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Presenting future contracts on S&P 500°

and DJIA indices

S&P 500 and DJIA indices are two of the world’s most followed indices and
are considered as the barometers of U.S. market. These indices have
displayed historic resilience in holistically capturing the movements of the
U.S. market. NSE which has been a pioneer in the introduction of innovative
and investor friendly products is introducing rupee denominated future
contracts on S&P 500 and DJIA indices. This is the first time in the world that
futures contracts on S&P 500 index are being introduced and listed on an

exchange outside of their home country, USA.

S&P 500°

S&P 500 is a free-float capitalization-weighted index of 500 leading
companies of the U.S. economy and is widely regarded as the best single
gauge of the U.S. equities market. Although the S&P 500 focuses on the
large cap segment of the market, with approximately 75% coverage of
U.S. equities, it is still widely considered as an ideal proxy for the total
market. S&P 500 is maintained by Standard & Poor’s and was introduced

in 1957.

DJIA

Dow Jones Industrial Average (DJIA) is a price weighted index first
published in the 1896. DJIA Index includes 30 large and liquid blue chips
stocks traded on U.S. exchanges. The Dow?® represents roughly 28% of the
float-adjusted market capitalization of the U.S. stock market. Being
composed mainly of blue-chip stocks having a leadership position in the
U.S. market the Dow® doesn't literally “represents” the entire U.S. market
rather, it is a blue-chip index representing the leading companies in the
industries driving the U.S. stock market. As a result, its performance is

highly correlated with broad-based U.S. indices like S&P 500.
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Indian Investors are currently permitted to invest in foreign assets subject
to the limits stipulated by the Reserve Bank of India. The transaction costs
in respect of direct investment transactions could be higher and are
subjected to foreign currency risks apart from the equity market risks.
Futures on S&P 500 and DJIA currently being introduced by NSE shall
enable investors desirous of taking exposures to U.S. market to do so,
without taking any foreign currency risk as they are rupee denominated
contracts. Besides, these contracts enable those invested in the US.
markets to hedge their equity exposure. They also provide a mechanism to
those investors who want to hedge their Indian portfolios from foreign
event risk. They can also be used as a hedging tool by investors having a
high exposure to stocks in sectors whose financial performance depends
significantly on the prospect of the U.S. economy. Further, these contracts
traded together provide new opportunities of using trading strategies like
Gap trading and Simultaneous trading by taking advantage of good

positive correlation between the indices.

About this Booklet

This booklet is designed to acquaint investors with contract specifications
of these products and also with their utility as a vehicle for:

1. Foreign assets exposure management

2. Sector specific exposure management

3. Efficient exposure to U.S. markets

4. Global events risk management

5. Portfolio diversification
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lllustrative example:
Consider the hypothetical example of an investor holding stocks in U.S.
market worth say Rs. 2, 80,000 as on August 01, 2010. It is presumed that
the currency risk is hedged by the investor. The investor is concerned over
fall in value of investments. By taking a short position in any one of these
contracts the investor can insulate his portfolio or business from upturns

and downturns in the U.S. equity market. The value of the short position

needs to be matched to the value of the portfolio.

One contract of S&P 500 futures at NSE is valued at approximately around
Rs. 2, 80,000. The beta of the U.S. portfolio of the investor is taken as 1 with
reference to S&P 500. Therefore, as a hedge, the investor takes a short
position in one S&P 500 futures contract on Aug 01, 2010. Estimated data
on home sales, factory orders and consumer spending in U.S. were weak in
August 2010. As feared by the investor, S&P 500 gave -7% returns during
August 2010

Aug 01,2010  Aug 31,2010

S&P 500 1125.86 1049.32

U.S. stock value (in Rs.) 2,80,000 2,66,000

Without Hedge With Hedge*
| US.stocks | U.S.stocks S&P 500
Futures
(lot size 250)
Aug 01,2010 (in Rs.) 2,80,000 2,80,000 | 2,81,465
Aug 31, 2010 (in Rs.) 2,66,000 2,66,000 2,62,330
P/L (in Rs.) -14,000 -14,000 19,135
Net P&L (in Rs.) -14,000 5,135

_— ee————e e e
* Currency risk is presumed to be hedged using currency derivatives

In the above example, the hedge has helped the investor in avoiding losses
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« Sector specific exposure management

Performance of some sectors of Indian economy and some specific stocks
depends on foreign markets including U.S. An investor holding significant
portfolio of such sectors/ securities may fear temporary erosion in value
due to down turns in such other economies. Futures on S&P 500 and DJIA
could be used as hedging tools by an investor holding portfolio of such

sectors/securities exposed to U.S. economy.

lllustrative example:

Consider the hypothetical example of an investor holding stocks worth
Rs.2, 86,250 of an IT company as on Jan 08, 2010. This IT Company gets
substantial part of its revenue from the U.S. markets. The investor is afraid
that the economic situation in U.S. may have an impact on the performance
and stock value of the IT Company. Let's assume the stock has a Beta of 1
with reference to S&P 500 and DJIA. To safeguard his exposure the investor

takes a short position in one S&P 500 future contract of Mar 2010.

Jan 08, 2010 Feb 10,2010

S&P 500 ‘ 1144.98 1068.12
IT company stock 2862.50 2670.25
Without Hedge With Hedge
IT Co. stock IT Co. stock S&P 500
Futures
(lot size 250)
Jan 08, 2010 (in Rs.) 2,86,250 2,86,250 2,86,245
Feb 10,2010 (in Rs.) 2,67,025 2,67,025 2,67,030
P/L (in Rs.) -19,225 -19,225 19,215
Net P&L (in Rs.) -19,225 -10

In the above example, the hedge has helped the investor in reducing his

losses
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Similarly, the investor may also use DJIA futures for hedging his portfolio

Jan 08, 2010 Feb 10, 2010

DJIA 10618.20 10028.40

IT company stock 2862.50 2670.25

Without Hedge With Hedge
ITCo.stock | IT Co.stock DJIA
Futures
(lot size 25)

Jan 08, 2010 2,86,250 2,86,250 ‘ 2,65,455
Feb 10,2010 2,67,025 2,67,025 ‘ 2,50,710
PIL 19,225 19,225 ‘ 14,745
Net P&L -19,225 -4,480

e ————
In the above example as well, the hedging has helped the investor in

reducing his losses

« Efficient exposure to U.S. markets

Reserve Bank of India has allowed Indian investors to invest in foreign
assets subject to a limit of USD 2,00,000. For direct investment transactions,
the transaction costs are generally higher and such transactions are also
subject to foreign currency risk apart from the equity market risk. In
comparison using 5&P 500 and DJIA futures in India for taking exposure to

U.S. markets are much cheaper and free from any currency risk.
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lllustrative example

Consider the hypothetical example wherein, investor ‘A’ buys S&P 500
stocks worth USD 5000 (Rs. 225000) on Mar 01, 2010. Presume that the total
transaction cost for A comes out to Rs. 3375 which is around 1.50% of his
total investment’s value. On the other hand another hypothetical investor
‘B’who also wishes to take exposure on S&P 500 during same period takes
a long position in one S&P 500 future contract as on Mar 01, 2010. Total
transaction cost for B is assumed to be around Rs. 182 which is roughly
around 0.07% of total transaction value. Assume that both the investors
close out their positions on Mar 18, 2010 during which S&P 500 index
moved up by 4.5%. For simplicity it is also assumed that no exchange rate

change took place during the period

Mar 01, 2010 Mar 18, 2010

S&P 500 1115.70 1165.84
Investor A Investor B
Investment Value (USD) on May 01,2010 | 5000 | Portfolio Value (INR) on May 01,2010 | 2,78,925
Investment Value (INR) (USD/INR @ 45) | 225000 | Brokerage charge® @ 0.05% 139.46
Brokerage charge* @ 0.5% 1125 | Service Tax on Brokerage @10.33% 14.41
Account transfers* @ 550 2250 = Stamp Duty @ 0.01% of traded value
| in Maharashtra |28
Total Transaction cost (Buy Leg) 3375 | SEBITurnover Tax @ 0.0001% of
| traded value _ 0.28
Total Transaction cost (Buy Leg) 182.04
Margin Cost (Assumed at 10%)/
Investment value 127,892.50
Investment Value (USD) on May 18,2010 | 5225 | Portfolio Value (INR) on May 18,2010 | 2,91,460
Investment Value (INR) (USD/INR @ 45) | 235125 | Brokerage charge* @ 0.05% 145.73
Brokerage charge* @ 0.5% 1176 | Service Tax on Brokerage @10.33% 15.05
Account transfers® @ $50 2250 | Securities Transaction Tax @0.017% of
traded value on sell position 49.55
Total Transaction cost (Sell Leg) 3426 = Stamp Duty @ 0.01% of traded value
in Maharashtra 29.15
SEBI Turnover Tax @ 0.0001% of
| traded value | 029
Total Transaction cost (Sell Leg) 239.77
Roundtrip Cost (buying and selling cost) 6801 | Roundtrip Cost (buying and
selling cost) 421.81
Total Profit 10125 | Total Profit 12,535.00
Net Profit 3324 | Net Profit 112,113.20
Return on investment value 1.48% | Return on investment value 43.43%

el e ———, ... e
* Hypothetical transaction charges
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As can be observed from the example above, investor B has achieved

better returns on his portfolio during the same period in comparison to
investor A due to lower transaction cost and lower investment amount.

« Global events risk management

Major global events like failure of an investment bank in U.S. or a debt crisis
in a European country have ripple effect on equity markets across the
globe, even if they are not significantly correlated. An investor holding, say
an Indian portfolio and desirous of liquidating it, during such period may
end up with inferior valuations due to these global events. Futures on S&P

500 and DJIA could help such investors manage this risk.

Hlustrative example:

On May 03, 2010 a hypothetical investor holds a position in Nifty portfolio.
He expects that the crisis in global economy can have spill-over effect on
Indian markets. As the investor is not sure about the extent to which the
global turmoil will affect his portfolio, as a worst case scenario he assumes
that maximum loss his portfolio may suffer will be equal to the fall in U.S.
market, Therefore to cover his short term risk, investor takes a short
position in one DJIA futures contract. During May 2010 U.S. market was
down by 9% due to fears of decline in GDP growth rate in euro zone. The
events caused a negative impact on Indian markets as well, which posted a

negative return of 3% during the period.

| May03,2010  May 28,2010

DJIA ‘ 11151.83 10136.63

Nifty portfolio 2,61,138 2,53,328
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Without Hedge With Hedge
Nifty portfolio | Nifty portfolio DJIA
Futures
(lot size 25)

May 03, 2010 2,61,138 261,138  2,78,795.80
May 28, 2010 2,53,328 2,53,328  2,53,415.75
P/L -7,810 -7,810 25,380
Net P&L -7,810 17,570

As it can be observed from the example above, the global event risk for the

investor’s domestic portfolio can be hedged using foreign index futures.

«» Portfolio Diversification

Portfolio diversification refers to the process of mixing a wide variety of
investments within a portfolio. Generally, a portfolio with diverse
investments will, on average, yield higher returns and pose a lower risk
than any individual investment found within the portfolio. Typically, a
well-diversified portfolio will yield the most cost-effective level of risk
reduction. Further diversification benefits can be gained by investing in
foreign securities because they tend to be less closely correlated with
domestic investments. For example, an economic downturn in the local
economy may not affect U.S. economy in a similar way; therefore, having
U.S. investments may allow an investor to have a cushion of protection
against losses caused due to local economic downturn. Using future
contracts on S&P 500 and DJIA could therefore be an efficient way of

diversification for Indian investors.

Trading S&P 500 and DJIA futures at NSE

Members shall not need any change to their existing hardware, software or
network and Investors may use their existing relationship with their trading
members to trade these products. The derivative contracts on these two

indices provide multiple advantages as out lined below:
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- Simplicity: The contracts shall be traded during Indian time and under
the domestic regulatory set up

« No currency risk: The contracts are rupee denominated. Hence there
shall be no currency risk associated in trading them

- [Ease of Access: The instruments would be introduced in the existing
equity derivatives segment. The existing trading, clearing and risk
management infrastructure could be used without any additional cost

- Opportunities: Futures contracts on these indices will enable Indian
investors to participate in international financial markets and bringing
diversification in their investment portfolios

= Security: Settlement Guarantee currently available in F&O segment

shall be automatically extended to these products as well

About the National Stock Exchange

National Stock Exchange of India Ltd. (NSE), India’s largest exchange in
Equity and Equity Derivatives segments was established in the mid 1990s
as a demutualised electronic exchange by leading Indian Financial
Institutions. NSE offers trading, clearing and settlement services in a range
of products covering various asset classes namely; equity, debt, derivatives
on equity, currencies and interest rates. NSE ranks third globally by number
of trades in the equities market, second in exchange traded index options

and third in Index futures and in single stock futures. (Source: WFE).

In case of queries, please contact :
NATIONAL STOCK EXCHANGE OF INDIA LIMITED
Exchange Plaza, Bandra Kurla Complex, Bandra (E), Mumbai 400051, India
Tel: +91 22 26598165 / 26598168 - Fax: + 91 22 26598242

email : gifag@nse.co.in « Web Site: www.nseindia.com

Resources:
www.indices.standardandpoors.com
www.sp-indexdata.com
www.djaverages.com
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Disclaimer

National Stock Exchange of India Limited (NSE) is providing this publication for
informational purposes only. No statement in this publication is to be construed as
furnishing investment advice or being a recommendation, solicitation or offer to buy or
sell any futures or any other security. Investors are advised to seek adequate product and
market knowledge as well as proper investment advice before trading. While care has
been taken to ensure accuracy, the information furnished to reader with no warranty as
to accuracy or completeness of its contents and on condition that any changes,
omissions or errors shall not be made the basis for any claim, demand or cause of action

Dow Jones:

"Dow lones” and the “Dow Jones Industrial Average®" are service marks of Dow Jones &

Company, Inc. Dow Jones has no relationship to National Stock Exchange of India, Ltd,,

other than the licensing of the Dow Jones Industrial Average and its service marks for

use in connection with the [products]. Dow Jones does not:

Sponsor, endorse, sell or promote the [products].

«  Recommend that any person invest in the [products] or any other securities.

- Have any responsibility or liability for or make any decisions about the timing,
amount or pricing of [products].

- Have any responsibility or liability for the administration, management or marketing
of the [products].

« Consider the needs of the [products] or the owners of the [products] in determining,
composing or calculating the Dow Jones Industrial Average or have any obligation
to do so.

Dow Jones will not have any liability in connection with the [Products]. Specifically, Dow

Jones does not make any warranty, express or implied, and Dow Jones disclaims any

warranty about:

« the results to be obtained by the [products), the owner of the [Products] or any
other person in connection with the use of the [relevant Index] and the data
included in the [relevant index];

« the accuracy or completeness of the [relevant Index] and its data; and/or

- the merchantability and the fitness for a particular purpose or use of the [relevant
index] and its data;

+  Dow Jones will have no liability for any errors, omissions or interruptions in the
[relevant index] or its data; and
Under no circumstances will Dow Jones be liable for any lost profits or indirect,
punitive, special or consequential damages or losses, even if Dow Jones knows that

they might occur.

The sublicense agreement among National Stock Exchange of India Ltd, The Board of
Trade of the City of Chicago, Inc, and Dow Jones is solely for their benefit and not for the

benefit of the owners of the [Products] or any other third parties.
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Standard & Poor’s:
Standard & Poor's Financial Services LLC ("S&P") and Chicago Mercantile Exchange Inc.
("CME"and together with S&P, the "Index Licensors”) license the Exchange to use various
S&P stock indices (the "S&P Stock Indices”) in connection with the trading of futures
contracts and options on futures contracts based upon such indices. Neither of the
Index Licensors shall have any liability for any damages, claims, losses or expenses
caused by any errors or delays in calculating or disseminating the S&P Stock Indices.
This document does not constitute an offer of services in jurisdictions where Standard &
Poor's Financial Services LLC (*S&P*) or its affiliates do not have the necessary licenses. All
information provided by S&P is impersonal and not tailored to the needs of any person,
entity or group of persons. S&P receives compensation in connection with licensing its
indices to third parties. Any returns or performance provided within are for illustrative
purposes only and do not demonstrate actual performance. Past performance is not a
guarantee of future investment results.
S&P and its affiliates do not sponsor, endorse, sell, promote or manage any investment
fund or other vehicle that is offered by third parties and that seeks to provide an
investment return based on the returns of any S&P index. There is no assurance that
investment products based on the index will accurately track index performance or
provide positive investment returns. S&P is not an investment advisor, and S&P and its
affiliates make no representation regarding the advisability of investing in any such
investment fund or other vehicle. A decision to invest in any such investment fund or
other vehicle should not be made in reliance on any of the statements set forth in this
document. Prospective investors are advised to make an investment in any such fund or
other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by
or on behalf of the issuer of the investment fund or other vehicle. Inclusion of a security
within an index is not a recommendation by S&P to buy, sell, or hold such security, nor is
it considered to be investment advice.
S&P does not guarantee the accuracy and/or completeness of any S&P index, any data
included therein, or any data from which it is based, and Standard & Poor's shall have no
liability for any errors, omissions, or interruptions therein. S&° makes no warranties,
express or implied, as to results to be obtained from use of information provided by S&F,
and S&P expressly disclaims all warranties of suitability with respect thereto. While S&P
has obtained information believed to be reliable, S&P shall not be liable for any claims or
losses of any nature in connection with information contained in this document,
including but not limited to, lost profits or punitive or consequential damages, even if it
is advised of the possibility of same.
Copyright @ 2011 by Standard & Poor’s Financial Services LLC, a subsidiary of The
McGraw-Hill Companies. All rights reserved. Redistribution, reproduction and/or
photocopying in whole or in part is prohibited without written permission. 5&F, S&P 500
and STANDARD & POOR'S are registered trademarks of Standard & Poor's Financial
Services LLC.
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