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ABSTRACT

The stock index futures is a tremendous innovation in the world
futures industry since 1980%. It provides effective risk management
tools for the institutional investors, such as security firms, investment
funds etc. It is an essential part of the international capital market.
Meanwhile , nations compete fiercely on launching this product to gain
financial center status. We will probably lose an important opportunity
if we do not launch our country’s index futures trading al the right
time, particularly wit‘h the gradually opening of our capital market to
the outside of the world after our entering the WTO. Index futures
have significant positive effects on improving liquidities for state-
owned enterprises stocks, state-owned shares and entity-owned shares
in China. As a result, index futures trading draws attentions from the
Government and the securities and futures industries. However, study
on the issue is almost a blank paper in China. This study steps in to
fill the blank. It focuses on the frameworks of the index futures trading
suitable for the situation of China. It intends to provide a theory prep-
aration for establishing a secure stock index futures market in China.

Based on analyzing the securities and futures markets of domestic
and foreign countries, this paper argues the necessity and feasibility of

developing index futures market. It shows that launching index futures
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trading has strategic significance, and that we already meet the criteria
to do so. We should design the market according to international prac-
tices together with the individual situations of China. By utilizing
quantity and quality analyzing methods, this study has tested the un-
derlying index, the calculation of margin rates and the price limit.
Further more, this paper provides a market structure, i. e. contract
design, trading privilege, clearing privilege, risk management, IT
supporting, etc. These can be used as reference hy the government for
decision-making.

This paper is divided into five parts;

1. Introduction
Overview of stock index futures market
Market structure and risk management

Contract design

h & W N

Problems and suggestions

Going more details ;

Part 1 explains roles of the futures markets in a country’s econo-
my, the challenge faced by China’s futures markets and its developing
strategy. Accordingly, this part deduces index futures important func-
tion and status in China’s capital market and emphasizes the necessity
and urgency for trading index futures in China.

Part 2 has three chapters.

Chapter 1 discusses index futures concept, character and its
evolvement. The index futures is an inevitable result of the modern

capital markets development. It has functions of price discovering,
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hedging and capital re-allocation, and is one of the most actively tra-
ded risk management tools. During 1990’s of last century, the index
futures trading exploded worldwide; it becomes the first choice when
the developing countries plan to trade financial derivatives. And its
trading covers the globe through electronic networks.

Chapter 2 analyzes the necessity for developing stock index fu-
tures in China. The stock index futures will minimize system risk of
the security market, cultivate institutional investors, promote knowl-
edge of portfolios theory, improve the system of capital market and its
functions and strengthen its international competence. So it is most
significant to list stock index futures in China.

Chapter 3 focuses the feasibility of establishing stock index fu-
tures market in China. Because of the existence of security market,
the futures market already has its underlying. The existing commodi-
ties futures market have set up a model for the stock index futures,
which will largely reduce starting and learning costs, and also provid-
ed supports of experiences, regulatory frame and technologies. So
condition is ripe to launch stock index futures trading.

Part 3 has two chapters.

Chapter 4 works out operation framework of stock index futures
market in China. After analyzing numbers of futures markets around
the world, it is found that our existing market framework is sound and
can be deployed to trade stock index future. We can adopt current
regulatory arrangement; we can use current electronic trading plat-

form; we can have current members, brokerage and trading firms, so
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as to trade the new contracts. "And also security broker-dealers and in-
vestment funds will be allowed to become members; we can use cur-
rent clearing system to manage the relative risks. At the beginning, it
1s suitable to absorb mainly institutional investors to participate.

Chapter § designs risk management system for stock index fu-
tures market. This risk can be broadly divided into controllable and
uncontrollable risks. The controllable risk is the key issue that the risk
management system concerns. This risk management system includes
membership requirement, market-accessing rules, margin requirement
and daily settlement, i)rice fluctuation limit, position limit, large po-
sition reporting, forced liquidating, risk fund, and market surveil-
lance. With these mechanisms in place, risks related to stock index
futures can be managed soundly.

Part 4 deals with contract design, which is subdivided into three
chapters.”

Chapter 6 by using methods of cluster analyzing, risk/return
and return distribution analyzing and correlation analyzing, shows that
rates of returns of our country’s stock indices have a symmetric, tight
and fat tail distribution. The tested indices include Shanghai Stock
Exchange 30 Index, Shanghai Stock Exchange Composite Index,
Shanghai Stock Exchange A Share Index, Shenzhen Stock Exchange
Composite Index, Shenzhen Stock Exchange A Share Index, Shenzhen
Stock Exchange Component Index, Xinhua/FTSE Stock index, Dow
88 Index, Guotai-Junan Stock Index, CITIC Index.

Chapter 7 tests hedging effects of the existing indices. The au-
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thor selects a simulated stocks pool and a security investment fund to
form an investment portfolio to test. The result shows CITIC100 is bet-
ter than the rest. However, a more comprehensive index should be
formulated in order to reflect the whole market performance. That in-
dex will be the underlying of the stock index futures.

Chapter 8 goes to the details of the contract. When designing
contract, we should consider the character of our security market,
investors’ needs, i. e. hedging and investing, market liquidity, risk
management and market security.

Part 5 has two chapters.

Chapter 9 discuses issues that must be clarified before launching
the new contract. These issues include how the index futures will af-
fect stock cash prices, stock market cash flows; how short selling will
affect index futures; 327 Bond Incident and risk management; what
relationship with the global stock markets collapse; what underlying
will be; matters of legislation and reducing rate of holding of state-
owned shares. The author thinks that stock index futures trading will
benefit the relative cash market in the long run instead of impacting
the cash market negatively.

Chapter 10 analyzes the existing trading system. It shows the
system can meet trading, clearing and risk management needs. How-
ever, it is also important to develop a state-of-the-art system to catch
the international tendency.

To conclude, in order to successfully launch stock index futures

trading in China before our country opens its capital market to the out-
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side world, it is strongly suggested that the current ohstacle between
the security and the futures markets should be removed, futures law
be legislated, index according to international practice be formulated
and managed, member structures be adjusted, investors education be
strengthened.

This paper has the following innovations.

First, from the point of improving the national economy, the au-
thor points out that stock index futures trading will strengthen our
country’s comprehensive competence. As international experience
shows, derivatives, especially the stock index futures plays an impor-
tant role in a financial center. Shanghai, as an international metropo-
lis, will not be able to gain international financial center status without
stock index futures market. At present, foreign countries have not lis-
ted China’s stock index futures just because our couniry’s capital mar-
ket is not fully opened to them. But once China’s capital market is
opened, foreign countries will lose no time to launch China’s stock in-
dex futures,then we will face big loses that can not be compensated
easily.

Second, it is in this paper that prospect of stock index futures in
our country is for the first time being considered. Financial futures in-
clude three types, i. e. interest, exchange rate and stock index fu-
tures. Comparatively, the underlying market of stock index futures has
the characters of larger market scale, higher liquidity, more frequent
price fluctuation. Market, as whole, strongly needs stock index fu-

tures. The condition is ripe for stock index futures, but not for the



