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Comments on Joint Proposed Rule: Customer Margin Rules Relating to
Security Futures, Relcase No. 34- 44853 File No. S7-16-01 (Sept. 25, 2001)
Submitted by Frank Partnoy, Professor of Law,

EIniversity of San Diego School of Law, Oct. 29, 2001

The Securitics and Exchange Commission (“SEC™) and the Commodity Futures
Trading Commission (“CFTC") have requested comments on Joint Proposed Rule:
Customer Margin Rulcs Relating to Security Futures (the “Release™.’ 1am submitting
these comments in response to the requests of the SEC and CFTC (the "Commissions”).

My overall conclusions about the Release are twofold. First, I do not believe the
Commissions’ proposed margin requirements for sccurity futurcs satisfy the CFMA’s
requirements to preserve markct integrity and prevent systemic risk. Second, I do not
believe the Release provides adequate notice and opportunity for comments, [or reasons
described in detait below. Accordingly, I do not belicve the Commissions can or should
adopt the rules set forth in the Release, because neither the statutory nor administrative
law requirements have been satisfied.

With respect to the substance of the proposals in the Release, [ will — afler
offering some general comments — focus on the two aspects of the rules T believe are
most important.® First, the rules establish the minimum initial and maintenance margin
levels required for customers carrying a 10ng or short sccurity futures posttion at 20% of
the “current market valuc” of such position.” T believe the Release does not set forth a
sullicicnt justification for an across-the-board 20% rcquirement, and recommend that the
initial and maintenance margin levels be greater than 20% (at least mitially) for
directional {i.e., long and short) positions in secunily [utures. 1n addition, the 20% margin
requirement for security futurcs creates incentives for market participants to transact in
securily futurcs instead of in cash stock markets, thercby shifting trading from cash to
[utures, and T do not believe the Commissions have addressed the probability and likely
consequences ol such a shift. My conclusions are based both on an analysis of the SEC’s
limited study of systemic risk concerns and on an analysis of how differential margin
requircments would affect trading in economically equivalent transactions, particularly in
the cash stock and options markets.

Sccond, the rules permit the exchanges and other sclf-regulatory organizations to
provide that customers with stratcgy-based offset positions involving security futures and
one or more related securities or futures have minimum initial and maintenance margin
levels lower than the aggregate margins for the components of an offset position,
provided that such minimum margin levels are consistent with the margin requnrements
for comparable offset positions involving exchange-traded option contracts.* I do not
believe the Commissions have adequately addressed this 1ssuc, and [ believe the margin
requirements associated with the Examples set forth in the Release are both too high and
too low, depending on the positions. In particular, I believe margin requirements for

! Release No. 34-44853; Iile No. §7-16-01 (Sepl. 25, 2001).
? The Conumissions™ Question |1 specifically solicits corments on these topu‘s

* Praposed CU'TC Rules 41.44(2)(2), 41.45(b) and Proposed SEC Rule 401(a)(2), 402(b).
*I'he term "regulatory authotity” means an SRO that is registered as a national sceurilies exchange under
Scetion 6 of the Exchange Act (15 US (. 78f) or as a sceuritics association under Section 15A of' the
Exchange Act (15 U.8.C. 7Ro-3). See Proposcd CFTC Rule 41.44(a)(7) and Proposed SEC Rule 401(a)(7).



certain low-risk positions involving security futurcs should be substantially less than
20%. In general terms, I recommend that the Commissions employ a broader, category-
based approach to determining the appropriate margin requirement for particular types of
positions. Tt might be impossible for the Commissions to establish appropriate rules
withoul revisiting the margin requirements for security and options, and therefore I also
recommend that the Federal Reserve Board consider whether margin requirements for all
of these instruments should be reworked, given the introduction of sceurity futures. 1
describe these two major points below .

The margin requirements for security futures arc extremely important to the
functioning of U.S. financial markets. T'he Commissions should not adopt margin rules
relaling to sceurity fatures without first undertaking the kind of careful and detailed study
Congress anticipated was necessary when it delegated authority to the Commissions.

Background and General Comments

On December 21, 2000, Congress passed the Commodity Futurcs Modcrnization
Act of 2000 (“CFMA”),” which lifted the decades-long ban on trading of single stock and
narrow-hased stock index futurcs (“sccurity futures”). Although there was great
uncertainty about whether the CFMA would become law — cven as late as fall 2000 -
Congress passed the measure literally at the eleventh hour, just before Congress
adjourned and in the heat of debate about the results of the 2000 Presidentiat election.

The procedural history and late-hour passage of the CFMA are important for
several reasons. First, by not considering margin requircments under the CFMA in any
detail, Congress delegated to the Comumissions the anthority and responsibility to
undertake such censideration. Accordingly, the Commissions’ role in formulating and
justilying an interpretation of the provisions of the CFMA is especially important.
Second, although courts likely will show appropriate deference to the Commissions’
rulemnaking under the CFMA, the Commissions will not be able to rely extensively on
legislative purpose or history arguments to support their rules, cspecially as to margm
requirements; accordingly, the Commissions should exercise particular care with respect
to margin requircment niles that future litigants might challenge as beyond the scope of
or inconsistent with the CFMA.

* Ome minor point about the proposed margin calculations is worth noting in some detail. The
Commissions are proposing to use the daily scttlement price of a security future as the reference price for
calculating margin for such security future. The Commissions also propose to define “current market
value” of a future on a single sceurily, un any trading day, to be the product of the daily settlement price of
such security future as shown by any regularly published reporting or quotation service, and the applicable
number of shares per contract. See Proposed CF1'C Rule 41.44(a)(2){(i); Proposed SEC Rule 401 (a}2)(i}.
Although the daily scttlement price is arguably the correct henchmark for value measurement, there mght
be difticulties in establishing that value on particular dates, depending on the liquidity of the contract. For
example, it was unclear to me whether security futures on American Depositary Receipts or Global
Depositary Receipts would be permitted; if such security futures aie permitted, liquidity concerns for these
instruments would be important. Aithough there is no reuson to suspect extreme 1lliquidity m sceurity
futures tading, the Commssions nevertheless should consider some secondary or provisional relerence
price to be used in the event the price of a security future for a partrcular date is unavailable. Two
suggestions are (1) the price of (he underlying stock or stock index, perhaps adjusted by an appropriate
discount factor; and/or {2) the most recent closing price for the security future.

“ Appendix E of Pub. L. No. 106 354, 114 Stat. 2/63 (2000).



I'he CFMA established a framework for joint regulation by the CFTC and the
ST:C following a twenty-year “turf hattle” over security futures, and [ applaud the
Commissions for working together — and in response to suggestions from the Federal
Reserve Board — Lo proposc rules for security future margin requirements. The
Comimissions and the Federal Reserve Board obviously will need to work together for
many years to ensure that the margin requirements for security futures support fair and
efficient markets. Any rules adopted now will frame the debate, and — importantly - will
provide context for the Commissions’ consideration in a few years of margin
requirerncnts for options on security futures, pursuant to Scction 6(h)(6) of the Exchange
Act.’

In my vicw, the customer margin requirements of thc CFMA are its most
important provisions.” Because a security future essentially is a leveraged position in the
underlying security or sccurities, there is little economic difference — other than those
altributable to the margin rules — between purchasing a stock and purchasing a security
future. The same can be said of other futures markets, many of which have thrived under
rclatively low margin requirements.

The CI'MA granted to the Federal Reserve Board the authority to prescribe
cuslomer margin regulations consistent with these requirements for transactions in
security futures.” Section 7(c}2) of the Exchange Act provided that the Federal Reserve
Board may cxercise this authority either (1) by prescribing rles establishing initial and
matntenance customer margin requirements imposed by brokers, dealers, and members of
national sceurities exchanges for security futurcs products,'” or (2) by delegating this
rulemaking authorily jointly to the Commissions.'' The Federal Rescrve Board has opted
to delegate its authority to the Commissions, with the specific request that the
Commissions develop “more risk sensitive, portfolio-based approaches”™ to margining
security fulures.'? This delegation is not necessarily permanent, and the Federal Reserve
Board could decide to promulgate margin rules for security futures if it perceives that the
Commissions’ rules are inadequate or inappropriatc.”> My recommendation is that if the
Commissions decide to implement the rules as written in the Release, the Federal Reserve
Board should recapture its rulemaking authority and implement more appropriate rules
after further review.

Financial Integrity and Systemic Risk
Congress has made it clear that, in order lo satisty the provisions of the CFMA,
the applicable margin rules for security futures must (1) preserve the financial integnty of

718 LLS.C. 78f(h)6).

& Yoo lirank Partnoy, Somne Policy Implications of Single-Stock Futures, Feb. 2001, available at
http:.e’a’papers,ssm.curn/sol&-’papers,c.th1‘:’abstract_id=261896.

® I'he CFMA grants to the Federal Reserve Board the suthority to prescribe regulations for brokers, dealers,
and members of national securities exchanges cxtending or maintaining credit to or for, or collecting
margin [rom, customers for security futures products, 15 U.8.C. THRa(eH2)(A).

W15 1.8.C. 78g{c)(2)(B)

1d.

“1d.

'3 The Federal Reserve Board’s delegation of authority is subject to the qualifier “until further notice from
the Board.” Letter from Jennifer J. Johnson, Secretary of the Board, Federal Reserve Board, to Mr. James
L. Newsome, Acting Chairman, CFTC, and Ms. Laura S Unger, Acting Chairman, SUC, March 6, 2001,
reprinted as Appendix B to Release No. 34-44853; File No, $7-16-01.
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security futurcs markcts and prevent systemic risk, and (2) be consistent with margin
requircments for comparable option contracts.™ It remains unclear based on the Release
whether a 20% margin requircment will preserve the financial mtegrity of security futures
markels and prevent systemic risk. The statutory requirements related to financial
integrity and systemic risk are serious oncs, and a major reason Congress previously had
nol agreed to permit security futures trading was its concern about market integrily and
systemic risk.

The Release does not contain extensive discussion of how the proposed margin
rules would affect financial integrity and/or systemic risk. The primary support offered
in the Releasce in satisfaction of these statutory requirements is a single study conducted
by the SEC, described in Footnole 15, which is quoted below 1n full:

The SEC staff examined all securilics with average daily trading volume greater
than 50,000, using data from 2000 from the Center for Research in Securily Prices
("CRSP"). Based on this data, the SEC stafl calculated the daily price returns and
the 30-day historical price volatility for each of the securities examned.

Based on the assumnption that cash and fatures prices typically move together, the
SEC staft conducted a preliminary simulation, using actual sceurity price
movements as estimales [or would be futures price movements. Based upon these
scenrity futures' price estimates, the staff determined the margin requircments for
each of these securily futurcs undcer both the 20 percent strategy-based approach
and the traditional risk-based futures approach. The staff examuined how often the
funds attributable to margin requircments are insufficient to cover the daily price
movements ot these security futures. This is relevant o the examination of
systemic risk because a necessary condition for customer default to occur is the
depletion of the funds attributable to margin requirements (assuming no market
risk to close out such position).

T do not believe this study — or the description of this study in the Release — is
sufficicnt to satisfy the statutory requirements of the CFMA. At the outset, I should note
that it appears that only SEC stalf, not CFTC staff, conducted this examination.
Presumably, the SEC staff acted alone because they have more expericnce with the
reference stocks for security futures. It is unclear from the discussion whether the SEC

'* In addition, the rules must ensure that the margin requirements (other than levels of margin}, including
the Lype, form, and use of collateral for sccurity lutures, are and remain consistent with the requirements
estublished by the Federal Reserve Doard under Regulation T, 12 CF.R. 220 et seq. More specifically, the
rules require that: (1) the margin requirements [or a security future be consistent with the margin
requirements for comparable option contracts traded on any exchange registered pursuant to Section 6{a) of
the Exchange Act; and (2) the initial and mainleniance margin levels for a security future not be lower than
the lowest level of margin, exclusive of premium, required for any comparable option contract traded on
any exchange registered pursuant o Section G(a) of the Exchange Act, other than an option on a security
funire. The proposed rules recognize that security tutures can compcte with, end be an economic substitute
for, cquity securities, such as equity options. Specifically, a synthetic [ulures contract may be created by
two oplion contracts based on the same underlying instrumcent plus & lending or borrowing transaction. 'l'o
creale a synthetic long (short) futures contract, an investor would buy (self) a call option and sell (buy) 2
put option on the same underlying security with the surne expiration date and strike price, while lending
{bormowing) the present value of the cxercise price, See 15 U.S.C. 78f{a).



staff received any input from the CFTC stall regarding their conclusions. Accordingly,
my comments arc dirccted primanly to the SEC staff. However, it is worth noting that
even if the CFTC staff does not have extensive expertise in stock markets, it would be
beneficial to have their input regarding this study, becanse of their considerable expertise
in futures markets.

More fundamentally, the description of the study in the Release is insuffictent to
cnable anyone adequate notice and opportunity to comment appropriatcly on the SEC’s
conclusions or on the Release more generally. Below T describe ten specific reasons for
my conclusions that the descriptions in the Release are not an adequatc basis for the
assertion that a 20% maryin reguircment satisfies the CFMA. However, even if the
Commissions and other commenters reject each of these reasons, I still do not believe the
Release gives adequate notice and opportunity for comment with respect to the proposed
rules.

First, the timing of the SEC study is unclear. Although the SEC notes that the
data is from 2000, it docs not indicate the specific time periods covered. In particular, 1t
is unclear whether the study includes periods of large market movements, such as the
“Market Break™ of 1987 or the recent downward movements of share prices in September
2001. Not including those time periods would affect the study’s conclusions.

Second, the exlent to which the SEC attempted to incorporate intraday price
movements is unclear. Interday closing price movements alone do not capture the risks
agssociated with stock price volatiiity. An analysis of intraday price movements might
lcad the Commissions to conclude that a 20% margin requirement 1s inadequate. It also
might lead the Commissions to consider whether the three-day deadline for posting
margin suggested in the Release is appropriate and whether a shorter-term {or even
intraday) margin requirement would be feasible or desirable.

Third, the SEC staff apparentiy did not consider stocks whose dally trading
volumes were less than 50,000 sharces. ‘The rationale for this cutoff is unclear. If security
futures arc to be traded for stocks whose daily (rading volumes were less than 50,000
shares, such stocks should be considered for purposes of these margin requirements. It 1s
true that risks associated with thinly-traded stocks are less likely to be systemie than
those associated with more liquid stocks, although smaller brokerage firms often
specialize in trading of thinly-traded stocks. Nevertheless, the integrity ol U.S. financial
markets depends on those markets, too, and thosc stocks are within the SEC’s regulatory
purview. Morcover, if certain markets are likely to be less Hiquid aficr the introduction of
sccurity market futures, the trading of thinly-traded stocks (not covered by the SEC’s
study) would be most relevant, and conclusions based on more liquid stocks might not be
applicable. Tf the introduction of security [utures penerated a substantial shift in volume
from cash to futures trading, that shift would raise systemic risk questions in cash
markets with low trading volumes.

Fourth, 1t is unclear if the SEC considercd the potential cilcets of sccunity futures
trading on the volatility of both the underlying stocks and security futures themselves.
Even il the assumption that cash and futures prices typically move together is correct, it
might also be the case that both cash and futures markets become more volatile when
[uturcs are introduced. If increasing leverage increascs volatility m the security futures
market, the cash stock markets also will hecome more volatile, especially in down
markets when investors might default on margin calls. Of course, the opposite might be

O



true, but the SEC does not appear to have considered this question. There 1s some
historical evidence from markets outside the U.S. indicating that the introduction of
futures markets with low margin requirements resuits in a substantial shift in trading
volume away from cash markets.

Fiflh, the SEC did not disclese much quantitative detail or background data
associated with the study. It is impossible to comment intclligently on the Release
without at least understanding the bhasics of the data underlying the SEC’s conclusions.
Presumably, the SEC staff prepared charts and tables in their consultattons regarding this
study, and I believe il would be necessary for anyone commenting on this study to see
that detail, cither so they could attempt to replicate the resulls of the study, or so they
could analyze more preciscly the underlying data and conclustons.

Sixth, the SEC does not explain whether its results are robust for different
measures of volatility. In particular, it was unclear to me whether the SEC tested for
measurcs other than 30-day historical price volatility. If not, 1t would be uscful to why
the SEC believes the 30-day measurc is appropriate. [f the setttement period 15 three
days, there is an argument that a three-day volatility measure is more appropriate.

Seventh, the SEC estimated that a 20% margin requirement would reduce the
chances that 4 margin account would not contain sufficient funds to cover a given day’s
price movement from approximately 5% using traditional risk-based futures margining to
0.3%. It is unclear what specific methodology the SEC used as the “risk-based futures
approach”'” in its study. This frequency and the rcasoning hehind conclusions drawn
from it are critical to understanding the SEC staff's assessment of systemic risk.
Apparcntly, the SEC staff made a qualitative judgment that a 10% margin requirement
was not sufficient for systemic risk purposes (based presumably on 1ts analysis of
simulated customer defanlts), but concluded that a 20% margin requirement was
sufficient. The bases for this conclusion are unctear. In particular, it is unclear what
percentage level of customer defaults constitutes the “cut-off point” where the SEC staff
no longer found systemic nsk concems.

Eighth, the SEC staff rightly noted that its conclusions regarding a particular
customer default assumed “no market risk to close out such position.” It is unclear how
the SEC staff wonld assess market risk in closing out pesitions. In particular, it 1s unclear
whether the introduction of sccurity futures trading would affect such market nisk. In
particular, if the lower margin requirements for sceurity futures caused trading volume to
shift from cash to futures, the market risk of closing out cash positions would increase.

_ Ninth, the SEC stated it “preliminarily belicves that the proposed margin levels
would be appropriate.” I belicve it is important to know whether the SEC staff’s belief 1s
only “preliminary” and whether there is any reason why the CFTC statt did not include a
similar statement. A mere “preliminary” belicf is a grossly inadequate foundation for
new securily [uturcs margin riles of great importance to U.S. financial markets. In
addition, it would be useful to know what lactors, if any, the SEC staff might constder
reassessing its view. 1 helieve a “preliminary” view {rom only one of the Commissions
does not satisfy the CFMA’s condition that margin requirements preserve financial
mtegrity and prevent systemic risk.

Tenth, the SEC scemed not 1o consider an alternative source of liquidity in the
security futures market: significantly lower margin requircments for low-risk positions in

' This torm is used three limes in the Release, but is never specifically defined.



security futures. In other words, it might be possible to create a liguid security futures
market with ample low-cost opportunities for hedging by reducing substantially the
margin requirements for low-risk secunity futures trades, while preserving a generally-
applicablc margin requirement for other security futures positions of greater than 20%,
more in line with the margin requirements for economically equivalent cash stock
positions. Tt was unclear whether the Commissions might propose different rules if they
specifically considered these alternatives, which I describe in greater detail in the next
scetion.

Consistency with Margin Requirements for Comparable Option Contracts

In addition to requiring that margin requirements for security [uturcs preserve
financial integrity and prevent systemic risk, the CFMA also requires that such
requirements be consistent with margin requirements for comparablc option contracts.'®
Morcover, the Federal Reserve Board — in delegating the authority to set margin
requirements to the Commissions — specifically noted the importance of comparability."’

The reason for comparability is simple: minimize the costs of regulatory
arbitrage.’® In derivalives markets, there are numerous ways to create a particular
economic position. Security futures can be combined with other financial instruments to
create a vast array of such positions. T'o the extent the regulatory costs assocraled with
one position are greater than those associated with a diffcrent (but economically
equivalent) economic position, market participants will choose the less costly position.
Just as 4 tax on one type of transaction shifts trading to a non-taxed economically
cquivalent transaction, margin requircments create incentives for regulatory arbitrage.

On the other hand, arbitrage transactions generally arc valuable m enhancing
efficiency in and providing liquidity to markets, and there are some lransaction cost
barricrs to such arbitrage in the current markets for single stocks. For example, options
on individual stocks arc traded today and it is a straightforward excreisc to create a
synathetic futures position in a particular stock using those options. Yet the transactions
costs of such trading arc very high and security futures likely will provide cfficient
trading of such positions than options markets alrcady provide. Likewise, various
restrictions on short selling prevent arbitrage transactions that might cnhance cificiency
in stock markets.'” Security futures could contribute greatty to market efficiency by
encouraging such arbitrage transactions.

™15 17.8.C. T8 2K BKiii).

7 1t s worth noting that complete comparability is an unattainable goal, given the current margin
requirements for options and stocks. To create a systemn with complete comparability, the Federal Reserve
Board and the Commissions would need to reconsider and revise all of the margin requirements applicable
{u uptions, stocks, and security futurcs. [n particular, the fact that the margin requiremcents for oplions do
not closely track the riskiness of a posilion (¢.g., no margin permitted for long in-thc-money options) makes
it impossible to create a set of sceurily futures margin requirements that satisfy complete comparability.
Given the serious drawbacks associated with the rules in the Relcasc, il would be worth reconsidering and
revising the margin requirerents applicable to all financial instruments before introducing security futures.
' See Vrank Partnoy, Finuncial Derivatives and the Costs of Regulatory Arbitrage, 22 ). Carp. L. 211
(1997).

' Comsider the parent-subsidiary anomaly, in which the stock of a subsidiary is more highly valucd than the
parcnl who owns it. This anomaly could be due, at least in part, to restrictions on short sclling, and
therefore the trading of seenrity futurcs could eliminate it. For example, some companies facing the parent-
subsidiary anomaly and considering a spin-off of the subsidiary have noticed the difficulties of selling short



The Federal Reserve Board recognizes the difference between such valuable
arbitrage transactions and regulatory arbitrage, which generally does not yicld the same
nct benefits. The Commissions quite rightly are seeking in the Release to minimize the
costs of regulatory arbitrage by making the margin requirements ol sceurity futures
consistent with those of comparablc option contracts.

As the Commissions note, all listed oplions currently have the same mttial margin
rcquirements;:7"O

Long No margin (premium only)

Short Premium plus 20% of vatue of underlying”’

The Commissions have concluded that the options contracts most comparable to
fulurcs contracts are short options contracts.” Accordingly, the Commissions conclude
that the margin requirements of the options contracts most comparablc to futures
contracts (short, at-the-money equity options traded on U.S. options exchanges) are the
premium plus 20% of the valuc of the underlying stock, and so the Commissions have
proposed that 20% be the applicable initial and maintcnance margin levels for long and
short positions in securily futures.” ‘This margin requirement is substantially lower than
the 50% initial margin requirement currently applicable to equity securities under
Regulation T.*

In response to the Federal Reserve Board’s suggestions, the Commissions have
proposed that customers be permitted to offset security futures positions with certain
related securities or [uturcs.” This specific proposal takes the form of a chart of 17
“Examples” of different portfolio stralegics, along with the initial and maintenance
margin requirement for each strategy.

Unlortunately, the margin requirements associated with each of these 17 positions
are both too high and too low. As a consequence, rules based on these Examples would
restrict liquidity in security fulures more than is necessary, and would encourage
regulatory arbitrage transactions to avoid these rules for certain portfolio positions. The
result would he the worst of both worlds: itliquidity in many markets, plus additional
transaction cosls associated with regulatory arbitrage as partics shift to markets with
lower margin requirements for economically cquivalent contracts (including markcts
outside the U.$.).%°

the shares of the subsidiary. At least one such company introduced “when-issued” derivative securities —
essentially temporary security futures — and once those scourities began trading, the anomaly disappeared.
" See, e.g, Amex Rule 462; CBOE Rule 12.3; National Association of Securities Dealers ("NASD") Rule
2520: NYSE Rule 431; PCX Rule 2.16; and Philadelphia Stock Exchange Rule 722,

' This assuines the short position is at-The-money. In-the-money positions require in addition Lhat the in-
the-money amount be posted as maintenance margiin,

2 This conclusion is difficult to justify. No futures contract is comparable fo any single option position,
long o1 short. Instead, the Commission shuuld have started from the premisc that a synthetic option
pusition - Tong or short — created using security futures should have the same margin requirements as the
option position itself.

Y See Proposed CL'TC Rule 4 1.45(b)(1); Proposed SHC Rule 402(h)(1).

“ See 12 CFR. 220.12a).

3 Such offsets wonld he availuble under regulatory authority mles approved by the SEC pursuant to
Section 19(b¥2) of the Exchange Act. 15 US.C. 7Rs(b)(2).

" 11 addition to over-the-counter transactions similar in cconornic terms to security futures — many of
which already are traded (e.g., equity swaps and other equity derivatives transactions) — mveslors will have
available security futures on 1.8, stocks traded on exchanges outside the U.S.



In muany ways, it is not surprising that these Examples are flawed. In fact, the
Commissions faced an impossible task in making margin requirements for portfolio
transactions in sccurity futures comparable to those for options. This 1s because the
existing margin requirements for options do not closcly track the risk of an options
position {c.g., margin requirements include the option premium, regardless of strike price,
volatility, and price of the underlying}, and becausc the margin requircments for
securities and [or options are inconsistent. Consequently, it 1s not possible to create
margin requirements for security futures that both track the risks of thosc positions and
are consistent with the margin reguirements for options.

By enumerating 17 Examples of portfolio positions with applicable margin
requirements, the Commisstons have made the intractable nature of this problem clear.
Instead of giving examples, I propose thal the Commissions statc and support some
general principles about how initial and maintenance margin requirements should be
asscsscd for portfolio positions involving securtty futures. Ideally, the margin
requirements for securilies, options, and security futures should he made consistent, but
that project would require a reworking of Regulation T, as well as the extensive
involvement of the Federal Rescrve Board.

In support of my proposal, I offer some suggestions below.”” The Examples can
be split into three broad calegories: dircctional trades, synthetic option positions, and
offsetting or basis positions. In my view, the margin requirements should differ in cach
catepory, and the Commissions would be better off articulating generalized margin
standards  instead of specific Examples and rules — for each of the three broad

calcgorics.

irectional Trades

Dircctional trades — such as a fong security future — should be subject to a simple
percentage initial and maintenance margin roquirement.”® Example 1 covers long and
short directional trades 1n security futures and indices. As discussed above, I belicve
there is insufficient justification for the gencral 20% margin requirement for security
futures, and therelore 1 would recommend that the Commissions set that initial margin
requirement higher, at least until therc is greater certainty about how the margining of
security futures contracts will work in practice. Unless the Commussions arc ablc to
undertake a more specific study satisfying the concerns set forth above, and unless the
Federal Reserve Board and the Commissions undertake to make consistent the margin
requirements for stocks, options, and security {uturcs, I would recommend that the initial
margin requirement [or directional trades in security futures be set at 50%, consistent
with the margin requirements for stocks. To the extent the margin requirement for
directional (rades in security futures is lower than that for cash stock trading, there will be
incentives for market participants to shift from cash to futares trading.

It is difficult to predict how dramatic this shift might be. However, there ts some
historical evidence suggesting that when security {utures are traded at margin

* These comments are broadly responsive to Questions 19-22 in the Release.

% To the extent a portfolie consists of buth directional trades and trades described in the following two
sections. applying the margin requirement applicable to the directional pertion of the trade should not result
in a different margin requirement than applying the margin requirement for the porifolio. Thisisa
corollary to the Federal Reserve Board’s request for comparability.
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requircments substantially below those of cash stock markets, the vast majonty of trading
occurs in futures, not cash, markets. Il is not ¢lear in the Releuase whether the
Commissions anticipate any such shift in volume, and whether they have contemplated
the consequences of such a shifi. A substaniial shift in volumes from cash to futures
would aflcet a wide range of securities regulation issues.

Svnthetic Options Positions

Some portfolio positions in the Release are economically equivalent to options.
These positions can be thought ol as “synthctic options.” The comparability criterion
suggests that the margin requirement for a synthetic option should be the same as that for
the option itself. _

Accordingly, if margin requirements are to be comparable, the initial margin
requirement for any synthetic long option position should be the net premiums paid for
the synthetic option, perhaps with an upward adjustment to account for the potential
illiquidity of a synthetic long option position.”” To the extent the Commissions wish to
imposc an additional margin requirement cushion, they might require that parties use
available options pricing methodology to evaluate properly the premium on the synthetic
long option, and then require that this premium plus some cushion be posted as initial
margin.”® With such a system, as with long cash oplions, mainteiiance margin would not
be required. Likewisc, the initial margin requirement for any synthetic short option
position also should be consistent with the current 20% margin rcquirements in the cash
markels, and the Commissions might want to consider imposing a margin requirement
based on available options pricing methodology.

Specilically, the positions described in Examples 2, 8, 9, and 14 are roughly
comparable’' to long options posilions, which currently arc not marginable. Examples 2
and 8 are roughly comparable to a synthetic Jang call option position with the same
cxcrcise price as the put option, less a borrowed amount of the present valuc of the
exercise price of those options. Examples 9 and 14 are roughly comparable to a synthetic
long put option position with the same exercise price as the call option, less a loaned
amount of the present value ol the cxercise price of those options. These Examples can
he thought of as synthetic long calls and puts.

The differential margin requircments applicable to long options positions in the
cash market and to synthetic fong options positions in the securily [ulures markct is
problematic. The requirements will create incentives for parties to engage in regulatory
arbitrage transactions. Consider the maintenance margin requirements for synthctic long
options: the lower of 20% of the value of the security future position or 10% of the option
cxcreise price plus any out-of-the-money amount. Allowing maintcnance margin to be

" This analysis is basced on the current margin requirements for options. As noted above, the option margin
requirements do not closely track the risk of the option position, and therefore it is not possible to derive a
margin requirement for a synthetic option that both tracks the risk of the position and is comparable to the
opfton.

U Alternatively, the Comumissions could consider seeking the advice of the Federal Reserve Board in
reworking the margin requirements for options at the same Llime they reconsider margin requirements for
security futures.

*""I'here is basis risk for most of the contracts described in the Examples (e.g., between different index
measures, different baskels, or even between the security future and the underlymg stock), and this basiy
risk would justify somewhat higher margin requirements tor these positions.
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10% of the exercise price plus any out-of-the-money amount makcs little scnsc. 1f the
option is at-the-money, the margin requirement simply becomes 10% of the exercise
price. As the option gets more out-ol-the-moncy, the overall position becomes more
valuable, and there the mamtenance margin arguably should dechne. Yet both measures
of maintenance margin are increasing in the price of the security for synthelic call oplions
(Examples 2 and 8) and decreasing o the price of the security for synthetic put options
(Examples 9 and 14). It is difficult to understand why 4 maintenance margin requirement
should be mmcrcasing as a position gains value.

Next, the positions described in Examples 3, 3, 6, and 7 are roughly comparable
to short options positions, which currently are subject to margin requirements of the
option premium plus 20% of any in-the-money amount. Examples 3 and 7 are roughly
comparable to a short call option position with the same exercise price as the put option,
less a loaned amount of the present value of the exercise price of those options.
Examples 5 and 6 are roughly comparable to a synthetic short put option position with
the samc exercise price as the call option, less a borrowed amount of the present value of
the exercise price of those options, These Examples can be thought of as synthetic short
calls and puts.

Tt appears that the Commissions intended {o sct the margin requirements
applicable to synlhetic short options positions in the security futures market at the same
20% plus in-the-money amount applicable to short options positions in the cash markct.
This intention makcs scnse given existing margin rules for options, and such a margin
requirement alone would not create incentives for partics to cngage in regulatory
arbitrage transactions.

However, the margin requirements for a synthctic short call option (Examples 3
and 7) are 20% of the market value of the short security future plus the aggregate put in-
the-money amount. Yet the synthetic short call option 1s losing money, not when the put
option is in the money (when prices are declining), but rather when the synthetic short
call position in aggregate is losing money {when prices arc rising), and the synthetic put
option is losing moncy, not when the call option is in the money (when prices are rising),
hut rather when the synthetic short put position in aggregatce is losing meney (when prices
are falling). Again, it is difficult to understand why the maintenance margin requirement
should be increasing as that position gains value, and decrcasing as it loscs value.

Offsetting or Basis Positions

Offselling or basis transactions are of much lower risk than directional trades and
synthetic option positions and therefore should have much lower margin requirements. T
have not attempled to replicate the SEC’s study in the Release, but I believe a margin
requirement of perhaps 1% to 5% would be adequate for such olfsctting trades.
Transactions with substantial basis risk could be subject to initial and maintenance
margin requircments of perhaps 5% to 10%. '

The positions described in Examples 4, 10, 11, 12,13, 15, 16, and 17 are positions
ol substantially lower market risk than those in the other Examples, yct the Commissions
would subject these pusitions cithcr to margin requirements similar to those described in
the two categories above, or in some cases o margin requircments that are even more
onerous. Yct these offsetting or hasis positions are precisely those that should be subject
to substantiaily lower margin requirerncnts, both for injtial and maintenance margin.
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Lowernng margin requirements applicable to these positions would increase liquidity in
the security futures markets, without threatening the integrity of those markets or creating
systemic risks.”

Example 4 is a long security future plus a short cash stock position, two positions
whose risks are offsetting. Yel the initial margin requirement would be sct at the 1nitial
requirement under Regutation T for a short cash stock position, presumably because there
are no explicit exemptions from Regulation T for portfolio positions.” The maintcnance
margin requirement is fowered to 10% of the market value of the cash stock posttion, but
even 10% is a very high margin requircment considering the risks assoctated with this
position.

Similarly, Example 13 is a short securily future plus a long stock cash position,
two posilions whosc risks also are offsetting.  Yet the initial margin requirement would
he set at 50% of the market value of the stock, based on Regulation T, and the
maintenance margin requircment would be lowered only to 10% of the market value of
the stock. This margin requirement is excessive, given the very low nisk assocrated with
these offsetting positions.

Example 10 involves offsetting positions in long and short security futures only
(no cash stock positions) and therefore is not subject to the portions of Regulation T
currently applicable to cash long and short stock positions. Nevertheless, the initial and
maintenance margin requirements arc sct at 10% of the value of the stock, a very high
Ievel given the fact that the positions are offsetting.

It does not appear that the Commissions have attempted to estimate the probable
customer default losses associated with these positions. There is no SEC study ciled in
the Release similar to that relied on generally for the 20% margin requirernent, Cuastomer
default lusses on these positions would be expected to be very low, close to zero, even in
times of substantial market volatitity. As long as the offsctting position is maintained, an
adequate margin requirement arguably could approach zero. A low margin requirement
for such positions would enhance liquidity in both and cash and futures markets, and
these liquidity cnhancements would benefit all parties transacting in those markets,
including those with positions that are not elfsctung.

Examples 11 and 15 are somewhat riskier than Examples 4, 10, and 13 in that
they involve the creation of synthetic oftsetling posilions. Examplc 11 is similar to
Example 4 in that onc lcg of the transaction is a long security future; Example 11 differs
in that the other leg is a synthetic cash short position composed of a long put option and a
short call option (with the same exercise price). Example 15 is similar to Example 13 in
that one leg of the transaction is a short security futurc; Examplc 15 differs in that the
other leg is a synthetic cash long position composed of a short put option and a long call

2 Moreover, encouraging oftsetting positions likely would improve the efficiency of both the security
futures markets and the underlving cash stock markels, because these trades by definition cross both
markets, Offsetting positions might even preserve cash market liquidity, which otherwise would be
threatened by the more attraclive security futures markets. Given the lower margin requirements,
instilutional trading (and perhaps a great deal of individual investor trading) is likely to shift from cash
stocks to security futures, leaving at least same investors buying and scliing cash siocks i less liguid
matkets,

4 Accordingly, Example 4 is a good example of why reworking the margin requirements for all financial
instruments  stocks, options, and security futures — is necessary o have a complete and comparable
system. The same 1s true of Examplc 13



option (with the same exercise price). Example 11 i1s known generically as a conversion;
Example 15 is known as a reverse conversion. ‘These frades already occur in the cash
markets,

The initial margin requirements for Examples 11 and 15 (of 10% plus the in~-the-
money option amounts) are excessive. Moreover, these margin requirements are
asymmetric (they increase more in one direction — when the option 1s in-the-money —
than they do in the other), notwithstanding the symmetric nature of the underlying
portfolio transaction.

Examples 16 and |7 are similar to Examples 11 and 15 in that one leg of the
transaction is long and the other is short. The difference is that these Examples mvolve
hasis risk {e.g., the difference between movements in a narrow basket and a broad basket
of securities). Example 16 involves the basts risk of a basket of narrow-based security
imndex {uturcs against a broad-based security index future. Example 17 involves the basis
risk of a hasket of security futures against a narrow-bascd sccurity index future. To the
extent the legs ol these transactions track each other (i.e., there is no hasis risk),
Examples 16 and 17 are equivalent to Ixample 10. Yet the imtial (20%) and
maintenance {10%) margin requircments arc very high, given the nsk associated with the
transactions.

Example 12 is a hybrid of an offsetting or hasis position and a synthetic option
position. There are a wide range of option collar transactions and complex option trading
strategies that might be matched with security fotures in a variety of ways, including
Examplc 12. 1t 1s difficult to anticipate all such trading strategies, so my suggestion that
the Commissions set forth general standards with respect to margin requirenents
especially makes scnse with respect to Example 12. The relevant standard should be that
the margin requirements for complex oplions transactions involving security futures
should be the same as the margin requirements of similar transactions in the cash
markets.

In peneral, | caution the Commissions against allemplng (o define the rules
applicable to every parlicular options strategy through a set of detailed Examples. The
incontrovertible lesson from recent attempts at financial regulation of derivatives® is that
clear rules ofien are counterproductive, because of the perverse incentives and
opportunities they create. Clear rules in such areas do not result in the regulation of the
market in ways intended by the regulators; instead, they create incentives for regulatory
arbilrage strategies unanticipated by regulators. Accordingly, I recommend that the
Commissions employ broad and vaguely-worded standards in this area, rather than more
precise rules. Market participants will elaim that vague standards will stifle innovation in
these markets, but if the vague standards are coupled with liberal margin requirements for
certain low-risk olfsciting transactions, the deterrence of any higher-risk transactions that
by broad standards will not affect the liquidity of the sceurity futures and cash stock
markets.

Conclusion
1 do not believe the Commissions’ proposcd margin requirements for security
futures satisly the CKMA’s requirements to preserve market integrily and prevent

" Examples include tax regulations applicable to financial derivatives transactions (i.c., short-againsi-the-
box}, and net-capital rules that depend on credit ratings of structured transactions.
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systemic risk. Neither do I believe the proposed requirements satisfy the statutory
requirement (and Federal Reserve Board’s concern) regarding comparability with current
margin requirements for options. In general, 1 recommend that the Commissions seek the
advice of the Federal Reserve Board regarding these requircments and that the agencies
work together to develop consistent margin rules applicable to all financial transactions.
With respect lo the speeific rules articulated in the Release, if the Commissions decide to
go forward with the proposal at this time, I rccommend that (1) the initial and
maintenance margin requirements applicable to directional trades in security futures be
set at the same level as the margin requirements applicable to stocks, and (2) that the
Examples in the proposed rules be reworked into a broader, categorical approach so that
the margin requirements of low-risk offsetting positions can be towered substantially,
based on the economic characteristics of the position. I thank (he Commissions for
giving me the opportunity to comment on these rulcs.



