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1. Background

In their quest to move up in the value-chain ofduas traded on the Exchange, the SEM and CDSesubj
to approval of the Financial Services CommitteeG};S%re planning to introduce the trading and ahegr

of Index Futures during the financial year 2009201In recent years, the trading of derivatives on
Exchanges has gained growing momentum and hasprve sases, become the focal point of Stock
Exchange operations, with volumes on derivativepassing volumes on cash instruments. Introducifon
derivatives trading on many exchanges has had pesjtive impact on liquidity in the underlying
instruments, enhanced the process of price disgamed enabled visitors, both retail and institusibrio
manage their investment portfolios in a more dymamanner, better manage investment risks and eahanc
portfolio returns over time. Conscious of investarsed for new and innovative products that caruens
dynamic portfolio management, the SEM will, as estfistep of a program that hinges on product
innovation, introduce futures contracts on the SEMdex and on some of the most liquid stocks waate
the Official Market.

This Brochure summarizes the key benefits and askeciated with these new products, dwells briefly
their key characteristics and describes how théybeitraded on SEM and cleared and settled byCIb8.

2. Introduction to Futures Contracts

2.1 What is a Future?

Broadly, a future is an agreement to buy or selhdicular asset on a specified future date atce @mgreed
upon today.

When an investor buys an index future (goes lohg)agrees to buy the underlying index at a pagicul
date in the future. His profit (loss) is dependemtwhere the price of the future is at expiry & tdontract
or at the time he closes out his position (i.e.shitippack).

When an investor sells an index future (goes shbe)agrees to sell the index at a particular datbe
future. His profit (loss) is dependant on wherefiliteres price is at expiry or at a level at whighcloses
out the contract and the price at which you botigltcontract.



3. Specifications of Futures Contractsto beintroduced

In the initial phase, the SEM plans to introductufes contracts on the SEM-7 Index and on a feuidiq
stocks traded on the Official Market.

Index futures enable investors to obtain benefitthe price movements of the constitutive stockshef
Index without the need of actually purchasing dlireg the underlying stocks of the Index. Similarky
Single-Stock future enables investors to obtairilambenefits without the need of acquiring or isglthe
Stock in question. The initial investment requitedjain exposure to an Index futures or to a SHEyEk
Future is only a fraction of the actual value & thdex constituents or of the underlying stock.

Purchasing a SEM-7 Future constitutes a perfecitgute for holding the seven constitutive stockshe
SEM-7 Index without actually purchasing them.

The SEM will introduce SEM-7 Index Futures with atority of one month. The basis of quotation ofteac
SEM-7 Index Future will be in index points, withchaindex worth Re 1. Each SEM-7 Index Future
Contract will be equal to 100 SEM-7 Futures. Foaraple, if an investor purchases 100 sem-7 Index
futures Contracts at 310 points per contract, #laesof his exposure will be equal to: (100x10®10 =

Rs 3,100,000.

Single-Stock Futures on the liquid stocks tradedhenOfficial Market will also have a maturity ohe
month. The basis of quotation of the Single-StoatuFes will be in rupees and each contract tradédes
worth 100 Futures.

For example, if an investor purchases:

1) 100 contracts of Company X Futures at Rs 125 patract, the value of his exposure will be
(100x100x125) = Rs 1,250,000.

2) 200 contracts of Company Y Futures at Rs 70 petraot) the value of his exposure will be
(200x100x70) = Rs1,400,000.



3.1 Contract specifications: SEM-7 Index Futures

Abbreviated contract

name

Underlying
instrument

Basis of Quotation
Tick size
Contract size
Déelivery months
Last Trading Day

Expiry Date

First trading day of a

new series

Daily settlement price

Final settlement price

Publication of the
daily and final
settlement price
Settlement method

M argin Reguirements
M arket wide position

limit per contract
class

Position limit per
investment dealer,
inclusive of all its
clients, for the
contract class

FSEM7-MONYY

where:

F - type of instrument

SEM-7 - abbreviated name of underlying instrument
MON - delivery month code (set by the Exchange)
YY - two last digits of delivery year

SEM-7 Index

Index points: One index point = 1 MRU

1 MRU

One Contract = 100 SEM-7 Futures

Three nearest of January through December

The last Friday of the delivery month. If this d&enot a tradin
day, then the Last Trading Day before the thirdi&yiof the
delivery month. In exceptional cases, the Exchange mayhs
Last Trading Day to fall on a different date, butighdisclos
such information to the public at least 4 weekadmance.

The date on which the final settlement price iedained.
The same date as the Last Trading Day.

The first trading day following expiry of the preuis contract.
Set out by the Exchange for the first series itaasc

Daily settlement price is determinedeafeach Session start
from the date on which the first transaction ofoatcact serie
was made, exclusive of the Expiry Date. Daily setént pric
shall be the Closing Price of given contract sefiethere is ni
trade in a Futures Contract orday, the day’s settlement pr
shall be the Theoretical Price of the Futures Gumton the
day.

Final settlement price is determined on the Exate as th
closing value of the SEM- Index determined as follov
calculation of the SEM- index at market close based on
Volume Weighted Average Price of all the index d¢itnents
during the trading Session of the Expiry Date. kse ni
transaction takes place in any of the index carestits ol
Expiry Date, the Volume Weigbktl Average Price on the |
day on which that specific index constituent wasléd, will be
used.

Immediately following the close of trading.

Daily mark to market and cash settled
As set out in the rules of CDS

5% of the total number of issued shares for thesxnd
constituents

1% of the total number of issued shares for thexnd
constituents



3.2 Contract specifications: Single-Stock Futures

Futures
contractson
Company X
Abbreviated contract
name

Underlying
instrument
Basis of Quotation

Tick size

Contract size
Delivery months
Last Trading Day

Expiry Date

First trading day of a
new series

Daily settlement
price

Final settlement
price

Publication of the
daily and final
settlement price
Settlement method

Margin
Requirements

M arket wide position
limit per contract
class

Position limit per
investment dealer,
inclusive of all its
clients, for the
contract class

F-CompanyXMONYY

where:

F - type of instrument

Company X - abbreviated name of underlying instnoime
MON - delivery month code (set by the Exchange)

YY - two last digits of delivery year

Company X shares

MRU

The minimum price of a security by which the ardece and
the quotation price are altered.Tick size depemdhe price
level as per ATS Trading Procedures Section 4.6

One Contract = 100 Company X Futures
Three nearest of January through December

The last Fday of the delivery month. If this date is notrading
day, then the Last Trading Day before the thirdd&yi of the
delivery month. In exceptional cases, the Exchamgg set th
Last Trading Day to fall on a different date, butighdisclos
such information to the public at least 4 weekadmance.

The date on which the final settlement price i€dained.
The same date as the Last Trading Day.

The first trading day following expiry of the preus contract.
Set out by the Exchange for the first series iteasc

Daily settlement price is determined after eachsi®esstartini
from the date on which the first transaction ofcateact serie
was made, exclusive of the Expinaf@. Daily settlement pri
shall be the Closing Price of given contract seiiethere is ni
trade in a Futures Contract on a day, the daytesstnt pric
shall be the Theoretical Price of the Futures Ganiton that day.

Final settlement price is determined on the ExpiryeDas$ th
closing value of the underlying stock (Company Hgtermine:
as follows: calculation of the underlying stockof@pany X) a
market close based on the Volume Weighted Averaige Pi
the unerlying stock (Company X) during the trading Ses
of the Expiry Date. In case no transaction takexcelin th
underlying stock (Company X) on Expiry Date, theliwne
Weighted Average Price on the last day on whiclat Hpecific
underlying stock (Company X)was traded, will beduse

Immediately following the close of trading.
Daily mark to market and cash settled
As set out in the rules of CDS

5% of the total number of issued shares for theetlyithg stock
(Company X)

1% of the total number of issued shares for unaegigtock
(Company X)



4. Potential benefits of SEM-7 Index Futuresor of Single Stock Futures

The introduction of index futures and single stéakires constitutes an important developmental &tep
the Stock Exchange environment in Mauritius and g@amerate a number of potential benefits for market
participants, while laying the foundations for th@iftment of our stock market to yet another levéhis
section summarises some of the potential benéfitisthe new products can generate for investors.

4.1 Benefits from Directional Trading
4.1.1 Bullish View

If an investor believes, based on his own persass¢ssment of market trends, that the market seg@dor
an increase, he can buy SEM-7 futures contractsnaskke a profit if the market effectively goes up,
pocketing thereby the gains from the upward pricez@ments of the constitutive stocks without hawimg
actually purchase and own the constitutive stoeken on a temporary basis. If after a period of anow
price movements, the investor believes that prigdisstart to decline, he may close his long pasitby
selling the contracts before the expiry date.

Example:

An investor buys 1000 SEM-7 Index Futures off 36ly at 310 points per futures. On"a& July, the
investor feels that the market is poised for aexiion and decides to close his position by selivey
1000 futures at 335 points per futures. Consedyehe investor will pocket a profit of [1000 x38 —
310)] = Rs 25,000.




4.1.2 Bearish View

If an investor believes that the market is poisedrop, he can sell the SEM-7 index futures cordraad
make a profit if the market has effectively falleeaping thereby the benefits of directional trgdat a
relatively cheaper cost. If after a period of dovanevprice movements, he believes that prices walt $o
rise, he may close his short position by purchatfiegcontracts before the expiry date.

Example

J

An investor feels the market is going to drop ie thext two weeks. On 5of July the investor sells 500
SEM-7 Futures at 310 points. The market effecyivilfts down and on the 3%of July the SEM-7 futures are
trading at 295 points. If the investor feels ttteg market is poised for a rebound soon, he matgimgted to
close his position by purchasing 5000 SEM-7 Futwesay 295 points per futures. In so doing, hekeisc
[5000 x (310 — 295)] = Rs 75,000.

17

4.2 Benefit of Portfolio Hedging

If an investor owns a portfolio that broadly tradke SEM-7 index and believes for instance, that th
market is bound to fall, he can protect his poitfdly selling SEM-7 index futures. He can calcultite
exact number of contracts that he needs to sedictbeve a quasi-perfect protection against downward
market movements.

When an investor implements a hedging strategyguSEM-7 futures, any decrease (increase) in thaeval
of his underlying portfolio will become compensatadan increase (decrease) in the value of the SEM-
index futures contract.

Hedging via the sale of Index futures contractdbégman investor to achieve a number of objectinemn
efficient manner, which can be summarized as fadtow

- It enables the investor to hedge his exposuthdanarket without having to sell his enpiatfolio
of stocks.

- It enables the investor to lock in a particulaturn for an equity portfolio — e.g. the investashalready
achieved a target return for a period and wantsdk this return in. He just needs to sell the nemaf
index futures contracts that would enable him naamthis target return over a period of time.



Exampletoillustratethe use of SEM-7 Futuresto hedge

A portfolio manager is concerned that the stockkeiawill temporarily decline in the next few daysle

does not wish to incur the commission costs andepselling pressure of selling stocks and th
repurchasing them after the anticipated declinellirgg SEM-7 futures contracts can help him to hed
his portfolio against the suspected market decline.

Let's assume that the portfolio manager owns afgartof Rs 1million in stocks with a portfolio bet
(sensitivity relative to the index) of 1.20 relatito the SEM-7 Index.

Suppose that the SEM-7 index is at 250 points hadSEM-7 futures price is also 250 points. How m3
SEM-7 contracts should the Portfolio Manager selathieve the perfect hedge of his portfolio adai
downward price movements?

Number of SEM-7 Futures Contracts to sell, giveat tme contract = 100 SEM-7 futures as per cont
specifications defined earlier,

N = 1.2 x (Rs 1,000,000/250) = 4800 contracts

The manager should sell 4800 SEM-7 futures to enayerfect hedge of his portfolio.

en
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4.3 A tool for dynamic portfolio Management

Index futures provides Portfolio Managers with dfiecive tool to dynamically manage

their portfolios.

Example

A portfolio Manager has already achieved a rettat has enabled him to outperform his benchmiark

during the first eleven months of the financial yeé@uppose that he expects some of the stocks wi

strong weights in his portfolio to drop significenduring the last month of the financial year. The
portfolio Manager can choose to lock in the perfange of the first eleven months by selling Index

Futures Contracts and/or Single-Stock Futures osetlunderlyings whose prices are expected to fall.

th



4.4 Other Potential Benefits

- The SEM-7 futures will enable an investor to gapasure to the 7 largest stocks traded on the
SEM at a fraction (~ 10 %) of the actual valuehs stocks constituting the underlying index.

- Unlike traditional investment products which yigldsitive returns only when the market is rising,
Futures enable investors to realise positive ratexen in a declining market.

- SEM-7 futures will potentially enable an investorride the benefits of leveraging. By trading
SEM-7 futures, an investor can have a relativelsgda exposure to the underlying index
constituents for a relatively small initial outlalf. the market evolution follows the investor’s
outlook, his ROI will be high due to effects of &raging.

5. Risksassociated with Futures Contracts

Trading in futures, as described earlier can geaexanumber of benefits but can also produce lmgges

if prices move in the opposite direction of pogisotaken on the futures market, due to the effetts
leveraging. An understanding of leverage, howait evork either to one’s advantage or disadvantage i
absolutely essential to an understanding of futtreeting.

Only a relatively small amount of money (known aargin) is required to buy or sell a futures coritrac
Margin requirements vary generally between 7% &b Hiepending on a number of characteristics of the
underlying financial instrument to the futures cant. Consequently, an investor can potentiallyaiwban
exposure worth 10 to 15 times the value of his mard@he smaller the margin in relation to the uhygeg
volume of the futures contract, the greater therdage.

If an investor trades in futures by taking a dii@tal view of near-term market movements, and theep
moves in the direction he anticipated, high leveragn yield large profits in relation to the inlitraargin
deposit. But if prices move in the opposite di@tt high leverage can produce large losses irioeldo
his initial margin deposit. Leverage is a two-edigevord.

Example

An investor feels that the price of Company X shanéll fall and chooses to sell 10000 futures |of
Company X at the price of Rs 70 per futures. Assignthat an initial margin of 7%, is required todea
in Company X futures, the investor will need to d&ip 7% of 0.7 [10,000x70] = Rs 49,000.

Let suppose that the price of Company X shareséass to Rs 80 two weeks later and the invegtor
chooses to close his position, fearing furtheréases in Company X share price. He, therefore hpses
10,000 Company X futures contracts at Rs 80 petrach In so doing, he loses [10,000x(Rs 80 — #0]]
Rs 100,000.

The investor’s trade results in a loss equal to Z0df his margin deposit of Rs 49,000. That is the
arithmetic of leverage.

10



An absolute requisite for anyone considering trgdin futures contracts is to clearly understand the
concept of leverage. It is important to calculatecgsely the gain or loss that would result frony given
change in the futures price of the contract thatwould be trading.

If an investor cannot afford the risk or is uncortdible with the risk, he should refrain from tnagli
futures contracts. These products are meant fasitovs who have a sound understanding of the wdgrl
risks and are prepared to take those risks.

6. Trading of SEM -7 Futures Contracts and Single Stock Futureson the
SEM

- Trading of the SEM-7 futures on SEM will be doneagtordance with the trading procedures and
rules that have been specifically designed forSE&1 derivatives segment.

- The SEM-7 Futures will be traded in a similar manas other instruments that are currently
traded on the other boards of the SEM.

- The matching principles will be the same and wallguided by the price/time priority attribute.

- A separate Derivative Board will be set up by SEM &rokers and Investors, via, I-net will be
able to follow the order books of the derivativeghicts as well as other key underlying market
data in real time.

- Two key differences between a cash instrument afigtuaes instrument essentially lie in the
introduction of the concepts of mark-to-market amargin requirements.

- The following examples describe how clearing anilesaent of SEM-7 Futures contracts and
Single Stock Futures will be handled by CDS and hisiwmanagement will be effected.

7. Clearing and settlement of futurestransactions by the Central
Depository & Settlement Co. Ltd (CDYS)

7.1 Difference between futures and shares tramsecti

The fundamental difference between futures andesh@ansactions is the clearing and settlementegeoc

If an investor buys shares for a value of Rs 10M,@Be investor will need to make a payment of Rs
100,000 to its broker three business days aftetrtitee date (T+3) and will receive the shares farre On
the other hand if an investor buys futures for lueaf Rs 100,000 (say 1,000 contracts @ Rs 100 per
contract), it does not have to make a payment of®5000. The investor must only deposit a pergenta
of the transaction value (usually around 7 to 10dith its broker before placing the order. Investofso
uses the services of a custodian bank, must defhesihargin with the latter. The money depositeth wi
the broker is called margin and is used as a gteeahat the investor will make payment if it makdsss

on the futures transaction. The process of calagiahe profit or loss on a futures transactiorcadled
mark to market and is performed on a daily basit#l thre expiry of the contract. An investor who Isuy
futures will make a profit if the price of the coatt goes up. Conversely, the investor will makess if
the price of the contract goes down. The profibss on a futures transaction that is calculatedhalay, is
settled on the next business day. The investor hdite to enter into an agreement with its broker fo
managing the cash deposited (margin) and makirgjiieg payment for the daily profit/loss on theutés
position. The margining, mark to market and setetipprocesses are explained below.

The other major difference between futures andeshtxansactions is that when an investor sellseshér
must first own the shares, however, in the caseitofes the investor does not need to own any share
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futures contract to be able to sell a futures @mitrWwhen selling a futures contract, the investorply
takes a short position and it will have a negaligiance in its securities account. An investor ndimally
take a short position, i.e will sell futures, ifstof the view that the price or value of the utygleg security
or index will go down in the future. Again, befoelling futures, the investor will need to depasérgin
(usually 7 to 10% of the transaction value) withbroker. An investor who takes a short positioa gells
futures) will make a profit if the price of the doact goes down. Conversely, the investor will makess
if the price of the contract goes up.

The margin required will be calculated on a daigis and will depend on the volatility of the uriglierg
instrument. It will generally be around 7 to 10 The practical example below illustrates the margini
mark to market and settlement processes.

7.2 Practical Example

Broker A has two clients X and Y. X thinks that tBEM-7 will go up in the next 3 months while Y thin
the contrary — this means that X would like to gaod (buy SEM-7) while Y would like to go short (sel
SEM-7 contracts). Both clients must deposit maxgimy form of collateral) with Broker A to be able t
trade in futures. Broker A must in turn deposit giarwith CDS to be able to trade in futures. The
automated trading system will automatically checkether the broker and its clients have deposited
sufficient margin before accepting an order from inoker and its clients.

7.2.1 Maximum Allowable Exposure

Say the margin requirement on a particular day (mrefasolute daily value change of SEM-7 plus 3.5
standard deviations calculated over the last 3@)diayl0% (this will change on a daily basis defegadn
volatility of SEM-7). If both clients X and Y depibsRs 30,000 with Broker A, each will be able tikeda
positions in futures up to a maximum allowable esgre of Rs 30,000/10% = Rs 300,000. If Broker A
deposits margin for the amount of Rs 100,000 wil¥SCit will be able to open positions for its clisrand

for its own account up to a Maximum Allowable Expuesof Rs 1,000,000.

7.2.2 Trading and Exposure

Say the current value of the SEM-7 is 245. Cliertiuys 1,000 SEM-7 contracts at Rs 250 while Cliént
sells 1,000 contracts at Rs 250. Broker A buys @ @inhtracts at Rs 252 for its own account. Eadntli
will have an exposure of Rs 250,000 which is slow their Maximum Allowable Exposures. Broker A
will have a total exposure of Rs 752,000 (250,0@D4Q00+252,000) which is still below its Maximum
Allowable Exposure of Rs 1,000,000. Broker A arsdciients will not be allowed to place new ordérheé
orders can potentially cause their Maximum AlloveaBkposure to be exceeded.

7.2.3 Mark to Market on the First Day

Say at the end of the first day, the closing pdt¢he SEM-7 futures increases to Rs 253. ClierfivKo
bought the SEM7 futures at Rs 250) will make aipaffRs 3,000 ((253-250) x 1000). Client Y (whalds
the SEM7 futures at Rs 250) will make a loss of3R¥0. Broker A (who bought the SEM7 futures at Rs
252 for its own account) will make a profit of R®Q0 on its proprietary account. On the next dayl(T
Broker A will receive a net amount of Rs 1,000 (®€B,000+1,000) through the CDS settlement
mechanism. Client X will need to pay Rs 3,000 tok&r A while Client Y will receive Rs 3,000 from
Broker A. Both clients will need to enter into agneent with the broker for the cash management laad t
frequency of payment/receipt of profits/losses.

7.2.4 Mark to Market on Other Days

Say on the next day, the closing price of the SEMtidres decreases 251. Assuming that Broker Aitand
Clients do not do any other trades in futures, r€lX (who has a long position) will make a lossR¥
2,000 ((251-253) x 1000). Client Y (who has a sipadition) will make a profit of Rs 2,000. Brokenwill
make a loss of Rs 2,000 on its proprietary acc@mthe next day, Broker A will need to pay a nebant
of Rs 2,000 through the CDS settlement mechanidianiCX will receive Rs 2,000 from Broker A while

12



Client Y will now need to pay Rs 2,000 to Broker 3uch mark to market will be done a daily basigaip
the day preceding the expiry date of the contract.

7.2.5 Final Mark to Market

Say on the expiry date of the contract (after 3 e}y the value of the SEM-7 is 275 and that tlosiolg
price of the SEM-7 futures on the previous day @@8. On that day, Client X (who has a long posjtion
will make a profit of Rs 5,000 ((275-270) x 1000hile Client Y (who has a short position) will ma&e
loss of Rs 5,000. Broker A will make a profit o 8,000 on its proprietary account. On the next day
Broker A will receive a net amount of Rs 5,000 tigh the CDS settlement mechanism and the position i
all accounts will be reset to 0. Client X will réee Rs 5,000 from Broker A while Client Y will need
pay Rs 5,000 to Broker A.

7.2.6 Effective Profit / Loss over 3 Months

Client X (who had a long position) will make a gtaff Rs 25,000 ((275-250) x 1000) over a perioBof
months with an initial deposit of Rs 30,000 whichi We returned to it by the broker upon requedier@

Y (who had a short position) will make a loss of #5000 over a period of 3 months but the initighdsit
of Rs 30,000 will still be returned to it by theoker upon request. Broker A will make a profit of R
25,000 on its proprietary account with a deposiRef100,000 (out of which Rs 60,000 was fundedtdy i
clients).

7.3 Management of Counterparty Risk

The CDS will set up a guarantee fund mechanism @oage a situation where a broker fails to make
payment for losses. The guarantee fund mechanisnbéen designed in such a way that a default in the
futures market will not contaminate the cash madad will also not affect the financial soundne$s o
CDS. If the amount required to make good a defsultigher than the total resources available to the
Guarantee Fund, CDS shall close the net open positelating to the excess, off-market by compilisor
reducing the opposite net open positions in alusges accounts registered with all other particifs on a
pro-rata basis. Such a measure is crucial bechad@bility of CDS and the Guarantee Fund canedelft
open-ended

If a broker's client fails to make payment to theoker for any loss, the broker will use the margin

deposited by the client to settle the loss. Thekdaranay then close the open positions of the clgnt
executing offsetting orders on the trading system.

8. How totradein futures?

To trade in futures, an investor just need to adrita broker or custodian bank. If the investoeatly has
a CDS account, it does not need to open a new atcbhe contact details of all brokers that tradettee
SEM can be found on the following website: www.&exchangeofmauritius.com
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