to the Corporate
Affairs Commissions, delegates of the NCSC, its pro forma
financial condition form for all of its members.

In relation to the AFFM the examining Accountant's Department
of the ASX performs the same function for the AFFM as it does
for the ASX. Coordination of audits is thorough. No formal
procedure exists between the AFFM and the SFE for the auditing
of common members however informal discussions are held on
matters of common concern.

The principal Exchanges in Australia are the ASX and the SFE.
Whilst the two exchanges share information and co-operate on an
informal basis, there is no formal arrangements concerning
audits for Members where a Member is a member of both of these
exchanges. The SFE will direct a trade practices audit of the
futures activities of the Member. Generally, futures business
handled by the SFE and securities business handled by the ASX
are conducted separately even where the same legal entity is

involved.
The NCSC has no oversight responsibility but it does have
ultimate power as it may request of the Courts pursuant to

section 58 of the FIC that rules of the exchanges, clearing
house or futures association be enforced or be given effect.

Continuous surveillance is carried out by the TFE and the IDA.
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Panel auditors appointed by the dealer are required to make an
examination of the financial affairs of 0OSC, the dealer and

related corporations.

The TFE and the IDA may require any panel auditor to make a
special examination of the affairs of the dealer, report upon
the whole or any aspect of the business or affairs of the
dealer or to regulate and generally supervise the operations of

any member.

TCO may also require its auditor to examine the affairs of a
clearing member.

rities Ac ueb

Every dealer shall keep the books, records and other documents
required by the regulation respecting securities.

Within 90 days after the end of his financial year, he shall

furnish to the Commission the financial statements, the audi-
tor's report, and any other information, in accordance with the
requirements fixed by the policy statements of the Commission
(i.e. a statement of assets, a statement of liabilities and
capital, a statement of net free capital, a statement of
adjusted liabilities, an analysis of secured loans, an inven-
tory of securities owned by the dealer, an analysis of clients

accounts, etc.).

The Commission may require any document or information it
considers expedient for the discharge of its functions. The
Commission may also order an investigation to aid it in the due
administration of the Quebec Securities Act.

ME
- Audit and investigation

The Governing Committee or the President may in its or his
absolute discretion at any time direct an audit or investiga-
tion to be made in respect of the business or affairs of a
member of the ME an approved person or a permit holder.

- Books, record, papers and information

Upon the request of the ME or .a committee or person authorized
by the ME, a member, approved person or permit holder must
provide [without] reasonable delay any books, records and
papers that the ME or authorized committee or person determines
are relevant to the matter under investigation.

Every member of the ME shall comply with the provisions of the
Securities Act relating to regulation of brokerage and
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accounts, examination and information and shall give or make
available to the responsible officer of the Exchange all
information which he may request for the purpose of any exami-
nation or investigation being made by him of the business or
affairs of such member.

ICO
- Audits

Unless otherwise agreed to by TCO, the audit of a clearing
member will take place on the fiscal year-end of such clearing

member.

The audit shall be conducted in accordance with generally
accepted auditing standards and shall include a review of the
accounting system, the international accounting control and
procedures for safeguarding securities. It shall include all
audit procedures necessary under the circumstances to support
the opinions which must be expressed in the clearing member's

auditor's report.
- Special examinations

TCO may at any time require TCO's auditor to make any general
or special examination of the financial affairs of any clearing
member or to report upon the whole or any aspect of the busi-
ness or affairs thereof.

7C0's auditor for the purpose of this special examination shall
be entitled to free access to all books of account, securities,
cash, documents, bank accounts, vouchers, correspondence, and
records of every description of the clearing member whose
financial affairs are being examined and no person or clearing
member shall withhold, conceal, destroy or refuse to give any
information or thing reasonably required by TCO's auditors for
the purpose of this examination.

- Early warning notice

Every clearing member shall meet at all times the minimum
capital requirements adopted from time to time by the Board of
7C0. No Exchange Transaction shall be cleared by or through
any clearing member at any time when such clearing member does
not meet the minimum capital requirement. A clearing member
shall notify TCO immediately if it has any indication or
suspicion that it may not meet-the minimum capital require-

ments.

C.D.

Every member of C.D.S. shall furnish to C.D.S. forthwith upon
request all information in respect of services rendered to the
clearing member as may be required by C.D.C. which information

- 115 -



(]
)

|

shall be in a form certified by the external auditors of the
clearing member or certified by a senior officer of the clear-
ing member or by a person acceptable to C.D.S.

HKFE has a number of procedures in place to ensure compliance
with its rules and regulations. The compliance systems focus
on minimum capital requirements, appropriate segregation of
customer funds, and compliance with collecting customer mar-
gins. HKFE's Compliance Department determines whether firms
are in compliance by conducting a series of on-site audits of
clearing members on a routine basis.

HKFE rules also permit the Compliance Department to conduct
surprise audits. The HKCC does not have its own separate
auditing function, but relies on the HKFE Compliance Depart-

ment.

A1l HKFE members are required to submit monthly financial
returns to HKFE for review.

(b) Periodic audits (by regulatory and self-regulatory organ-
jzations and/or by 3rd party experts).

Rule 1.52(c) allows an SRO to delegate audit and financial
surveillance responsibility to a DSRO for any member-FCM which

is a member of more than one SRO.

Under the rule, commodity exchanges may establish joint audit
plans pursuant to which a single exchange may become the DSRO
responsible for auditing the financial compliance of an FCM
which is a member of more than one exchange. The Joint Audit
Committee consists of representatives of all U.S. SROs estab-
lished to coordinate audit and financial surveillance plans,
policies and procedures, particularly with respect to FCMs that
are members of more than one U.S. SRO. An FCM's DSRO must
monitor and audit compliance with the minimum financial and
related reporting requirements for that FCM and receive from
the FCM the financial reports necessitated by the minimum
financial and related reporting requirements.

Generally an SRO must conduct full scope audits of FCMs for
which it is the DSRO once every two years, and a limited scope
recordkeeping examination during the year a full scope exami-
nation is not conducted. Audits must be started within two
months of the “as of" date of the financial report being
audited. Preliminary audit work is done on a surprise basis to
assess the currency of the firm's recordkeeping and to assist
in the scope-setting process.
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The Division of Trading and Markets conducts periodic reviews
of an SRO's programs and work product to evaluate the schedul-
ing, quality, and disposition of an SRO's audit of member-FCMs
and on-going surveillance work.

Compliance with the SEC financial responsibility rules as they
relate to B/Ds is monitored through the FOCUS reporting system
which consists of monthly, quarterly, and annual financial
reports; the annual report is audited. In addition, each B/D
is subject to inspection by the SRO designated as its examining
authority for financial responsibility purposes and by the SEC
(althgugh the SEC generally engages only in oversight inspec-
tions).

With respect to clearing members, the SEC in its oversight
role, performs periodic inspections of OCC. In addition, OCC
is required to engage outside auditors to perform a yearly
audit of its financial condition and systems of internal
accounting control, for the period since the last report, the
results of which OCC files with the SEC and makes available to

its members.

Formal periodic audits of recognised bodies are not currently
undertaken by the SIB, but rules, procedures and systems are
subject to ongoing review. Through the Notification Regula-
tions, and in accordance with provisions of Memoranda of
Understanding, SIB maintains regulatory oversight of these
bodies with a view to determining continued satisfaction of
recognition requirements.

The frequency with which periodic audits of firms are under-
taken is at the discretion of the organisation granting
authorisation, i.e., either SIB or the relevant SRO. In
practice, firms will generally be subject to routine annual
visits and may be subject to additional spot checks.

Schedule 2 to the FSA specifies that an SRO must have adequate
arrangements and resources for the effective monitoring and
enforcement of compliance with its rules and with any rules or
regulations to which its members are subject under Chapter V of
Part 1 of the FSA (including, inter alia, Clients' Money Rules
(CMRs)) (FSA, Schedule 2, paragraph 4(1)).

See I1.A.4.(a) above.

- 117 -



CONSOB

Banks are subject to specific controls exercised by the Bank of
Italy. Mutual funds and Trust companies are subject to super-
vision by Bank of Italy and Ministry of Industry, respectively.
The CONSOB is entrusted with the task of controlling the
financing regularity of trading operations performed by dealers
and intermediaries.

In Japan the Ministry of Finance periodically inspects the
state of the business operations of securities companies.

The periodic audits seek to ascertain, among others, the degree
of compliance with the Securities and Exchange Law and minis-
terial orders, of the documents, which are filed at the Minis-
try of Finance, furnishing information as to the method of

providing business.

The periodic audits including the examination of futures and
option transactions are usually conducted in every two to five

years.
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A futures broker (other than a banking corporation) must
appoint an auditor to audit the broker's accounts. The auditor
is under a statutory obligation to report to the Commission
within 7 days of becoming aware of any matter which:

- has adversely affected, is adversely affecting or may
adversely affect the ability of the futures broker to meet the

broker's obligations as a broker;

- constitutes or may constitute a contravention of section 86
(segregation of client money and pro erty), section 90 (ac-
counts to be kept by futures brokersg or section 91 (safe
custody of property); or

- constitutes or may constitute a breach of a condition of a
licence issued to the futures broker.

Futures exchanges are under a similar obligation to report to
the Commission any of the above matters of which they are aware
and in addition any matter which constitutes a failure to make

contributions to a fidelity fund.

A futures broker (other than a banking corporation) must submit
on a yearly basis a true and fair profit and loss account and
balance sheet containing prescribed matters together with an
auditor's report containing prescribed information and any
other information and matters the auditor thinks fit to include

in the report.
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The SFE (a co-regulatory organisation) has appointed a Commit-
tee for Inspection and Audit (CIA). The CIA is responsible
(inter alia) for:

- authorising random inspections and audits of records and
procedures maintained by Floor, Associate and Local Members and
by the Clearing House on behalf of Members and in particular
for ascertaining whether deposits and margins are being paid or
cover provided within the minimum time necessary; and

- ensuring that Members lodge with it the statements of net
tangible assets, liquid assets and secured creditors on the due
dates (and verifying such where believed necessary).

The CIA receives a statement of net tangible assets liquid
assets and secured creditors and a summary of net tangible
assets, including client funds in a form approved by that
Committee on a quarterly basis.

The AFFM has a Board which has absolute power to call upon any
Futures Member or Futures Organisation to produce, without
delay, for inspection, all books, letters, telexes or copies
thereof, and other documents relating to the business of the
Members of the Futures Organisation. The Chairman may direct
any Futures Organisation at any time to supply a report of an
Accountant who shall be approved by the Board in such form and

within such time as the Board may prescribe.

Periodic audits are carried out by auditors appointed by the
TFE and the IDA and approved by the OSC.

HKFE's rules require members to submit audited accounts within
four months after the end of the financial year. These must be
accompanied by the auditor's declaration that the member has
complied with the financial requirements of the CTO.

Under the CTO, all dealers, whether they are trading on HKFE or
on overseas exchanges, are required to submit audited accounts
to the Commission within four months from the end of the

financial year.

A1l members of HKFE are audited by HKFE at least once every two
years.

The Commission inspects approximately five percent of HKFE
members every year as routine audit function is placed on HKFE.
A1l other registered dealers are inspected at least once in

every three years by the Commission.
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Customer funds protection

(a) Measures to protect from creditors of carrying intermediary
(e.g., separate account, segregation, trust fund, other).

§4d(2) of the CEA and rule 1.20 thereunder state that an FCM
and clearing organization must separately account for customer
funds on their books and records, and segregate such customer
funds from their own funds and funds of other persons. Howev-
er, an FCM may pool all customer funds in a single account
which must be clearly identified as belonging to customers. To
be in compliance with the segregation requirement, an FCM must
always have in segregation, free from claims, sufficient money
to completely liquidate all commodity accounts which would have
equities if the accounts were closed out at the market price at
any point in time.

When customer funds are deposited in a bank, trust company,
clearing organizations or another FCM, rules 1.20(a) and (c)
require that the funds be deposited under an account name that
identifies the account as containing segregated customer funds.
Those provisions also require that the depository organization
sign an acknowledgement that it was informed that the funds
deposited therein are held in accordance with the CEA and
regulations thereunder. The FCM and clearing organization must
obtain and retain in its files for the period provided in rule
1.31 each such acknowledgement.

The effect of the acknowledgement is that when the funds are
deposited in a bank, for example, the bank cannot exercise its
traditional right of setoff against those funds for the obli-
gations of the FCM or any other person nor can it recognize the
assertion of any claim, lien, or security interest against the
customer funds for obligations of other persons.

Rule 1.22 provides that an FCM may not use the funds of one
customer to purchase, margin, secure or extend the credit of
any person other than that customer. Each FCM and clearing
organization which invests customer funds must keep records of
such investment in compliance with rule 1.27.

In contrast to funds required to be segregated under §4d(2) of
the CEA, the Part 30 rules which govern transactions for or on
behalf of U.S. customers on foreign markets provide for the
protection of the “secured amount,” which is defined generally
in Commission rule 1.3(rr) to include the initial margin
required in connection with a contract plus unrealized profits
and less unrealized losses. (See CFTC rule 30.7.)
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Rule 15¢3-3 under the 34 Act protects customer funds and
securities held by the B/D. A “customer® is defined for
purposes of Rule 15¢3-3 as any person from whom or on whose
behalf a B/D has received, acquired, or holds funds or securi-
ties for the person's account. The term does not include,
among other persons, general partners, directors, or principal
officers of the B/D or any other person who has contributed
funds or property which are either part of the B/D's capital or
subordinated to the claims of the B/D's creditors.

Rule 15¢3-3 under the 34 Act protects customer funds and
securities held by the B/D. Rule 15c3-3 has two parts. The
first part, the requirement that the B/D have possession or
control of all fully paid and excess margin securities of cus-
tomers, is discussed at II.A. 5(d) below.

The second part of Rule 15c3-3 covers customer funds, and
requires the B/D to make a periodic computation (in accordance
with a formula) to determine how much money it is holding which
is either customer money or money obtained from the use of
customer securities ("credits"). From that the B/D subtracts
the amount of money which it is owed by customers or by other
B/Ds relating to customer transactions ("debits"). If the
credits exceed the debits, the B/D must deposit the excess in a
Special Reserve Bank Account. If the debits exceed the cred-
its, no deposit is necessary.

THE CMRs only apply to authorised firms. Where they do apply,
they apply equally regardless of the place of incorporation or
location of the firm and regardless of whether the business has
been solicited or unsolicited. For example, if a foreign firm
is exempted from the need to be authorised by virtue of para-
graphs 26 and 27 of Schedule I to the FSA, the CMRs will not
apply. If the firm is authorised, the CMRs will apply without
variation.

The effect of the CMRs is to impose an express statutory trust
on funds covered by the regulations (CMRs, 2.2). The purpose
of these regulations is to ensure that in the event of the
insolvency of an authorised person, client money is protected
from the claims of general creditors and from any right of
set-off by the depository where the money is held.

“Client money" is defined in CMR 2.1 as money of any currency
which a firm holds or receives in respect of any investment
agreement entered into, or to be entered into, with or for a
client and which is not immediately due and payable on demand
to the firm for its own account, or which a firm pays into a
client bank account pursuant to an obligation to do so under
SIB regulations or, where applicable, the rules of a recognised
SRO. CMR 1.3 defines the term "client" as a person for whom a
firm undertakes investment business.

- 121 -



A1l authorised persons must comply with the CMRs which gener-
ally require a firm which holds or receives client money in the
UK or which is payable as client money, to hold that money at
an "approved bank" in a client bank account either in the UK
or, with the consent of the client, outside the UK (but at an
approved bank). Restrictions are imposed on the firm's ability
to withdraw funds from the client bank account(s).

In the context of margined transactions which are effected for
a customer whose funds are segregated, funds may be withdrawn
from the client bank account and paid to an intermediate broker
or to an exchange in order to effect transactions. An "inter-
mediate broker" is defined in CBR 11.02 as "any person through
whom the firm undertakes a specific transaction". The inter-
mediate broker or exchange must be notified by the firm that it
is the firm's client money and should be credited to the firm's
customer account, as opposed to the firm's proprietary account
with the exchange (CBRs, 11.07).

With respect to margined transactions, CBR 11.09 and CMR 3.7
require firms to open separate client bank accounts to hold
funds in respect of such transactions (as distinct from other
investments) and to operate each such account in accordance
with the CMRs and CBR 11.11, which specifies the daily segre-
gation requirement. Additionally, funds in respect of on-
exchange transactions must be segregated separately from those
for off-exchange transactions.

In relation to margined transactions undertaken for customers
who have not opted out of segregation, the firm must ensure
that the total of:

- funds held in the firm's client bank account;

- equity balances with exchanges and intermediate
brokers; and

- the value of approved collateral deposited with
the firm

is not less than the greater of:

- the amount of the customer's initial margin
requirement; and

- the aggregate of the customer's equity balance
and the value of approved collateral deposited
with the firms (CBR, 11.11).

The firm must use its own funds to “top up" any shortfall.

Business, professional and experienced investors may agree to
opt out of the segregation provisions of Clients' Money Regu-
lations (CMRs). In practice, therefore, these rules apply to
business done for private customers, who are not able to opt

- 122 -



(om]
o
=
(Yl
o

BB

(=)
L
(gn]

|

{o o]

out, and to those others who have accepted the extra protection
offered by segregation.

Legislation provides that a futures broker must maintain a
client's segregated account wherein monies received from a
client (some or all of which is attributable to dealings in
futures contracts) is to be deposited on the next day on which
the amount can be deposited. Withdrawal of these funds can
only take place for prescribed purposes. This provision is
duplicated in the Articles of the SFE.

Although there is not a statutory definition of “monies"
section 86 of the legislation gives some idea of the scope of a
clients' segregated account.

Sub-section 86(5) of the legislation indicates the purposes for
which withdrawals may be made.

Section 86 of the legislation restricts the types of institu-
tions in which the money can be deposited. The legislation
defines "banking corporation” as:

- "a bank as defined in section 5 of the Banking Act 1959 of
the Commonwealth; or

- a bank constituted under a law in force in a State or in a
Territory."

Dealers which are not members of the Canadian Investor Protec-
tion Fund (CIPF), previously known as the National Contingency
Fund, must segregate customer funds. while the CFA mandates
segregation for all dealers, the 0SC has exempted all but those
dealers who are not members of the CIPF (by way of membership
in a participating SRO) from the need to segregate customer

funds.

A1l customers are unsecured creditors of their Ontario dealer.

Trades in foreign contracts by Ontario residents must be
transacted through Ontario registered dealers (unless the
trades have not resulted from solicitation by the dealer), and
therefore such trades are covered by the same protections as
trades in Ontario contracts. The TFE has its own contingency
fund which is available to customers of TFE member firms.
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Securities Act (Quebec)

The dealer/broker has to participate in a contingency fund
approved by the Commission. It must also subscribe for insur-
ance or bonding giving it a coverage considered adequate by the

Commission (minimum $1,000,000).

The dealer/broker must maintain a minimum insurance coverage of
$200,000 on each of the following categories: '

misappropriation of funds by employees;
losses inside the premises;

losses outside the premises;

counterfeit money orders and bank notes;
forgeries which are prejudicial to clients.

ME
- National Contingency Funds

The Members must participate in the National Contingency Fund.
(see above).

- Insurance

The Members have to subscribe for insurance or bonding.

- Mail Insurance

Every Member shall effect, employ and keep in force mail
insurance against loss arising by reason of any outgoing
shipments of money or securities, negotiable or non-negotiable,
by first class mail, registered mail, registered air mail,
express or air express, such insurance to provide at least 100%

cover.
- Brokers' Blanket Bond

Every Member shall by means of a brokers' blanket bond or bonds
ef{ect and keep in force insurance against losses arising as
follows:

Fidelity

Trading

On premises

In transit

Forgery, alterations.

IC0

- Clearing Fund Deposits
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The TCO may establish a separate clearing fund for each class
of options or futures or group of classes of options or futures
cleared by TCO. Each clearing member admitted to clear a class
of options or futures or group of classes of options or futures
shall maintain a deposit in the appropriate clearing fund of
the amounts from time to time required by the Rules. Each
clearing fund shall be used solely to make good losses suffered
by the TCO as a result of the failure of any clearing member to
perform its obligations under any instrument covered by that
clearing fund or as a result of any liquidation of a clearing
member's position with TCO in relation to the instruments
covered by that clearing fund.

- The options clearing fund shall have the following specifi-
cations:

-- Currency: Canadian Funds

-- Base Deposit: $25,000 cash or $27,000 in acceptable
short term Government securities.

-- Deposit multiplier: $5
-- Additional Deposit: $5,000
-- C(lasses covered: A1l options issued by TCO

- The futures clearing fund shall have the following specifi-
cations:

-- Currency: Canadian Funds

-- Base Deposit: $75,000 cash or $79,000 in acceptable
short term government securities

-- Deposit multiplier: $5
-- Additional deposit: $5,000

-- C(Classes covered: A1l futures issued by TCO.

10CC

In order to secure the performance of any obligation to the
10CC every clearing member shall pay to and maintain with the
10CC a contribution in an amount determined in accordance with

the general conditions of I0CC.

Members of HKFE are required by the CTO and by HKFE's rules to
keep clients' money in segregated accounts. The CTO specifies
that all registered dealers must deposit clients' monies (less
brokerage and other proper charges relating to the requirements

- 125 -



of a clearing house) within four days after receipt into
segregated accounts kept with registered deposit-taking compa-
nies or licensed banks. Such monies in segregated accounts
shall not be available for payment of debts of dealers. HKFE's
rules require members of HKFE to deposit the monies into '
segregated accounts within two days after receipt.

(b) Insurance, self-insurance, bonding, other.

There is no central insurance program for the commodity futures
industry governed either by the CFTC or any self-regulatory

organization.

With respect to securities in the U.S., the Securities Investor
Protection Corporation (SIPC) was created by Congress pursuant
to the Securities Investor Protestion Act of 1970 (SIPA) to
provide protection to customers of B/Ds and, thereby, promote
investor confidence in the nation's securities markets. SIPC
accomplishes this goal by providing specific, limited protec-
tion to customers of securities firms which are forced to
liquidate. In the event of the financial failure of a SIPC
member, SIPC protects each customer up to $500,000 for claims
for cash and securities, except that claims for cash are
limited to $100,000 per customer.

SIPC is a non-profit membership corporation of which all B/Ds
registered under Section 15(b) of the 34 Act, with some minor
exceptions, are members.  If a member fails financially, SIPC
may ask a federal court to appoint a trustee to liquidate the
firm and protect its customers, or, in limited situations
involving small firms, SIPC may protect the customers directly.
In both cases, protection of securities customers is similar.
In addition, the rules of the SROs require their members doing
business with the public to have fidelity bond coverage. (See,
e.g., New York Stock Exchange Rule 319).

The concept of segregation in the UK is supplemented by the
existence of a compensation fund which was established pursuant
to Section 54 of the FSA. In accordance with its responsibil-
ities under that Section, SIB has promulgated rules, Financial
Services (Compensation of Investors) Rules 1990 (Compensation
Rules), establishing the Investors' Compensation Scheme. The
objective of the Scheme is to provide an additional “safety
net" for purposes of compensating investors whose funds were
treated as client money in instances where, as a result of a
default, an authorised business is unable to satisfy its
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obligations to all of its customers. The Scheme will
compensate customers ("eligible investors,® as defined) who
have suffered loss resulting from the default in connection
with investment business conducted on or after August 27, 1988.
Generally, eligible investors are those investors who are not
business or professional investors.

The administration of the Scheme is conducted by an independent
management company (Compensation Rules, 1.03). The Scheme is
intended to fund valid claims as follows: 100% of the first
£30,000 plus 90% of the next £20,000 (maximum £48,000 per
investor claim) up to £100 million in the aggregate for all
claims annually. The compensation costs will be recovered
primarily by a levy on the members of the SRO in which the
default occurred (Compensation Rules, 2.07).

Under the Italian regulatory system, stockbrokers are required
to contribute to a mandatory insurance scheme ("Fondo di
Garanzia") which operates in favor both of clients and other
intermediaries in case of insolvency of one of the stockbro-
kers. In addition, Italian stockbrokers have set up, on a
voluntary basis, an additional insurance scheme.

In Australia there does not exist a requirement to be insured.
There is, however, a statutory requirement for the establish-
ment and maintenance by a futures exchange or a futures asso-
ciation of a Fidelity Fund. An organisation may be exempted
from the requirement to provide the basic amount necessary for
the establishment of the Fund if it has entered into a contract
in a form approved by the Ministerial Council with an insurer
approved by the Ministerial Council under which the insurer
undertakes to supplement the Fund in the event of a claim being
made on the Fund.

The SFE, AFFM and the ASX all have Fidelity Funds. The current
value of the SFE Fidelity Fund is approximately $A7,000,000.

The AFFM Fidelity Fund is currently at $A904,000. Members pay
an annual contribution of $A1,000 per member and $A1,000 on
joining. It is intended, by the AFFM, to convert to fee per
transaction when turnover is at a higher level. The current
value of the ASX Fidelity Fund is approximately $A72,000,000.
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Dealers must belong to the TFE, which has its own contingency
fund. Most dealers also belong to the CIPF. The CIPF has
$70,000,000 Cdn for customer losses. In addition, the TFE and
the 0SC require dealers to maintain insurance to cover
misappropriation and fraud.

The HKFE is required to contribute to a Compensation Fund in
respect of each shareholder. The Compensation Fund is avail-
able to meet claims of clients in the event of defaults of HKFE
members. The maximum payment out of the Compensation Fund in
respect of each defaulting shareholder is HKD2 million.

(c) Investment requirements and restrictions

§4d(2) of the CEA and rule 1.25 permit FCMs and clearing
organizations to invest customer funds in obligations of the
U.S., general obligations of any State or of any political
subdivision thereof, and obligations fully guaranteed as to
principal and interest (i.e., backed by full faith and credit)
by the U.S. Such investments must be made through an account
or accounts used for the deposit of customer funds. Proceeds
from any sale of such obligations must be redeposited in such

account or accounts.

An investment of customer funds in municipal securities must be
highly liquid and readily marketable to be consistent with

§4d(2) of the CEA.

FCMs or clearing organizations that invest customer funds must,
according to rule 1.27, keep a record showing, among other
things, the date on which investments were made and liquidated
or otherwise disposed of and the amount thereof, the identity
of the depositories or other places where such obligations are
segregated, and the names of the persons through whom the
investments were made or liquidated.

CFTC rule 1.23 provides that §4d(2) and rule 1.20 thereunder
which prohibit commingling of customer funds with those of an
FCM should not be construed to-prevent an FCM from having a
residual financial interest in customer funds. (For example,
an FCM may deposit its own money into the segregated customer
account to provide a cushion.) Moreover, rule 1.29 provides
that interest or any increment resulting from an investment of
customer funds may be retained by the FCM or clearing organ-
jzation that invested those funds.
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Rule 15c3-3 prevents a B/D from using customer money to finance
its business, except as related to customer transactions, since
customer monies (the credits) can be offset only by customer
related transactions (the debits). The balance must be depos-
ited with a bank or banks in a special reserve bank account for
the exclusive benefit of customers and may not be used by the
B/D to finance the remainder of its business. (The B/D may
keep interest earned on the special reserve bank account.) The
B/D must therefore provide the capital to finance its firm
activities and assets and may not rely upon customers' monies
left with the firm for such purposes.

In the UK, client money is held in trust on behalf of those
customers who have not opted out of segregation (where permit-
ted) (CMRs, 2.2). Client money must be held in an approved
bank account.

The Japan Securities Dealers Association prohibits the trading
of securities for the account of customers under a discretion-

ary authority.

In Australia, in relation to segregated accounts, the futures
broker may only invest the funds:

- in any manner that trustees are for the time
being authorised by law to invest in trust
funds;

- on deposit with a corporation that is declared
by the Commission to be an authorised dealer in
the short term money market;

- on deposit at interest with a banking corpora-
tion;

- on deposit with a clearing house for a futures
exchange; or

- in the purchase of eligible prescribed inter-
ests.

In relation to the Fidelity Fund, any monies that are not
immediately required for the purposes of the fund may be
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invested in any manner in which trustees are for the time being
authorised by law to invest trust funds or on deposit with a
corporation declared by the Commission to be an authorised
dealer in the short term money market.

Dealers are subject to minimum capital requirements and certain
other capital rules prescribed by regulation, the SROs, TCO and
the TFE. Pursuant to subsection 33(3) of the Regulations made
under the CFA futures commission merchants shall invest money,
proceeds or funds segregated for the benefit of customers in
bonds, debentures and other evidences of indebtedness:

(a) of or generated by the Government of Canada or any province
of Canada, the Government of the United States or any state

thereof;

(b) of or guaranteed by a bank to which the Bank Act applies or
a loan or trust company to which the Loan and Trust Companies
Act applies or an insurance company to which the Insurance Act

applies; or

(c) of or guaranteed by a bank which is a member of the Federal
Reserve Board in the United States of America, maturing not
more than 2 years from the date of purchase.

As indicated above, the segregation rules apply to only those
dealers not otherwise members of the CIPF.

The CTO and HKFE rules require all dealers to keep clients’
money in a licensed bank or deposit-taking company in Hong Kong
or with an organization approved by the Commission. No other
investment requirements and restrictions in respect of clients’
funds have been stipulated either in the CTO or HKFE rules.

(d) Good depositories

§4d(2) of the CEA and rule 1.20 identify banks, trust compa-
nies, clearing organizations or another FCM as good deposito-
ries. The CFTC has generally required that segregated funds be
maintained at a domestic bank or at a U.S. branch of a foreign
bank. However, Financial and Segregation Interpretation No.
12, 1 Comm. Fut. L. Rep. (CCH) 1 7,122, permits FCMs to deposit
segregated funds in banks located outside the U.S. if the
customer is trading a U.S. contract denominated and cleared in
a foreign currency. Among other things, such a customer must
enter into an agreement subordinating his claim attributable to
funds held offshore to the claims of customers whose funds are

held in U.S. segregated accounts.
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The first part of Rule 15c3-3 requires the B/D to have posses-
sion or control of all fully paid and excess margin securities
of customers. The customer securities that are not within a
B/D's physical possession must be at one of seven control
locations specified in the rule, which under certain circum-
stances may include: a clearing corporation; a special omnibus
account; bona fide items of transfer; a foreign depository,
clearing agency, or custodian bank; a bank (as defined under
the rule); items in transit between B/Ds, clearing corpora-
tions, or other offices of a single B/D; and locations desig-
nated by the SEC. The B/D must make a daily determination to
ensure that it is complying with this aspect of the rule.

For purposes of the CMRs, an “"approved bank" includes the Bank
of England, the central bank of another member state of the
European Economic Community (EEC), any institution authorised
under either the UK Banking Act 1987 or Building Societies Act
1986, any overseas banking subsidiary or parent of an approved
bank, or an authorised credit institution in another member
state of the EEC (CMRs, 1.3(1)). This will include, for
example, United States banks which are authorised to conduct
banking business in the UK or which have subsidiaries or
parents who are authorised to conduct banking business in the
UK. Pursuant to CMR 3.1, firms must also obtain written
acknowledgement from such depositories that funds held in these
accounts are funds of customers and that interest payable will
be credited to the customer's account. Under CMR 2.3, unless
the client expressly agrees otherwise, clients are entitled to
receive interest on excess funds held by firms. Funds held for
margined transactions do not attract interest to the client.

Although the rules permit client money to be maintained in
offshore depositories, CMR 2.2(2) provides that to the extent
client funds are held in an overseas client bank account, in
the event of a shortfall in that account resulting from the
insolvency of that bank or the refusal by the bank to recognise
such funds as funds of customers, the claims of clients whose
client money was held in that overseas account will be subor-
dinated to the valid claims of all other clients.

Prior to the introduction of the Segregated Accounts require-
ments the approved depositories of client funds were Corpora-
tions approved by the SFE. Subsequent to the introduction of
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the (FIC) those requirements were determined by the list of
approved investments set out in Section 86(5)(d) of the FIC.
The main effect was to disqualify a number of merchant banks as
approved depositories and to permit investments in certain
authorised trustee investments.

A deposit institution for the purposes of the CFA refers to

1. a chartered bank of Canada;

2. a loan or trust company to which the Loan and Trust
Companies Act applies; : ‘

3. a credit union or caisse populaire to which the Credit Union
or Caisse Populaire Act applies; and

4. a member commercial bank of the Federal Reserve System of

the United States.

See 11.A.5.(c) above.
Default, insolvency or bankruptcy provisions

(a) Priorities - (clearing, customers)

In the case of an FCM bankruptcy, Chapter 7, Subchapter IV of
the Bankruptcy Code, §20 of the CEA and part 190 of the CFTC
regulations provide for pro rata distribution of customer
segregated funds among the public customers of the FCM in
priority to all other claims except costs of administration.
"public customers" does not include the FCM with respect to its
own trading account and its officers, directors or other
affiliates with respect to their personal trading accounts.

For purposes of determining this pro rata distribution, all
property segregated on behalf of or otherwise traceable to, a
particular account class is to be allocated to that class in
conformity with rule 190.08(c)(1). All other property is
allocated among all account classes using a formula intended to
equalize the percentage of each claim for each class of ac-
counts. See rule 190.08(c)(2). Specifically identifiable
property may be returned or transferred on behalf of the
customer, rather than liquidated, under certain circumstances.

See rule 190.08(a) (1) (ii)(C).

If funds in the public customers' segregated accounts are
insufficient to satisfy customer claims the FCM's remaining
assets will be used to satisfy the claims of public customers.
Rule 190.08(a)(1)(ii)(J). The FCM's remaining assets are then
available for distribution to the FCM's general creditors.
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With respect to securities B/Ds, SIPC protects the cash and
securities of the customers of member B/Ds that fail finan-
cially. Customers are persons with claims for securities
received, acquired or held by the firm from or for the securi-
ties accounts of such persons for safekeeping, with a view to
sale, to cover consummated sales, pursuant to purchases, as
collateral security, or for purposes of effecting a transfer.
persons who have cash on deposit with a firm for the purpose of
purchasing securities or as a result of sales thereof also are
considered customers.

Generally, in the event of an insolvent default by a firm,
those customers who have not opted out of segregation, by
virtue of their funds being held for them in trust by the firm,
will receive priority for their claims, that is, before other
customers and general creditors of the firm. In circumstances
where funds in the segregated accounts of a defaulting firm are
insufficient to cover customer claims, recourse may be had by
qualifying customers to the Compensation Scheme (see item
II.A.S.(b? above. The FSA contemplates in specific circum-
stances, an application by the Secretary of State to the court
for an order requiring the person (i.e., defaulting firm)
concerned to pay such sum as appears to the court to be just
having regard to accrued profits, extent of loss or other
adverse effect (FSA, s.ﬁlg

In circumstances where customer funds are not segregated, those
customers rank pari passu with other general unsecured credi-
tors.

The Companies Act 1989 was recently enacted in the UK; Part VIl
specifically addresses the question of insolvency in relation
to financial markets. While Part VII is not yet in force in
the UK, it is expected to become effective in the autumn of

1990.

The provisions of Part VII of the Companies Act 1989 (Companies
Act) are principally intended to protect the integrity of the
market place; the legislation does not seek to protect indi-
vidual brokers from the consequences of insolvent default of
customers nor does it seek to protect customers in the event of
insolvent default by their broker. The latter, in respect of
customers who are not business, experienced or professional
investors, is provided for in the Compensation Scheme (see item

11.A.5(b), above).

Where a firm is a member of an exchange and that firm defaults
or appears to be unable to meet its obligations, the operation
of the new provisions regarding financial markets and
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insolvency in respect of market contracts serves to modify the
general law of insolvency.

The provisions of the Companies Act may, at the option of the
exchange, also apply to market contracts of participants in the
market, other than members of an exchange, in relation to whom
a failure to meet obligations in respect of those contracts
would likely adversely affect the operation of the market
(Companies Act, Schedule 21, paragraph 4). These significant
participants in the market are referred to.as designated

non-members.

The risk to the market, in the absence of provisions modifying
the application of the general law of insolvency, flows from
the powers of a "Relevant office-Holder* (including, inter
alia, the official receiver, a liquidator, trustee in bank-
ruptcy or any person acting as administrator of an insolvent
estate of a deceased person) to rely on the insolvency rules to
"cherry-pick" in relation to the insolvent's market contracts,
enforcing those which are profitable and leaving those which

are not.

part VII requires RIEs and RCHs to implement default rules
which, in the event of a member of the exchange (and a desig-
nated non-member) appearing to be unable to meet his obliga-
tions in respect of market contracts, enable action to be taken
in respect of unsettled market contracts to which he is party
(Companies Act, Schedule 21, paragraph 1). Under the default
rules, an exchange or clearing house may arrange for the
immediate closing out of open positions held by the defaulter
and proceed with the netting down of profits and losses so as
to produce a single net sum to be paid by or to the defaulter.
The general law of insolvency does not apply to restrict the
actions of the exchange or to render unenforceable those
contracts which are entered into to close out positions.

The rules must provide for all rights and liabilities, between
those parties as principals (one of the parties being the
defaulter), to be discharged and for there to be paid by one
party to the other such sum of money (if any) which is deter-
mined in accordance with the rules. This net sum is certified
by the exchange or clearing house upon the completion of
proceedings under the default rules.

The French FM law, and for the-MONEP, the law of the 22nd of
January, provide that the full performance of all contracts
recorded with the clearing house will be guaranteed by the
clearing house. That means that the customers have an absolute
priority. In the case of any market member's insolvency,
initial and variation margin paid by its customers are repaid
by the clearing house. Furthermore, as clearing houses, MATIF
S.A., OMF and SCMC are substituted as parties to all
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transactions. Therefore, the market member's “"insolvency" has
no effect on the other market members or on their customers.
The practical effect of this guarantee is exactly the same as
segregation of funds. The customers are sure to get back their
funds and securities, even in the event of a firm failure.
Funds received by commodities intermediaries are kept in a
specific account in a bank. There is one account per interme-
diary. Commodities and valuables are transmitted to the bank
where this account is opened. There cannot be any fusion of
this account with any other account of the intermediary in this

bank.

Under Italian law, if a financial intermediary fails to pay or
deliver securities, the Stockbroker's Council is entitled to
sell all the intermediary's securities and the proceeds are
distributed among all the market creditors. Stockbrokers have
a special compensation scheme to cover such losses. See

I11.A.5.(b) above.

In Japan every securities company is required to set aside in
reserve an amount of money which is used to offset losses '
incurred as a result of accidents relating to securities
trading and other transactions. The amount of money required
to be set aside is related to the volume of trading the firm

does.

In Australia segregated accounts protect customers in the event
that liquidation proceedings or bankruptcy occurs. There is no
segregation of funds at the Clearing house Tevel.

There are no special insolvency provisions, because the segre-
gated account provisions are intended to achieve the same
result. A segregated account is a trust account in all but
name, the broker having no right to mix the client's money with
his own money or to use it, except as authorized by the client,
to meet the client's margin calls or to deposit it on the
short-term money market or in a cash trust on the client's
account.

Generally in Australian insolvency law, a trust fund is not
available to the creditors of the trustee. The provisions
requiring futures broker to hold client money and property
apart from their own assets and to deal with it only on the
client's account appear to have been intended to attract this

principle.

It is relevant to this point of construction and directly
relevant to the protection of the client that the fidelity fund
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provisions provide for compensation to be paid to clients who
"entrusted” money or other property to a broker, by whose fault
the money or other property is lost.

The non-existence of segregation at clearing house level could
in a worse case situation result in a lower level of safety for
client funds in the event of a default of a Member firm.
Segregation is an important feature of the SFE's proposed
clearing house arrangements.

Customers are unsecured creditors and are treated as such in
bankruptcy proceedings. Customers may be compensated from the
CIPF or the TFE Contingency Fund for any shortfall.

National Contingency Funds

See II1.A.1.(a) above.
IC0

No Exchange transaction shall be cleared by TCO for any clear-
ing member at any time when such clearing member does not meet
the minimum capital requirements prescribed by the TCO rules.

1f the Board shall at any time determine that the financial or
operational condition of a clearing member makes it necessary
or advisable, for the protection of TCO, other clearing members
or the general public, to impose restrictions on such clearing
member's positions with TCO, the Board shall have the authori-

ty:

- to prohibit or to impose limitations on the clearance of
opening purchase transactions or opening writing transactions
by such clearing member;

- to require such clearing member to reduce or eliminate
existing long positions or short positions in such clearing
member's accounts with TCO; and/or

- to require such clearing member to transfer any account
maintained by such clearing member with TCO, any position
maintained in any such account, or any account carried by such
clearing member, to another clearing member.

A clearing member that is unable to meet its obligations or is
insolvent shall immediately notify TCO.

Upon receipt from a clearing member of the notice, or upon the

suspension or expulsion of a clearing member from membership in
an Exchange, or whenever it shall appear to the Board or to the
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chairman of the Board together with any two directors of TCO
that a clearing member has failed to perform its obligations or
is insolvent or is in such financial or operating condition
that it cannot be permitted to continue in business with safety
to its creditors, the Board, or the chairman of the Board
together with any two directors of TCO, shall suspend the
clearing member and TCO shall cease to act for it except as
specified in Section A-403 to A-409 of the TCO rules.

Measures taken by TCO
Creation of Liquidating Settlement Account (Section A-404)
Pending Transactions (A-405)

- with respect to open positions and accepted transactions in
futures;

- with respect to options;

-- Open positions (A-406)

-- Exercised options and tender notices (A-407)
Amounts payable to the TCO (A-408)

-- Member claims (A-409)

There are no specific priorities given to HKCC or customers
under insolvency legislation.

(b) Position treatment

Under CFTC regulations the trustee in bankruptcy has the
authority to, among other things, close out futures and option
positions (rule 190.03(b)), to make margin payments and calls
(rule 190.02(g)), to make or accept delivery on commodity
contracts (rule 190.05) and to deposit additional margin up to
the amount of a customer's pro rata share of segregated prop-

erty (rule 190.02(g)).

Under SEC rules, if a transfer of customer accounts, as dis-
cussed below, is not feasible, protection will be afforded
customers in the following manner: customers are entitled
first to a return of all securities registered in their own
names. If securities registered in customer name are not
present in sufficient quantity to satisfy customer claims,
customers are then entitled to their pro rata share of customer
cash and securities held by the firm. To the extent that the
foregoing is insufficient to satisfy customer claims, SIPC is
authorized to make advances to the limits afforded by SIPA,
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currently $500,000 (including no more than $100,000 for cash
claims). Finally, if a customer's claim still is not satis-
fied, the customer will become a general creditor of the

estate.

The powers of Relevant Office Holders (ROHs) shall not be
exercised in such a way as to prevent or interfere with any
action taken under the default rules of an exchange or clearing
house (Companies Act, s.159(2)). The exchange and clearing
house will, upon the triggering of the relevant default rules,
commence the closing out of positions held by a defaulting
member or designated non-member to discharge the rights and
liabilities between those party as principal to unsettled
market contracts and for there to be paid by one party to the
other a net sum. The default rules may vary as between ex-
changes (and clearing houses). While these rules have not yet
been submitted for review, it is unlikely that they would
contemplate the making or taking of delivery of commodity
contracts. While futures contracts (being principal/principal)
will be closed out, it may, in given circumstances, be appro-
priate to transfer customer accounts in respect of any dealings
by the firm as agent.

In France the clearing house guarantees the customer's position
in the case of a market member's insolvency.

In the event of a Member default either a receiver or Manager
or liquidator would be appointed. The SFE under its rules also
has power to appoint a member to manage client positions and to
enable their transfer to another Member and the Chairman and
Deputy Chairman of the SFE have power of attorney for this
purpose. Otherwise a receiver and manager or liquidator
appointed to a Company would have all of the powers that the
Member previously had, subject always to the segregated ac-
counts requirements of the FIC which protect client funds from
the general creditors of the broker and subject to the right of
clients to arrange for the transfer of positions. Subject to
law as mentioned the SFE does have power to appoint a Member to
manage the transfer of client positions.

The powers of the AFFM in the event of Member failure are
specified at AFFM Article 77 and 78. The NCSC has power to
apply to the Court under Section 101 of the FIC to restrain
dealings in the accounts of a bankrupt futures broker.
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ICCH has no specific rules dealing with the transferability of
positions although the Exchanges would in such circumstances
seek the co-operation of the Clearing House in transferring
non-defaulting client positions to another Member. This has
operated satisfactorily in two recent cases which did not
involve a clearing house default, but did involve the appoint-
ment of liquidators.

A trustee in bankruptcy may close out futures and options
positions. Recent case law suggests a margin payment may be a
fraudulent preference and hence may be attached by creditors.
A trustee in bankruptcy may make or accept delivery on futures
contracts.

HKCC rules authorize it to close out a defaulting member's
position through new contracts with other members. Where a
defaulting HKCC member has registered in his name HKCC con-
tracts for purchase and sale of an equal number of lots of a
particular deliverable item for the same delivery month, HKCC
is entitled to treat each of those contracts as if it had been
c]ose? out at the Official Quotation price on the day of
default.

(c) Position transferability

The trustee in bankruptcy is required under rule 190.02(e) to
use his best efforts té transfer all customer accounts to
another FCM.

Transfers of positions within four days of bankruptcy are
protected from avoidance except for fraud. Bankruptcy Code
§764.

Rule 190.06(e) provides that generally, all accounts are
eligible for transfer except, among other accounts, house
accounts, or if a partnership, the accounts of general part-
ners, accounts which contain no open commodity contracts and
accounts which are in deficit.

The trustee may arrange to have customer accounts of a failed
firm transferred in bulk to another SIPC member. Customers
whose accounts are transferred are notified promptly and
permitted to deal with the new firm or subsequently transfer
their accounts to firms of their own choosing.

- 139 -



B

o
W
(gn}

(e
=
5

|

CEIL

In a SIPA liquidation, all exchange-traded securities option
positions of customers will be closed with the exception of
covered short positions when the customer's broker has caused
the cover to be deposited with either its correspondent broker
or the Options Clearing Corporation. The account of the
customer shall be credited or debited, as appropriate, based
upon the nature of the options position on the filing date of
the SIPA proceeding (See SIPC Rule 400) .

In the event of default, the clearing house transfers all
opened positions to another market member's books. It repays
the initial and variation margin to the credit of the custom-
er's account by this new market member. The customer may
designate the new market member which will hold its account.
Otherwise the clearing house designates itself the new account

holder among the market members.

Arrangements can be made under the ICCH rules for transfer-
ability on contracts traded on the SFE.

HKCC can transfer any open contract registered in the name of a
defaulting HKCC member into the name of another HKCC member who
agrees to accept such transfer together with any initial or

variation margin held by the Clearing House in respect of such

contracts.
Market disruptions; firm financial problems

(a) Early warning or increased reporting requirements

The "early" warning provisions in rule 1.12(b) require that
each FCM who knows or should have known that its adjusted net
capital was less than 150% of the minimum amount required must
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file written notice with the CFTC within 5 days. 3See
11.A.1.(d) above.

Rule 1.12(d) requires that whenever an FCM discovers or is
notified by an independent public accountant of a material
inadequacy in its accounting system or procedures it must
notify the CFTC within 3 days.

The Intermarket Communications Group (ICG), which consists of
both securities and commodities exchanges, has established a
system called INFOE by which the exchanges may transmit price
information during market declines. For example, the ICG's
procedures, as of October 13, 1989, required the CME to notify
the exchanges when the S&P 500 index had fallen eight points.

Rule 17a-11 under the 34 Act sets forth the SEC early warning
system. The early warning system provides mechanisms by which
the SEC's and the SROs are made aware of those B/Ds experienc-
ing financial or operational difficulties. When a firm crosses
one of the parameters of the rule, it is required to immedi-
ately notify the SEC and its designated SRO and the (CFTC) if
the B/D is registered with the CFTC. This notification is
followed by appropriate reporting.

Several occurrences trigger the requirements of Rule 17a-11.
For instance, when a B/D: (1) has failed to maintain its
minimum required net capital; (2) has “satisfactory subordina-
tion agreements" in excess of the maximum allowable amount;

(3) has aggregate indebtedness in excess of 1200 percent of the
firm's net capital; (4) has total net capital less than 120
percent of the firm's minimum net capital; (5) has net capital
less than five percent of aggregate debit items, it is
responsible for complying with the provisions of Rule 17a-11.
Other events which implicate the provisions of Rule 17a-11 are
a dealer's failure to deposit collateral in a specialist or
market maker account; a B/D's failure to make and keep current
its books and records specified in Rule 17a-3; and the
existence of a material inadequacy in the B/D's accounting
system, internal audit controls, or procedures for safeguarding
securities. Additionally, Rules 15c3-1 and 17a-11 are
applicable to a B/D that carries options specialists' accounts
or whose net capital will reach the above parameters due to the
expiration of certain subordination agreements.

The clearing houses and exchanges monitor members' overall
positions on a daily basis; this assessment includes a review
of the potential risks associated with each firm's exposure.

The principal UK clearing house uses a direct debit system in
respect of clearing members' accounts. Where the direct debit
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order cannot be satisfied, the firm is deemed to be in default
and, pursuant to clearing house rules, and with the cooperation
and agreement of the relevant exchanges, action may be under-
taken to close out or transfer those members' positions to

other clearing members.

The Financial Services Regulations 1987 (Financial Notification
Regulations) require a firm to notify SIB or the relevant SRO,
as the case may be, where the firm has reason to believe that
it is or will be in breach of the Financial Resources Rules
(Financial Notification Regulations, 2.01(1)). The firm shall,
upon giving notice, specify the steps which the firm is taking
or has taken to remedy the breach (Financial Notification
Regulations, 2.01(2)).

A firm which is a Category 4 firm (see item 11.A.1(c), above)
must notify SIB, or the relevant SRO, if the firm has reason to
believe that its liability in respect of unsecured loans
exceeds ten times its net assets (for these purposes, unsecured
loans do not include long term and short term eligible subor-
dinated loans or liabilities to repay money borrowed to finance
the purchase of investments to the extent that the firm's
position in those investments is a long position) (Financial
Notification Regulations, 2.04(1)).

A firm is required to notify SIB or the relevant SRO if it has
not carried out the reconciliations required by rule 7 of the
Financial Services (Financial Records) Rules 1987 (i.e., the
reconciliation of client money) or, if having done so, it is
unable to correct any difference as required by that rule
(Financial Notification Regulations, 2.11(1)).

Routine and permanent control is exercised on all members by
the appropriate regulatory agency (Banking Commission, Societes
des Bourses Francaises on behalf of the CBV, Bank of France).

Each market participant on the financial futures market must
inform the clearing house promptly of any circumstance or event
regarding its financial condition which may affect its solven-
cy. It must also consent in advance to the disclosure of such
information to the clearing house by all relevant supervisory
or regulatory agencies (Banking Commission, Banque de France
and CBV).

Each commodities broker is required to notify the CMT immedi-
ately if its net capital no longer meets the capital require-
ments. Members send their books and balance sheet to the
clearing house. Every note establishing external guarantees
and modification in a member's financial situation will be sent

to the clearing house.
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Stock exchanges can suspend a member if the member has become
insolvent or is deemed likely to become insolvent.

Daily position reporting of significant client positions is
reported to the SFE.

AFFM Regulation 101.3 requires that "Each Futures Organisation
shall promptly notify the Board if its Adjusted Liquid Capital
is at any time less than the minimum amount . . . . ".

SFE Members are required to make a report to the SFE if their
NTA requirements fall below 150% of the minimum requirement.
SFE monitors positions and undertakes investigations where
necessary. SFE has wide powers to take action if any unde-
sirable market situation arises. AFFM insures that its rules

and regulations are abided.

The TFE, IDA and the OSC require dealers to maintain and file
detailed financial records ?see 11.A.(8)(a) below). In addi-
tion, the TFE is required by its rules and the 0SC to maintain
detailed trade records. Both the TFE and the 0SC have juris-
diction to increase reporting requirements.

Members may be suspended if a panel auditor, exchange auditor,

the IDA or the exchange determines that the member is insolvent,
undercapitalized or that its financial or operational condition
is such that its confined operation would be prejudicial to the
public. An early warning system has been instituted by the TFE

and the IDA.

ME
- Notice of noncompliance

Immediate notice shall be given to the ME by a member, permit
holder or approved person in the event that:

-- such member, permit holder or approved person has
failed to comply or no longer complies with an Exchange

Regulation,

-- such member, permit holder or approved person is no
longer able to meet its engagements or becomes insolvent
or commits an act of bankruptcy within the meaning of the

Bankruptcy Act, or

- 143 -



(=)
(g}

-- early warning notice.

- Price limits.

HKFE members are required to report to the HKFE the names of
clients holding "Large Open Positions." HKFE analyzes these
positions to determine if they pose significant risk to
HKFE/HKCC. The HKFE can exercise its discretionary power to
direct the clearing member to reduce such positions or to
require "super margins.”

As noted above, HKCC imposes and monitors position limits for
each member based on capital. HKCC also monitors each member's
open positions (including intra-day changes in position) and
projected liquidation value.

(b) Price limits, circuit breakers

In general, each exchange determines the price limits for a
particular contract traded at that exchange. At CME and NYMEX,
for example, the daily price limits are contained in each
contract and vary contract by contract. In most contracts,
however, the limits do not apply on the final day of trading.
Certain contracts do not have price limits, however, most
agricultural soft commodities have such price limits.

Most exchanges have rules permitting the limits to increase
should there be successive days of trading at the limit. CBT
Rule 1008.01(B) provides, for example, that if three or more
contracts within a contract year close on the limit for three
successive days, then the limit would be raised to 150% of its
current level, where it would remain until contracts stopped

trading at the limit on any one day.

Subsequent to the market crash of October 1987, all commodity
exchanges trading securities derivative products have adopted
coordinated circuit breaker rules which are designed to become
effective when stock indices fall by specified amounts. The
circuit breaker mechanisms include price limits and trading
halts of specified durations followed by coordinated reopening
procedures across markets.

In response to the extreme volatility in the markets on October
13-16, 1989, the CME, CBT and KCBT each has submitted proposed
amendments to its circuit breaker rules. The CME's proposals
would impose a new interim circuit breaker at 20, instead of
30, S&P 500 index points that would last for one hour, unless
this 1imit were hit after 1:30pm CT in which case the limit
would apply for the remainder of the day. The CME would
eliminate the current 50 point maximum allowable daily move in
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the S&P 500 index futures contract and establish 30 points as
the daily limit move. KCBT and CBT have made proposals that
are in conformance with those of the CME. There is regulatory
interest in assuring futures circuit breakers are appropriately
coordinated with "halts" in the underlying markets.

Neither the SEC nor the securities or options SROs have imposed
limits on the amount by which the price of an individual stock
or option may fluctuate in any given day. The SEC, however,
has approved procedures (called “circuit breakers") by which
options trading as well as securities and futures trading will
halt when the Dow Jones Industrial Average (*DJIA") declines
below certain pre-set limits.

Specifically, pursuant to rules of stock, options and commodi-
ties SROs, equities, options, and stock index futures will halt
trading for one hour if the DJIA declines 250 points below the
previous day's closing value. Trading will resume at the
conclusion of the one hour halt. If the DJIA subsequently
declines 150 additional points (total of 400 point decline) in
the same trading day a two hour trading halt is called. In
addition, the options exchanges have rules permitting the
exchange to halt trading in other circumstances. For example,
when the CME S&P 500 futures reach their 12 point price limit.

Whilst exchange rules vary, some provide for the temporary
cessation of trading on a specified price 1imit move whereafter
trading is resumed generally without limit. The length of time
during which trading may cease will vary according to the
exchange. Price limits will vary according to the contract
being traded. At the discretion of the exchange, these may be

altered.

Exchange rules also provide for emergency measures including
cessation of trading with a view to maintaining orderly conduct
of business. In the context of exchanges and clearing houses,
the FSA imposes strict requirements of cooperation through the
sharing of information and otherwise with any authorities,
bodies or persons having responsibility for the supervision or
regulation of investment business or other financial services
(FSA, Schedule 4, and s.39).

For each contract price, limits are determined. There may be
no price limit for the nearest maturity of the contract in
order to facilitate the convergence of cash and future prices.
If the price limit is reached trading is stopped. If the price
limit is reached again after reopening the market, the clearing
house calls complementary margins. Trading can be stopped by
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the clearing house for more than one hour. If necessary the
chairman of the CMT can stop the trading for a longer time.
Complementary margins are calculated as being the difference
between the price at the 1imit and the price at the last margin
calls. In practice, the clearing house can modulate to take

account of an emergency situation.

The CONSOB has established an intervention group (Gruppo di
intervento) which is entrusted with the task of postponing or
suspending the trading on a security when the price fluctuates
more than some imposed 1imit. Regulations also provide for
emergency measures, including cessation of trading, with a view
to maintaining orderly conduct of business.

Stock exchanges have price 1imits as shown below:
- JGB futures: approximately 2.0% of last closing price

- T-bond futures: approximately 3.0% of last closing price of
CBOT

- Stock index futures: approximately 3.0% of last closing price

- Stock index options: approximately 3.0% of last index value
of the cash market

Trading by prices over or under the price limit is not allowed
till closing time.

When stock index futures of one exchange reaches the price
limit and another similar product of another exchange doesn't,
one may increase the price limit of the former one, in order to
coordinate the operations of the two markets.

Implementation or exercise of the emergenCy measures depends on
the judgement of the market situation by the MOF and the stock

exchanges.
There are no price limits or circuit breakers.

0SC regulation requires the TFE to have price limits on its
contracts. The daily price limit on the TSE 35 contract is 9
index points or $4500.00/contract. The expanded price limit is
13.50 index points or $6,750/contract. In addition, the TFE
has circuit breakers on stock index futures which track circuit
breakers on the Toronto and New York stock exchanges.

- 146 -



CYMO
SFC

o
-
—
's)

|

Trading in HIBOR contracts is conducted within a daily fluctu-
ation limit (currently at 125 basis points above or below the
settlement price of the previous dayg and within an expanded
fluctuation limit (i.e. 200% of the daily fluctuation limit)
for 3 business days following the day whenever the market
closes limit up or down. There are no trading limits on the
last five business days of a HIBOR contract.

The daily price fluctuation limit in respect of HSI futures
contracts is 100 index points. On reaching the trading limits,
the market is closed for 30 minutes. There is no trading limit

for the spot month.

(c) Super margins

Some exchanges have established rules for calling additional
margins when market conditions and price fluctuations cause the
responsible official to conclude that additional margins are
required to maintain an orderly market or to preserve fiscal

integrity. See, e.g., CME Rule 828A.

NYMEX Rule 9.20(C) permits a clearing member to have a position
in excess of its aggregate position 1imits provided that the
clearing member deposits with the clearing house two times the
original margin or straddle margin required for a futures
contract at the highest rate of original margin for any futures
contract. CSC has a similar rule for expanding capital based
position limits.

B/Ds and OCC have the authority to request the payment of

increased margins on an intraday basis on a firm-by-firm basis
as conditions warrant. Generally, OCC will make an intra-day
margin call to protect against extreme intra-day market vola-

tility.

Additional margin requirements may be imposed across the board
at the discretion of the exchange during, for example, times of
particularly high volatility.

An exchange/clearing house may determine that an individual
clearing member firm is particularly at risk and may impose on
that clearing member additional margin requirements in excess
of those imposed on other clearing members.
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The CONSOB can take measures for interrupting the trading of a
specific security and/or adjourning the trading session. It
has the authority to modify the margin percentage. The finan-
cial intermediary must request the customer to deposit when,
under particular market conditions or other circumstances, the
Commission considers this measure necessary. :

In case of emergency, stock exchanges can increase margin
levels.

This is at the discretion of the Clearing House (ICCH) and the
members of the SFE.

Margining is the responsibility of ICCH. Any change to mar-
gining procedure is only implemented after full consultation

with the Exchange.

In relation to the AFFM the financial status of Members is
principally assessed on the basis of capital liquidity rather
than an asset calculation.

For Member Corporations AFFM Regulation 101.1(ii) specifies
that Adjusted Liquid Capital should be not less than $A250,000
or 5% of Aggregate Indebtedness which is the greater. Regula-
tion 106 requires all Members to lodge Annual Accounts with the
Exchange not later than 31 August in each year.

In addition Regulation 107 provides the Examining Accountant

with considerable authority for investigation at other times.
It has been standard practice for the Examining Accountant to
require the quarterly submission of "Liquid Capital Calcula-

tions" by all Member firms. This accords with policy adhered
to by the Australian Stock Exchange.

The TFE and TCO each have rules which enable them to increase
margins as necessary in emergency situations. The 0SC,

pursuant to subsection 19(2) of the CFA may, where it appears
to it to be in the public interest, set higher margin levels.
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HKCC rules allow for additional margins or intra-day variation
margin calls to be made. Members are required to meet these

calls within one hour.

Recordkeeping (specify types and manner of financial records to be
maintained (e.g., accounting records using GAAP)); retention period,
availability, and confidentiality.

(a) Who maintains, and where

(b) Who has access, and when

Rule 1.31 requires all books and records to be kept for a
period of five years and to be readily accessible during the
first 2 years of the 5-year period. All books and records must
be open to inspection by any representative of the CFTC or the

U.S. Department of Justice.

Under rule 1.31(b) and (c), computer, accounting machine, or
business machine generated records may be immediately produced
or reproduced on microfilm and kept in that form. For all
other books and records, microfilm copies may be substituted
for the hard copy for the final three years of the 5-year
period. Such microfilm records must be arranged and indexed
and must be easily accessible.

Pursuant to rule 1.18, FCMs and IBs (except for IBs operating
pursuant to a guarantee agreement, unless also a B/D) must
prepare and keep current ledgers which show each transaction
affecting asset, liability, income, expense and capital ac-
counts consistently with the form 1-FR (or the FOCUS Report if
a B/D), and make a formal computation of their adjusted net
capital and their minimum financial requirements as of the
close of business each month.

Pursuant to rule 1.27 each FCM which invests customer funds
must keep a record which shows the details of the investment,
including the size and type of investment, the date of the
investment, and any disposition made of the investment.

Rule 1.32 requires an FCM to compute each day the customer
funds in segregated accounts and the FCM's residual interest in

those funds.

Under rule 1.34 each FCM is to prepare a monthly balance of all
open positions which brings to the closing or settlement price
all open futures and option positions.

Rule 1.35(a) contains the general recordkeeping requirements
for FCMs and IBs with respect to futures, commodity options,
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and cash commodity transactions. FCMs and IBs must keep full,
complete, and systematic records, together with all pertinent
data and memoranda. Records to be kept include all orders
(filled, unfilled, or canceled), trading cards, signature
cards, street books, journals, ledgers, canceled checks, copies
of confirmations, copies of statements of purchase and sale,
and all other records, data and memoranda which have been
prepared in the course of its business.

Rule 1.35(a-1)(1)-(4) requires FCMs and IBs to prepare written
records of a customer order immediately upon receipt. The
records must include the customer identification and order
number, and must be time stamped to the nearest minute from the
time the order is received. For option customers the record
shall record to the nearest minute the time the order is
transmitted for execution.

Rule 1.35(b) requires FCMs and IBs to regularly prepare and
maintain account ledgers and transaction journals which record,
for each customer, charges and credits to an account, and
detailed information about futures and option transactions.

Rule 1.36(a) requires FCMs to maintain records of all securi-
ties and property received from customers to margin, purchase,
guarantee, or secure a futures or exchange option transaction.
The records must show where the property is deposited and any
other disposition of the property.

Rule 1.37(a) requires FCMs and IBs to keep a record of each
account carried, the name and address of the customer, and the
customer's principal occupation or business. The record must
also show the name of any person guaranteeing the account or
exercising any control over it.

Rule 1.37(b) requires each FCM carrying a futures or option
omnibus account for another FCM, foreign broker, or other
person to maintain a daily record of the positions in each such
account. See also records required by exchanges of large

traders' gross positions which are used for financial as well
as market surveillance, as discussed in 11.B.5.(d) below.

Rule 17a-3 under the 34 Act requires B/Ds to keep records
relating to, among other things: (1) daily transactions and
receipts and disbursements of money; (2) the firm's assets and
liabilities, income and expense, and capital accounts; (3) each
cash and margin account of every customer and each account of
the firm and its partners that reflects all purchases, sales,
receipts, and deliveries of securities and commodities for such
accounts; and (4) the location of various securities for which

the firm is responsible.

Rule 17a-4 under the Act, contains the preservation require-
ments for the B/Ds records. Generally, records must be
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preserved for three or six years with the first two years in an
easily accessible place. Some records, however, have longer
retention periods. Rule 17a-4 permits a B/D to substitute, in
place of hard copy versions, microfiched or microfilmed copies
of the records required to be maintained and preserved pursuant
to Rules 17a-3 and 17a-4.

The SEC and the SROs have access to registered B/Ds books and
records. These books and records, which are treated as confi-
dential, must be available for immediate examination on the
firms' premises. Public access to such information is limited
by Regulation §200.80(b) (17 C.F.R. §200.80(b); adopted by the
SEC under the Freedom of Information Act (FOIA) (5 USC §552

(1989)).

The financial records which a firm is required to maintain are
identified in Rule 6 of Section 1 of the Financial Services
(Financial Records) Rules 1987 (Records Rules). The essential
requirement relating to financial records is that such records
must be sufficient to document the firm's transactions, whether

as agent or principal, and to:
- disclose the financial position of the firm at that time;

- demonstrate whether or not the firm is in compliance with the
requirements of the Financial Resources Rules; and

- enable the firm to prepare a balance sheet, a profit and loss
account, a statement of financial resources and the answers to
a mid-year and end-year questionnaire in accordance with the
requirements of the Financial Statements Rules and within a

reasonable time.

Firms are required to maintain all records required pursuant to
the Records Rules for a period of six years after the date upon
which they are made or prepared and such records must be
readily accessible (i.e., within twenty-four hours) for in-
spection by SIB or any person acting under the authority of SIB
(Records Rules, 12 and 13).

The rules relating to the preparation of periodic financial
reports and annual audit reports are set forth .in the Financial
Services (Financial Statements) Rules 1987 (Financial State-
ments Rules). Details of the form and content of financial
statements are contained in Financial Statements Rule 13, the
content of the auditor's report is set forth in Rule 14 and
applicable accounting principles and rules are set forth in a
schedule attached to the Financial Statements Rules.

A1l firms are required to prepare and submit annual audited
financial statements within four months of the date as at which
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they are prepared, together with unaudited financial returns
for that quarter (Financial Statements Rules, 6 and 7). Firms
engaged in futures and options transactions must also show a
reconciliation of the amounts shown in the annual balance sheet
and profit and loss accounts with the amounts shown in the
quarterly balance sheet and profit and loss accounts (Financial
Statements Rules, 6 and 7). Unaudited monthly and quarterly
financial returns must be filed within two weeks and one month,
respectively, of the applicable reporting period (Financial
Statements Rules, 7 and 8). Non-clearing firms are only
required to submit quarterly statements.

The Financial Services (Financial Notification) Regulations
1987 (Financial Notification Regulations) require that firms
promptly notify SIB by telephone, telex or other means of,
inter alia: any change in reported information with respect to
guarantees, indemnities and other commitments given by the firm
and, where the firm is affiliated with other firms, guarantees
and other financial support given to the firm by such affili-
ates; misleading financial statements submitted to SIB; any
auditor's report to management in respect of internal controls;
any change, resignation or removal of auditors; and any failure
to comply with Financial Records Rules concerning reconcilia-
tion of client money (Financial Notification Regulations, 2.03

and 2.05).

Pursuant to Rule 8 of the Financial Services (Appointment of
Auditors) Rules 1987 (Auditors Rules), the auditor must have a
right of access at all times to the accounting and other
records of the firm and all other documents relating to such
firm's business, and a right to require from the firm such
information and explanation as he thinks is necessary for the
performance of his duties as an auditor. An auditor must
submit a report annually to SIB making specific reference to,
among other things, the firm's annual financial statement,
financial resources requirement, whether or not the firm was in
compliance with the CMRs at the date the balance sheet was
completed and whether or not a firm maintained adequate systems
throughout the time to which the report relates to enable it
to, among other things, comply with the CMRs (Financial State-

ments Rules, 14).

Appointment of Auditors Rule 9 requires a firm to give notice
within fourteen days to SIB of the appointment, removal or
resignation of an auditor. Rule 10 requires that such notice
must contain a statement signed by the auditor stating whether
or not the circumstances connected with his resignation or
removal should be brought to the attention of SIB. The auditor
is also subject to certain duties imposed by the FSA to commu-
nicate with supervisory authorities such as SIB (FSA, s.109).

In the specific context of margined transactions undertaken for

segregated customers, firms are required to ensure that those
customers deposit an amount in cash (or approved collateral) to
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cover their margin requirement (CBR 11.12). Where the customer
does not provide sufficient funds to cover any shortfall, this
will be required to be paid by the firm. Records must be
maintained of all sums of money received and expended by the
firm, and the matters in respect of which the receipt and
expenditure takes place (Records Rules, 6(3)(a)). In addition,
records must be maintained from day to day of all money which
is paid into or out of a client bank account containing segre-
gated client money (Records Rules, 6(3)(g)(i)). Records of
receipts and payments of client money which is not segregated
must also be kept, identifying the persons to whom each such
receipt or payment relates (Records Rules, 6(3)(g) (ii).

In addition to the foregoing, a firm also must keep records of:

- any)arrangements for indirect payment for services (CBRs,
16.04);

- information relating to and fulfilling the “know your cus-
tomer" requirement and the suitability of investments (CBRs,

16.05);

-a c§py of each customer agreement and of any amendment (CBRs,
16.07);

- copies of all advertisements and the identity of the person
approving the advertisement (CBRs, 16.08);

copies of all published recommendations (CBRs, 16.09);

investments dealings by officers and employees (CBRs, 16.13);

any disciplinary action taken (CBRs, 16.14);

copies of all complaints and the action taken in response
(CBRs, 16.16); and

- all compliance procedures (CBRs, 16.15).

A1l records required to be maintained pursuant to CBRs 16.02
must be kept for at least three years from the date when they

were created (CBRs, 16.02(9)).

With respect to access to records, see jtem 11.B.5(a).

The following records and documents relating to a market
member's business on the French futures market must be kept on

a daily basis:

- Transactions for each customer's account (deposits and
margins);
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- Open positions by customers, for each contract's maturity;
and

- Business day commissions and premiums

Monitoring of the compliance with financial rules also has to
be available as does every statement relating to relationships
with customers. Market participants are required to maintain
complete and accurate information about funds and transactions

on a daily basis. 1

MATIF's Inspection Department and, for the MONEP, SBF's In-
spection Department have access to these records. COB's
enforcement Department has access to such documents if neces-
sary during an inquiry. Professional authorities (Banking
Commission and Conseil de Bourse de Valeurs) also have access
to the financial documents.

Specific derivative markets' records are required to be kept
for a period of two years. General financial information has
to be kept for a period of ten years, as required by the "Code

de Commerce".

Royal decree N. 376 of 1925 requires all stockbrokers to
document transactions made in specific records which must be
kept and be readily accessible for a period of time in accor-
dance to the common law provisions for financial records. All
books and records must be open to inspections by any represen-
tative of the CONSOB and, as far as stockbrokers are concerned,
to inspections by any representative of the self-regulatory

organization.

A futures broker shall:

- keep such accounting records as correctly record and explain
the transactions and financial position of the business of
dealing in futures contracts carried on by the broker;

- keep accounting records in such a manner as will enable true
and fair profit and loss accounts and balance sheets to be

prepared from time to time; and

- keep accounting records in such a manner as will enable
profit and loss accounts and balance sheets of the business of
dealing in futures contracts carried on by the broker to be
conveniently and properly audited.
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Without limiting the generality of sub-section (1), a futures
broker shall be deemed not to have compiled with that sub-
section in relation to records if those records:

- are not kept in writing in the English language or in such a
manner as will enable them to be readily accessible and readily
converted into writing in the English language;

- are not kept in sufficient detail to show particulars of:

-- all money received or paid by the broker, including
money paid to, or disbursed from a segregated account;

-- all dealings in futures contracts made by the broker,
the charges and credits arising from them, and the name of
the person on whose behalf each dealing was effected;

‘.= all income received from commissions, interest and
other sources, and all expenses, commissions and interest

paid by the broker;

-- all the assets and liabilities (including contingent
liabilities) of the broker;

-- all futures contracts to which the broker has become a
party as a result of trading on the broker's own account;

-- all futures contracts dealt with by the broker pursuant
to instructions given by another person, showing who gave
the instructions;

-- all property that is property of the broker and in
respect of which the business rules of a futures exchange
authorise the making of a futures contract in the futures
market of the futures exchange, showing by whom the
property is held and, if held by some other person,
whether or not the property is so held as security against
loans or advances; and

-- all such property that is not property of the broker
and for which the broker or any nominee controlled by the
broker is accountable, showing by whom, and for whom, the
property is held and the extent to which the property is
either held for safe custody or deposited with a third
party as security for loans or advances made to the

broker; E

- are not kept in sufficient detail to show separately partic-
ulars of every transaction by the broker;

- do not specify the day on which or the period dufing which
each transaction by the broker took place; or
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- do not contain copies of acknowledgements of the receipts of
property received by the broker from clients.

Without affecting the operation of the above paragraphs, a
futures broker shall be deemed not to have complied with
sub-section (1) in relation to records if, in respect of a
discretionary account on which the broker operates, those
records are not kept in sufficient detail to show the particu-
lars that the broker is required to furnish to clients in order
to comply with sub-section 84(3). Sub-section 84(3) requires
the broker within seven days after the end of the month to send
a written statement to the person(s) who gave instruction to
the broker authorising the broker to operate a discretionary
account. The statement might set out:

- the name or style under which the broker carries on business
as a futures broker and the address of the principal place at
which the broker so carries on business;

- the opening cash balance for that month in the account (in
this sub-section referred to as the “account") maintained by
the broker in respect of the discretionary account;

- all deposits, credits, withdrawals and debits affecting the
account during that month;

- the cash balance in the account at the end of that month;

-- that the broker has acquired before or during that
month;

-- the acquisition of which was an operation by the broker
on the discretionary account;

-- that, as at the end of that month, has not been dis-
posed of,

[xxxxxx]

-- particulars of the futures contract, including the
particulars required by virtue of paragra h 83(4?(d), or
paragraphs 83(5)(b), (e) and (f) or (6?(b§, (d) and (e),
as the case requires, to be included in a contract note

relating to the acquisition or the futures contract; and

-- details of each outstanding call for a deposit or
margin in respect of a futures contract that the broker
has acquired on behalf of the client and the acquisition
of which was an operation by the broker on the discre-

tionary account.
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- without affecting the operation of sub-section (2) or (3), a
futures broker shall keep records in sufficient detail to show
separately particulars of all transactions by the broker:

- with, on behalf of, or on the account of, clients of the
broker, excluding, in a case where the broker carries on
business in partnership, the partners in the firm;

- in a case where the broker carries on business in partnership
on the broker's own account or with, on behalf of, or on the
account of, the partners in the firm;

- in a case where the broker does not carry on business in
partnership - on the broker's own account;

- with, on behalf of, or on the account of, futures broker's
carrying on business within or outside [name of State];

- with, on behalf of, or on the account of, other futures
brokers representatives employed by, or acting for or by
arrangement with, the broker; and

- with, on behalf of, or on the account of, employees of the
broker.

An entry in the accounting and other records of a futures
broker required to be kept in accordance with this section, and
any matter recorded by a futures exchange in relation to a
member pursuant to a contract note or a copy of a contract
note, shall be deemed to have been made by, or with the au-
thority of, the broker or member.

Where a record required by this section to be kept is not kept
in writing in the English language, the futures broker shall,
if required to convert the record into writing in the English
language by a person who is entitled to examine the record,
comply with the requirement within a reasonable time.

Notwithstanding any other provision of this section, a futures
broker shall not be deemed to have failed to keep a record
referred to in sub-section (1) by reason only that the record
is kept as a part of, or in conjunction with, the records
relating to any business other than dealing in futures con-
tracts that is carried on by the broker.

If accounting or other records are kept by a futures broker at
a place outside [name of State], the broker shall cause to be
sent to and kept at a place in [name of State] such particulars
with respect to the business dealt with in those records as
will enable true and fair profit and loss accounts and balance

sheets to be prepared.

If any accouhting records of a futures broker are kept at a
place outside [name of State], the broker shall, if required by
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the Commission to produce those records at a place in [name of
State], comply with the requirement not later than 14 days
after the requirement is made.

A person who is required to maintain, make or keep a register
or any accounting or other record shall preserve that register
or record other than an accounting record for a period of 5
years next after the day on which the last entry was made in
the register or record. In relation to an accounting record
the person must preserve the record for a period of 7 years
next after the last day of the accounting period to which the

record relates.

The holder of a futures broker's license shall furnish to the
Commission such information in writing, or statements, in
respect of the business of dealing in futures contracts carried
on by the holder of the license, as the Commission from time to

time direct.

An auditor of a futures broker has a right of access at all
reasonable times to the accounting records and other records,
including any register, of the broker, and is entitled to
require from the broker or, in the case of a broker that is a
body corporate, from any executive officer of the body corpo-
rate, such information and explanations as the auditor desires

for the purposes of audit.

Every securities company shall prepare and maintain such
documents relating to its business as may be prescribed by
Ordinance of the Ministry of Finance, including: (1) the
voucher of orders, (2) the daybook of trading, (3) the bill of
delivery, (4) the original register of accounts, (5) the
daybook of accounts, (6) the account book of cash, (7) the
original register of customer accounts, (8) the receipt of
securities, (9) the book of the number of delivered securities,
and (10) the detailed book of securities received in deposit
from customers. Every securities company shall maintain those
documents for ten years from the time of closing them.

The TFE and the IDA receive audited financial statements
annually from their members. In addition, each dealer is
required to file regular financial statements with the 0SC.

The key financial filing is the monthly Joint Regulatory
Financial Questionnaire and Report (the *JRFQR"), which
includes a balance sheet (including categorization of assets as
active or non-active), a net free capital calculation, a
calculation of adjusted liabilities and a calculation of excess
net free capital or capital deficiency. Dealers must notify
the TFE if their net free capital falls below TFE requirements.
Exchange auditors, appointed by the TFE and approved by the
0SC, have unconditional access to all books and records of each

dealer.
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In addition, futures commission merchants and advisers must
maintain books and records necessary to record properly their
business and financial affairs. Records may be kept by
mechanical or electronic devices provided that the registrant
takes adequate precaution to guard against the risk of
falsification and provided that the registrant provides a means
for making the information available in an accurate and
intelligible form to any person lawfully entitled to examine

the records.

Futures commission merchants must maintain an itemized daily
record of all trades in contracts, all receipts and
disbursements of cash, all other debits and credits, the
account for which each transaction was effected, the date of
the transaction, the commodity futures exchange, the name of
the dealer, if any, used by the registrant to effect the trade,
the commodity and quantity bought or sold, the delivery month
and year, the price at which the contract was entered into,
and, in the case of commodity futures options, the type and
number bought or sold, the premium, the underlying interest,
the delivery month and year of the commodity futures contract
forming the underlying interest, the declaration date and the

strike price.

Futures commission merchants must also maintain a ledger for
each customer setting out the property received from the
customer and detailing all transactions involving such
property. Futures commission merchants must also compile a
commodity record showing separately for each commodity all long
or short positions carried for the registrant's accounts or for

the account of customers.

Records showing each order or instruction received respecting
trades in contracts (whether executed or unexecuted) must also
be maintained as must copies of all statements sent to

customers.

Documents relating to unexecuted orders or instructions,
confirmations of trade, statements of purchase and sale and
monthly statements must be maintained for a period of at least
2 years. Documents and instructions relating to executed
orders or instructions must be maintained for 6 years.

Securities Act (Quebec)

A dealer/broker must keep the accounting books and registers
necessary to its activities and must retain them for a period

of at least five years.

The accounting books and registers that a dealer must keep
include:
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- a register for primary registration in which are entered in
chronological order purchases and sales of securities allocated
according to the markets on which the transactions were ef-
fected, securities received and delivered, cash receipts and

disbursements;

- a customer's ledger in which, for each separate account, are
entered the buy and sell transactions, the securities received
and delivered, and all the other transactions entered as debits

or credits in the account;
- the books in which are entered;

-- the securities being transferred;

-- dividends and interests received;

-- securities borrowed or loaned;

-- sums borrowed or loaned, with identification of the
security attached; :

-- securities not received or not delivered by settlement
date;

-- long and short positions for each security, both in
customers' accounts and in those of the registered person,
with identification of the account and the place in which
the securities are kept or the position taken in compen-
sation for the securities sold short;

- a register of buy and sell orders and the related instruc-
tions, in which are entered:

-- the description of the order;

-- the account to which it refers;

-- the name of the person who placed the order;

-- the date and the time of the order;

-- where applicable, the fact that the order was placed
under a management contract;

-- the price at which the order was executed;

-- the date;

- a register containing the copies of the confirmation slips
and the statements sent to customers; :

- a file for each customer containing:

-- the name and address of the account holder and, where

applicable, of his guarantor; -
-- any proxy by which the account holder grants to

another person power to place orders for him, with the

address of that person;
-- in the case of a joint account or an account opened in

the name of a company, the name and address of the person
authorized to place orders, with the document granting him

such power;
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-- where appropriate, a contract for a margin account,
signed by the holder of the account, and, where applica-
ble, bx his guarantor;

- a register in which are entered the options bought, sold or
underwritten by the dealer, with the value and number of the
securities to which those options refer;

- books and registers showing in detail all the assets and
liabilities, proceeds and expenses as well as capital;.

- a monthly trial balance and a monthly computation of ad-
justed liabilities and net free or working capital;

- a register in which are entered details of the daily com-
missions of the representatives.

ME

Every member of the ME must comply with the provisions of the
Securities Act.

1C0

Every clearing member shall keep records showing with respect
to each exchange transaction:

- the names of the clearing members who are parties to the
transaction;

- the trade date;
- the name of the client;

- if in respect of a future, the class and series of futures,
the underlying interest, the number of contracts, the contract
price, the delivery month and year, whether the transaction was
a buy or sell transaction and whether it was an opening or
closing transaction;

- if in respect of an option, the class and series of options,
the underlying interest, the number of contracts, the premium,
the exercise price, the expiry month, whether the transaction
was a purchasing or a writing transaction and whether it was an

opening or a closing transaction; and

- such other information as méy from time to time be required
by law, regulation, and Exchange or TCO.

- Such records and all other records required by these Rules
of TCO, shall be retained readily accessible for at least 6
years from the end of the calendar year to which such records
related in such form as TCO may authorize. TCO shall be
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entitled to inspect or take temporary possession of any such
records at any time upon demand.

TCO shall issue to each clearing member who engaged in one or
more exchange transactions in options as reported to TCO by an
exchange a report covering each exchange transaction made on
that exchange during each business day and cleared through a

clearing member. It is the responsibility of each clearing
member to ensure that the report is correct.

JocC

Each business day, the I0CC issues to every clearing member
daily reports. Daily reports include:

- Daily position Reports
- Daily margin Reports
- Daily deposit statements

- Daily settlement statements

The CTO requires registered dealers to keep accounting and
other records to sufficiently explain their business and to
properly reflect their financial position. Dealers are re-
quired to retain the financial records for a period of not less

than 7 years.

HKFE's rules require the accounts to be drawn up in conformity
with accounting standards approved by the Hong Kong Society of
Accountants.

Neither the CTO nor the HKFE Rules have specified where the
records shall be kept. However, the Securities & Futures
Commission Ordinance requires all registered persons to inform
the Commission of the location where their records are kept.
They may not keep records at a location which the Commission

considers unsuitable.

The HKFE and Commission have access to the records of mem-
bers/dealers during normal business hours. All information
relating to a member or client in possession of the HKFE is
required to be kept confidential. The Commission is bound by
the secrecy provisions contained in the Securities and Futures

Commission Ordinance.

B. Fairness

1. Authorization, qualification and good standing requirements
other than capital adequacy (e.g., probity, competency) for:

(a) Exchange members; governing members.
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CFTC
Exchange members ahd governing members: - CFTC rule 1.63

prohibits persons with the following disciplinary histories
from serving on any SRO's disciplinary committees, arbitration

panels or governing board:

- any violation of the rules of an SRO except rules related to
decorum and attire, financial requirements, or recordkeeping or
reporting requirements which result in fines aggregating not
more than $5000 in any calendar year;

- any SRO rule violation which involves fraud, deceit or
conversion, or results in suspension or expulsion;

- any violation of the CEA or regulations promulgated
thereunder; or

- failure to exercise supervisory responsibility when such
failure is itself a violation of the SRO's rules, or the CEA
and the rules promulgated thereunder.

Exchange rules generally do not set out specific criteria with
which prospective members must comply. For example, the CBT
requires only that a member must be 21 years old, of good
character, reputation, financial responsibility and credit.
Moreover, the CME permits membership to any adult “of good
moral character, reputation ‘and business integrity".

Exchange rules do not specify competency criteria for their
governing members.

House of Representatives ("House") and Senate versions of
legislation to amend the CEA contain provisions which would
affect the qualification of exchange members and governing
members of exchanges.

The House bill, which passed the House on September 13, 1989
(Commodity Futures Improvement Act of 1989, H.R. 2869, 101st
Cong., 1st Sess. (1989), see 135 CONG. REC. H5603-H5630
(September 13, 1989)) would require the CFTC to issue rules
requiring each contract market and registered futures
association ("RFA") to establish a schedule of major rule
violations of any rule within the disciplinary jurisdiction of
such contract market or RFA and to prohibit any individual who
violates a major rule from serving on an exchange or RFA
governing board or disciplinary committee for a fixed time.

The Senate bill, which has not yet passed the Senate (see S.
Rep. No. 101-191, Futures Trading Practices Act of 1989, S.
1729, 101st Cong., 1st Sess. (November 6, 1989)) would require
the governing boards of the exchanges to represent a diversity
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of interests, including FCMs, floor brokers and traders, and
non-members with futures expertise.

Floor brokers:
See 11.B.1.(c), below.

loor traders (" .

Currently, a person trading solely for his.own account, a
*local," does not have to be registered with the CFTC; however,
the proposed reauthorization legislation would require those
persons, defined as "floor traders" in the legislation, to
register with the CFTC.

Registration as a B/D generally is the only category of regis-
tration available to a person acting as a financial intermedi-
ary in derivative securities products. Persons limiting their
activities to investment advice, however, may be required to
register only as an investment adviser.

To register as a B/D with the SEC, an applicant must complete
and file an application form that specifies the applicant's
proposed business activities, lists its officers, directors,
control persons, and owners, and discloses the disciplinary
history of the applicant and its control persons. This appli-
cation must be accompanied by a statement of financial condi-
tion that includes representations as to the capital, financ-
ing, and facilities required to carry on the applicant's
proposed business. Non-resident applicants must submit an
irrevocable appointment of the SEC as agent for service of
process. Within 45 days after a complete application has been
accepted for filing, the SEC either will grant registration or
institute proceedings on whether registration should be denied.

In addition to registering with the SEC, a B/D must become a
member of one or more appropriate self-regulatory organizations
(SRO). If a B/D effects transactions solely on a national
securities exchange, that exchange is the appropriate SRO. All
other B/Ds must become members of the National Association of
Securities Dealers, Inc. (“NASD"). Every registered B/D doing
business in derivative securities products also must become a
member of the Securities Investor Protection Corporation,
unless the B/D's principal business is conducted outside the

United States.

Associated persons of a B/D, such as partners, officers,
directors, branch managers, and employees, must meet certain
qualification requirements if their functions are not solely
clerical or ministerial. These requirements include filing an
application that discloses the person's employment, personal,
and disciplinary history, and passing an SRO securities
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examination. In addition, associated persons of a B/D
generally must be fingerprinted, and these fingerprints must be
submitted to the Attorney General of the United States.

As indicated above, non-resident applicants for B/D registra-
tion must submit an irrevocable appointment of the SEC as agent
for service of process. In addition, non-resident B/Ds must
either maintain copies of all required records in the United
States or agree to furnish such records in the United States

upon demand.

B/Ds can be barred from registration if the SEC finds that the
B/D or an associated person of the B/D:

(1) has been convicted within the previous ten years of felony
or misdemeanor that (a) involves the purchase or sale of a
security, making false statements, bribery, burglary, or
conspiracy to commit any such offense; (b) arises out of the
conduct of business of a financial intermediary; or (c) in-
volves the misappropriation or forgery of funds or securities;
or (d) involves financial fraud or extortion.

(2) has willfully violated, been enjoined from violating, or
aided and abetted a violation of various investment-related

laws.

Probity Any B/D or associated person of a B/D who is adjudged
guilty of a specified list of criminal and civil violations
("statutory disqualifications") is prohibited from entering or
staying in the business. In addition, if an SRO adjudges a
member guilty of violations of its rules or the Act, it may
bar, suspend, fine, censure, or limit the activities of the

member.

Competency The options SROs require that all registered
representatives pass a general securities examination that
includes options questions. Options supervisors must pass a
general principal examination plus a separate options principal

examination.

The FSA does not set qualification standards for exchange
members, clearing members or governing members of exchanges or
clearing houses. Exchange rules vary and may establish quali-
fication criteria for members. .

The FSA contemplates two main categories of persons engaged in
investment business, these are: authorised persons and ex-
empted persons. Examples of the latter include: Bank of
England, RIEs, ROIEs, RCHs, ROCHs, Lloyd's, listed money market
institutions, appointed representatives and certain officers of
the court acting in specified circumstances (FSA, ss. 42 to

45).
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Those persons who carry on investment business in the UK must
be authorised persons unless exempted (FSA, s.3).

Authorisation may be obtained from SIB or through membership of
the relevant SRO. Pursuant to Section 27(2) of the FSA,
applicants for authorisation must satisfy SIB, or the relevant
SRO, as the case may be, that the firm is a “fit and proper"
person to carry on investment business and to provide the
investment services described in the application. This is the
primary safeguard for investors and other users of financial
services against fraud and malpractice, that is by the appli-
cation of the "fit and proper" test to all investment busi-

nesses.

There is no definition of "fit and proper® in the FSA. 1In

determining whether an applicant satisfies the "fit and proper"
test, SIB considers, among other things, information which will
assist in evaluating three main areas: honesty, competence and

solvency.

SIB may take into account all the information furnished by the
applicant together with any relevant information which may be
in, or come into, SIB's possession. SIB may also take into
account any matter relating to any person who is employed by,
or associated with, the applicant.

The application form which the applicant is required to com-
plete consists of four sections:

Section A: Applicant's Profile - The information required in
this section allows SIB to assess the applicant's structure and
organisation and its financial position.

Section B: Applicant's Record - The information in this
section (to the extent that it is relevant), will allow SIB to
determine whether there is any reason to believe that the
applicant will not conduct itself in relation to its proposed
activities in a competent, honest and fair manner. Specifi-
cally, Section B requires the disclosure of, among other
things: any past or pending actions in bankruptcy; receiver-
ships; refusal or revocation of licenses in the past ten years
under, inter alia, legislation intended to prevent fraud in
connection with investment business; refusal or revocation of
membership in any association of dealers in securities or in
any organisation or body recognised or designated under the
FSA; any refusal or revocation in the past ten years of a
license to carry on an investment, banking or insurance busi-
ness in countries outside the UK; disciplinary measures imposed
or investigations by any regulatory body in the UK in relating
to investment business; any seizures of applicant's books and
records by a regulatory body in the last ten years; any suc-
cessful legal proceedings involving applicant's investment
business in the past three years or any pending proceedings;
and convictions for any offense involving fraud or other
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dishonesty under legislation, whether or not of the UK, relat-
ing to, inter alia, insurance, banking or other financial
services, insolvency, consumer credit or consumer protection.

Section C: Compliance Arrangements - The information required
in this section permits SIB to assess whether the applicant is
able to ensure compliance with SIB's rules and regulations.
SIB also requests, where applicable, information concerning
complaints made against the applicant and the previous record
of the applicant's company representatives. _

Section D: Individuals - Information and disclosures similar
to that required of the applicant under Section B must be
submitted by the applicant to the SIB with respect to all key
personnel of the applicant. Such information permits SIB to
assess the competence and character of these individuals.

The applicant must also complete a business plan questionnaire
which provides information on the investment business (or
proposed investment business) with respect to which the firm
has requested authorisation by SIB and information relating to
the applicant's other activities (CBRs, 2.01). Subject to
limited exceptions, authorised persons may provide investment
business or hold themselves out as able to provide services
only in accordance with the business plan submitted as part of
the authorisation procedure (CBRs, 2.01).

Notwithstanding the fact that a complete fitness check is
required only of directors, partners, senior officers, manag-
ers, agents and other key personnel of the applicant, and is
not required of persons who solely advise clients or solicit
orders, the fit and proper test applies to the firm as a whole
and in determining whether a firm is fit and proper, SIB may
consider any matter relating to any person who is employed by,
or associated with, the applicant for authorisation. In that
connection, SIB's Notification Rules require the disclosure of
any material changes, including information such as the con-
viction of any employee for any offense involving, for example,

fraud.

The FSA does not impose a testing requirement but see Section D
of the SIB Application Form mentioned in this item.

The Secretary of State may withdraw or suspend authorisation
(FSA, s.29). In such circumstances, the authorised person will
be given notice, with reasons for such withdrawal or suspen-
sion. The notice shall state the date on which it is to take
effect and, in the case of suspension, the proposed duration.

Where it appears to the Secretary of State that any individual
is not a fit and proper person to be employed in connection
with investment business or investment business of a particular
kind, he may direct that that person shall not, without the
written consent of the Secretary of State, be employed by
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authorised, exempted or specified persons in connection with
investment business or, as the case may be, investment business
of a particular kind (FSA, s.59). These directions are re-
ferred to as “disqualification directions" (FSA, s.59(2)). It .
is the duty of an authorised person and an appointed represen-
tative to take reasonable care not to employ, or continue to
employ, a person in contravention of a disqualification direc-

tion (FSA, s.59(6)).

The "fit and proper" test applies to all firms requiring
authorisation to carry on investment business in the UK. (See

item 1.B.1).

On the financial futures market the employees of market par-
ticipants designated by their employers as floor traders must
be approved by MATIF SA after completion of an investigation
regarding their integrity and moral character. A1l traders are
required to pass a qualifying examination demonstrating their

ability in trading practices.

On the commodities market, members must be at least 25 years
old and must have at least three years' experience in futures

markets.

On the MONEP, traders and market-makers must hold a profes-
sional card delivered by the SBF after examination. Candidates

are presented by brokerage firms.

The appointment of an exchange member follows a public compe-
tition.

Stock exchanges review the overall business results and compe-
tency of persons applying for membership.

In determining whether to approve an applicant the Board of the
SFE is entitled to consider the character, business integrity,
financial probity and standard of training and experience of
the applicant. Prior to election the Board uses its best
endeavors to ensure that the applicant is of good character and
high business integrity and, where the applicant is a corpora-
tion, that its directors, those concerned in its management and
those who have control or substantial control over the corpo-

ration are of high business integrity.
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No person may be granted registration as a partner or officer
of a registered futures commission merchant unless such person
has successfully completed the Canadian Futures Examination
administered by the Canadian Securities Institute. Applicants
must also meet minimum work experience requirements, disclose
prior criminal conviction, suspensions or refusals of exchange
membership, bankruptcy and litigation proceedings and work
history of the previous 15 years. The OSC typically conducts
police checks of individuals applying for registration.
Registration will be granted except where the applicant's
financial position suggests that he or she will not be finan-
cially responsible, the past conduct of the applicant affords
reasonable grounds for belief that his or her business will not
be carried on in accordance with the law or with integrity and
honesty, or the applicant is or will be carrying on activities
that are in contravention of the Act or the regulations.

Futures commission merchants must be members of the TFE in
order to be registered in Ontario. The TFE requires that
directors and officers of dealer members of the TFE may not be

a member, officer, employee or shareholder of any other members.
No undischarged bankrupt may be a director or officer of a
dealer member of the TFE.

Securities Act (Quebec

An individual who intends to act as a senior executive, other
than in the capacity of director, for a dealer with an unre-
stricted practice (full service) or a discount broker must have
passed the examination for partners/directors/senior executives
given by the Canadian Securities Institute and have at least
three years' experience in the securities field.

M

- The Governing Committee

The Governing Committee consists of the President, six Public
Governors and eleven Member Governors.

- Public Governors

At the time of his election and throughout his term of office,
a public governor:

-- shall not be a member, shareholder, partner, director
or officer of a member nor be engaged in the securities
business;

-- shall not own directly or indirectly more than 1% of
the voting securities of an affiliated company of a member
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and the entirety of his voting securities of affiliated
companies of members must represent less than 10% of his
portfolio, and ‘

-- shall not be an officer of an affiliated company of a
member;

-- may be an outside director of an affiliated company of
a member. However, the number of such governors shall not
exceed 50% of the total number of public governors on the
Governing Committee.

A Public Governor must disclose his interests in an affiliated
company of a member at the time of his election to the Govern-

ing Committee.

Qualjfication of Member Governors

Each member governor at the time of his election and throughout
his term of office shall be either a member or a membership
representative of a member, or a partner in a member firm, or a
director of a member corporation, or any employee of a member.

Each director of a member corporation at the time he first
becomes a director of such member corporation and throughout

his term of office:

- shall have been approved as such by the ME, which such
approval may be revoked by the Governing Committee;

- shall not be in a position where he should make an assign-
ment under the Bankruptcy Act and shall not have a receiving
order made against him; and

- shall not be engaged in any business which has been disap-
proved by the ME.

1C0

The affairs of TCO are managed by its Board. The number of
directors is twelve (12) of whom seven (7) constitute a quorum
for the transaction of business.

Qualification - No person shall be qualified as a director if
he is less than 18 years of age; if he is of unsound mind and
has been so found by a court in Canada or elsewhere; if he is
not an individual; or if he has the status of a bankrupt. A
director need not be a shareholder. A majority of the direc-
tors shall be resident Canadians, and at least two directors
shall not be officers of employees of the Corporation or its

affiliates.
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HKFE can only admit "fit and proper" persons to be members, as
described further below.

(b) Clearing members; governing members

CFTC rules do not set qualification requirements for clearing
members and governing members. There are not exchange rules
which establish any requirements other than financial compe-
tency for clearing members and the governing members of clear-

ing houses.

In addition to minimum financial requirements (See Section
11.A.1.(c), above), OCC requires clearing members to meet
standards of operational capability, experience and competence.
A clearing member must maintain books and records in accordance
with the Act, demonstrate the ability to reconcile unmatched
and advisory trades on a timely and efficient basis (if it is a
member of an exchange), and be able to discharge its clearing
member functions in a timely and efficient manner at current
and anticipated volume levels. In addition, a clearing member,
or any person associated with it must have substantial expe-
rience in clearing securities transactions, not engage in acts
or practices inconsistent with just and equitable principles of
trade, and not be subject to a statutory disqualification as
defined in Section 3 of the 34 Act.

See 11.B.1.(a) above.

11.B.1.(a) above.
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11.B.1.(a) above.
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A1l clearing members must be a member of the SFE. This ensures
that these members are of good standing.

In addition to meeting any applicable SFE rules Clearing
Members are required to meet minimum NTA's of $A100,000 and in

the case of a corporation a minimum paid up capital of
$A100,000. Additional requirements are imposed on a case-

by-case basis.
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The CFA does not establish requirements for clearing members.

There are no special requirements for membership of HKCC other
than the requirement of being an HKFE member. General Clearing
Members must deposit HKD7.5 million and Clearing Members HKD1.5
million to the HKCC Reserve Fund.

(c) Other financial intermediaries -- principals, employees

Categories of Registrants

§2(a) (1) (A) of the CEA describes, among other things, the
following categories of registrants: Futures Commission
Merchants ("FCMs"), Introducing Brokers ("IBs"), Commodity Pool
Operators (“CPOs"), Commodity Trading Advisors ("CTAs") and
Floor Brokers ("FBs").

- A "futures commission merchant" is defined as any person who
solicits or accepts orders to buy or sell futures or option
contracts, and who, in connection with the order, accepts any
money or other property (or extends credit) to margin, guaran-
tee, or secure the contracts resulting from the order.

- An “"introducing broker" is any person who solicits or accepts
orders to buy or sell futures or option contracts, but who does
not accept any money or property (or extend credit) to margin,
guarantee or secure the contracts.

- A "commodity pool operator" is any person who solicits funds
from others for the purposes of pooling the funds for use in
investing in commodity interests.

-- CFTC rule 4.5, however, excludes from the definition of
*commodity pool operator" certain “otherwise regulated
persons” such as an investment company registered under
the Investment Company Act of 1940, or an insurance
company subject to regulation by any state. The entity
seeking the exemption must generally represent that it
will use the futures or option contracts for hedging
purposes, that the initial aggregate margin and premiums
do not exceed 5 percent of the fair market value of the
entity's assets, and that the entity will not market
participations to the public.

- A "commodity trading advisor" is any person who, for compen-
sation or profit, is engaged in the business of providing
commodity interest advisory services to others.
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- A "floor broker" is any person who on the floor of an ex-
change buys or sells futures or option contracts for any other
person. At a minimum, an FB must have trading privileges on
the floor of the exchange in order to be and remain registered

as such.

Any person associated with, among other registrants, an FCM,
IB, CPO or CTA who solicits or accepts customer orders or who
supervises persons who do so is required under §4k of the CEA
to register as an "Associated Person" ("AP"). The AP is the
person who solicits business from, and deals directly with, the
customer with respect to his account.

Registration Under the CFTC Rules

Part 3 of the CFTC's rules contain the general registration
requirements and procedures for FCMs, IBs, CPOs, CTAs, and
their APs and FBs. The CFTC has delegated to NFA a majority of
the registration processing function.

- A person registered as an FCM, IB, CPO or CTA will continue
to be registered until the registration is suspended, revoked,
terminated or withdrawn. See CFTC rules 3.10, 3.13, 3.14 and
3.15. In the case of an FB, in addition to the foregoing,
registration will terminate if the FB no longer has trading

privileges on any exchange. See CFTC rule 3.11.

- A person registered as an AP and whose registration has
neither been suspended or revoked will continue to be so
registered until the cessation of the association of the
registrant with, or the revocation, suspension, lapse or
withdrawal of the registration of, the AP's sponsor. Specifi-
cally, an AP must be sponsored by an FCM, IB, CPO or CTA.
Registration as an AP will cease upon the termination of the
registration of the sponsor. See CFTC rules 3.12 and 3.16.

- The basic registration application form required of FCMs,
IBs, CPOs, and CTAs is the Form 7R. The Form 7R requires
disclosure of the applicant's name, address, branch offices,
and principals, as well as detailed information about the
disciplinary and criminal history of the firm.

- Each application must be accompanied by a Form 8R executed by
each natural person who is a principal of the applicant, along
with the fingerprints of each principal on a card provided by
NFA. The Form 8R requires disclosure of information on the
employment, residential, and educational history of the appli-
cant, and requests detailed information about the disciplinary
and criminal history of the principal. A “principal” is
defined under rule 3.1 as any officer, director or general
partner or any person occupying a similar position who exer-
cises a controlling influence over the regulated activities of
the firm, any holder or beneficial owner of 10% or more of the
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outstanding shares of stock in the firm, or any person who has
contributed 10% or more of the firm's capital.

- The basic registration application form required of FBs is
the Form 8R, which also includes the fingerprint requirement.

- APs also are required to file a Form 8R and fingerprint card.
The NFA also requires that all APs pass a proficiency examina-
tion administered by the National Association of Securities

Dealers.

- i o —
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Rule 30.4(a) requires that persons who act in the capacity of
an FCM with respect to a foreign futures or option customer
must register as an FCM.

Rule 30.4(b) requires that persons who act in the capacity of
an IB with respect to a foreign futures or options customer

must register as an IB.

Rule 30.4(c) requires that persons who act in the capacity of a
CPO with respect to a foreign futures or option customer must
register as a CP0. However, rule 30.4(c) permits an exemption
from CPO registration for an investment trust or similar form
of enterprise located outside the U.S. which is registered as
an investment company under the Investment Advisers Act of 1940
and whose securities are registered in accordance with the
Securities Act of 1933, or which is exempt from such registra-
tion requirement. The exemption is only available if no more
than 10% of the participants in, and the value of the assets
of, such investment trust or similar form of enterprise are
held by or on behalf of foreign futures or options customers.

Rule 30.4(d) requires that only those CTAs who solicit or enter
into an agreement to direct or to guide a foreign futures or
foreign option customer's account by means of a systematic
program that recommends specific transactions in any foreign
option or foreign futures contract register with the CFTC as a
CTA. Thus, the scope of who is required to register as a CTA
for purposes of foreign futures and option transactions is more
narrow than for transactions on U.S. exchanges.

Persons who act in the capacity of an AP with an FCM, IB, CPO
or CTA in connection with foreign futures or option customers
are required to register as APs. See CEA §4k.

Pursuant to rule 30.5(a), persons located outside the U.S. who
act in the capacity of an 1B, CPO or CTA solely with respect to
foreign products are exempt from having to register in the
appropriate capacity if such persons otherwise qualify to do
business by entering into an agreement, filed with NFA, with an
appropriate agent for the purpose of receiving communications
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from the CFTC, the Department of Justice and their customers.
Under rule 30.5(c), IBs, CPOs and CTAs exempted under rule 30.5
must still comply with the disclosure provisions of rule 30.6
which also includes the requirement to provide customers with
the options risk disclosure statement in rule 33.7 in connec-
tion with foreign option transactions. See II.B.3.(c), below.
Under rule 30.5?d) such persons are required to provide their
books and records to any representative of the CFTC or the
Department of Justice within 72 hours of receipt of notice of
the request. Under rule 30.3(b), such persons must carry all
accounts of foreign futures and option customers by or through
an FCM on a fully-disclosed basis.

Rule 30.10 contains an exemptive provision which permits
persons located outside the U.S. who solicit or accept orders
from foreign futures and option customers, and who are subject
to a comparable regulatory scheme in the jurisdiction in which
they are situated, to apply for an exemption from the applica-
tion of certain of the Part 30 rules. The CFTC would accept,
for example, an appropriate offshore registration or capital
requirement, enforced by the offshore jurisdiction, together
with information exchange with respect to the status of an
offshore firm's compliance therewith, as “"substituted compli-
ance" for the comparable CFTC requirement. At a minimum, a
condition of such an exemption would be consensual submission
to the CFTC's jurisdiction via appointment of an agent in the
U.S. for service of process, notification to the NFA of the
commencement of activities here and the existence of mechanisms
for information sharing between appropriate regulatory author-

ities.

The CFTC's Part 30 rules do not require that the foreign
regulatory regime be identical to the United States regime.
The CFTC expects to determine whether, as a whole, the foreign
regulatory regime adequately addresses the concerns reflected

in the CFTC's regulatory regime. In issuing exemptive relief,
the CFTC has on a case-by-case basis imposed additional re-

quirements in the areas of:

- status of firm personnel, including required representations
that neither the principals nor the sales personnel would be
disqualified under §8a(2) of the CEA;

- additional capital requirements, for example, where the
foreign regulator permits the use of letters of credit to
satisfy capital requirements; and

- protection of customer funds where the foreign regulator does
not impose such a requirement.

Statutory Disqualification Provisions

§§8a(2) and (3) of the CEA provide objective criteria for
making determinations regarding registration, such as refusal
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to register, conditional registration, suspension or restric-
tions on registration (without a hearing), or revocation (with
an appropriate hearing). (See also CFTC rules 3.50-3.63). The
objective criteria upon which such determinations may be made

include:
- suspension or revocation of a prior registration;
- prior registration refusal within the past five years;

- applicant enjoined by court from acting as an FCM, 1B, FB,
CTA, CPO or AP.or as a securities dealer or investment dealer;

- applicant convicted within the past ten years of a violation
of the Securities Acts or Foreign Corrupt Practices Act in-
volving embezzlement, theft, extortion, fraud, etc.;

- applicant subject to a CFTC order denying trading privileges
or revoking membership in any U.S. exchange or futures associ-

ation;
- applicant made a false statement in his application; or

- where refusal, suspension or revocation of the registration
of any principal of such a person would be warranted.

See I11.B.1(a) above.

11.B.1.(a) above

d
D
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See 11.B.1.(a) above

See 11.B.1.(a) above

No securities company, its officers or employees shall induce a
customer by offering a definitive prediction, or by promising
to compensate for any loss.

In order to qualify for a futures broker's license or futures
adviser's license the Commission must be satisfied:
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- as to the educational qualifications or experience of the
applicant;

- that it does not have any reason to believe that the appli-
cant is not of good fame and character; and :

- that it does not have reason to believe that the applicant
will not perform the duties of a holder of a futures broker's
license or of a futures adviser's license, as the case may be,

efficiently honestly and fairly.

The Futures Industries Act 1986 and Codes (FIC) and the Co-
operative Scheme Amendment Act 1989 provides for two categories
of licensees; futures brokers and futures advisers.

Futures brokers includes a person who carries on, or 2 or more
persons who together carry on, a futures broking business,
whether or not the person, or any of the persons, also deals in
futures contracts on the person's own account. S4 FIC.

Futures adviser means a person who carries on, or 2 or more
persons who together carry on, a futures advice business. S4

FIC.

Principals acting as future brokers or advisers must be 1i-
censed. Employees and agents, as representatives of princi-
pals, since 1 November 1989 are required to be “properly
authorised”" by their principals. Although a private function,
principals must satisfy minimum legislative requirements when
issuing such authorisations. Sections 4,7 and 10A FIA refer to
principals. Representatives are defined at S11A FIC.

Applicants must not be insolvents under administration, must be
members of relevant futures organisation, have adequate quali-
fications and experience for the duties, be of good fame and
character and there must be no reason to believe that the
person will not perform efficiently, honestly and fairly.
Section 66 FIC applies for natural person license applicants
and Section 66A FIC for body corporate applicants.

Principal licensees may authorise representatives.

Principals are liable for the conduct of their representatives.
Conditions in all licensees ensure their representatives are
properly qualified, experienced and supervised for the duties
they are to perform.

Licensees are at liberty to set the requirements for their own
representatives subject to the above. To be licensed appli-
cants are obliged to be members of a recognised futures asso-
ciation. Exchanges set further criteria for membership and
allow only competent, honest and financially sound entities to

gain membership.
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The only approved futures association, the Sydney Futures
Exchange Limited (*SFE*) also has rules which require repre-
sentatives to be registered with it.

A key requirement for registration as a futures broker is be
accepted as a member of a recognised futures association.
Application forms detailing all the information sought of
license candidates are attached.

As noted earlier to be licensed, futures brokers are required
to hold membership of a class which the Exchanges authorises to
deal with the public; which means either Floor Membership, Full
Associate Membership with an authorisation to deal with the
public, or Introducing Broker Associate Membership. Represen-
tatives are also to be registered with the SFE and are required
to have passed the Exchanges own examinations.

Employees of dealers who wish to be registered under Ontario
legislation are required to successfully complete Canadian and
U.S. proficiency examinations, meet minimum work experience re-
quirements and disclose prior criminal convictions, suspensions
or refusals of exchange membership, bankruptcy and litigation
proceedings and a work history for the previous 15 years. In
addition, three personal references are required.

To become registered as a dealer or dealer representative, a
person has to satisfy the Commission that he is fit and proper.
This essentially involves satisfying the Commission on the

following elements:

- Financial Status: The person is not a bankrupt, not been
subject to any bankruptcy proceeding nor failed to meet any
judgment debt. (For a corporation, the company should not be
in liquidation, in the hands of a receiver or administrator, or

have failed to meet any judgment debt).

- Educational or other qualifications or experience: The
person has to have a relevant degree or professional qualifi-
cations and three years' directly relevant experience; or, five

years' directly relevant experience.

- Ability to perform functions efficiently, honestly and
fairly: The person has to have adequate business systems and
personnel to ensure that relevant laws, regulations and rules
applicable to his business can be conformed with and that
unacceptable conflicts of interests do not arise.
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- Reputation, character, financial inteqrity and reliability:
The person must be of sound mental health; not have a previous
criminal record of direct relevance to the person's fitness and
properness; not been found guilty of fraud; not been censured
or reprimanded by, or denied/disqualified from membership of a
professional or trade body; not had a regulatory licence,
registration or similar approval refused or revoked; not been
disqualified by a Court from being a director; not been found
guilty or culpable of insider dealing or failed to abide by any
Code of Conduct or guidelines promulgated by a relevant regu-
lator; be able to comply with any financial resources require-
ments on an on-going basis; and not considered as having
committed incompetence, negligence or mismanagement (indicated
by any censure or reprimand by a professional, trade or regu-
latory body or dismissed or requested to resign from any
position or office for negligence, incompetence or mismanage-

ment).

In addition, the person, if a business entity, must be a member
of a specified exchange.

With the exception of the education/experience qualification,
the above applies to both principals and employees. (Employees
are required to be registered as representatives but do not
have to meet the education/experience qualification set out

above.)
Order execution requirements

(a) Competitive execution requirements/priorities

Competitive execution

Rule 1.38(a) mandates that all futures and option contracts
which are subject to the rules of an exchange shall be executed
openly and competitively by open outcry or other methods, such
as posting of bids and offers, which are open and competitive.

Rule 1.38(b) requires that every person handling any non-com-
petitive transaction clearly identify such transaction on every

record pertaining thereto.

The open outcry system is used at most exchanges; however, the
CFTC has approved trading systems which differ from this
system. The ACC and PBOT conduct trading through a Board
Broker system. In sum, the Board Broker is an individual
member or nominee of a member who is registered with the
exchange for the purposes of (1) maintaining the book with
respect to orders left with him for execution by other members
on the floor, (2) effecting proper executions for such orders,
(3) announcing bids and offers having priority on his book, (4)
providing quotations for dissemination over the market
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information network and (5) ensuring that trades are executed
openly and competitively.

The CFTC is also considering a CME rule establishing a category.
of market makers with affirmative responsibilities to post both
a bid and an offer in specified contracts for a specified
percentage of a Globex session.

Rule 155.2(g) requires exchanges to adopt rules which prohibit

FBs from allocating trades among accounts except in accordance
with exchange rules.

Exchanges set forth priority rules with varying degrees of
specificity. For example, CBT Rule 350.05(k) requires only
that trades be allocated in an equitable manner. CME Rule 548
requires that non-discretionary customer orders be filled in
the order received by a broker. ACC Rule 615 gives priority to
public customer market orders over all other types of orders.

Rule 155.3(a) is referred to as the "customer first rule."”
Under this rule each FCM is required to ensure that customer
orders which are executable at or near the market price are
transmitted to the floor of the exchange before any order in
the same commodity for the FCM's account or for the account of
any person affiliated with the FCM. See also, rule 155.4(a)
with respect to IBs and rule 155.2(a) and (b) with respect to

FBs.

In addition, each FCM is required to prevent APs from placing
orders with another FCM in a manner designed to circumvent the

“customer first rule."

In general, Section 11(a) of the SEC Act prohibits members of a
national securities exchange from effecting any transaction on
an exchange unless the transaction: (1) is effected in com-
pliance with the rules of the SEC; (2) is consistent with the
maintenance of fair and orderly markets; and (3) yields prior-
ity, parity, and precedence in execution to orders for the
accounts of non-exchange members. In addition, the rules of
the options exchanges generally require that the highest bid
and lowest offer for a security shall have priority. Brokers
also have an obligation to obtain best execution of orders en-

trusted to them.

The FSA does not mandate the method by which exchange-traded
futures and option contracts are executed.
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Generally, with respect to effecting a transaction for a
customer who is not a business, experienced or professional
investor, the CBRs require a firm to take all reasonable steps
to ensure that the transaction is effected on the best terms
available for transactions of the same size and nature with

reliable counterparties (CBRs 5.04).

In determining whether a proposed manner of effecting a trans-
action is one which will produce the best terms available, SIB
accepts that it may not be possible for a firm to survey the
entire market. Where this is so, SIB accepts that a firm which
surveys a representative sample of available sources will have
made sufficient effort to survey the market generally so long
as the sample is reasonably wide (CBRs, Practice Note to 5.04).

With respect to rules regarding the priority of execution of
orders, see items II.B.Z?d) and 11.B.2.(b).

For two orders transmitted at the same time on behalf of a
customer and on behalf of the firm, the customer's order gets

priority.

In view of the new screen based trading system to be introduced
at the beginning of 1991, new rules for the execution of orders

have been drafted.

Price priority and time priority are ensured under the
so-called "auction system".

A reference to the transmission by a futures broker of in-
structions to deal in a class of futures contracts is a refer-

ence:

- where the broker has direct access to the futures market on
which the instructions are to be executed - to the transmission
of the instructions to that futures market; or

- where the broker has access to the futures market on which
the instructions are to be executed - to the transmission of
the instructions to that other -futures broker.

A futures broker is required to transmit in the sequence in
which they are received by the broker all instructions to deal
in a class of futures contracts at or near the market price for
a futures contract of that class prevailing immediately before

execution of the instructions.
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Where a futures broker proposes to deal in a class of futures
contracts on the broker's own account and the person by whom or
on whose instructions the instructions for the dealing are to
be transmitted is aware of instructions of a client of the
broker to deal in that class of futures contracts at or near
the market price for a futures contract of the class prevailing
at that time (being instructions that have not been transmit-
ted), that person is prevented from transmitting, giving
instructions to any other person to transmit, the instructions
to give effect to the proposal of the broker to deal in that
class of futures contracts before the instructions of the
client are transmitted.

A member of a futures exchange who is concerned in the execu-
tion, on a trading floor of the futures exchange, of instruc-
tions to deal in futures contracts is required to execute in
the order in which they are received by the member all in-
structions to deal in a class of futures contracts at or near
the market price for a futures contract of that class prevail-
ing immediately before execution of the instructions.

[Sequence in which dealings to be allocated] Where:

- during a particular period, a futures broker transmits
instructions (whether or not those instructions consist of, or
include, instructions giving effect to a proposal of the broker
to deal in the class of contracts concerned on the broker's own
account) to deal in a class of futures contracts at or near the
market price for a futures contract of that class prevailing
immediately before execution of the instructions; and

- dealings in that class of futures contracts are effected
pursuant to those instructions, the broker is required, except
so far as the business rules of a relevant organisation of
which the broker is a member otherwise provide, to allocate the
dealings to those instructions:

- in the sequence in which the dealings were effected, and

- in the sequence in which the broker transmitted those in-
structions.

The CFA applies to contracts traded on commodity futures
exchanges. The term "commodity futures exchange" is defined to
refer to "an association or organization . . . operated for the
purpose of providing the physical facilities necessary for the

trading of contracts by open auction.”

In registering a commodity futures exchange pursuant to section
19 of the CFA the 0SC is required to determine that "floor
trading practices are fair and properly supervised." A similar
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provision applies to the recognition of foreign commodity
futures exchanges. Foreign commodity futures exchanges have,
however, been exempted from the need to be recognized by way of
a blanket order of the 0SC.

tion
- Priority of Orders for Execution

A client order entered in the Book is always executed before an
order at the same price which is represented in the trading

crowd.

Orders are filed according to price and time of acceptance in
the Book.

Priority of bids and offers shall be determined by price and if
two or more orders for customers are at the same price, then
priority shall be by time of acceptance; unless the Retail
Order Policy provides otherwise.

Orders for professional accounts shall stand behind orders for

customers at the same price, but priority as between profes-
sional orders at the same price shall also be accorded by time

of acceptance.
- Priority at the Opening

The priority sequence, top priority first, is as follows at the
opening of the market:

-- client market orders in the Book;
-- client market orders in the crowd;
-- client limit orders in the Book;

-- client limit orders in the crowd.

- Execution of Orders

A1l orders must be executed by “open outcry” in the appropriate
trading pit. Traders may not-execute transactions by any other

means nor in any other place.
- Priority to client orders
Each member is responsible for insuring that, at the same price

and time-stamp, it gives priority to client orders over its own
professional orders. In the pit however, client orders of one

- 183 -



CFTC

member do not have priority over professional orders of another
member.

Quebec Securities Act

With respect to the Regulation respecting securities, the
registered representative of a dealer must see that orders are
executed at the best price available on Canadian Exchanges,
unless he is instructed otherwise.

HKFE's trading rules provide that all transactions shall be
conducted in a publicly competitive auction manner. A1l bids
and offers have to be made openly and competitively. HKFE
rules prohibit members trading for their own account if a
client order remains unfilled.

A member is also not allowed to withdraw or withhold orders for

his own convenience or for the convenience of any other person.

(b) Capacity restrictions (e.g., restrictions on dual trading
or insider trading)

Insider trading

Except for the exemptions stated below, there is no specific
prohibition against insider trading.

CEA §9(d) states that it shall be a felony for any Commissioner
of the CFTC or any employee or agent thereof to participate in
an investment transaction for a commodity if any non-public
information is used in the investment decision.

CEA §13 mandates that any person who willfully aids, abets or
controls a violator of the CEA shall be liable to the same

degree as the principal violator.

Rule 1.59 governs activities of employees of SROs and governing
members who possess material, non-public information. Gener-
ally, an employee is proscribed from divulging any information
obtained as the result of employment where there is a reason-
able expectation that the information disclosed "may assist
another person in trading any commodity interest.® Rule
1.59(b) (2) requires that each SRO promulgate rules which
prohibit employees from trading or assisting another in trading
a commodity interest. Rule 1.59(c) requires that each SRO
promulgate rules which provide that no governing member divulge
any material, non-public information other than for the offi-

cial governance of the organization.
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Dual Trading

CEA §4(j) (1) and (2) require the CFTC to evaluate periodically
whether an FB and an FCM may engage in dual trading. In making
its determination, the CFTC is required to assess the impact of
dual trading regulation on market liquidity. Although CFTC
regulations do not prohibit dual trading, certain regulations
exist which reduce the potential of dual trading abuse by floor
brokers. For example, rule 155.2 requires each exchange to
adopt and to submit to the CFTC a set of rules which, among
other things, prohibit an FB from trading ahead of a customer.

At present, three futures exchanges restrict dual trading. ACC
Rule 641(a) prohibits, with certain limited exceptions, an FB
from executing a trade for an account in which he or his firm
has an interest and from executing an order received from off
the floor or an order received from an FB in the same commodity
interest during the same session. PBOT Rule 342(a) contains
identical rules prohibiting dual trading. The CME has a rule
which limits access to the top step of its S&P 500 futures pit
to FBs and prohibits those brokers who are standing on the top
step from trading for their own accounts.

The House and Senate versions of the proposed CFTC
reauthorization bill contain language which would restrict dual

trading.

The CFTC has proposed a rule which would restrict dual trading
by floor brokers in selected contracts on a pilot basis. The
rule, if adopted as proposed, would be phased in on an

incremental basis in accordance with a 12-month plan. 55 Fed.

Reg. 1047 (January 11, 1990).

Other

Under rule 155.3(b) (1) an FCM and any of its affiliated persons
are generally prohibited from disclosing that they are holding
an order of another person. Disclosure may be made if neces-
sary to effectively execute the order, or if made at the
request of the CFTC, the exchange, or the NFA. See also, rule
155.4(b) with respect to IBs.

Under rule 155.3(b)(2) an FCM is prohibited from knowingly
taking the other side of an order of another person revealed to
the FCM or any of its affiliated persons as a result of their
relationship with the other person without that person's
consent. The FCM may take the other side of an order if it has
the other person's prior consent, and if it does so in confor-
mity with exchange rules approved by the CFTC. See also, rule
155.4(b) (2) with respect to introducing brokers.

The options exchanges prohibit floor traders (with the excep-
tion of the specialist on the options exchanges employing a
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specialist system) from acting as both broker and dealer in the
same options class on the same day.

Trading options on the basis of material non-public information
obtained as a result of a fiduciary relationship or otherwise
on a confidential basis is a violation of the Act and Rule
10b-5 thereunder, giving rise to civil and criminal sanctions
and private lawsuits for money damages.

In the UK, there are no statutory restrictions on dual trading

or specific provisions regarding insider trading in the context
of margined transactions. The majority of UK exchanges do not

prohibit dual trading, however, rules vary (under the rules of

OM London Ltd. market makers may only deal for their own

account).

The CBRs impose restrictions where the firm is trading for its
own account; these rules are designed to prevent a firm from
taking advantage of a customer's order, whether for its own
benefit or for that of another customer. For example, CBR 5.15
restricts a firm trading on its own account, inter alia, where
the firm has customer orders which have not been filled.

Information obtained by regulators in the course of the dis-
charge of their duties under the FSA is regarded as restricted
information unless it falls into one of the exceptions of
s.180. The main restrictions on disclosure in the FSA are
found at s.179. Information is “restricted information" if it
was obtained by the primary recipient for the purposes of, or
in the discharge of his function under, the FSA or any rules or
regulations made under the FSA. Restricted information which
relates to the business or other affairs of any person shall
not be disclosed by, inter alia, the Secretary of State, SIB,
the DGFT, the Bank of England or any officer or servant of such
person without the consent of the person from whom the primary
recipient received the information and the person to whom it
relates, if different (FSA, s.179).

A person who contravenes these restrictions and who cannot
avail himself of one of the exceptions in s.180, is guilty of
an offense and may be liable, on indictment, to two years
imprisonment or to a fine or both; and on summary conviction,
to three months imprisonment, to a fine, or both (FSA,

s.159(6)).

Primary recipients do not include SROs, professional bodies,
investment exchanges and clearing houses. These entities and
their agents and officers have no powers to obtain information
under the FSA so that the restrictions on disclosure can
usually be determined on general principles of law in relation
to confidentiality and on the relevant constitutions and rules.
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An employee of a market participant who is in charge of trading
on a specific contract is not allowed to trade that contract

for his own account.

On the MATIF, the 'negociateurs-courtiers' are not allowed to
trade for their own account. Conversely, the locals
(negociateurs individuels de parquet) only trade for their own
account.

On the MONEP, the same person cannot act as market-maker and
trader.

Although dual trading is not prohibited, the “auction system"
leaves little or no room for arbitrary trade execution.
Insider trading is prohibited under new legislation enacted in
May 1988 (an amendment of the Securities and Exchange Law).
However, futures trading is exempt from this regulation, since
futures trading is based only on government bonds and large
baskets or indices of stocks.

A person is prevented from dealing in a futures contract
concerning a body corporate if the person:

- is, or at any time during the 6 months preceding the dealing
has been, connected with the body corporate; and

- is, by virtue of being, or having so been, connected with the
other body corporate, in possession of information that:

- is not generally available but, if it were generally avail-
able, would be 1ikely materially to affect the price for
dealing in a futures contract of the same kind as that futures

contract; and

- relates to any transaction (actual or expected) involving
both those bodies corporate or involving one of them and
securities of the other.

A person who:

- is in possession of information of a kind referred, to being
information that, if it were generally available, would be
likely materially to affect the price for dealing in a futures
contract concerning a body corporate; and
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- is precluded by neither of sub-sections (1) and (2) from
dealing in a futures contract (in this sub-section referred to
as a "relevant futures contract") of the same kind as the
futures contract referred to in paragraph (a);

is prevented from dealing in a relevant futures contract if the
person:

- has obtained the information, directly or indirectly, from
another person and is aware, or ought reasonably to be aware,
of facts or circumstances by virtue of which that other person
is then precluded by sub-section (1) or (2) from dealing in a
relevant futures contract; and

- was, when the information was so obtained, associated with
that other person or had with that other person an arrangement
for the communication of information or a kind referred to in
sub-section (1) or (2) with a view to a dealing in a relevant
futures contract by the first-mentioned person, by that other
person or by both of them together.

A person is prevented, when precluded by sub-section (1), (2),
or (3) from dealing in a futures contract, from causing or
procuring another person to deal in a futures contract of the
same kind as that futures contract.

A person who, by reason of being in possession of particular
information, is precluded by sub-section (1), (2) or (3) from
dealing in a futures contract is prevented, when so precluded,
from communicating that information to another person if the
first-mentioned person knows, or ought reasonably to know, that
the other person will make use of the information for the
purpose of dealing, or causing or procuring another person to
deal, in a futures contract of the same kind as that futures

contract.

Without prejudice to sub-section (3), but subject to sub-
sections (7) and (8), where an officer of a body corporate is
precluded by sub-sections (1), (2) or (3) from dealing in a
futures contract, the body corporate is prevented, when the
officer is so precluded, from dealing in a futures contract of

the same kind as that futures contract.

A body corporate is not, by reason only of information in the
possession of an officer of the body corporate, precluded by
sub-section (6) from entering into a transaction at a particu-

lar time if:

- the decision to enter into the transaction was taken on its
behalf by a person other than the other; '

- it had in operation at that time arrangements to ensure that '
the information was not communicated to that person and that no
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advice with respect to the transaction was given to that person
by a person in possession of the information; and

- the information was not so communicated and no such advice
was so given .

A body corporate is not, by reason only of information in the
possession of an officer of the body corporate, precluded by
sub-section (6) from dealing in a futures contract concerning
another body corporate if the information:

- was obtained by the officer in the course of the performance
of duties as an officer of the first-mentioned body corporate;

and

- relates only to a proposed dealing by the first-mentioned
body corporate in securities of, or a futures contract con-
cerning, the other body corporate.

The holder of a futures broker's license is not precluded from
dealing in a futures contract concerning a body corporate if:

- the holder of the license enters into the dealing as agent
for another person pursuant to a specific instruction by that
other person to enter into that dealing;

- the holder of the license has not given any advice to the
other person in relation to dealing in a futures contract

concerning the body corporate; and

- the other person is not associated, in relation to the
dealing, with the holder of the license.

Where a prosecution is instituted against a person for an
offense because the person was in possession of particular
information and dealt in a futures contract in contravention of
this section, it is a defense if it is established that the
other party to the dealing knew, or ought reasonably to have
known, the information before entering into the dealing.

For the above purposes a futures contract concerns a body
corporate if, and only if:

- in a case where the futures contract is an adjustment agree-
ment - a commodity to which the futures contract relates is

securities of the body corporate; or

- in a case where the futures contract is a commodity agreement
- a state of affairs to which the futures contract relates

concerns the price of securities of the body corporate, or the
prices of a class of securities that includes securities of the

body corporate, at a particular time.
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A person is connected with a body corporate (in this sub-
section referred to as the “relevant body corporate") if the
person is a natural person and:

- is an officer of the relevant body corporate or of a related
body corporate;

- is a substantial shareholder within the meaning of Division 4
of Part IV of the Companies ([name of State]) Code in the
relevant body corporate or in a related body corporate; or

- occupies a position that may reasonably be expected to give
the person access to information of a kind referred to in
sub-section (1) or (2) by virtue of:

- any professional or business relationship existing between
the person (or the person's employer or a body corporate of
which the person is an officerg and the relevant body corporate

or a related body corporate; or

- the person being an officer of a substantial shareholder
within the meaning of Division 4 of Part IV of the Companies
([name of State]) Code in the relevant body corporate or in a
related body corporate.

For the purposes of the above paragraph, “officer", in relation
to a body corporate, includes:

- a director, secretary, executive officer or employee of the
body corporate;

- a receiver, or a receiver and manager, of property of the
body corporate;

- an official manager or a deputy official manager of the body
corporate;

- a liquidator of the body corporate; and

- a trustee or other person administering a compromise or
arrangement made between the body corporate and another person
or other persons.

A reference to a futures contract of the same kind as a par-
ticular futures contract includes a reference to the particular
futures contract.

The CFA does not, at present, contain restrictions against dual
trading or insider trading.

The by-laws of the TFE prohibit dual trading by providing that
no floor trader may buy or sell for his or her own account (or
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for any account in which he or she has an interest) any series
of a TFE futures contract while holding an order for a client
account for the same class which is executable at the market
price or at the price at which a transaction can be made for
the floor trader's own account or the account in which he has

an interest.

The TFE also prohibits floor traders from taking the other side
of a transaction while holding an order from a client.

CVMQ
Securities Act (Quebec)
The Securities Act specifies that no insider of a reporting
jssuer having privileged information relating to securities of
the issuer may trade in such securities. The insider may not
disclose the privileged information except if he must disclose
the information in the course of business, having no ground to
believe it will be used or disclosed contrary to the Securities
Act. No person prohibited from trading in securities of a
reporting issuer may use the privileged information in any
other manner unless he is justified in believing that the
information is generally known to the public. Thus, no such
person may trade in options concerning the securities of the
jssuer. Nor may the person trade in the securities of another |
jssuer, in options or in futures contracts concerning an index,
once their market prices are likely to be influenced by the

price fluctuations of the issuer's securities.

ME

No member, person associated with a member or a permit holder
shall engage in transactions in Exchange listings based in
whole or in part on non-public information concerning pending
transactions in options, futures contracts or securities, which
are likely to affect market prices of any other option, futures
or security unless such transactions are made solely for the
purpose of providing 2 benefit to the client who is engaged in
or proposing the pending transactions to which the non-public
information pertains.

The rules of the ME also specifies that no member, person
associated with a member, or.a permit holder shall use or
knowingly participate in the use of any manipulative or decep-
tive method of trading in connection with the purchase or sale
of any Exchange listing which creates or may create a false or
misleading appearance of trading activity or an artificial
price for the said listing. ;

HKFE rules prohibit members from taking the opposite side of
their clients' orders unless the following requirements are

met:

- 191 -



CFTC

. the trade is made in a market having an open interest and/or
having @ turnover lower than 2 level prescribed by the Board;

. the Client has given prior written consent to such transac-
tions; and

. the trade has been bid, offered and reported in accordance
with HKFE's procedures.

Where a member at the same time has both buying and selling
orders from different clients for the same commodity and
delivery month, he may execute such orders in accordance with
procedures prescribed by HKFE's Board.

(c) Special procedures for large or small orders

There are no CFTC or exchange rules which govern large or small
order procedures; however, the CME has recently proposed Rule
549 regarding large order execution procedures for 300 or more
SLP 500 futures contracts. The CFTC published notice of the
proposed rules in the Federal Register and the comment period
expired on January 4, 1990. In sum, the proposed rule would
allow an exchange member who receives a large order to solicit
interest off the Exchange floor in the opposite side of the
trade prior to its execution in the pit; this action would
require the written consent of the customer.

In June 1990 the CFTC published for comment a petition
submitted by the CME to amend CFTC rule 1.39 to allow a broker
to expose one side, rather than both sides of crossed orders to
the pit. The petition also proposes to delete a rule which

prohibits FCMs who receive orders from having any interest in
the order except as a fiduciary.

In order to facilitate the execution of large options orders,
the options SROs have adopted procedures that permit a floor
broker holding an options order for a public customer and 2
contra-side order to execute such orders as a facilitation
cross. Among other things, these procedures require that the
order be exposed to the trading crowd and executed between the
prevailing bid and offer quotes. The majority of options SROs
also have developed and implemented small order execution
systems for the facilitation of small options orders. In
general, such systems provide for the automatic execution of
market and marketable limit options orders of up to ten con-
tracts.. In addition, the options SROs have established rules
which require the SROs' floor traders to ensure that public
customer orders are filled to a minimum depth of ten contracts,
at the best bid or offer in the market.

- 192 -



E

B

=
o
-

|

2

CvM9

| CFTC

No general distinction exists between large and small orders on
French futures and options markets.

However, on the OMF system, the traders can trade either on the
electronic system or by transmitting the orders to OMF by
telephone. The telephone system is only allowed for transac-
tions of more than 20 contracts.

There are no specific provisions in the CBRs which provide
special procedures for orders of differing sizes.

No procedures differentiating large and small orders.
No such procedures exist.

There are no special procedures for large and small orders.

Retail Order Policy (ME)

Two levels (10 or 20 options contracts) have been established
for the (guaranteed minimum) number of trading units which will
be executed automatically in options. The size (10 or 20
contracts) of order which is served automatically under the
Retail Order Policy varies with the liquidity and price level

of listing.

There are no special procedures for large or small orders.
HKFE, however, monitors large open positions of members.

(d) Other trade practice requiresents or prohibitions including
anti-fraud rules. -

CEA §4b prohibits any exchange member or agent thereof or any
other person in connection with any order to make, or the
making of, a contract of sale of a commodity for future deliv-
ery for or on behalf of any other person to engage.-in a variety
of fraudulent transactions, including cheating another person,
attempting to deceive any person regarding the disposition or
execution of an order, or to *bucket" an order.
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Similarly, CEA §4c prohibits fictitious trading or trading
which would cause the market to reflect a price that is not

*true and bona fide."

CEA §4h prohibits false representation of contract market
membership and CFTC registration status.

CEA §40 states that it is unlawful for a CTA or CPO and their
APs to engage in any course of conduct or to employ any device
which may operate as a fraud upon any actual or prospective
client or any participant.

Rule 1.35 contains rules which 1imit the opportunity for the
fabrication or alteration of trade records, assures
accountability for trading cards, and enhances exchange audit
trail and trade surveillance. See 11.B.5(2) below. —.

Rule 155.2 requires that contract markets promulgate trading
standards for floor brokers. In addition, the regulation
indicates minimum standards of conduct for floor brokers which
should be reflected in the rules. Examples of the requirements

are as follows:
- a floor broker is prohibited from making prearranged trades;

- 2 floor broker is prohibited from trading ahead of a customer
order; and

- a member is required to confirm promptly execution of a trade
_with the opposite floor broker or trader and the confirmation . .

shall include price or premium quantity, future or commodity
option and respective clearing members. -

Rule 155 specifies those internal standards which an FCM and an
IB shall, at a minimum, establish and enforce. For example,
rule 155.3(2a) requires that the FCM adopt rules which insure
that customer orders which are “executable at or near the
market price* are transmitted to the floor of the exchange
before any order in the same commodity for the FCM's account, a
proprietary account of the FCM, or any account in which an
affiliated person had an interest or had discretionary trading
authority. In addition, rule 155.3(b) requires that an FCM
adopt rules which prohibit an FCM or AP from taking the oppo-
site side of a customer order. The procedures for IBs are
substantially similar to those applicable to FCMs.

Rules 32.9 and 33.10 proscribe fraud in connection with a
commodity option transaction. The prohibition is identically
worded in each rule. The rules state that it shall be unlawful
for any person directly or indirectly (1) to cheat or defraud
or to attempt to cheat or defraud any other person; (2) to make
or cause to be made any false report or statement; or (3) to
deceive or to attempt to deceive any other person *by any means
whatsoever” in connection with an offer to enter into, the
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entry into, or the confirmation of, any commodity option 2
transaction.

Rule 33.9 outlines a number of unlawful activities in connec-
tion with a commodity option transaction. It shall be unlawful

for:

- any registered person to imply that by virtue of registration
the CFTC has approved that person's actions;

- any person to imply that compliance with the regulatory
structure constitutes a guarantee of fulfillment of the com-
wodity option transaction;

- any person, upon acceptance of an order, to fail unreasonably
to secure prompt execution of an order or upon rejection of an
order to fail to notify the customer that the order has -been

rejected; or

- any person to manipulate or to attempt to manipulate the
market price.

In addition to restrictions on dual and insider trading, the
federal securities laws prohibit the manipulation of security
prices and the employment of manipulative or deceptive devices

in the offer or sale of securities through the facilities of a
national securities exchange. See Sections 9, 10(b), and 17(a)
of the 34 Act. In addition, Sections 15(c)(1) and 15(c) (2) of
the 34 Act make it unlawful for B/Ds to effect transactions -in- -
the OTC market through fraudulent, manipulative, or deceptive
acts or practices.

In accordance with the anti-fraud provisions of the federal
securities laws, the options SROs have adopted rules and issued
circulars prohibiting the practice of frontrunning. As it
pertains to index options, frontrunning is the practice of
trading in index options by members or persons associated with
members while in possession of material, non-public information
concerning imminent block transactions in one or more of the
securities underlying the index, with the intention of taking
advantage of the attendant price changes of the securities
involved in the block transaction.

A person who:

- makes a statement, promise or forecast which he knows to be
misleading, false or deceptive or dishonestly conceals any
material facts; or
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- recklessly makes (dishonestly or otherwise) a statement,
promise or forecast which is misleading, false or deceptive
commits an offense (FSA, s.47(1)). The offense is committed
where the person makes the statement, promise or forecast or
conceals the facts for the purpose of inducing, or is reckless
as to whether it may induce, "another person® to enter or offer
to enter into, or to refrain from entering or offering to enter
into, an investment agreement or to exercise or refrain from
exercising any rights conferred by an investment.

Supplementing the provision on misleading statements is a
prohibition relating to misleading acts and courses of conduct.
Broadly, a person "who does any act or engages in any course of
conduct which creates a false or misleading impression as to
the market in or the price or value of any investments® commits
an offense. The necessary mental element is satisfied if th2
person does the act (or engages in the course of conduct) for
the purpose of creating the false or misleading impression and
*thereby inducing another person to acquire, dispose of,
subscribe for or underwrite those investments or to refrain
from doing so or to exercise or refrain from exercising, any
rights conferred by those investments* (FSA, s. 47(2)). 1In
this case, it is a defense for the person concerned to prove
that he reasonably believed that his act or conduct would not
create an impression that was false or misleading as to the
price or value of the investments (FSA, s. 47(3)?.

A person who is found guilty of an offense under section 47 of
the FSA is liable, on conviction or indictment, and subject to
imprisonment for a term not exceeding seven years or to a fine
{or to both). On summary conviction, a person is liable for

imprisonment for a term not exceeding six months or to a fine

(or to both) (FSA, s. 47(6)).

The CBRs provide specific trade practice requirements relating
to the execution of orders. CBR 5.17 provides criteria for the
allocation of trades between customers where a firm has acted,
in relation to a transaction, collectively for more than one
customer and all of the customer orders cannot be satisfied.
The trades are allocated between the customers for whom the
firm has acted in a manner which does not unfairly benefit one
customer at the expense of another, taking into account the
interests of each customer and in 2 manner which is consistent
with customer instructions (CBRs, 5.17(3)).

Firms must ensure that each allocation is made in accordance
with standards and procedures which are uniform and which are
set out in written instructions; these instructions must be
familiar to all employees of the firm who make such allocations

(CBRs, 5.17(3)).

Similar criteria are imposed in respect to the allocation of
trades between customers and the firm. Generally, the firm
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shall allocate the transaction to its customers in accordance
with CBR 5.17 and may take for itself only that part of the
transaction (if any) which remains after its customers orders
have been fully satisfied (CBRs, 5.18(2)).

part 14 of the CBRs sets forth rules specifically governing
dealings by officers and employees of firms. For example, an
officer or an employee may not, on his own account or on that
of a person connected with him, effect any transaction relating
to an investment in relation to which the firm carries on
investment business unless consent has been obtained from the
firm. The firm must take all reasonable steps to ensure that
each officer and each employee observes the requirements in
part 14. Further, each officer and each employee must sign an
undertaking that he will observe these requirements. In the
case of an employee, the rules require the insertion cf a term
in his contract of employment that he will observe the re-
quirements of Part 14 (CBRs, 14.02).

The following four criminal offenses exist on every French
market whatever the product: '

- insider dealing
- price manipulation

- misleading information

- . communication of non-public information

Rules prohibiting fraudulent activity on securities are not
specific. General rules prohibit financial intermediaries from
disseminating false information with the objective of manipu-
lating stock prices. '

Articles 50, 125, 129, and 201 of the Securities and Exchange
Law prohibit fraudulent and other undesirable trade practices.

A person is prevented, whether within or outside [name of
State], from taking part in, being concerned in or carrying
out, whether directly or indirectly:

. a transaction (whether or not the transaction is-a dealing in
a futures contract) that has, is intended to have or is likely

to have; or
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- 2 or more transactions (whether or not any of the transac-
tions is a dealing in a futures contract) that have, are
intended to have or are likely to have the effect of:

- creating an artificial price for dealing in futures contracts
on a futures market within [name of Statei; or

- maintaining at a level that is artificial (whether or not
that level was previously artificial) a price for dealing in
futures contracts on a futures market within [name of State] .

A person is prohibited, whether within or outside [name of
State], from creating, or causing to be created, or doing
anything that is calculated to create, 2 false or misleading
appearance of active dealing in futures contracts on @ futu~es
market within [name of State] or a false or misleading appear-
ance with respect to the market for, or the price of dealing
in, futures contracts market within [name of State].

A person is prohibited, by fictitious or artificial transac-
tions or devices, from maintaining inflating, depressing or
causing fluctuations in, the price for dealing in futures
contracts on a futures market within [name of State].

For the purpose of determining whether a transaction is ficti-
tious or artificial within the meaning of sub-section (2), the
fact that the transaction is, or was at any time, intended by
the parties who entered into the transaction to have effect
according to its terms shall not be conclusive.

The OSC is empowered to ensure that the floor trading practices
of exchanges are fair and properly supervised, and to ensure
that adequate measures have been taken by exchanges to prevent
manipulation. In addition, the TFE has rules giving priority
to customer orders and ensuring that all trading is conducted

in a competitive market.

The TFE's rules: prohibit front running, trading against cus-
tomer orders, entering into pre-arranged trades and withholding
customer orders; give customers priority over firm and trader
accounts; and-prohibit disclosure of customer identities.

Federal criminal legiSIatfon includes prohibitions against
fraud, bucket shop operations and manipulative activities.

ME

Without in any way limiting the generality of the foregoing,
the following are deemed conduct inconsistent with just and

‘equitable principles of trade:
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- Unreasonable quotations

- Unreasonable transactions

- Abuse of orders

- Front running

- Manipulative or deceptive trading

- Corners

Other trading infractions in HKFE rules include:
. a bid or offer out of line with those in the market;
- a bid or offer which tends to confuse other members;

. an execution at a price which is out of line with the
market;

. failure to confirm a transaction;

. failure of buyer and seller to announce 2 change in the last
traded price and failure to ascertain that it is properly
recorded;

. disclosure of any orders to buy or sell in hand and pending
execution other than to authorized staff of HKFE and/or the

Commission;
- trading outside trading hours;

- every HKFE contract made on the trading floor which was the
subject of a prior agreement between the parties shall be void.

A member of HKFE must at all times act in the best interests of
his client.

The CTO prohibits persons from making 2 false or misleading
statement or employing fraudulent or deceptive devices to
induce other people to buy or sell futures contracts.

_Sales representations and disclosure -- required and restricted

(a) Price and volume dissemination requiresents and other
transparency requiresents
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The antifraud provision in Section 4b of the CEA generally
prohibits any person with respect to a customer from providing
any false or misleading information, or from failing to provide
any information that can have 2 material effect on a customer's

investment decision.

part 16 of the CFTC rules requires contract markets to publish
each day information on the trading volume, open contracts, and
prices on futures and options. The information is to be made
readily available to the news media and the general public no
later than the business day following the day to which the
information pertains. See also the discussion in I11.A.1.
below regarding publicly available information.

The options SROs require that 211 order tickets state the time
of execution of the order (to the nearest minute). Transac-
tions also must be reported immediately to floor reporters for
entry into the SROs' transaction reporting system. The SRO's
transaction reporting systems, in turn, transmit option trans-
actions and quotation information to the Options Price Report-
ing Authority ("OPRA"). OPRA is operated by the options ex-
changes under a plan approved by the under Rule 11Aa3-2 under
the 34 Act. OPRA is responsible for collecting from the
options exchanges last sale and quotation information for all
standardized options and disseminating that information to
private vendors. Specifically, for last sale reports, each
exchange is to transmit such reports to OPRA at least within
two minutes of execution. For quotation information, the
markets are required to transmit to OPRA bids and offers in
sufficient number and timeliness to reflect the current state
of the market for each option it trades. The OPRA system, in
turn, provides for the uniform dissemination of last sale and
quotations information on fair and reasonable terms and on 2

current basis.

Schedule 4 to the FSA provides that exchanges must require

jssuers of investments dealt in on the exchange to comply with
such obligations as will, so far as possible, afford to persons
dealing in the investments, proper information for determining

their current value.

The exchanges vary in the manner in which they satisfy the
Schedule 4 requirement, however, all RIEs have arrangements in
this regard which are deemed to be adequate. ‘
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The exchanges are required to provide the market with price
information in real time and to provide at least daily volume
and opened position information.

Price information is disseminated every minute through quota-
tion systems of information venders. Volume information is
disseminated 4 times a day.

There are no price and volume dissemination requiremen:: otier
than the requirement to set out specifications, and details of
the essential terms, of each kind of futures contract in which

the broker deals on behalf of clients.

The SFE collects price information from the Trading Floor and
disseminates such information through all major quote vendors
including Reuters and Telerate. AFFM trading information is
widely disseminated. AFFM trading takes place on the same
screen trading network (SEATS) utilised by the ASX. All with
access to SEATS can view AFFM markets but only AFFM Members
have trading access. Market information is also available via
price reporting vendor services i.e., JECNET, AAP REUTERS,
VIATEL, BRIDGE and EQUINEET.

The criteria for 0SC registration of exchanges includes the
requirement that adequate provision be made to: *publish
details of trading including volume and open interest" figures.
TFE rules require that the highest bid and lowest offer be
posted for each contract.

ankers' acceptan

Members have to report to the ME all positions, in any one
contract month, which exceed 300 Canadian bankers' acceptance
futures contracts, or such other number as may be determined by

the ME.
Government Bond

Members have to report to the ME all combined positions,
regardless of the delivery months, which exceed 250 Canadian
Government Bond futures contracts, or such other level as may
be determined by the ME.
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Options
- Reports Related to Position Limits

Each member shall file with the Exchange Examiner on the last
business day of each week a report, in such form as may be
prescribed, giving the name and address of any client who, on
the last business day of the week, held aggregate long or short
positions in excess of:

- in the case of stock or bond options, 250 contracts;
- in the case of index options, 1,500 contracts;

- in the case of 10CC options, 50% of the applicable position
limit on the same side of the market in any single class. The
report shall indicate for each such class of options the number
of contracts comprising each such position and, in the case of
short positions, whether covered or uncovered.

In addition to the reports required above, each member shall
report immediately to the Exchange Examiner any instance in
which the member has reason to believe that a client, acting
alone or in concert with others, has exceeded or is attempting
to exceed the position limits established by the Exchange or by
any Clearing House or other exchange.

The term “client" in respect of any member shall include the
member, any general or special partner of the member, any

-officer or director of the member, or any participant, as such,

in any joint group or syndicate account with the member or with
a partner, officer or director thereof.

Every member of the ME is required through a general partner, 2
director, an officer or manage of the branch office to:

- use due diligence to learn the essential facts relative to
every client, every order, every cash or margin account ac-
cepted or carried by such member and every person holding power
of attorney over any account accepted or carried by such

member;

- supervise diligently all accounts handled by representative
of the members; .

. specifi¢a1ly approve the opening of an account prior to or

promptly after the completion of any transaction for the
account of or with a client. '

HKFE rules and the CTO do not provide specific price and volume
dissemination requirements nor other transparency requirements.
However, it is normal practice that the time, price and volume
of -transactions in HSI contracts and HIBOR contracts are
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disseminated to Reuters on-line and to the press media at the
end of the trading day.

(b) *know your customer®, ®suitability®.

Each FCM, 1B and member of a contract market is required by
rule 1.37 to keep for each commodity futures or option account
the name and address of the person for whom such account is
carried and the principal occupation or business of such

person.

The CFTC has required NFA to adopt 2 “know your customer® rule
which has industry-wide applicability. NFA's ®know your
customer® rule, rule 2-30, requires each NFA member, with tne
exception of CPOs whose ?ool solicitations are subject to
related state and federal requirements, to obtain from each
customer his age, occupation, income, net worth and previous
investment experience and to then provide special risk disclo-
sure where it appears necessary. See NFA Interpretative Notice
Compliance Rule 2-30, NFA Manual $10,060. An account can be
opened if the customer declines to provide the information
requested but the customer must indicate each waiver in writ-

ing.

No member of an options exchange may accept an options order
from a customer unless the customer's account has been approved

" for options transactions. In approving 2 customer's account, 2

B/D must exercise due diligence to learn the essential facts as
to the customer and his investment objectives and financial
situation. Specifically, B/Ds are to seek at a minimum the
following information about 2 customer: investment objectives,
employment status, estimated annual income from all sources,
estimated net worth, estimated liquid net worth, marital
status, age, and investment experience and knowledge. Back-
ground and financial information of customers who have been
approved for options transactions shall be maintained at both
the branch office serving the customer's account and the
principal supervisory office having jurisdiction over that
branch office. Copies of account statements of options cus-
tomers must be maintained for the most recent six-month period.

In addition to the suitability requirements, the options SROs
have established specific written sales practice and
suitability criteria and standards concerning uncovered short
options transactions. Specifically, the options SROs ‘require
that members and member organizations establish a minimum net
equity requirement for approving and maintaining customer
accounts for uncovered short options transactions. The options
SROs also require that members and member organizations furnish
customers a written description of the risks involved in
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uncovered short options transactions, in addition to the
Options Disclosure Document, at or prior to the customer's
initial uncovered short options transaction.

The rules of the options SROs prohibit member firms from
recommending to any customer any options transactions unless
they have reasonable ground for believing that the entire
recommended transaction is not unsuitable for the customer,
based on information furnished by the customer after reasonable
inquiry concerning the customer's investment objectives,
financial situation and needs, and any other information known
by the member or associated person.

The rules also prohibit B/Ds from recommending opening trans-
actions unless the person making the recommendation ha:z 2
reasonable basis for believing that the customer has such
knowledge and experience in financial matters that he reason-
ably may be expected to be capable of evaluating the risks of
the recommended transaction, and is able to bear the financial

risks of the transaction.

CBR 3.0], imposes a “know your customer” requirement. A firm
may not provide services for a person on the basis that such
person is a business, experienced or professional investor
unless the firm has taken reasonable steps to establish that
the person is properly so characterized. The firm must also
provide to such person a written notice that the firm intends
40 treat him as a business, experienced or professional inves-
tor, as the case may be (CBR, 3.02). The notice must advise
the customer that he may decline to become a customer of the
firm on that basis. These rules are intended to ensure that a
customer will not be inadvertently categorized as a "sophisti-

cated" investor.

The “know your customer" rule also provides that a firm may not
make recommendations to a customer unless it has taken all
reasonable steps to satisfy itself that the customer under-
stands the extent to which he will be exposed to risk or
further liability by entering into such a transaction (CBRs,

3.63).

With respect to "suitability®, 2 firm is prohibited from making
a recommendation to a customer (or to exercise discretion on
behalf of a person), advising him to purchase, sell or exchange
an investment unless it has reasonable grounds for believing
that the transaction is suitable for that person. The firm
must have regard, in this context, to known facts which ought
reasonably to be known about the investment and that person's
personal and financial situation, including information re-

garding his other investments.
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The suitability requirement does not apply where a recommenda-
tion is made in the course of providing 2 service to a person
who is reasonably believed to be a business, experienced or
professional investor, and the firm has no reason to believe
that the investment is unsuitable (CBRs, 5.01(1)).

Subject to certain limited exceptions, a firm is prohibited
from effecting a transaction for a customer upon that custom-
er's instructions if the firm believes, or ought reasonably to
believe, that such transaction is unsuitable. The firm may,
however, proceed with the transaction if, the customer, after
being advised by the firm of the unsuitability of the proposed
transaction, has repeated his instructions (CBR, 5.01(2)).

A firm is required to maintain a record in relation to each
customer of those facts about the customer's personal and
financial situation and competence in financial matters which
are known to the firm and which may be expected to be relevant
to the compliance by the firm with the “"know your customer® and
*suitability" rules (there are several limited exceptions to

this) (CBRs, 16.05).

The market members must have the identification of customers
(i.e. names and addresses) and communicate this to the risks
centralizing organization.

Initial margins paid by a customer must not exceed 20% of his
net capital. In order to monitor the compliance with this
rule, market members are required to collect on a quarterly
basis the level of customers' capital.

1f the customer is a natural person, the initial margin he pays
must not exceed two million francs.

There is no relevant specific provision concerning this point.
As a general rule, law 216 of 1974 art.18, provides that
whenever an attempt is made to raise funds from the public by
the way of an investment proposal, the persons responsible, in
any way, for making the proposal shall notify the CONSOB and

publish a prospectus.

“The notification must be delivered to the CONSOB before the

start of the operation, and must indicate the amount and the
nature of the securities to be offered as well as the planned
manner and conditions of the operation.

The publication of the prospectus also has to precede the start

of the operation and it has to describe the organization,
profitability and financial position and the development of the
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financial activity of both the offeror and the issuer of the
securities offered, as well as the features of the latter.

The general provisions regarding the preparation of the pro-
spectus are issued by the CONSOB.

After examining the prospectus, the CONSOB authorizes its
publication by depositing an integral copy of the galley proof
in its "prospectus register.” A copy of the prospectus has to
be delivered to persons to whom the investment is proposed and
to any person who applies for copies conforming to the original
deposited with the CONSOB. Each copy of the prospectus con-
tains a subscription application form.

Every securities company shall make rules which require exami-
nation of customers, standards for beginning transactions with
a customer, prevent excessive trading of securities, and
others. The security companies shall comprehend accurately the
state of customers' trading of securities and other trans-
actions and the state of employees' business operation.

There is no “know your customer” or "suitability® rule.

There is a statutory obligation for brokers to keep records of
the names of customers but not necessarily their addresses or

occupations.

Dealers dealing with Ontario residents are obliged by Ontario
regulations to establish the identity, creditworthiness and
reputation of their clients and to ensure the suitability and
continuing suitability of each client trade in view of the
markets in which the customer intends to trade, the scale of
trading and the general financial needs and objective of the

customer.

The client's interest must be the foremost consideration in all
business dealings.

A1l information concerning clients' transactions and their
accounts must be considered confidential and must not be
disclosed except with the client's permission or by order to

the proper authority.

A diligent and business-like effort must be made to learn the
essential financial, personal and investment circumstances of

each client.
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A1l recommendations must be based on 2 careful analysis of both
the client information obtained and the information related to
the particular transaction. '

A11 methods of soliciting and conducting business must be such
as to merit public respect and confidence.

A1l clients entering unsolicited orders which appear unsuitable
based on the client information supplied should receive appro-
priate cautionary advice.

A thorough knowledge of the Securities Acts of the province or
provinces in which registration is held and the requirements of
the approving self regulating agencies must be maintained.

A1l personal business affairs must be conducted in a responsi-
ble manner, so as to reflect credit on the profession.

A continuous effort should be made to maintain 2 high standard
of professional knowledge through reading and study.

HKFE members are required to have each client complete and sign
a "Client Information Statement." The Member is required to
deliver to the client a written statement giving the name of
the member, the category of membership, the name of the em-
ployee handling the client's account and registration particu-
lars of the member and the employee. Members are required to _

‘be satisfied with the Beneficial jdentity of Clients and that

clients have sufficient net worth to assume the risks and
potential losses of trading in futures contracts.

(c) Risk specific disclosure

The CFTC requires written disclosure of the risks of futures
and options trading to ensure that potential customers are
aware of these risks and are not otherwise misled. Before a
futures commission merchant or an introducing broker may open a
commodity account for any customer, the customer must be
provided with:

- The written risk disclosure statement in CFTC rule 1.55 which
sets forth the risks, costs and mechanics of futures trading.
Each FCM or 1B must obtain from each customer an acknowledge-
ment, signed and dated by the customer, stating that the
customer received and understood the disclosure statement. - The
acknowledgement and all other acknowledgements referred to
herein must be retained in accordance with rule 1.31. Rule
155(d) clarifies that this section does not relieve an FCM or
1B from any other disclosure obligation it may have under
applicable law. 3ee also 50 Fed. Reg. 5381.
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- The written risk disclosure statement in CFTC rule 33.7 sets
forth the risks, costs and mechanics of commodity option
transactions.

- The written risk disclosure statement in rule 190.10(c),
which states that before accepting property other than cash
from or for the account of a customer to margin, guarantee or
secure a commodity contract, an FCM must first provide 2
written disclosure statement which sets forth in abbreviated
form the distribution scheme for such property in the event the
FCM becomes insolvent. The FCM must obtain from such customer
an acknowledgement, signed and dated by the customer, stating
that the customer received and understood the disclosure

statement.

An FCM or IB must provide a foreign futures and options cus-
tomer either in the customer account agreement or on a separate
form a written disclosure statement in the language prescribed
in rule 30.6 which sets forth the risks, costs and mechanics of
foreign futures and foreign option transactions. Rule
30.6(a)(1). The customer must acknowledge that he received and
understood the risk disclosure statement if he has granted
discretionary authority to the firm.

Disclosure obligations applicable to commodity pool operators
and commodity trading advisors are set forth in Part 4 of the

CFTC regulations:

.- Rule 4.21 prescribes that CPOs may not, directly or indi-
rectly, solicit, accept or receive funds, securities or other
property from a prospective participant in a pool that it
operates unless the CPO delivers to the prospective participant
a disclosure document containing, among other things, the name
address, telephone number and form of organization of the pool,
the name, address, telephone number and form or organization of
the CPO, the name of each principal, the performance history of
the CPO, business background of principals, conflicts of
interest, the name of the CTA and the name of the person who
will make trading decisions for the pool.

- Rule 4.31 provides that a CTA may not solicit or enter into
an agreement with a prospective client to direct the client's
commodity interest account or to guide the client's commodity
interest trading by means of 2 systematic program that recom-
mends specific transactions, unless the CTA first delivers to
the prospective client 2 disclosure document for the trading
program that contains, among other things, the name of each
principal of the CTA, the performance history of the CTA,
business background of principals, conflicts of interest, the
name, address, telephone and form of organization of the CTA
and a description of the trading program. -

- A CTA or CPO that is registered or required to be registered
under Part 30 or that is exempt from registration pursuant to
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rule 30.5 must also comply with rule 30.6 disclosure require-
ments. g

As the issuer of exchange-traded standardized options OCC
registers its options under the Securities Act by using 2 Form
$-20 registration statement which js tailored specifically to
standardized options. In conjunction with using FORM S-20, OCC
also prepares for SEC approval an Option Disclosure Document
(~oDD*) pursuant to Rule 9b-1 of the 33 Act that describes the
uses, mechanics and risks of options trading. The $-20 and 0DD
are designed to enhance investor understanding of standardized
options by separating information about the issuer from infor-
mation relating to options. B/Ds are required to furri-h
customers with a copy of the ODD before approving a customer's
account for the trading of options or accepting a customer
order to purchase or sell 2 standardized option contract. The
B/D's records for each options account must also contain the
date the ODD was provided to the customer.

The disclosure requirements for publicly offered standardized
options contracts traded on 2 foreign exchange are the same 2s
the disclosure requirements for standardized options contracts

traded on a U.S. exchange.

No firm is permitted to effect a margined transaction for or on
behalf of a customer unless the firm has first provided to the
customer a written risk disclosure statement identifying the
risks relative to the proposed transaction. The risk disclo-
sure documents for margined transactions are set forth in
Appendices A through D to part 4 of the CBRs. Where the
customer is not a business, experienced or professional inves-
tor, the firm must ensure that it retains on file a risk dis-
closure statement acknowledged and dated by that customer

(CBRs, 4.15 and 4.16).

Before opening any futures or option account, firms are re-
quired to provide their customers with a prospectus about MATIF

or MONEP, approved by the COB (visa).

In that prospectus there is risk disclosure about derivative

markets. A new COB regulation will require members to procure
customer signatures on the prospectus.

See 11.B.3.(b) above.
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Securities companies and banks with brokerage licenses must
send risk disclosure documents to their customers (except
securities companies and financial institutions) at least once

a year.

A futures broker is required, before accepting a client of the
broker, to give the prospective client:

(a) a document ihat
- explains the nature of futures contracts;

- explains the nature of the obligations assumed by person who
instructs a futures broker to enter into a futures contract;

- sets out a risk disclosure statement in the prescribed form;
and

- sets out the specifications, and details of the essential
terms, of each kind of futures contract in which the broker
deals on behalf of clients; and

(b) a copy of each agreement into which the broker proposes, if
the broker agrees to accept instructions from the person in
relation to dealings in futures contracts, to require the
person to enter.

There are no special disclosure requirements regarding the
risks of trading on non-Australian markets.

Dealers are required by Ontario regulation to provide each
client with a risk disclosure document which includes standard-
ized risk disclosure language prescribed by the 0SC. At
present, separate risk disclosure statements exist for commodity
futures, commodity futures options and option transactions. Ko
transaction can be entered into prior to receipt by the dealer
of a signed copy of the new disclosure statement indicating

that the client understands the risks involved in trading in

such products.

The dealer must deliver to the client before the first trade
made by that client, the current disclosure document for
commodity futures contracts, for options traded on a recognized
market and for exchange-traded commodity futures options. The
receipt of the document shall be evidenced in writing. The

document shall present the following information:
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- Nature of an option (futures)

- Specifications of options (futures)
- Exercising options

- Trading of options (futures)

- Costs of options trading

- Risks in options (futures) trading
- Tax consequénces

- Margin requirements

- Contracts specifications

- Etc.

HKFE members are required to have a Risk Disclosure Statement
signed by their clients before trades are effected.

(d) Promotional material

CFTC rule 166.3 requires each registrant to diligently super-
_vise the activities of all APs. Such supervision includes the
“use of all promotional material. NFA rule 2.29(d) requires all
NFA members to have written supervisory procedures for the
review of all promotional material for compliance with rule
2.29. §4b prohibits any person, in connection with any order
or contract of sale of any commodity, from making false or
misleading statements in connection with a transaction. Thus,
the CFTC may bring an action to enjoin misleading advertising
or an administrative complaint based on the use of such mate-

rial.

Rule 33.4(b)(8) requires, as 2 precondition to designation as a
contract market in options, that an Exchange adopt. rules which
require each FCM which offers or sells options to submit to
that FCM's self-regulatory organization a1l promotional mate-
rial. Such promotional material must be promptly reviewed by

- the designated self-regulatory organization to determine that
such material is not fraudulent. 3ee also NFA Compliance rule
2-19(c), which requires that each member promptly submit to its
designated self-regulatory organization all options related
promotional material (as defined in CFTC rule 33.1).

Rule 4.41 prohibits a CPO, CTA or any principal thereof from

advertising in a manner which employs 2 devise, scheme or
_artifice to defraud a client or prospective client or involves
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any transaction, practice or course of business which operates
as a fraud or deceit upon a client or prospective client.

NFA has established a Promotional Material Group in its Com-
pliance Department which reviews national and regional newspa-
pers to determine whether advertising complies with the stan-
dards set forth in NFA 2.29. For clarification of rule 2-29,
see Interpretative Notice to NFA Members dated May 23, 1985 and
the compliance guide entitled *Communications with the Public

and Promotional Material.®

NFA further conducts a ®pitch program,® whereby it exchanges
market information with 25 states, a voluntary pre-publication
advertising submission program which operates to screen adver-
tising, and a telephone client solicitation program to test

oral sales pitches.

The rules of the options SROs establish detailed standards
concerning the content and manner or presentation of options
advertisements, educational material and sales literature. All
advertisements, educational material, and sales literature
(except completed worksheets) must be approved in advance by a
firm's Compliance Registered Options Principal. B/Ds also are
required to submit advertisements and educational material to
options SROs for approval or review prior to their use.

In general, the rules adopted by the options SROs prohibit the

use of sales and advertising material that: (1) is false and

misleading; (s) promises specific results; (3) contains exag-
gerated or unwarranted claims, opinions, or forecasts; (4)
contains clauses disclaiming responsibility for its content; or
(5) fails to meet general standards of good taste and truth-
fulness. Specifically, advertising policies for options
require that all advertising and sales material reflect the
special risks of options transactions and the complexities of

certain options strategies.

Advertising in respect of investment business is regulated by
the provisions of the CBRs. Advertisements must be clear and
not misleading. (CBRs, 7.07). Generally, the nature of the

investment and of the services to which an advertisement

relates must be clearly described (CBRs, 7.09). In addition,
the advertisement must identify the capacity in which the firm .
will enter into -the agreement (ie as agent or principal) for
purposes of providing the advertised services (CBRs, 7.11).

Any information which must be included in the advertisement
under the rules in Part 7 must not be disguised either through
lack of prominence in relation to any other matter in the
advertisement or by the inclusion of other matter calculated to

minimize the significance of the statement (CBRs, 7.05). In
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addition, the advertisement must generally state the identi?y
of the authority with regulatory responsibility for the adver-
tising firm (CBRs, 7.12}. ‘

Advertisements (other than short form or image) must contain
risk warnings (CBRs, 7.22).

part 8 of the CBRs contains rules relating to the issue and
content of ®published recommendations®. These rules apply to
any journal, tip-sheet or other publication, including sound
broadcasting or television, which is issued at regular inter-
vals and which may contain recommendations as to the acquisi-
tion, retention or disposal of any investments. Published
recommendations must, where appropriate, contain a suitable
risk warning statement and must not state or imply that 2
recommendation is based on research or analysis, unlesc such.
research or analysis has actually been conducted, the firm is
in possession of the results, and it is adequate to support the
recommendation (CBRs, 8.05).

Where the investment business of a firm or its associate
includes the effecting of investments which are not readily
realisable (eg investments which are not traded on or under the
rule of an RIE, ROIE or DIE) and the firm also issues a rele-
vant publication which may include recommendations to acquire
such investments, the firm shall not give or send that publi-
cation to, inter alia, inexperienced private investors (CBRs,

8.04).

There is no specific provision concerning this point.

See 11.B.3.(b) above.

Any securities company which wishes to put in advertisements
shall report to the Japan Securities Dealers Association.

In this section, "publish®, in relation to a statement, means:

- insert the statement in a newspaper or periodical or cause
it to be so inserted;

- publicly exhibit the statement or cause it to be publicly
exhibited;

- include the statement, or cause it to be included, in a
document that, whether or not in response to a request, is sent
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or delivered to a person, or thrown or left upon premises in
the occupation of a person; or

- broadcast the statement by wireless transmission or televi-
sion or cause it to be so broadcast.

Where the Commission considers that, having regard to conduct
that a person has engaged in, is engaging in, or proposes to
engage in, it is in the public interest to do so, the Commis-
sion may, by order in writing served on the person, prohibit
the person from publishing statements relating to futures
contracts or to the carrying on or proposed carrying on of
businesses involving dealing in futures contracts on behalf of
other persons, unless the form and content of the statements
have first been approved by the Commission.

An order shall not be made unless the Commission has first
given the person in relation to whom it proposes to make the
order an opportunity to appear at 2 hearing before the Commis-
sion (being a hearing that takes place in private) and make
submissions and give evidence to the Commission in relation to

the matter.

The CFA enables the 0SC to review all advertising and sales
literature proposed to be used by dealers in connection with
trading in contracts where, based upon a dealer's past conduct,
the Commission is satisfied that such a review is necessary for

the protection of the public.

The TFE by-laws require that all advertisements and sales
literature issued by a futures commission merchant be approved
by the Designated Registered Futures Principal.

No advertisement or sales literature may be issued which:

(a) contains an untrue statement of a material fact (or omits
to state a material fact that is required to be stated in order
to make a statement not misleading); :

(b) contains an unjustified promise of specific'resuIts;
(c) uses unrepresentative or misleading statistics;

(d) contains any opinion or forecast not clearly labeled as
such; 7 : .

(e) fails to présent fairly the potential risks to the client;
or ¢

(f) is detrimental to the interests of the public, the Exchange
or its members.
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No ME member shall issue any circular, market letter, bulletin,
broadcast or telecast unless a partner, director or officer of
the member has approved thereof and signed an exact copy
thereof as evidence of such approval.

No ME member or approved person shall advertise or promote,
either a product or their own service, using material which:

- contains any untrue statement or omission of a material fact
or is otherwise false or misleading;

- contains an unjustified promise of specific results;

- uses unrepresentative statistics to suggest unwarranted or
exaggerated conclusions, or fails to identify the material
assumptions made in arriving at these conclusions;

- contains any opinion or forecast of futures events which is
not clearly labeled as such;

- fails to fairly present the potential risks to the client;
or

. s detrimental to the interests of the public, the Exchange
or its members.

A11 promotional material must be approved by the HKFE and filed
with the Commission.

(e) Fees, cold-calls -- any restrictions?

The CFTC has no regulations governing fees or cold calls.

Neither regulatory nor self-regulatory organizations have
regulations that limit the amount of commission that can be
collected. However, if commission fees exceed eighteen percent
of the equity in the account in any given month, NFA auditors
will examine the pattern of commission charged by the firm for
potential churning or other abuses.

NFA has adopted guidelines under its rule 2-4 (a general rule
that mandates *just and equitable principles of trade®) that
require FCMs and IBs who charge fees other than on 2 per-trade
or "round-turn® basis to provide 2 customer with a complete
written explanation, including examples, of any unusual fees.
Proposed legislation would require each futures association
(i.e., NFR), subject to Commission approval, to adopt supervi-
sory guidelines applicable to members determined to require

-such guidelines concerning telephone solicitations for new
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accounts including a requirement that no new customer may enter
an order for three days after signing the required acknowledg-
ment of receipt of applicable risk disclosure documents.

There are no specific restrictions imposed on fees that members
can charge investors relating to options transactions other
than the requirement that members adhere to *just and equitable
principles of trade” when imposing fees. B/Ds also are re-
quired by Rule 10b-10 to disclose the amount of the commission.
Additionally, the SEC also has prohibited SRO-imposed minimum
commission rates.

Section 6(b)(4) of the 34 Act requires exchanges to provide for
the equitable allocation of reasonable dues, fees, and other
charges among its members and other persons using its facili-
ties and the SEC has authority under Section 19(b) of the Act
to ensure exchange fees are reasonable.

Additionally, the SEC's recently adopted rule aimed at ad-
dressing abuses associated with cold calling does not apply to
options contracts issued by OCC. The SEC granted this exemp-
tion because of the specific safeguards provided investors of
0CC options contracts and the absence of reported abuses. As
described in 11.B.3.(b)(c) and (d), there are SEC safeguards in
place governing suitability, risk disclosure, and
communications with customers.

There are no restrictions on the quantum of fees which a firm
may charge, although the firm may not charge unfairly or
unreasonably for the services it provides (CBRs, 2.08 (1)).

Section 56 of the FSA provides that, except as permitted by the
requlations, no person shall enter into an investment agreement
with a person resulting from an unsolicited personal visit or
oral communication. There are, in addition, several carefully
defined exceptions in the FSA under which overseas persons may
carry on investment business with, among others, authorised
persons in the UK. Contracts entered into as a result of an
unsolicited call are unenforceable and the customer may rescind
the agreement and recover any property transferred thereunder
together with compensation for any loss. The SROs are required
to adopt and implement their own similar rules regarding
unsolicited calls. i

Fees are freely negotiated between the dealer and the customer.
Cold-calling on futures and options is authorized for persons
holding an appropriate card attributed by the CMT. These
person cannot accept orders of funds through cold-calling
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before expiration of a time-limit of 7 days after the delivery
of a prospectus which provides information on the operations of
t:e stock options market and the risks involved in trading
thereon.

No restrictions.

In order to protect investors from extremely high fees, the
stock exchanges fix maximum levels of brokerage fees for
futures and options. (In the case of futures transactions with
physical delivery (JGB futures, Stock futures 50, etc), broker-
age fee schedules are fixed by the stock exchanges).

No restrictions

Fees are not regulated. However, OSC regulation and TFE rules
do not permit managed account fees to be based on performance
without client agreement, or to be based on the value or volume :
of transactions. The 9SC has authority to restrict or condi-
tion the right of dealers to cold-call potential customers.

There is no fixed rate of commissions in Quebec.

There is no specific legislation respecting cold-calls in the
Securities Act by the ME rules specify that indiscriminate or
improper solicitation of orders either by telephone or other-
wise and high pressure or other salesmanship of character
considered undesirable shall be deemed conduct unbecoming a

member.

HKFE's rules provide that a member shall charge commissions for
all trades executed on the floor on behalf of clients at a rate
not less than the rates prescribed by HKFE. The CTO prohibits

_cold-calling. :

(f) Other sales practice requiresents, including supervision of
orders and sales personnel and anti-fraud rules
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CFTC

CFTC rule 166.3 and NFA rule 2-9 require the "diligent super-
vision® of all conduct by sales personnel related to their
activities subject to regulation by the CFTC.

§17(p) of the CEA requires NFA to submit for CFTC approval
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